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FEDERAL RESERVE’S FIRST MONETARY
POLICY REPORT FOR 2010

THURSDAY, FEBRUARY 25, 2010

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 9:08 a.m. in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd, Chairman of the
Committee, presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. The Committee will come to order.

Let me welcome all who are here this morning for the Committee
hearing, the hearing on the semiannual monetary report to Con-
gress by the Chairman of the Federal Reserve, and we welcome you
once again, Mr. Chairman, to the Banking Committee. I will make
a brief opening statement, turn to Senator Shelby for any com-
ments he may make, and then we will turn right to you for your
opening comments and get to some questioning. But we thank you
once again for joining us here this morning.

Today, as you testify before us, Mr. Chairman, it is worth taking
a moment to recognize that our economy is showing signs of emerg-
ing from this recession. During the last two quarters, GDP has
shown positive growth, as has gross private domestic investment,
and financial markets have stabilized enough to allow the Fed to
wind down nearly all the liquidity facilities it established in re-
sponse to this crisis.

But that does not mean, of course, that our economy is out of the
woods, as we all know. And more importantly, it does not mean
that the situation of working families has improved dramatically
either. Households and small businesses dependent on banks for fi-
nancing continue to have trouble getting the loans that they need.
Commercial real estate losses continue to mount, and combined
with losses on home mortgages, they are making the credit crunch
even worse.

Outside of securities guaranteed by the Federal Government, the
residential and commercial markets for mortgage-backed securities
are practically non-existent. Foreclosures continue to plague our
communities at greater and greater rates, and the large inventory
of foreclosed homes continues to suppress the housing market and
discouraging new construction.

And worst of all, Mr. Chairman, the job market continues to suf-
fer from the losses incurred during the recession. We have lost 8.4
million jobs since December of 2007. The unemployment rate
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stands at 9.7 percent, although many of us would argue here that
that number is actually vastly in excess of that in many areas of
the country. And it is widely expected that it will remain high for
several years to come. An astonishing 6.3 million American work-
ers have been out of a job for a half a year or more, and that is
a record in our Nation.

The state of our economy as a whole may be improving, but if
we are talking about the situation of ordinary American families,
I think I can sum up this recovery in three words: Not good
enough. I think most would agree.

The longer we go without resolving these problems, the worse off,
of course, we all will be. Unemployed Americans will continue to
lose their health insurance and their homes. Their skills will begin
to deteriorate, leaving us less competitive in the global economy.
Those who do have jobs will see their wages stagnate. Our country
will suffer as a result.

This Congress has a role to play in putting people back to work,
and we have a responsibility to put protections in place to make
sure that a crisis like this never threatens our financial system
again. Our Committee has made important progress toward that
end, and my hope is that we will have a financial reform bill ready
in the coming days.

Mr. Chairman, you also have a role to play in all of this, as you
know, and I have been impressed by your leadership, keeping the
American economy from falling into the abyss, and you deserve a
great deal of credit, in my view, for having contributed so signifi-
cantly to that result. But now it is time as well, as I am sure you
will agree, for you to show the same kind of leadership in helping
us and American families along with those of us on this side of the
dais to achieve the same fate, to come out of this abyss and get
back on our feet again.

So I look forward to working with you in the coming days—I
know all of my colleagues will—work on your ideas and how mone-
tary policy can help our constituents emerge from this recession.

Now, as many of my colleagues know, having filled in the seat
for Ted Kennedy as Chairman of the Health, Education, and Labor
Committee, I have another place to be this morning—at the White
House—to sit there and resolve health care, which I am confident
we are going to do this morning, I would say to my colleagues. I
do not see any smiles around the table on hearing that prediction.
And so I am going to be leaving shortly, but I want to take—I am
going to abuse my chairmanship for a minute. I am going to ask
you a question because I will not get a chance in the normal proc-
ess.

In light of what is happening in Greece, Mr. Chairman, I wanted
to raise an issue because matters have arisen, and I will raise this
and you can either respond quickly to it and I will go right to Sen-
ator Shelby. But if I indulge my colleagues by doing this—I have
not done this before, but given that I have got the problems this
morning where I have to be.

The debt crisis, Mr. Chairman, in Greece is shedding light on the
role of derivatives in the financial markets. According to news re-
ports this morning and over the last several days, banks and hedge
funds are using credit default swaps to bet that Greece will default
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on its debt. The rising price of these contracts contributes to an at-
mosphere of crisis, making it even more difficult for the Greek Gov-
ernment, in my opinion, to borrow. Since there is no requirement
that purchasers of credit default swaps actually own any of the un-
derlying debt, we have a situation in which major financial institu-
tions are amplifying a public crisis for what would appear to be pri-
vate gain.

I want to ask you here whether or not you think there ought to
be limits on the use of credit default swaps to prevent the inten-
tional creation of runs against governments. Do you have any quick
comments on that?

Mr. BERNANKE. Yes, Senator. I just want to say first of all that
we are looking into a number of questions related to Goldman
Sachs and other companies and their derivatives arrangements
with Greece and on this issue as well. As you know, credit default
swaps are properly used as hedging instruments.

Chairman Dobbp. I agree.

Mr. BERNANKE. The SEC, of course, has been interested in this
issue. Obviously, using these instruments in a way that inten-
tionally destabilizes a company or a country is counterproductive,
and I am sure the SEC will be looking into that. We will certainly
be evaluating what we can learn from the activities of the holding
companies that we supervise here in the United States.

Chairman DoDD. Well, let me just make the request of you here,
and we will make the similar request to the SEC. I am sure all of
us on this Committee would like to hear very quickly what the re-
sponse is going to be, if any, either from your or recommendations
you would make as well as from the SEC. I will make that formal
request this morning. I think it is a critical issue for all of us.

Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you. Thank you, Chairman Dodd. Wel-
come to the Committee, Chairman Bernanke, again.

As our financial markets began to show signs of improvement,
many of the Fed’s temporary lending facilities have been allowed
to expire, and monetary policy has begun to normalize. And while
use of the temporary lending facilities wane, expanded purchases
by the Fed of Federal agency debt, mortgage-backed securities, and
longer-term Treasury securities have kept the size of the Fed’s bal-
ance sheet unusually large.

As of last week, it is my understanding that the banks had over
$1.2 trillion in reserve balances at Federal Reserve banks. That is
more than 100 times the average level of such balances in 2006.

This morning I am interested in hearing, Mr. Chairman, plans
for reducing the size of the Fed’s balance sheet, withdrawing ex-
traordinary liquidity support from the banking system, and con-
tinuing the normalization of monetary policy. In addition, I believe,
Mr. Chairman, you should tell us how the Fed plans to use interest
on reserves as a monetary policy tool and how you intend to use
reverse repurchase agreements to address reserves in the banking
system.

Finally, the Committee, I believe, should gain a better under-
standing of how the Fed and the Treasury Department intend to
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manage the Fed’s balance sheet, and I think this is especially rel-
evant given Tuesday’s announcement by the Treasury that it an-
ticipates selling securities and injecting around $200 billion into
the Department’s supplemental financing account at the Fed over
the next 2 months.

Mr. Chairman, while there are signs of improvement in the econ-
omy, conditions remain weak, especially in labor markets. Too
many Americans are unemployed or underemployed. Because cred-
ible plans for fiscal balance and monetary policy are essential for
economic recovery, we need to have transparency and clarity about
the Federal Reserve’s plans. My hope this morning, Mr. Chairman,
is that you will provide that clarity.

Thank you.

Chairman DopD. Mr. Chairman, the floor is yours.

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. BERNANKE. Thank you. Chairman Dodd, Ranking Member
Shelby, and other members of the Committee, I am pleased to
present the Federal Reserve’s semiannual Monetary Policy Report
to the Congress. I will begin today with some comments on the out-
look for the economy and for monetary policy and then touch brief-
ly on several important issues.

Although the recession officially began more than 2 years ago,
U.S. economic activity contracted particularly sharply following the
intensification of the global financial crisis in the fall of 2008. Con-
certed efforts by the Federal Reserve, the Treasury Department,
and other U.S. authorities to stabilize the financial system, to-
gether with highly stimulative monetary and fiscal policies, helped
arrest the decline and are supporting a nascent economic recovery.
Indeed, the U.S. economy expanded at about a 4-percent annual
rate during the second half of last year. A significant portion of
that growth, however, can be attributed to the progress that firms
made in working down unwanted inventories of unsold goods,
which left them more willing to increase production. As the impe-
tus provided by the inventory cycle is temporary, and as the fiscal
support for economic growth likely will diminish later this year, a
sustained recovery will depend on continued growth in private sec-
tor final demand for goods and services.

Private final demand does seem to be growing at a moderate
pace, buoyed in part by a general improvement in financial condi-
tions. In particular, consumer spending has recently picked up, re-
flecting gains in real disposable income and household wealth and
tentative signs of stabilization in the labor market. Business in-
vestment in equipment and software has risen significantly. And
international trade—supported by a recovery in the economies of
many of our trading partners—is rebounding from its deep contrac-
tion of a year ago. However, starts of single-family homes, which
rose noticeably this past spring, have recently been roughly flat,
and commercial construction is declining sharply, reflecting poor
fundamentals and continued difficulty in obtaining financing.

The job market has been especially hard hit by the recession, as
employers reacted to sharp sales declines and concerns about credit
availability by deeply cutting their workforces in late 2008 and in
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2009. Some recent indicators suggest that the deterioration in the
labor market is abating: Job losses have slowed considerably, and
the number of full-time jobs in manufacturing rose modestly in
January. Initial claims for unemployment insurance have contin-
ued to trend lower, and the temporary services industry, often con-
sidered a bellwether for the employment outlook, has been expand-
ing steadily since October. Notwithstanding these positive signs,
the job market remains quite weak, with the unemployment rate
near 10 percent and job openings scarce. Of particular concern, be-
cause of its long-term implications for workers’ skills and wages, is
the increasing incidence of long-term unemployment; indeed, more
than 40 percent of the unemployed have been out of work for 6
months or more, nearly double the share of a year ago.

Increases in energy prices resulted in a pickup in consumer price
inflation in the second half of last year, but oil prices have flat-
tened out over recent months, and most indicators suggest that in-
flation will likely remain subdued for some time. Slack in labor and
product markets has reduced wage and price pressures in most
markets, and sharp increases in productivity have further reduced
producers’ unit labor costs. The cost of shelter, which receives a
heavy weight in consumer price indexes, is rising very slowly, re-
flecting high vacancy rates. In addition, according to most meas-
ures, longer-term inflation expectations have remained relatively
stable.

The improvement in financial markets that began last spring
continues. Conditions in short-term funding markets have returned
to near pre-crisis levels. Many (mostly larger) firms have been able
to issue corporate bonds or new equity and do not seem to be ham-
pered by a lack of credit. In contrast, bank lending continues to
contract, reflecting both tightened lending standards and weak de-
mand for credit amid uncertain economic prospects.

In conjunction with the January meeting of the FOMC, Board
members and Reserve Bank presidents prepared projections for
economic growth, unemployment, and inflation for the years 2010
through 2012 and over the longer run. The contours of these fore-
casts are broadly similar to those I reported to the Congress last
July. FOMC participants continue to anticipate a moderate pace of
economic recovery, with economic growth of roughly 3 to 32 per-
cent in 2010 and 3 Y2 to 4 ¥2 percent in 2011. Consistent with mod-
erate economic growth, participants expect the unemployment rate
to decline only slowly, to a range of roughly 6 2 to 7 Y2 percent by
the end of 2012, still well above their estimate of the long-run sus-
tainable rate of about 5 percent. Inflation is expected to remain
subdued, with consumer prices rising at rates between 1 and 2 per-
cent in 2010 through 2012. In the longer term, inflation is expected
to be between 1% and 2 percent, the range that most FOMC par-
ticipants judge to be consistent with the Federal Reserve’s dual
mandate of price stability and maximum employment.

Over the past year, the Federal Reserve has employed a wide
array of tools to promote economic recovery and preserve price sta-
bility. The target for the Federal funds rate has been maintained
at a historically low range of 0 to ¥4 percent since December 2008.
The FOMC continues to anticipate that economic conditions—in-
cluding low rates of resource utilization, subdued inflation trends,
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and stable inflation expectations—are likely to warrant exception-
ally low levels of the Federal funds rate for an extended period.

To provide support to mortgage lending and housing markets and
to improve overall conditions in private credit markets, the Federal
Reserve is in the process of purchasing $1.25 trillion of agency
mortgage-backed securities and about $175 billion of agency debt.
We have been gradually slowing the pace of these purchases in
order to promote a smooth transition in markets and anticipate
that these transactions will be completed by the end of March. The
FOMC will continue to evaluate its purchases of securities in light
of the evolving economic outlook and conditions in financial mar-
kets.

In response to the substantial improvements in the functioning
of most financial markets, the Federal Reserve is winding down the
special liquidity facilities it created during the crisis. On February
1, a number of these facilities, including credit facilities for primary
dealers, lending programs intended to help stabilize money market
mutual funds and the commercial paper market, and temporary li-
quidity swap lines with foreign central banks, were all allowed to
expire.

The only remaining lending program for multiple borrowers cre-
ated under the Federal Reserve’s emergency authorities, is the
Term Asset-Backed Securities Loan Facility, or TALF, and it is
scheduled to close on March 31 for loans backed by all types of col-
lateral except for newly issued commercial mortgage-backed securi-
ties, and it will close on June 30 for loans backed by newly issued
CMBS.

In addition to closing its special facilities, the Federal Reserve is
normalizing its lending to commercial banks through the discount
window. The final auction of discount window funds to depositories
through the Term Auction Facility, which was created in the early
stages of the crisis to improve the liquidity of the banking system,
will occur on March 8. Last week, we announced the maximum
term of discount window loans, which was increased to as much as
90 days during the crisis, would be returned to overnight for most
banks, as it was before the crisis erupted in August 2007.

To discourage banks from relying on the discount window rather
than private funding markets for short-term credit, last week we
also increased the discount rate by 25 basis points, raising the
spread between the discount rate and the top of the target range
for the Federal funds rate to 50 basis points. These changes, like
the closure of most of the special lending facilities earlier this
month, are in response to the improved functioning of financial
markets, which has reduced the need for extraordinary assistance
from the Federal Reserve. These adjustments are not expected to
lead to tighter financial conditions for households and businesses
and should not be interpreted as signaling any change in the out-
look for monetary policy, which remains about the same as it was
at the time of the January meeting of the FOMC.

Although the Federal funds rate is likely to remain exceptionally
low for an extended period, as the expansion matures, the Federal
Reserve will at some point need to begin to tighten monetary condi-
tions to prevent the development of inflationary pressures. Not-
withstanding the substantial increase in the size of its balance
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sheet associated with its purchases of Treasury and agency securi-
ties, we are confident that we have the tools we need to firm the
stance of monetary policy at the appropriate time.

Most importantly, in October 2008 the Congress gave statutory
authority to the Federal Reserve to pay interest on banks’ holdings
of reserve balances at Federal Reserve banks. By increasing the in-
terest rate on reserves, the Federal Reserve will be able to put sig-
nificant upward pressure on all short-term interest rates. Actual
and prospective increases in short-term interest rates will be re-
flected in turn in longer-term interest rates and in financial condi-
tions more generally.

The Federal Reserve has also been developing a number of addi-
tional tools to reduce the large quantity of reserves held by the
banking system, which will improve the Federal Reserve’s control
of financial conditions by leading to a tighter relationship between
the interest rate paid on reserves and other short-term interest
rates. Notably, our operational capacity for conducting reverse re-
purchase agreements, a tool that the Federal Reserve has histori-
cally used to absorb reserves from the banking system, is being ex-
panded so that such transactions can be used to absorb large quan-
tities of reserves. The Federal Reserve is also currently refining
plans for a term deposit facility that could convert a portion of de-
pository institutions’ holdings of reserve balances into deposits that
are less liquid and could not be used to meet reserve requirements.
In addition, the FOMC has the option of redeeming or selling secu-
rities as a means of reducing outstanding bank reserves and apply-
ing monetary restraint. Of course, the sequencing of steps and the
combination of tools that the Federal Reserve uses as it exits from
its currently very accommodative policy stance will depend on eco-
nomic and financial developments. I provided more discussion of
these options and possible sequencing in a recent testimony.

The Federal Reserve is committed to ensuring that the Congress
and the public have all the information needed to understand our
decisions and to be assured of the integrity of our operations. In-
deed, on matters related to the conduct of monetary policy, the
Federal Reserve is already one of the most transparent central
banks in the world, providing detailed records and explanations of
its decisions. Over the past year, the Federal Reserve also took a
number of steps to enhance the transparency of its special credit
and liquidity facilities, including the provision of regular, extensive
reports to the Congress and the public; and we have worked closely
with the GAO, the SIGTARP, the Congress, and private sector
auditors on a range of matters relating to these facilities.

While the emergency credit and liquidity facilities were impor-
tant tools for implementing monetary policy during the crisis, we
understand that the unusual nature of those facilities creates a
special obligation to assure the Congress and the public of the in-
tegrity of their operation. Accordingly, we would welcome a review
by the GAO of the Federal Reserve’s management of all facilities
created under emergency authorities. In particular, we would sup-
port legislation authorizing the GAO to audit the operational integ-
rity, collateral policies, use of third-party contractors, accounting,
financial reporting, and internal controls of these special liquidity
and credit facilities. The Federal Reserve will, of course, cooperate
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fully and actively in all reviews. We are also prepared to support
legislation that would require the release of the identities of the
firms that participated in each special facility after an appropriate
delay. It is important that the release occur after a lag that is suffi-
ciently long that investors will not view an institution’s use of one
of these facilities as a possible indication of ongoing financial prob-
lems, thereby undermining market confidence in the institution or
discouraging use of any future facility that might become necessary
to protect the U.S. economy. An appropriate delay would also allow
firms adequate time to inform investors through annual reports
and other public documents of their use of Federal Reserve facili-
ties.

Looking ahead, we will continue to work with the Congress in
identifying approaches for enhancing the Federal Reserve’s trans-
parency that are consistent with our statutory objectives of fos-
tering maximum employment and price stability. In particular, it
is vital that the conduct of monetary policy continue to be insulated
from short-term political pressures so that the FOMC can make
policy decisions in the longer-term economic interests of the Amer-
ican people. Moreover, the confidentiality of discount window lend-
ing to individual depository institutions must be maintained so
that the Federal Reserve continues to have effective ways to pro-
vide liquidity to depository institutions under circumstances where
other sources of funding are not available. The Federal Reserve’s
ability to inject liquidity into the financial system is critical for pre-
serving financial stability and for supporting depositories’ key role
in meeting the ongoing credit needs of firms and households.

Strengthening our financial regulatory system is essential for the
long-term economic stability of the Nation. Among the lessons of
the crisis are the crucial importance of macroprudential regulation
that is, regulation and supervision aimed at addressing risks to the
financial system as a whole—and the need for effective consoli-
dated supervision of every financial institution that is so large or
interconnected that its failure could threaten the functioning of the
entire financial system.

The Federal Reserve strongly supports the Congress’ ongoing ef-
forts to achieve comprehensive financial reform. In the meantime,
to strengthen the Federal Reserve’s oversight of banking organiza-
tions, we have been conducting an intensive self-examination of our
regulatory and supervisory responsibilities and have been actively
implementing improvements. For example, the Federal Reserve has
been playing a key role in international efforts to toughen capital
and liquidity requirements for financial institutions, particularly
systemically critical firms, and we have been taking the lead in en-
suring that compensation structures at banking organizations pro-
vide appropriate incentives without encouraging excessive risk tak-
ing.
The Federal Reserve is also making fundamental changes in its
supervision of large, complex bank holding companies, both to im-
prove the effectiveness of consolidated supervision and to incor-
porate a macroprudential perspective that goes beyond the tradi-
tional focus on safety and soundness of individual institutions. We
are overhauling our supervisory framework and procedures to im-
prove coordination within our own supervisory staff and with other
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supervisory agencies and to facilitate more integrated assessments
of risks within each holding company and across groups of compa-
nies.

Last spring the Federal Reserve led the successful Supervisory
Capital Assessment Program, popularly known as the bank stress
tests. An important lesson of that program was that combining on-
site bank examinations with a suite of quantitative and analytical
tools can greatly improve comparability of the results and better
identify potential risks. In that spirit, the Federal Reserve is also
in the process of developing an enhanced quantitative surveillance
program for large bank holding companies. Supervisory informa-
tion will be combined with firm-level, market-based indicators and
aggregate economic data to provide a more complete picture of the
risks facing these institutions and the broader financial system.
Making use of the Federal Reserve’s unparalleled breadth of exper-
tise, this program will apply a multidisciplinary approach that in-
volves economists, specialists in particular financial markets, pay-
ments systems experts, and other professionals, as well as bank su-
pervisors.

The recent crisis has also underscored the extent to which direct
involvement in the oversight of banks and bank holding companies
contributes to the Federal Reserve’s effectiveness in carrying out
its responsibilities as a central bank, including the making of mon-
etary policy and the management of the discount window. But most
important, as the crisis has once again demonstrated, the Federal
Reserve’s ability to identify and address diverse and hard-to-predict
threats to financial stability depends critically on the information,
expertise, and powers that it has by virtue of being both a bank
supervisor and a central bank.

The Federal Reserve continues to demonstrate its commitment to
strengthening consumer protections in the financial services arena.
Since the time of the previous Monetary Policy Report in July, the
Federal Reserve has proposed a comprehensive overhaul of the reg-
ulations governing consumer mortgage transactions, and we are
collaborating with the Department of Housing and Urban Develop-
ment to assess how we might further increase transparency in the
mortgage process. We have issued rules implementing enhanced
consumer protections for credit card accounts and private student
loans as well as new rules to ensure that consumers have meaning-
ful opportunities to avoid overdraft fees. In addition, the Federal
Reserve has implemented an expanded consumer compliance super-
vision program for nonbank subsidiaries of bank holding companies
and foreign banking organizations.

More generally, the Federal Reserve is committed to doing all
that can be done to ensure that our economy is never again dev-
astated by a financial collapse. We look forward to working with
the Congress to develop effective and comprehensive reform of the
financial regulatory framework.

Thank you.

Senator JOHNSON. [Presiding.] Thank you, Mr. Chairman.

Is there an agreement that 5 minutes should be enough on the
clock? I do not want to be overly rigid, but so be it.

Chairman Bernanke, the weather has been unusually harsh
across the country in the past month. This has disrupted business
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and Government activity and is likely to have an impact on em-
ployment. Do you think the effects will be strong enough to show
up in the next month’s employment statistics?

Mr. BERNANKE. Senator, first I would say that the harsh weather
will not have permanent effects on the——

Senator BUNNING. Turn on your microphone.

Mr. BERNANKE. Pardon me. Senator, I would like to say first that
the harsh weather is unlikely to have any permanent effects on the
economy, simply a temporary effect. But it does seem likely that
there will be some impact on the employment statistics for Janu-
ary. It is very hard to know exactly how much, but the snowstorms
were during the week in which the information is gathered about
payrolls. It may also affect unemployment insurance claims and
some other kinds of information. So we will have to be particularly
careful about not overinterpreting the data that we receive for Jan-
uary.

Senator JOHNSON. As Congress grapples with the need for job
creation and the need to reduce our mounting deficits and national
debt, can you talk about the impact unemployment and the budget
imbalance could have on inflation?

Mr. BERNANKE. Well, currently Senator, inflation looks to be sub-
dued. We are not expecting inflation to rise significantly in the
near or medium term.

On the one hand, the unemployment and the low use, utilization,
the low rate of utilization of labor has been a force keeping wage
gains very lower, which, of course, from a worker’ perspective is a
problem. From the perspective of employers, they are seeing both
very slow wage growth and because of all the cuts and cost-cutting
measures, they are also seeing very strong increases in produc-
tivity, which are quite remarkable. So the combination of slow
wage growth and high productivity gains means that the unit labor
costs, the costs of production are, if anything, falling for most
firms. So that, together with very weak demand in many indus-
tries, means that firms have very little ability or incentive to raise
prices, which would, of course, tend to moderate inflation.

On the deficit, the impact on inflation in the near term I think
is limited. Of course, it is important that Congress, the Administra-
tion, find solutions to our longer-term debt problems. Otherwise, it
is conceivable—and I am not anticipating anything in the near
term, but it is conceivable that it could lead to a loss of confidence
in aspects of the U.S. economy. It could affect interest rates. It
could affect the value of the dollar. And those things could directly
or indirectly affect the state of the economy, the recovery, and, of
course, the rate of inflation.

Senator JOHNSON. As the Federal Reserve begins to wind down
purchases of mortgage-backed securities, what steps, if any, are
needed to ensure stability in the housing market during this tran-
sition?

Mr. BERNANKE. Well, as you know, Senator, we are at this point
planning to end our purchases at the end of this first quarter. A
question is to what extent will mortgage rates be affected by the
end of our purchases. Of course, even though we have stopped pur-
chases, we still retain on our balance sheet $1.25 trillion of mort-
gage-backed securities, and we believe that the holding of all those
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securities off the market in itself will tend to keep mortgage rates
down.

We do not know for sure how much mortgage rates will respond
to our leaving the market. So far, there is little evidence of much
change in mortgage rates, but obviously, we have to keep moni-
toring that. If there is a response which seems to threaten the
broader economic recovery, we certainly would be prepared to re-
view that decision. But, again, at the moment it does not seem to
be that a large change in mortgage rates or any effect on housing
is evident.

Senator JOHNSON. Although the minutes of the January 26-27,
2010 Federal Open Market Committee meeting indicate that core
measures of inflation have been stable, they also indicate that
headline inflation with swings in energy prices and core inflation
may have been held down by unusually slow increases in the price
index for shelter due to the housing crisis. Do you think that poten-
tially higher future energy and housing costs pose an inflationary
threat in the medium run?

Mr. BERNANKE. Well, we believe that the underlying trend of in-
flation, given stable expectations, given a very weak economy, looks
to be subdued. Of course, we monitor energy and commodity prices
very closely and they can vary substantially depending, for exam-
ple, on the strength of the global recovery. Recently, energy prices
have been roughly stable and futures prices don’t indicate an ex-
pectation of sharp increases in the near term. So, again, we will
continue to monitor energy prices, but currently, at least, they are
not presenting a major inflationary threat.

The very high vacancy rates in rental properties are keeping
rents down, as well as vacancies in homes, as well, and our antici-
pation is that shelter costs are going to remain quite subdued for
some time.

Senator JOHNSON. Senator Shelby.

Senator SHELBY. Thank you.

Chairman Bernanke, this Committee continues, as you well
know, to wrestle with financial reform and the role of the Fed has
been a significant part of that debate, as you are well aware.
Chairman Dodd has previously proposed stripping the Fed of its
regulatory authority, allowing you and your colleagues to focus on
your monetary policy, lender of last resort, and payment systems
functions and so forth. On the other hand, some on the Committee
have argued in favor of allowing the Fed to retain some type of reg-
ulatory authority over the largest institutions, perhaps some of the
others.

What do you see—how do you see such an approach, as a net
positive or a net negative here, and what would you do as Chair-
man of the Board of Governors of the Fed if the will of the Con-
gress was to give the Fed another opportunity to be a regulator?
What would you change, considering all the problems that were
had in the last 7 years in the regulatory process?

Mr. BERNANKE. Thank you, Senator. As you know, I think that
stripping the Federal Reserve of its supervisory authorities in the
light of the recent crisis would be a grave mistake for several rea-
sons.
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First, we have learned from the crisis that large, complex finan-
cial firms that pose a threat to the stability of the financial system
need strong consolidated supervision. That means they need to be
seen and overseen as a complete company, reflecting the develop-
ments not only in their banks, but also in their securities dealers
and all the various aspects of their operations.

A bank supervisor which focuses on looking at credit files is not
prepared to look at the wide range of activities of a complex inter-
national financial firm. The Federal Reserve, in contrast, by virtue
of its efforts in monetary policy, has substantial knowledge of fi-
nancial markets, payment systems, economics, and a wide range of
areas other than just bank supervision, and in our stress test, we
demonstrated that we can use that whole range of multidisci-
plinary skills to do a better job of consolidated oversight.

By the same token, we need to look at systemic risks. Systemic
risks themselves also involve risks that can span across companies
and into various markets. There again, you need an institution
that has a breadth of skills. It is hard for me to understand why
in the face of a crisis that was so complex and covers so many mar-
kets and institutions you would want to take out of the regulatory
system the one institution that has the full breadth and range of
those skills to address those issues.

Let me mention your second point, and I think your point is very
well taken. As I discussed in my testimony, we have taken very,
very seriously both changes in our performance, changes in the
way we go about doing supervision, but also changes in the struc-
ture of supervision, and we have made very substantial changes in
order to increase the quality of our supervision, to increase our
ability to look for systemic risks, and to use a multidisciplinary
cross-expertise platform to look at these different issues. So we are
very committed, and I would be happy to discuss with you through
a letter or individually more details.

I guess I would also like, if I might just have one more second,
the Federal Reserve, of course, made errors and made mistakes in
the supervisory function, but we were hardly alone in that respect
and there were——

Senator SHELBY. But what have you learned? I guess that is the
question.

Mr. BERNANKE. Well, my——

Senator SHELBY. You and the Board of Governors. What have
you learned?

Mr. BERNANKE. We have learned several things. We have
learned, first, that regulations need to be tougher, and we have led
the effort to strengthen capital requirements, to strengthen liquid-
ity requirements, to put more controls, risk controls into these com-
panies. We have learned that we need to have a more risk and sys-
temic-oriented approach and we have changed our approach to do
that. So we have gone at this very extensively.

Senator SHELBY. Mr. Chairman, I want to briefly get into the
Volcker Rule and size limits. The Administration recently proposed,
as you well know, that limitations be imposed on banks and bank
holding companies with respect to trading activities, including pro-
prietary trading, the so-called Volcker Rule. The Administration
also proposed placing limitations on what was referred to as, quote,
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“excessive growth” of the shares of liabilities at the largest finan-
cial firms.

What are your views on the Volcker Rule proposal, and sepa-
rately, on the proposal to limit excessive growth in the firms’ liabil-
ities? And do the regulators right now have the power, as some
people have suggested, to invoke the Volcker Rule, or would you
need legislation if the Congress so thought it was necessary?

Mr. BERNANKE. Senator, first, I think we would all agree that we
don’t want companies taking excessive risks when they are pro-
tected by the government safety net, so that is very important.
There are obviously multiple ways to address those risks and they
include capital requirements, and we have increased capital re-
quirements, as well as, for example, restrictions on executive com-
pensation, which affect willingness to take risks.

If you go about imposing the Volcker Rule, I think it would be
difficult to do on a purely legislative basis because of the potential
for having unintended consequences. So while on the one hand you
may want to restrict purely proprietary trading, you also want to
distinguish that from, say, appropriate hedging behavior:

Senator SHELBY. You have to be careful, don’t you?

Mr. BERNANKE. You have to be careful of unintended con-
sequences. Hedging, market making, customer activities can in-
volve ownership of securities for a period of time. I do think if you
want to go in that direction, you should at least allow some role
for the supervisors to make determinations about individual activi-
ties. I think it would not be inappropriate if a supervisor deter-
mines that a company doesn’t have the managerial or risk capacity
to appropriately manage a particular activity, for the supervisor to
be able to restrict that activity.

I would argue that we have that authority to some extent now,
but if Congress wants to reinforce that, of course, it couldn’t hurt.

Senator SHELBY. Thank you, Mr. Chairman.

Senator JOHNSON. Senator Reed?

Senator REED. Thank you very much, Mr. Chairman, and wel-
come, Chairman Bernanke.

A follow-up on the Volcker Rule. How would you implement it if
you were to do it through your regulatory process?

Mr. BERNANKE. We would do it as part of our overall risk man-
agement assessment. We would look at the range of activities that
the company engages in. There might be some activities that would
be explicitly prohibited by legislation, say perhaps owning a hedge
fund, for example. But if there are other activities, such as pur-
chasing of, say, credit default swaps, I think it would be appro-
priate for the supervisor to, first of all, ascertain that the use of
credit default swaps is primarily intended to hedge other positions
and therefore is overall a net reduction in risk for the company as
opposed to an increase or a speculative increase in risk.

Second, even if the purposes of the program are in some sense
legitimate, there is still the question of whether the company has
adequate managerial risk management resources to properly man-
age those risks, and what we saw in the previous crisis, and I
think this is one of the things we really learned, is that many
large, complex companies didn’t really understand the full range of
risks that they were facing and as a result they found themselves
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exposed in ways they didn’t anticipate. So if a company didn’t have
strong risk management controls and a strong culture of system—
enterprise-wide risk management, I think that would be also
grounds for the supervisor requesting either substantial strength-
ening in those controls or eliminating those activities.

Senator REED. Just an observation. Those controls are much
more rigorous today, but they tend to erode over time, particularly
as these unpleasant crises fade. And also, the capacity of the regu-
lators, the Federal Reserve and other regulators, to make very
nuanced judgments about management, et cetera, there is really a
question of regulatory capacity as well as managerial capacity that
at least the last several months suggests that it won’t be handled
by simply sort of letting you do what you inherently can do now.

Mr. BERNANKE. Well, certainly Congress could provide guidance
about what they would like to see shut down or make specific stat-
utory recommendations or statutory laws. But another—I am sorry.
I lost my train of thought.

Oh, yes, sorry. I just recalled. I think another part of the reform
package that is very important is the resolution authority and
measures taken to address the too-big-to-fail problem. If you can
address the too-big-to-fail problem and get market discipline affect-
ing firms so that investors will have an incentive to try to evaluate
the risk taking of those firms, that will be an additional—not a
panacea, but it will be an additional factor helping the regulators
and the firm itself make good decisions.

Senator REED. Underlying this discussion of the Volcker Rule is
a more general principle, I think. That is, what risks should tax-
payers support? I think there is a consensus that traditional com-
mercial banking, which everything has a risk, has historically been
supported and should be supported. But the ability to access your
credit facilities and your authority under 13(3) by large financial
institutions whose primary activity is not commercial banking but
either proprietary trading, which is inherently riskier, I mean,
there is a real question here of whether they should have that ac-
cess and I think that is at the heart of the Volcker Rule.

To your point about too big to fail, I mean, the size has not been
indicative of the sort of capacity to fail, so again, I just—there are
real questions that we have to wrestle with with respect to, as a
policy that you will implement, whether we are going to, with tax-
payers’ money, support very profitable risk-taking activities when
they work and catastrophic activities to taxpayers when they don’t
work.

Mr. BERNANKE. Well, Senator, as an example, consider the sav-
ings and loans, which basically were killed by interest rate risk.
Today, they would either be able to securitize the loans that they
made or they would be able to hedge that interest rate risk.

So I am not disagreeing with you at all. I think we all agree that
we don’t want excessive risk taking, particularly on a “tails, I win,
heads, you lose” basis, certainly. But there are some legitimate
purposes for using securities and we just want to make sure not
to increase the risk——

Senator REED. No, I recognize the difficulty of sorting out a pro-
prietary trade. You don’t have the staff, frankly, to do that, to keep
up with every trading platform and every trading floor in the coun-
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try. So that is why I think there has to be perhaps a simpler ap-
proach, since these organizations are so large in terms of their
trading versus the commercial banks, they might not qualify for
the same type of support.

Thank you.

Senator JOHNSON. Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman. Thank you for
being here.

On the discount rate increase, how much lending is currently
outstanding at the discount window? I don’t want to know the peo-
ple, I just want to know the amounts.

Mr. BERNANKE. I believe it is in the order of $17 to $20 billion.

Senator BUNNING. OK. If that is the case, since there is so little
discount window borrowing going on, the increase in the discount
rate seems to be more for show than for substance. On top of that,
you and the Fed have gone out of your way to downplay the impor-
tance of that move. Why should anyone take that move as a sign
that you are serious about taking away the punch bowl at this
time?

Mr. BERNANKE. Well, Senator, what we have been trying to do
is to eliminate the extraordinary support that we have provided fi-
nancial markets, and we had a wide range of programs that try to
address the dysfunction in the commercial paper market, money
market mutual funds, interbank markets, repo markets, and a va-
riety of others. And as I mentioned in my testimony, on February
1, we shut down most of those programs. By June, we will have
no more of these 13(3) programs——

Senator BUNNING. Except—except what Senator Shelby brought
up. On Tuesday, the Treasury announced that they were starting
up a supplemental financing program again. It is $200 billion-plus.
Under that program, Treasury issues debts and deposits the cash
with the Fed. That is the effective same thing as the Fed issuing
its own debt, which you know is not legal.

Mr. BERNANKE. What it does

Senator BUNNING. There are—well, let me finish with the ques-
tion and you can answer. What are the legal grounds that the Fed
and Treasury used to justify that program? And did anyone in the
Fed or Treasury object when the program was created?

Mr. BERNANKE. Well, legally, we are the fiscal agent of the
Treasury and we hold Treasury balances that they—for all kinds
of purposes, so there is no

Senator BUNNING. But they are not allowed to issue debt, Treas-
ury.

Mr. BERNANKE. Treasury is allowed to issue debt.

Senator BUNNING. On its own?

Mr. BERNANKE. I don’t—they issue bills and other kinds of debt
all the time.

Senator BUNNING. Oh, yes, Treasury notes, Treasury bills, Treas-
ury 2-years, 5-years, 10-years. But you are buying—you buying
their debt.

Mr. BERNANKE. We are just paying them interest on their depos-
its on our balance sheet.

Senator BUNNING. OK. That isn’t the answer that I wanted.
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Given what you learned during the AIG crisis and the bailout,
do you think Congress should be doing something to address insur-
ance regulation or the commercial paper markets?

Mr. BERNANKE. Well, Senator, I think AIG is the poster child for,
first, consolidated supervision. It did not have a strong consolidated
supervisor that was paying attention to its derivatives activities,
for example. That is very important to do. Second:

Senator BUNNING. Were those the ones in England?

Mr. BERNANKE. No, those were the ones, the CDS—the credit de-
fault swaps that the Financial Products Division was exposed——

Senator BUNNING. Weren’t they located in London?

Mr. BERNANKE. Well, they were in any case accessible to U.S.
regulators.

Senator BUNNING. I didn’t ask that question. I said, but didn’t
AIG have an office in London that did those things?

Mr. BERNANKE. It had some foreign offices, but I believe that the
Financial Products Division is headquartered in Connecticut.

Senator BUNNING. OK. Go right ahead.

Mr. BERNANKE. So again, to address AIG issues, you need a
strong consolidated supervisor that can identify those kinds of risks
to the company and you also need some methodology, and I think
you would agree that we don’t want to have too-big-to-fail firms.
We don’t want the Fed involved in these bailouts. So you need an
alternative legal structure. We have supported a resolution regime.
I know this Committee is considering alternatives that would allow
the government, excluding the Fed, to wind down a firm like this
in a crisis in a way that would not bring down the overall financial
system. I think that is a very important direction.

Senator BUNNING. Does any other Fed Governor have their own
staff?

Mr. BERNANKE. The staff of the Federal Reserve works for all the
Governors. There is no

Senator BUNNING. That is not my question.

1\1/11". BERNANKE. The staff—mo, not dedicated, except for cler-
ica

Senator BUNNING. OK. Do you think they should?

Mr. BERNANKE. No. I think we all work collectively and we all
get the support from the entire staff.

Senator BUNNING. Do Fed Governors have access to the Board’s
staff recommendations or do they only get to see the recommenda-
tions you approve of?

Mr. BERNANKE. They see the staff recommendations.

Senator BUNNING. They do?

Mr. BERNANKE. Yes.

Senator BUNNING. Have you ever tried to change or influence
staff recommendations before they were presented to the Board?

Mr. BERNANKE. Not final recommendations, no.

Senator BUNNING. Your e-mails tell us differently.

Mr. BERNANKE. You are referring to an e-mail where a prelimi-
nary draft by a couple of economists——

Senator BUNNING. It was the Fed staff. That is what the——

Mr. BERNANKE. It was Fed staff, but it wasn’t the Fed staff’s rec-
ommendation because it was a draft done by several people in the
division, not by the leadership of the staff. And it was, in any case,
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a recommendation that was outdated because of changes in cir-
cumstances.

Senator BUNNING. That was in your opinion.

Mr. BERNANKE. Yes, sir.

Senator BUNNING. I have more, but I am past my time.

Senator JOHNSON. Senator Akaka?

Senator AKAKA. Thank you very much, Mr. Chairman.

I want to welcome Chairman Bernanke back to the Committee
and also to congratulate and welcome him and wish him well in his
continued tenure as Chairman of the Board of Governors of the
Federal Reserve System. We both share a commitment to improv-
ing the lives of working families by better educating, protecting,
and empowering consumers.

Chairman Bernanke, Chairman Dodd and other Members of this
Committee helped develop and enact meaningful card reform legis-
lation. I am proud that the law includes provisions from my Credit
Card Minimum Payment Warning Act which will provide con-
sumers with detailed personalized information on their billing
statements and access to reputable credit counseling services. Con-
sumers will learn the true costs of making the minimum payments
and how long it will take for them to pay off their balance if they
only make minimum payments. Consumers are also provided with
the amount that they need to pay to eliminate their outstanding
balance within 36 months, which is the typical length of a debt
management plan. This useful information recently started appear-
ing on statements, and I looked at it and was happy to see it.

My question to you is, how will the personalized credit card min-
imum payment information influence the behavior of consumers,
and also what additional personalized disclosures pertaining to
other financial service products would enable consumers to make
better informed choices?

Mr. BERNANKE. Well, Senator, I congratulate you on those con-
tributions. As you know, the Federal Reserve developed extensive
disclosures for credit cards as well as some rules which were very
extensively incorporated in the Congressional bill that passed and
was signed by the President.

Obviously, as you point out, the more information you can pro-
vide consumers, the better decisions they can make and the kinds
of information about minimum balances, time to pay off, the cost
of the card, the penalties they might face, those are the kinds of
things people need to shop. If they can shop, the market becomes
more competitive and you get a market that better serves con-
sumers.

We have been very focused on good disclosures, good information.
We have in our disclosure reform that we did earlier, we—I don’t
see Senator Schumer here yet today, but there is the so-called
Schumer Box, which has

Senator BUNNING. He is at the White House.

Mr. BERNANKE.——has a list of key features of the account. We
have done a lot of work on that to make it easier to read and more
understandable to consumers.

One of the innovations pioneered by the Federal Reserve has
been to use consumer testing. We have gone out and instead of
having some lawyers just sort of figure out what should be in the
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disclosure, we have actually gone out to shopping malls and had
people look at the disclosures and then we have tested them to see
how much they understand and retain. And by doing that, we
think we are improving considerably the ability of folks to under-
stand what they are buying and encouraging them to shop around
to get a better deal.

So again, I congratulate you on your contributions to this and on
your longstanding support for financial literacy and for clear disclo-
sures.

Senator AKAKA. Mr. Chairman, unfortunately, investment banks,
credit card issuers, and predatory lenders through their excessive
bonuses and unfair treatment of consumers are giving the term
“bank” an even greater negative connotation. I am afraid that
abused or angry consumers may continue to underutilize main-
stream financial institutions. After having grown up in an
unbanked home, I personally know the challenges that confront the
unbanked. Many community banks and credit unions provide vital
financial services to working families by providing opportunities for
savings, borrowing, and low-cost remittances.

The question is, why is it essential that we attempt to encourage
the unbanked and the underbanked to utilize mainstream financial
institutions more?

Mr. BERNANKE. Well, Senator, as you well know, for various rea-
sons, lack of information, cultural reasons, and so on, many minor-
ity or immigrant communities don’t make much use of the regular
banking system. The cost of that is they may find themselves pay-
ing much more for check cashing or for short-term borrowing or for
other services that they need. In most cases, they would be better
off in a mainstream financial institution.

We have encouraged banks, credit unions, and other financial in-
stitutions to reach out to minority neighborhoods by, for example,
having people on staff who speak the language, through advertising
and through other activities, through the CRA, the Reinvestment
Act. By doing that, you attract people from these communities and
give them access to the broader financial network. It helps them
not only to get better deals on their financial services, to pay less
for check cashing, for example, but it also helps them begin to
learn how to save or learn how to borrow for a home and do other
things that you need to have access to the broad mainstream finan-
cial system in order to achieve.

So I think it is very important that mainstream financial institu-
tions continue to reach out to people in their communities, includ-
ing minorities and immigrants, to attract them to use of main-
stream financial services.

Senator AKAKA. Thank you. Thank you very much, Mr. Chair-
man.

Senator JOHNSON. Senator Johanns?

Senator JOHANNS. Thank you, Mr. Chairman. Mr. Chairman,
good to see you again.

Mr. Chairman, let me start out and say that I think we have
done some good work as we have tried to move through regulatory
reform. I think everybody, quite honestly, has learned from the
mistakes of the last years, no doubt about that. But I must admit,
I have a concern about something that I think is shared by prob-
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ably everybody here. It may be a little sensitive, but I want to ask
about it, and that is Fannie and Freddie.

We have spent a lot of time talking about too big to fail and look-
ing at private companies and how gigantic they had gotten and
how that really put us in a box. In the end, the taxpayers got put
on the hook for that. Isn’t Fannie and Freddie the government
version of that too big to fail? And how do you get out of that box?

Mr. BERNANKE. Well, Senator, first, as I am sure you know, the
Federal Reserve has a long record of warning about the dangers of
the structure of Fannie and Freddie. There are numerous dan-
gerous, including conflicts of private and public interest, and most
notably, insufficient capital to support the very large portfolios that
they held. And, in fact, it turned out they didn’t have enough cap-
ital and now the U.S. Government, the taxpayer, is subject to sub-
stantial cost.

Right now, we are kind of in no man’s land. Fannie and Freddie
are in conservatorship. They are part of the government’s efforts to
maintain the housing market because there really is no other
source of mortgages at this point, or mortgage securitization. But
certainly, this is not a sustainable situation and I think it is very
important that we move toward clarifying the longer-term status.

There are numerous ways to go. I have talked about some in a
speech. But to give two examples, one would be a privatization ap-
proach, which might allow the privatized firms that securitize
mortgages to purchase insurance from the government for the
mortgages that they package and sell.

Another possibility would be just to acknowledge that these are
government utilities and incorporate them with Ginnie and FHA
and other government agencies. So those are two very different ap-
proaches, but both of them have the advantage of eliminating this
platypus kind of, you know, neither fish nor fowl status that those
firms have now.

Senator JOHANNS. Neither approach will eliminate the exposure
that the taxpayer faces. Would you agree with me there?

Mr. BERNANKE. Well, for example, if you had a situation where
privatized firms were not allowed to hold large portfolios, which is
a major source of the risk, first; and, second, that they paid actu-
arially fair premiums to the Government as opposed to the implicit
support they had before, there would still be risks to the taxpayer,
but at least there would be some compensation, some premium is
being collected.

Senator JOHANNS. In effect, it sounds to me like a Government
liquidation, and I do not know that I would want to personally buy
into that. But I guess as a taxpayer we would all end up buying
into that. But it is a huge number, isn’t it? It is probably $1 trillion
plus of exposure.

Mr. BERNANKE. Well, it depends how you count exposure. Of
1course, the mortgage-backed securities outstanding are in the tril-
ions.

Senator JOHANNS. Yes.

Mr. BERNANKE. The Government’s commitment at this point is a
couple hundred billion to those institutions.

Senator JOHANNS. Let me also draw your attention to something,
and I am running out of time here, but I was just catching up on
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some things, and I noticed today that first-time unemployment fil-
ings have increased. That was not expected. Durable goods orders
have fallen the most since August. That is not a good sign. And
that excludes, I think, transportation.

The market has responded by dropping at least at this point by
160, and I appreciate the market can have up days and down days.
I am starting to read more and more articles about the national
debt interfering with economic recovery. And yet I do not see an
effort to slow that down here.

In fact, if we were just to stand down and say, OK, we will adopt
the President’s plan, there are trillion dollar deficits over the next
decade. I cannot imagine how that turns out for—you know, I will
be 70 years old the next decade. I am not going to live long enough
to pay that off. That means my children and grandchildren are
going to have to deal with that.

I am beginning to wonder, Mr. Chairman—and I do not want
this to sound overly pessimistic, but I am beginning to wonder
whether low interest rates really have any possibility of spurring
this economy. And I will tell you what I am thinking about, and
you may not even have enough time to respond. Unless there is de-
mand, unless we can get consumers back into it, it just seems very
unlikely to me that you are going to see much growth.

I talked to people who handle the freight—the railroads, the
trucking companies. They are not seeing much improvement. All
these signs point to a situation where, quite honestly, this economy
is still enormously flat. And I am not sure that offering somebody
an interest rate at 2 percent versus 4 percent is going to get us on
the other side of this, and I would just like your thought on that.

Mr. BERNANKE. Well, first, I agree that the economy is still very
weak and very disappointing in that respect. I think low interest
rates do tend to help, and I will give you a couple of examples.

One, you mentioned the durable goods. Notwithstanding—I have
not had a chance to get into those numbers in detail this morning,
but investment, actually equipment investment, equipment and
software investment has been something of a bright spot and has
been growing. And part of the reason for that is that larger firms
at least have pretty good access to credit at reasonable rates in the
corporate bond market, for example, and that has supported the in-
vestment rebound, which is a big part of what we are seeing in the
recovery.

Another example is that the Fed’s actions, interest rate actions
and our purchases of mortgage-backed securities, have helped bring
down mortgage rates. That has helped to some extent to stabilize
demand for housing and helped—as you may know, house prices
seem to have flattened out and begun to rise a bit, which is very
important for consumers in terms of their wealth, in terms of the
risk of foreclosure, and in terms of, you know, restarting activity
in the residential construction sector.

So those are two examples where we see growth. We did have 4-
percent growth in the second half of 2009. I think the issue we face
is will the growth be fast enough to materially reduce the unem-
ployment rate at a pace that we would like to see, and that is a
big uncertainty right now. But we are getting some output growth
at this point.
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Senator JOHANNS. Mr. Chairman, thank you.

Senator JOHNSON. Senator Brown.

Senator BROWN. Thank you, Mr. Chairman. Mr. Chairman, nice
to see you.

We all know for most of our Nation’s history—I am going to go
in a bit different direction. For most of our Nation’s history, manu-
facturing and agriculture and transportation drove our economy,
whether it is steel in Youngstown or agriculture around places like
Lexington, Ohio, or the Port of Cleveland shipping raw materials
and finished goods all over the Midwest.

As an expert on—as an economic historian, as you are, and an
expert on the Great Depression, you are aware, obviously, of the
role of manufacturing, especially a historic role, in pulling our Na-
tion out of recession.

As many Ohioans can tell you, can painfully tell you, manufac-
turing steadily declined over the last three decades. At the same
time, we know that the financial industry has rapidly expanded.

As recently as the 1980s, manufacturing made up 25 percent of
GDP; financial services made up less than half of that, in the vicin-
ity of 11 or 12 percent. Those numbers crossed in the 1990s. Now
it is almost a direct flip. Manufacturing, 12 percent; financial serv-
ices, 20 or 21 percent.

Wall Street’s output, put another way, was equal to all the Farm
Belt States and the Industrial Belt States combined. In 2004, 44
percent of all corporate profits in the United States came from the
financial sector compared with 10 percent from manufacturing.
And I say that as a preface to my question for this reason: Kevin
Phillips, the writer, has noted sort of the history of great nations
in the last 400 years. Habsburg Spain, the United Provinces of
Netherlands, and Imperial England, all three saw their economies
go from manufacturing, shipping, agriculture—depending on which
of each of the three—and energy into more and more emphasis on
financial services. And the financialization in that sense is what
probably cost those empires their empire. They were countries that
never really recovered in the wealth creation. It really is the fact
that banking is not an independent source of wealth. It does not
cause our prosperity. The success of banking is created by our suc-
cess and our ability to create wealth.

Then I hear people, when I talk about manufacturing policy, 1
hear your predecessors say this, I hear advisers in the White
House, regardless of party, say we cannot have a manufacturing
policy, we cannot pick winners and losers. Well, it is pretty clear
in the 1980s that this country, this Government, your predecessors,
and the Treasury Department picked winners and losers. They de-
cided that financialization, the financial services sector should be
the winner as we got rid of usury laws, as we changed rules and
deregulated and all those things. So we put ourselves in a position
where, as Kevin Phillips said, finance is the chosen sector of the
U.S. economy.

So my question is this: As your role, your statutory role, a man-
dated target of 4-percent unemployment, it is at least twice, maybe
three times that right now. When I look at a building on the
Oberlin College campus 20 miles from my house, fully powered by
solar energy, the largest solar-powered building on any college
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campus in America, about 8 years it was built. All the panels were
built in Germany, a country that had an industrial policy that
stimulated demand and supply and have built clean energy jobs
way better than we have. You read the articles in the paper about
what China is about to way outcompete us on alternative energy,
solar and wind turbines. We know all that. We still sit with no
manufacturing policy.

So my question is this: As the economic historian that you are,
are you troubled by the fact that the financial sector is now twice
the size of the manufacturing sector? And I put parentheses around
the next part of that, that no country that I can see in economic
history has done well when that happened. Are you troubled by
that? And if you are troubled by that fact that the financial indus-
try is twice the size of manufacturing, flipping what it was, what
should we do about it and what are you doing about it?

Mr. BERNANKE. Well, financial services obviously has a place to
play in a modern economy, and it is a productive industry in the
sense that it helps allocate capital more effectively and share risk
and do important things like that. I think we would all agree that
over the past decade or so, financial services, residential construc-
tion, and some other sectors may have become too big relative to
other sectors, and we are now seeing the painful unwinding of that
process.

I think the right way to address the size of financial services is
to make sure that it is being productive and constructive, and that
means having a good regulatory regime that directs—that provides
a context in which financial services will do productive, construc-
tive things for the economy. So good financial regulatory reform
should lead the financial services industry to adjust to an appro-
priate size that is right for the economy.

On manufacturing, it is really a mixed picture in the United
States. We still are probably the biggest or one of the biggest man-
ufacturers in the world. We are the most productive. We have had
extraordinary increases in productivity, in manufacturing recently.
That, in fact, is part of the reason why the employment share of
manufacturing keeps going down, is that we need fewer workers to
produce a car or an airplane than we used to.

Senator BROWN. That is true, Mr. Chairman, but look at the
profits of the financial services—the chasm between financial serv-
ices and manufacturing is—the chasm is big in terms of the per-
centage of GDP. It is even larger in terms of profits in the last 5
years. Keep that in mind.

Mr. BERNANKE. So in terms of the financial industry, you know,
I think markets should be allowed to work, but they should be al-
lowed to work in an environment where regulation is appropriate
and where there is an appropriate level playing field. So you would,
I suppose, agree that financial services were not appropriately reg-
ulated or appropriately supervised. If we strengthen that regula-
tion and allow appropriate changes to take place, that ought to
bring down the size of the financial services industry to a size
which is more appropriate for our economy.

Manufacturing is another issue. I think there are lots of things
that mostly Congress—I do not think the Federal Reserve has a lot
of direct influence on any particular sector. But there are a lot of
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things that Congress can do. There is tax policy, there is immigra-
tion policy, trade policy.

There is the issue of picking winners and losers. I think that is
difficult to do. But you gave the example of solar panels. Solar pan-
els are a viable industry with Government support if the Congress
determines that, for example, for global warming purposes that
carbon-reducing technologies or capital is socially desirable and,
therefore, supports that activity, then that will—the private sector
will, therefore, come out and produce that. So that is a determina-
tion of Congress whether it needs a public subsidy. I do not think
that many of those alternative energy sources would survive by
themselves in a marketplace because whatever value they have in
reducing carbon, for example, is not captured in their price in the
market.

So I guess what I am saying is that we need, first of all, better
regulation in finance to bring finance down to an appropriate size
and an appropriate set of functions. And there are a set of things
that Congress can do to try to improve our trade balance, for exam-
ple, to improve the tax policy.

I think, frankly—and this is a topic that I never could get much
traction on. I think that our immigration policy which restricts se-
verely the number of highly trained, skilled immigrants is a prob-
lem because bringing those sorts of folks in helps our high-tech in-
dustries develop more competitive—become more competitive. So
there are things I think you can do to strengthen manufacturing.

I would also just note that while it has been a very severe reces-
sion in the manufacturing sector, manufacturing is, in fact, leading
this recovery, as you pointed out. Industrial production has been
very strong, and we are seeing, in fact, growth in manufacturing
employment. So it has been important in that respect.

Senator BROWN. One real quick closing statement. If manufac-
turing were even close to the same percentage of GDP as it was,
think how much stronger—how much quicker we would come out
of this recession in terms of recovery, just as a point of reference
perhaps.

Thank you, Mr. Chairman.

Senator JOHNSON. Senator Vitter.

Senator VITTER. Thank you, Mr. Chairman. Thank you, Mr.
Chairman, for being here and for your work. Thank you for your
monetary report.

Mr. Chairman, when I go around my State and have town hall
meetings and other things, obviously folks are real concerned about
jobs and the recession. But I get just as many questions and ex-
pressions of concern about what they consider the next looming cri-
sis caused by spending and debt.

Now, obviously, you gave us a monetary report focused on things
you can control. Federal spending and debt is not something you
can directly control.

What is your general projection and outlook, once we are out of
this current recession, for the impact on the current levels of what
are, in my view, unsustainable Federal spending and debt and the
impact on the economy?

Mr. BERNANKE. Well, Senator as you point out, at the moment
we are in a deep recession. Revenues are down to 15 percent of
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GDP. We have a lot of costs arising from the recession, and so defi-
cits are extremely high.

The really interesting question is: What is the structural me-
dium-term deficit? If you look at the range of estimates provided
by the OMB and the CBO over different scenarios and so on, most
of them suggest that the deficit after we come out of recession, say
2013 or so and the rest of that decade, should be somewhere be-
tween—will be somewhere between 4 and 7 percent of GDP.

That is not a sustainable number. A rule of thumb is that in
order to keep the ratio of outstanding Government debt to our GDP
more or less constant—I mean, it would be better even to reduce
it, but just to keep it constant, you need to have deficits more in
the area of 2 V%2 to 3 percent.

So I think it is important—so 4 to 7 percent is not sustainable.
If it were actually to happen, what we would see is increasing in-
terest costs, and eventually the markets would just entirely lose
confidence in our fiscal policy, and interest rates would spike.

So it is very important for Congress—even though we are now
still in a very deep recession or in a very weak economy, it is im-
portant for Congress to try to clarify how we are going to exit from
our fiscal position and try to provide a credible blueprint for how
our Federal deficit will be controlled over the next 10 years and 20
years.

Senator VITTER. And just to follow up on that, let us say in the
future we reach a point that we are truly out of this recession in
a meaningful way and those deficits are where they are projected,
4 to 7 percent, versus 2 ¥2. How quickly would that become a major
problem in terms of the economy?

Mr. BERNANKE. Well, it could become a problem tomorrow if bond
markets are not persuaded that Congress is serious about bringing
down the deficit over time. But in any case, certainly if you look
at the CBO numbers, you know, by 2025, 2030, under existing poli-
ciecs1 we are going to be seeing the curve very sharply rising
and——

Senator VITTER. But surely way before that it would be an issue
and a problem in terms of interest rates, et cetera.

Mr. BERNANKE. Absolutely. Absolutely. And you would be seeing
debt-to-GDP ratios rising; you would be seeing crowding out of in-
vestments and other problems. Yes, absolutely.

Senator VITTER. So is it fair to say, you know, we are perhaps
not seeing those immediate threats because we are in a serious re-
cession? Once we come out of that, those immediate threats, the
chances of their having a real negative impact elevate enormously.

Mr. BERNANKE. That is right. And we are not completely sure we
will not have negative effects even sooner than that.

Senator VITTER. Before that.

Mr. BERNANKE. Depending on how interest rates respond.

Senator VITTER. Right. Mr. Chairman, I want to Fannie Mae and
Freddie Mac. On June 18, the Treasury Secretary said before us,
“Fannie and Freddie were a core part of what went wrong in our
system.” I assume you agree with that.

Mr. BERNANKE. Yes, sir.

Senator VITTER. We are discussing regulatory reform. In terms
of the draft bills we are discussing, there is no title on Fannie and



25

Freddie. When should we be addressing that? Sooner rather than
later, or when?

Mr. BERNANKE. Well, I think for no other reason than just trying
to reduce uncertainty in the markets, the sooner that you can come
to some clarity on the future of Fannie and Freddie, the better. Of
course, I understand that you are dealing with a lot of complex
issues in financial reform and health care and in other areas right
now. But it would be, obviously, helpful to try to get some clarity
on that.

That does not mean necessarily that you can get to that new sit-
uation quickly. It is going to take some time to move from the cur-
rent situation to a more stable long-run situation. But certainly I
hope Congress is looking at this issue now and thinking about
where you want to go.

Senator VITTER. OK. We are really not looking at the issue now,
at least in a meaningful way. And the schedule, as I understand
it, particularly from Treasury, is not until 2011. Is there any good
reason, in your opinion, to essentially put that off to 2011?

Mr. BERNANKE. Well, I think their concern is just that the agen-
da is so full and is there time, you know, for everyone to focus on
that. And that is not my judgment to make, but I think that is
their concern. I think they would agree that an earlier resolution
would be better, certainly.

Senator VITTER. OK. Mr. Chairman, I want to go to resolution
authority and 13(3) type authority, and we have talked about this
before, but it is really important so I want to have the discussion
quickly again.

If in our regulatory reform package we come up with a reason-
able, workable wind-down mechanism to resolve large failed insti-
tutions in an orderly way, to take them down, to break them up
in an orderly way, if we do that, would you support our also end-
ing, taking away 13(3) and other similar authority from the Fed
and others to put taxpayer dollars in large quantities into indi-
vidual firms?

Mr. BERNANKE. In short, yes, I would support that—13(3) has
been used two ways. It has been used in what you would call bail-
outs, and it has been used in developing these broad-based lending
facilities to help individual markets, like the ones we just closed
down on February 1st. I think the latter is a valuable thing to have
in case of a future crisis, but we would be happy to give up any
involvement in the wind-down of failing, systemically critical firms.

Senator VITTER. And just to make clear, I am talking about the
former not the latter, so I think we are on the same page.

Mr. BERNANKE. We are on the same page.

Senator VITTER. As I understand the Treasury’s position, they
say they support a resolution authority, but they essentially also
want to keep that other authority as “foam on the runway,” as sort
of a backup plan, however you want to term it. Do you think that
is necessary or a good idea?

Mr. BERNANKE. It depends on exactly how the resolution author-
ity is structured. It might be that you want the Fed to be available
to provide liquidity as part of the resolution process, for example.
But, generally speaking, I prefer that you develop a process that
leaves the Fed to do only its standard discount window lending
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against collateral as it always has done, without use of the emer-
gency authority.

Senator VITTER. So if we get the resolution authority right, you
do not see any need for that other authority with regard to indi-
vidual firms continuing to exist?

Mr. BERNANKE. We would be very happy if you could find a solu-
tion that allows us to give up that authority.

Senator VITTER. OK.

Senator JOHNSON. Could you gentlemen wrap it up?

Senator VITTER. OK. I have one more question, which is about
audits and transparency of the Fed. I welcomed your recent written
comments about that as certainly movement in the right direction
from my point of view. One thing you underscored was some delay
in terms of disclosing certain action so as not to disrupt the mar-
kets in terms of an immediate disclosure of certain activity.

What is your reaction to the idea of having the same disclosure
with a lag for all loans and collateral used to secure loans made
by the Fed—in other words, the normal discount window activity?

Mr. BERNANKE. Including the names of the borrowers?

Senator VITTER. Correct.

Mr. BERNANKE. That is a concern that we have, and the problem
is that if banks think they are going to be—that their names are
going to be publicized, then they will not come even if they are
under attack by the market, even if there is a panic or a run on
the firm. So it 1s a very delicate issue. I think we will have further
discussions, I am sure, but we are quite nervous about essentially
shutting down the viability of this critical tool, which proved to be
very valuable during the crisis. So that is something that we are
concerned about, even, you know, with a delay.

Senator VITTER. So even with a delay.

Mr. BERNANKE. You know, I am sure we will have further discus-
sions about this, but, you know, again, if a company is under at-
tack by people who do not believe that it is stable and they know
that if they go to the window, their name is going to be published
even with some delay, they may feel that they have no option, that
they will just have to fail, because if they go to the window and
that is revealed, then the market will then believe that they, in
fact, are not stable, and the whole purpose of the discount window
loan will not be served.

So that is a particularly sensitive one for us, even though that
is a relatively small part of our lending.

Senator VITTER. OK. Thank you.

Senator JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman. I appreciate getting
my time.

Thank you, Chairman Bernanke, for being here. I do share one
concern that Senator Vitter mentioned about the deficit, and, gosh,
I wish we would have supported Senator Gregg’s proposal when we
had a chance. I think it was still the best, perhaps last best pro-
posal to actually force this Congress to take an up-or-down vote on
a plan that would put us back into fiscal sanity.

I want to come back on the question of financial regulation. Mr.
Chairman, you make, I think, a strong case about the need to have
sophisticated, strong supervision for bank holding companies and
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that this supervision has to take a look at not just individual su-
pervision but systemic risk in a macro level. I still think we are
weighing where that role should be, and I am not sure, at least
from my standpoint, while you make a strong case that you have
fully made the case that it absolutely has to be deposited within
the Federal Reserve, that it could perhaps be deposited elsewhere.

You know, one of the comments you have made—and we are now
18 months after the crisis, and you have said that you have looked
at the Fed within supervision of the bank holding companies,
stronger capital, stronger risk supervision. You know, we have had
a lot of discussion over the last 18 months about size. We have
talked a little bit earlier—Senator Reed raised questions about the
Volcker Rule, and I share some of your concerns about how you
draw those lines. Chairman Dodd raised the question about use of
some of the instruments out there in terms of derivatives.

Could you tell us a little bit in this last 18 months, with this in-
creased focus on the large sophisticated bank holding companies
that you currently supervise, you know, what steps that has taken
to strengthen that supervision in a little more specific way than
you did in your

Mr. BERNANKE. Well, it would take me quite a long time.

Senator WARNER. Perhaps you could give that for the record. I
would like to see

Mr. BERNANKE. OK. So just very briefly, there has been a lot on
the regulatory side. We are working with our colleagues in Basel
and elsewhere to substantially strengthen and modernize the cap-
ital requirements, liquidity requirements, executive compensation
requirements, risk management requirements, and a whole raft of
things just to give a tougher, stronger regime. So that is an impor-
tant part.

In terms of supervision, we are restructuring our internal organi-
zation, and we think a landmark event, a watershed event was the
stress tests last spring, which were incredibly successful, which the
Federal Reserve led. And I think the Federal Reserve’s input to
that was to supplement the standard bank examiner going in look-
ing at the credit file with a lot of analytical statistical information
which helped improve comparability across banks, which helped to
determine the factors underlying possible risks to banks, which in-
tegrated the macroscenarios so we could do stress tests and those
sorts of things.

So in our internal structure, we are, first of all, creating a new
group which will bring together not just the bank supervisors but
people from other dividends—and I mentioned the economists, the
payment system people, the financial people, and so on—to manage
the supervisory effort for the system as a whole, and they will be
looking at a portfolio of firms, and so it will not be a firm-by-firm
operation where this teams looks at Citigroup and this team looks
at JP Morgan. Instead, they will be looking collectively at groups
of firms doing horizontal comparisons and taking a more systemic
type approach.

On top of that, we will also have a quantitative evaluation team
which increases something we have already done, which is cur-
rently for small banks, we do not go in every year or every 6
months. What we tend to do is we look at a bunch of data, a bunch
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of call report information, for example, and use statistical models
to try and evaluate whether there are problems that we should go
back and look.

Well, expanding that idea in a much more sophisticated way, we
can give these quantitative folks the license to look at a range of
activities in the firms and look at them across firms and try to use
their offsite type analysis to supplement and support the on-side
analysis.

Senator WARNER. Because I want to be absolutely sensitive to my
colleagues’ times who have been waiting here for a long time, I
want to just get one more point out.

Mr. BERNANKE. Sure.

Senator WARNER. I have got a lot of other questions, but I will
take them at another time.

Specifically in terms of, I believe, within safety and soundness
you can look at proprietary trading, hedge fund activities, and pri-
vate equity, whether you have ramped up on that, and one of the
issues that one of the panels raised with us a little bit earlier that
I thought was quite good was the whole question of interconnected-
ness, and I will close with that. But I would love to get your quick
comments on that, recognizing other folks have been waiting a long
time.

Mr. BERNANKE. So we have not tried to apply the Volcker rules.
We have not forbidden some activities. But we have

Senator WARNER. Heightened.

Mr. BERNANKE. Yes, we have heightened our activities, particu-
larly with respect to risk management. We find that was the big
Achilles heel in the whole situation, that firms did not really have
a sufficient understanding of the broad-based exposure across all
their business lines to certain kinds of risks. And we have been
working very hard on that part.

Senator WARNER. Interconnectedness.

Mr. BERNANKE. On interconnectedness, this is a place, I think,
where the Federal Reserve really has a comparative advantage. We
have, for example, been working very hard on strengthening the
operations of the credit default swap market, the tri-party repo
market, et cetera. And in doing that, we are looking at how the—
it is critical to us—you know, JP Morgan plays a critical role in the
tri-party repo market. DTCC plays a critical role in the securities
clearing markets and so on.

So we are integrating those with our analysis of the firms, and
that is extremely important. We are paying a lot of attention to
that.

Senator WARNER. Thank you, Mr. Chairman.

Senator JOHNSON. Senator Gregg?

Senator GREGG. Were you here earlier than I was, Jim?

Senator JOHNSON. Senator DeMint?

Senator GREGG. I think Senator DeMint was here. He left. I do
believe he is—go ahead.

Senator DeMint. Thank you, Mr. Chairman.

Thank you, Mr. Bernanke, for enduring us again here. I really
appreciate you being here. I apologize for missing some of the ques-
tions, but I did hear your testimony.
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I would just like to get a broad perspective. I know we are talk-
ing about a lot of the details of financial monetary systems, but
just maybe a larger concern. As I look at what we are doing here
in Washington overall and a lot of the debate about specifics, it
does seem that the underlying debate is more about are we going
to have a free market economy or more of a centrally planned, gov-
ernment-directed economy. And there are very different views on
monetary policy depending really on what our paradigm is, I be-
lieve.

My concern is as I look at where we are even versus 5 years ago,
that the Federal Government owns two of our largest auto compa-
nies, our largest insurance company, our largest mortgage com-
pany. We are heavy in debate about expanding government control
of health care. We pretty much control the energy sector, where we
drill, all of those kinds of things. We are considering now a new
financial reform package that would supercede State control, go all
the way down to payday lenders and pawn shops. And in the proc-
ess of moving in this direction, we have created huge debts,
unsustainable, and 10-year projections are more than a trillion dol-
lars a year additional debt.

My concern is that in your testimony, that you didn’t mention
any of this. Not until we questioned the debt was it a concern. I
mean, I know it is a concern. I am not suggesting it is not. But
I would think that given the fact that the uniqueness of the Amer-
ican economic system has a lot to do with more of the Adam Smith
invisible hand, bottom up, that the Chairman of our Federal Re-
serve would express some concern about the expansion of govern-
ment ownership and controls of large sections of the private sector
economy, knowing that there is a tipping point at some point where
we no longer function as a free market economy.

I am not sure if we have gone past that or not, but my concern
and alarm is that you had not expressed any concern or alarm of
the need for Congress to look at ways to devolve and divest of these
things, to try to move things back in that direction. Is that not a
concern, or is your focus just not—your focus is what you have to
do vs;ith what you have got to work with and that is just not your
area?

Mr. BERNANKE. Well, Senator, first, I have, obviously, a lot of
things to talk about, so I can’t cover everything of concern.

Senator DeMint. Sure.

Mr. BERNANKE. Let me talk about the financial sector, and I
think there, that returning to a more market-oriented financial sec-
tor is a top priority and we are, in fact, doing that. For example,
all the big banks have now paid back their TARP money and we
are trying as quickly as we can to get those banks financed by pri-
vate capital, which they have raised a great deal of private capital
and it is very important.

AIG, of course, is very problematic, but they are selling off assets
in order to pay us back and they are making progress on that, and
our objective there, of course, is to put them back in the private
sector.

We talked earlier about Fannie and Freddie, and I do think that
we have to get away from this neither fish nor fowl situation where
they are part public, part private. I think one solution would be to
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privatize those firms, and I think that is an interesting direction
to go.

If I might, I think perhaps the most important thing, as a num-
ber of people have discussed, this Committee is looking at too big
to fail, looking at resolution authorities and so on. If you were able
to get a strong resolution authority, you would do more to bring
back a level competitive playing field, market discipline into the fi-
nancial sector than anything else that you can do, because with a
true resolution authority where creditors know they will lose
money, shareholders know they will lose money if the firm fails,
then they have the incentive after that to evaluate the firm’s cred-
it, quality, and their risk taking and so on, and that would, again,
bring back competition, bring back market discipline.

So I am very much in favor of bringing back the market in all
these areas, recognizing that the financial sector does need appro-
priate regulation, but market forces and competition ought to play
a substantial role, and I am all in favor of doing that and will work
with you on that.

Senator DeMint. Well, I appreciate that and I suspect we have
very much the same philosophies about economies. But I think the
country and the world needs to know that and I just would appre-
ciate as you look at where we are that there is a need to back away
from where we are. A lot has happened in a short period of time
that has expanded the government scope in a lot of areas, and
there is a big difference in central planning concepts, as you know
more than I do, than free market accountabilities, and I think you
are talking about and believe in. So I appreciate that and I thank
the Chairman for allowing me to ask a question. I yield back.

Senator JOHANNS. Senator Bayh?

Senator BAYH. Thank you, Mr. Chairman. It is good to see you
again.

First, just a comment. I count myself as one who believes the Fed
should retain a robust role in the supervisory area. The reason for
that is that any new entity would have to get up to speed. There
would be a learning curve there that I think would present some
difficulties.

Second, my strong impression is that you and your team have
learned from the recent past about what can go wrong and that can
inform your decisionmaking going forward.

And third, my impression is that you gain some important in-
sights by the oversight at the micro level informing your judgment
about setting monetary policy and making macro decisions. So that
is kind of my take on how we ought to view this going forward.

Just a couple of questions. First, as you mentioned, the last quar-
ter GDP figures were pretty good, but a big chunk of that was in-
ventory rebuilding and that sort of thing. So we are all worried
about the sustainability of the recovery, the risk of a double-dip,
that sort of thing.

You mentioned the key to this, to have it become self-sustaining,
is final private demand. I don’t want you to wade into the political
thickets, but there is a debate in Congress about what measures
we might take to augment final private demand. Do you have any
sense about what steps would be prudent to take at this time to
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put some wind at the back of the recovery and ensure that it is
sustainable?

Mr. BERNANKE. Well, as you know, Senator, I don’t like to inject
myself in debates on fiscal policies——

Senator BAYH. But as an economist, do you care to offer any?

Mr. BERNANKE. Well, no. I don’t think I can separate my role
that easily. My sense is, I mean, just as an observer, it seems that
the Congress is debating a number of potential fiscal actions, but
none of them are—I think no one is proposing anything of the scale
we saw last year, as far as I know——

Senator BAYH. Well, let me put it another way. The Senate voted
the other day on a $15 billion package. I voted for it. There are
some good things in there. Some of my colleagues disagreed, took
a different approach. Just in terms of scale, I mean, most people
would say, even myself, some good things, I voted for it, but that
is unlikely to be of a magnitude that is going to materially add to
final private demand, to use your words. Do you have any sense
about the scale that would be needed to have a material impact on
final private demand?

Mr. BERNANKE. Well, if these smaller programs are well de-
signed, they can be very beneficial, and so we don’t want to deni-
grate those at all. But

Senator BAYH. I didn’t mean to, and I wasn’t asking you to——

Mr. BERNANKE. But my sense is——

Senator BAYH. I am just trying to get a sense of, what can we
do to try and ensure the economy gets the legs under it that it
needs?

Mr. BERNANKE. You know, this is going to sound like a dodge,
but I think that if you are going to do more fiscal policy in the near
term, it would be very constructive to combine that with more at-
tention to the exit strategy 5 years down the line, because I think
there is a risk that financial markets may begin to become con-
cerned about the sustainability of U.S. Fiscal policy, and the more
you can assure them of ultimate——

Senator BAYH. It is actually not a dodge. It leads to my second
question. You were asked by Senator Dodd about the use of deriva-
tives and the problems they are having in Greece. Senator Vitter
touched upon the deficit. I would like to raise the question of
Greece again. At what level—you know, our debt-to-GDP ratio is
now going to be going up. Some of that is unavoidable because of
the recession we are experiencing. But you are asking us to focus
on the intermediate term, which I think is exactly right, and that
is why I was a strong supporter of the Gregg-Conrad Commission
and other steps.

Do you have a sense, at what ratio of debt-to-GDP do we begin
to approach the tipping point and really run into a risk of currency
problems, interest rate spikes, the kinds of things that Greece is
now experiencing? Do you have any judgment about that?

Mr. BERNANKE. It is, of course, very hard to know, and we are
very different from Greece in terms of the type of our economy, the
size of our economy, the fact that we have our own currency and
all those sorts of issues.

Just to give you one number, Ken Rogoff and Carmen Reinhart’s
book about financial crisis has been discussed in many quarters,
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mentioned a 90 percent debt-to-GDP ratio as a level at which
growth becomes impacted after that. Now, saying that, we have got
a wide variety of experience among industrial countries, ranging up
to very high levels in Japan and in other countries. But our historic
levels, we were down to the 30s in terms of debt-to-GDP and I
think heading toward a 100 percent debt-to-GDP ratio would be
very undesirable, particularly given the aging of our society and
those obligations we are facing longer term.

Senator BAYH. And we are estimated to get up close to, what, 65,
70 percent here over the next five to 10 years, something like that?

Mr. BERNANKE. Yes.

Senator BAYH. My last question. My time is about to expire. And
we also finance our debt. Japan is mostly internal, isn’t it? We
have a lot of external, which makes it a little bit different.

Are you at all concerned about Japan’s recent steps to constrain
demand there? What impact might—their economy is obviously
growing very robustly. Does that present any risks to the global
economy, the fact that they are moving in that direction?

Mr. BERNANKE. Do you mean China?

Senator BAYH. I am sorry. I misspoke. China. Yes, I did mean
China.

Mr. BERNANKE. No, I am not concerned about it. I think they
have to make appropriate decisions about not overheating their
economy. They are obviously growing very quickly. From our per-
spective, we would like to see more flexibility in their exchange
rate as being part of the process for reducing overheating risks.
But I think it is important that they achieve an appropriate bal-
ance between very rapid growth and the risks of overheating, the
risks that their extensive credit extension becomes troubled. So, no,
I am not particularly concerned about that right now.

Senator BAYH. Thank you for your service, Mr. Chairman. Thank
you.

Senator JOHNSON. Senator Gregg.

Senator GREGG. Thank you, Mr. Chairman.

I want to associate myself with Senator Bayh’s comments rel-
ative to your regulatory authority and the range of regulatory au-
thority that you should retain. I do think it is important that you
be a major player in the regulatory atmosphere, and I do believe
that although there are obviously errors that have occurred across
the regulatory regimes, that yours are no more grievous than any-
body else’s, and in fact, I think in many ways, less grievous.

To get into this issue, however, which Senator Bayh has touched
on, Senator Vitter has touched on, which is when is the tipping
point, you have basically alluded to the fact that it may be sooner
rather than later if the markets lose confidence in us, the inter-
national markets especially. And we have had a budget presented
to us which puts us on a path, as you described, of unsustainability
because deficits will run at five to 7 percent, debt will triple, and
the public debt-to-GDP will hit 80 percent by 2015, 2016, and we
will hit 60 percent this year, actually.

So the question becomes, what do we need as a government to
do to give the markets confidence that we are actually taking some
action, real action in trying to control the out-year event, not the
immediate issue of getting out of this recession, but the fact that
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in the out years, we have an unsustainable situation which could
lead to a significant financial issue for us as a nation and the re-
duction in our lifestyle and the quality of life and the standard of
living of our children?

Mr. BERNANKE. Well, the earlier question was about the debt-to-
GDP ratio, which was the tipping point. Another way to look at
this is what does the trajectory look like? If the trajectory is such
that you have an unstable dynamic where interest payments get
larger and larger, that in turn increases the deficit, that in turn
leads to higher interest payments and it explodes, essentially, then
that is a situation where markets will become very concerned.

So I think this is as much a political question as an economic
question. The question is, can the Congress—and I recognize these
are very, very hard problems. I don’t want to in any way downplay
the difficulty that it is for Congress to address these hard prob-
lems. But it would be extraordinarily helpful if there was persua-
sive evidence that Congress had the political will to achieve over
a number of years a stabilization of the debt-to-GDP ratio or of the
fiscal trajectory, and that could be done either through whatever
mechanisms you choose to undertake or it may be through specific
plans, or maybe even through actions that you could take now that
would affect expenditures and deficits in the out years.

Senator GREGG. But something should be done.

Mr. BERNANKE. It would be very—again, the point I would like
to make is that there really is some—it is not just a question of
paying today for a benefit tomorrow. There is benefit today if, in
fact, you can increase the confidence of the markets that we will,
in fact, address this issue. It gives you more scope and probably
lower interest rates today.

Senator GREGG. And arguably, the markets aren’t going to have
that confidence unless there is an event which gives them con-
fidence, which means the Congress has to address the gap between
spending and revenues with the fact that that gap is primarily
driven by spending, in my view. That is a rhetorical question.

So where are we in the perception of the world relative to this
country? Does the world have confidence that we can get our house
back in order, in your opinion?

Mr. BERNANKE. Well, the markets seem to have confidence. I
mean, we can sell 20- and 30-year debt at relatively low interest
rates and I think that is a vote of endorsement for the long-term
ability of this country to respond to these challenges. But we have
to make good that trust. We have to follow through.

Senator GREGG. And if we look at the issue of how you get the
money out of the market, you have put $2 trillion, basically, into
the economy. Is that about right?

Mr. BERNANKE. The Federal Reserve?

Senator GREGG. Right.

Mr. BERNANKE. Our balance sheet is $2.3 trillion. It was $900
billion before we started, so we have expanded our balance sheet
by about $1.4 trillion.

Senator GREGG. So you have got to get that money back out at
some point, right?

Mr. BERNANKE. That is right.
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Senator GREGG. And I notice you listed a few things here that
you have got as mechanisms. There is one, however, that I wasn’t
that familiar with. I am not familiar with it at all, to be honest
with you. You said, the Federal Reserve is currently refining plans
for a term deposit facility that can convert a portion of depository
institution holdings of reserves balances into deposits that are less
liquid. Does that mean you are basically going to require bigger re-
serves?

Mr. BERNANKE. No. It means that instead of having reserves
held at the Federal Reserve only on an overnight basis, we are
going to offer a slightly higher interest rate so that banks will be
willing to hold reserves with us for an extended period, and that
would take those reserves out of the overnight money markets and
give us more control over the Federal funds rate.

Senator GREGG. So you are not raising the reserves. You are just
going to say——

Mr. BERNANKE. No——

Senator GREGG.——you are going to encourage people to put
more money in because you are going to pay them interest on it.
That is part of your new authority?

Mr. BERNANKE. That is part of the authority Congress gave us,
to pay interest on reserves.

Senator GREGG. OK. Thank you.

Senator JOHANNS. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman.

I was going to go in a different direction, but just because the
last part of this was so useful, I wanted to say we just heard the
Fed Chairman talk about the political will in Congress to be able
to address this issue, and I just—it is breathtaking to me as some-
body new here that 2 weeks ago, we had the chance, because of
Senator Gregg’s leadership and Senator Conrad’s leadership, to
vote for a bipartisan commission—that is all it was—to take a look
over a period of time and give us recommendations for an up or
down vote, and we didn’t have the political will as an institution
even to support that.

So I want to thank Senator Gregg for his leadership and I hope
we will try again, because we need to demonstrate the political will
that you are talking about if we are not going to leave our kids a
Cﬁmpletely diminished set of opportunities. But I will come back to
that.

I wanted to ask you a question a little bit along the lines of what
Senator Brown was asking, but different. In Colorado, if you look
at the last period of economic growth in the country before we went
into this terrible recession, that period of economic growth resulted
in an $800 decrease in median family income in our State. So the
economy grew, but middle-class family income fell, as it did across
the country. For our middle-class families, I would argue, we have
got two recessions that we are trying to recover from, this one and
the last period of economic growth that didn’t drive their income.

And at the same time, in our State, the cost of health insurance
over that period went up by 97 percent. The cost of higher edu-
cation went up by 50 percent. So you have got an economy that is
driving costs of things that are important to move families ahead,
but income is going down. And my understanding is it is the first
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time our economy has grown in our history and median family in-
come went down.

I just wonder if you have some thoughts about that, because it
just feels to me like there are some structural things going on in
our economy that we need to be worried about, we need to concern
ourselves with.

Mr. BERNANKE. You are correct that median family income hasn’t
kept up with average GDP or productivity, and there are a couple
of arithmetic

Senator BENNET. Let me just say, because you made that point
earlier, as well, and at the same time, because of the increases in
productivity you were talking about, it is not apparent where the
jobs are going to come from to be able to help ameliorate the issues
that I was just talking about. I will stop there. Sorry.

Mr. BERNANKE. So just in terms of the median income, you men-
tioned one factor, which is the higher costs of benefits and medical
care, those things which have lowered wage growth as opposed to
total compensation growth. But more importantly is the increased
inequality. So you can have a growing economy, but if there is
more going to the top, then the median guy could still be coming
down and that is an issue, and I have given some speeches on this
and tried to address this to some extent. I mean, it is a very vexed
issue.

The one thing I think everybody agrees about is that income in-
equality is to some extent tied to educational skills and equality.
We live in a society where technology is advancing, where we are
competing with other countries that have very large pools of un-
skilled labor, and therefore, as Senator Brown was saying, union
jobs in manufacturing are no longer a normal—or a predominate
form of employment. So for all those reasons, in order to get more
people to enjoy the benefits of productivity and higher economic
growth, the training, skills, education is a critical part of that.

One of the advantages of the United States in general is that we
do have a very flexible system. You know a lot about education.
But besides K to 12, we have community colleges, junior colleges,
on-the-job training, and all kinds of other ways for people to get
skills.

One of the things I would just say to this Committee as you
think about our unemployment problem, one of the lasting scars of
this recession is very likely to be a generation of people who have
been unemployed for a year or 2 years and will find it difficult to
come back and get a decent job because their loss of skills, because
they will have to explain why they were out of work for 2 years.
So that retraining, those aspects are very important.

Senator BENNET. I think I am already out of time, but let me just
observe that I agree on the importance of education, and it is one
of the sad facts of the legacy of the last decade that in addition to
the economic issues we were just talking about, we started the dec-
ade, as I understand it, roughly first in college degrees, and 10
years later, we are roughly 15th in the world. So I wouldn’t say
that our track record there over the last 10 years has been particu-
larly good, either, and it just is a reminder of the urgency that we
face.
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This is working itself out in the daily lives of Americans. I think
there is enormous anxiety that we are at risk of being the first gen-
eration of Americans to leave less opportunity to our kids and our
grandkids. It goes to the deficit and the debt issue we were talking
about earlier and also these fundamental economic issues.

I appreciate your being here today. Thank you.

Mr. BERNANKE. Thank you.

Senator JOHANNS. Senator Bennett.

Senator BENNETT. Thank you very much, Mr. Chairman, and
Chairman Bernanke, I appreciate your being here.

Picking up on what Senator Gregg was talking about, simply an
observation so that everybody understands exactly what we are
talking about. When we say political will, cut spending, two-thirds
of the Federal budget is in mandatory spending, and that is a com-
bination of the entitlements, Social Security, Medicare, Medicaid,
farm subsidies, interest on the national debt. I am an appropriator.
None of those items come before the Appropriations Committee. All
of them are on autopilot to be spent by virtue of commitments that
have been made.

I once had a very wealthy man say to me, “Explain to me why
the Federal Government sends me a check every month for,” I have
forgotten the number, $250 or whatever it is. He says, “I don’t need
it.” And I said, but Sam, you are entitled to it, and by law, we are
going to give it to you whether we have got it or not.

And let us make it very clear that when we are talking about
spending, we are talking about fiscal policy, these are terms we
hide behind when we talk to our constituents and give speeches
about Congress has got to get tough on spending. The real fact is
that we have got to have the courage to attack the most popular
programs in American history. We have got to level with our con-
stituents and tell them we are talking about the programs you
value the most and you insist are off limits. If the entitlements are
off limits for any kind of discussion here on fiscal policy, we are
going to hit 10 percent of GDP within 24 months unless we have
the courage to deal with. It is 65 to 67 percent of the budget now.
We are on autopilot to see 75 percent of the budget within 10 years
and the other 25 percent includes defense. So if you take defense
out of the remaining 25 percent, you have got about 10 percent of
the budget that you have to get tough on in order to solve this
problem.

All right. I have finished my soapbox, but I think anybody who
is paying attention to these hearings ought to hear that and under-
stand that because that is the reality.

Let me get to a question relating to the debt. We had our experi-
ences, you and I and all the rest of us, a little over a year ago with
respect to TARP. One of the things you said to us at the time, and
we banked on as we voted for TARP, was that this was not a bail-
out. This was money that would come back to the Treasury, would
come back to the Federal Reserve, wherever it came from. And, in
fact, you were right. The money is coming back, has come back. A
lot of the major players of TARP have paid it back.

Now, the Treasury is recycling that money. Senator Gregg and
I have been very firm about we were in the room when the con-
versation was made as to what would happen to that money when
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it came back, and we thought, naively, that we wrote into the law
the requirement that when it came back, it would be used to pay
down the national debt. But we have been informed by the Treas-
ury lawyers that that is not what we did.

I would like your reaction. My opinion is, TARP solved its prob-
lems. TARP did, indeed, avoid a worldwide depression—a world-
wide collapse. We maybe are in a worldwide depression, but TARP
did, indeed, avoid a worldwide collapse in that very difficult week-
end in September when you came here and said, “I have run out
of tools,” a very chilling kind of comment. One of my colleagues
said, “I feel like I am in a James Bond movie,” listening to the
Chairman of the Federal Reserve say we have run out of tools.

I think TARP worked. My position, and I would like your reac-
tion, is that having worked, it is now time to end it so that the
Treasury does not recycle it and that when the money does come
back from those people who benefited from TARP, it goes to pay
down the national debt. I would like your reaction to that.

Mr. BERNANKE. Well, first let me just say on the first part of
your comments that this is why I think it is so very difficult to ad-
dress these deficit problems, because those are very popular pro-
grams.

I agree with you that the TARP, unpopular as it is, achieved its
basic objective of stabilizing the banking system. It did not do as
much as we would have liked to create more credit. It is now com-
ing back. The financial firms—I would put aside the autos and the
mortgages.

Senator BENNETT. Right.

Mr. BERNANKE. Just talking about the financial firms, including
AIG, putting them all together it looks like a pretty good chance
we are going to break even on that, which would be a remarkable—
in the long run, which would be a remarkable achievement.

You have put me in a very difficult position. I do not know how
to adjudicate the legal debate. I think basically Congress

Senator BENNETT. Forget the law. Just give me your opinion of
whether or not you think TARP should be terminated.

Mr. BERNANKE. It boils down—well, I do not think—I think
Treasury was right not to terminate it unconditionally at this point
because there is still some risk out there that we may have further
financial problems. I think it is small. But to have some flexibility
in case some new crisis were to arise, I think at least for a short
period, is not unreasonable.

I am afraid I am going to have to defer to Congress on whether
or not you think the other programs that are being proposed, like
support for small business lending and those things, are within the
spirit of the TARP or good programs in themselves. I do not know
how to help you on that one.

Senator BENNETT. All right. Well, this Member of Congress
thinks they are not.

Thank you, Mr. Chairman.

Senator JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair. And thank
you, Chair Bernanke, for your testimony.

I first wanted to note that when Senator Vitter asked the ques-
tion on whether there is a need to limit the Fed’s ability to use Sec-
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tion 13(3) Federal Reserve Act emergency lending power funds to
support individual firms, I just wanted to note that in Chair Dodd’s
draft that action—that is, emergency lending to individual firms—
is prohibited. And so a point I was asked to put forward and clar-
ify.

I wanted to turn to the issue of recapitalizing our community
banks. This is something I hear about back home all the time, the
challenge of these banks to be able to put out new loans given their
leverage limitations and their capital challenges. And I had sup-
ported an effort to recapitalize community banks, and the Adminis-
tration has now put forward a very similar plan. I was just won-
dering if you could give us any insights on your perceptions on how
the role of community banks in supporting lending to small busi-
ness might be a factor in the recovery of our economy.

Mr. BERNANKE. Well, I think it is very important, and I guess
on the subject of regulation, I guess I would like to remind the
Committee that the Federal Reserve, although we have been very
focused on large institutions over the last couple years because of
the crisis, we also supervise a large number of community banks,
State member banks, and they provide us very important informa-
tion about the economy. We can learn from them what is hap-
pening at the grass-roots level, what is happening to lending. And,
you know, to get to your question, that kind of information is very
valuable for us as we try to understand what is going on in the
economy.

As you point out, the community banks have in many cases,
when they are able, when they are strong enough, have been able
to step up and provide lending. They are very important lenders to
small businesses, for example. And as you say—and this was the
issue that Senator Bennett was raising—one of the proposals that
the Treasury has made is to create a fund that would capitalize
small banks that demonstrate that they can increase their lending
to small businesses.

So in the spirit of my previous conversation with Senator Ben-
nett, I am not going to endorse or not endorse that approach. There
are other approaches also for addressing small businesses. But I
would say that if you go do that, one suggestion the Treasury
makes, which is to separate it from the TARP, maybe to pass it—
this would address Senator Bennett’s question—to pass it sepa-
rately so that it is not stigmatized or otherwise associated with the
restrictions with the TARP, which increase the chance that that
would be a successful program. But we certainly do value the small
banks for what they are able to do, and if we are going to get this
economy going again and get employment growing again, then
small banks, small businesses are going to be critical for that.

Senator MERKLEY. Thank you very much, and I want to turn to
another issue, which is that I was meeting with a group of Mem-
bers of Parliament from Canada two nights ago, and when I asked
them about the economic meltdown and the impact on Canada,
they smiled and said:

Well, you know, we kept the risk out of our banking system, and now there

is a huge economic movement in which we are going down, Canadians are
going down and buying up the foreclosed real estate in the United States.
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And certainly in your role, there is the chance to look at and learn
how different models interacted around the world. And would you
just take a second to comment on the Canada structure, how they
managed risk, whether there are any insights for us here in our
efforts to provide regulatory reform?

Mr. BERNANKE. I will start with one point, which is that Can-
ada’s monetary policy was very similar to that of the United States,
and they had very different outcomes. So those who blame this on
monetary policy should address that issue. I think the differences
between Canada and the United States had to do with their regu-
latory structure, and there were two primary advantages that they
had.

First, they simply had a much more conservative bank super-
visory structure in terms of what they allowed banks to do, in
terms of the amount of capital that banks had. You know, in the
go-go days, they would be considered staid and unexciting. But, of
course, that turned out to be the right way to go, and they are
looked at as models around the world as we look at banks super-
vision.

The other thing that they did, which we did not avoid, was they
avoided the deterioration in underwriting standards in mortgages
and the proliferation of very low downpayments and bad under-
writing and other problems that came back to bite us in the crisis.

So they took a very conservative approach, and it really paid off
for them, although given that they are the biggest trading partner
of the United States, they still have had a significant recession, of
course.

Senator MERKLEY. Well, if I can follow up on your point about
the underwriting standards, some have argued that the reason that
Canada proceeded to maintain solid underwriting standards was
that they had an independent consumer financial protection agency
and that that vision of defending consumers from tricks and traps
in lending was never subverted, if you will, to other goals, be they
safety and soundness, monetary policy, and so forth. Any insights
on the role that institution plays in Canada?

Mr. BERNANKE. I do not know the facts on that, but I would
agree with you that it is very important to have strong consumer
protection laws.

Senator MERKLEY. I think I am over my time now, so I will stop
there. But thank you very much.

Senator REED. [Presiding.] Senator Shelby, a second round.

Senator SHELBY. Thank you, Mr. Chairman.

Chairman Bernanke, the Chinese have made a number of com-
ments about their massive U.S. Treasury holdings. Last year, they
publicly “worried” about whether their investments were safe. Re-
cently, they have expressed the belief that they should respond to
some of the Obama Administration decisions by selling billions of
Treasury holdings.

While China does not have a financial interest in rapidly—I do
not believe they do—dumping its U.S. dollar assets, it may have
other competing political interests.

Do you believe that there is a risk to stability of the financial
system associated with risk to the value of the dollar stemming or
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(éomin% from international relations between China and the United
tates?

Second, do you believe that China’s large dollar reserve holdings
pose a threat to the stability of the global financial system given
the leverage those holdings provide to China to enable it to pursue
a policy of pegging its currency at an artificially low value?

I know that is a mouthful, but I think these are important ques-
tions.

Mr. BERNANKE. Well, let me try to address that. First is just the
factual question. I do not think there has been any significant
change in China’s holding of dollar reserves.

Senator SHELBY. OK.

Mr. BERNANKE. They have continued to acquire reserves. They
have done that when the dollar was falling. They did that when the
dollar was rising.

Senator SHELBY. Do you think that is a good thing, a bad thing,
or are you indifferent about it?

Mr. BERNANKE. I think it arises from a couple of problems.

Senator SHELBY. OK.

Mr. BERNANKE. One problem is their foreign exchange policy to
keep the currency pegged, and in order to do that, they have no al-
ternative but to buy treasuries. The other reason is the global im-
balances, the fact that they run this very large—which is related,
of course, to foreign exchange policy, which is that they run a very
large current account surplus while we run a current account def-
icit. And it was one of the objectives discussed by the G-20 leaders
in the recent financial summits that we should all work to try to
get a more balanced trade and capital flow situation. So I think it
would be a healthier situation if China saved less and we saved
more and as a result they were not accumulating dollar assets so
quickly and we had a more balanced financial picture.

I do think that those large capital flows and the potential insta-
bility of those flows can be a risk to our financial system, and, you
know, I think we need to try to get those imbalances rectified.

Senator SHELBY. Picking up—and it has already been mentioned
a couple of times by Senator Vitter and others—about the GSEs,
at this point, as has been said here, there is no indication that any
GSE reform will take place in the near term. In fact, just yesterday
Secretary Geithner indicated and I think you alluded to this—that
the Administration is unlikely to provide a plan for reforming these
institutions prior to 2011 at the earliest.

I know it is difficult and I know it is costly, but while imple-
menting reform will take time, could you describe to the Committee
here some of the risks that we face should we not start the process
of reform as soon as possible? In other words, if we kick the can
down the road, we could cause difficult problems, could we not?

Mr. BERNANKE. Yes, sir. First of all, I think you and I have a
lot in common on this particular issue.

Senator SHELBY. We have worked together on it.

Mr. BERNANKE. We have worked together on it. The Federal Re-
serve has had concerns for a long time, and you were a supporter
of very good, strong regulatory oversight of Fannie and Freddie.
And unfortunately, you know, we know how it turned out, that
they did not have enough capital.
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You know, I think the current situation is worrisome. It obvi-
ously is a costly situation. And it also generates a certain amount
of uncertainty in markets as people try to anticipate, you know,
what the U.S. housing financial situation is going to be in the fu-
ture. Housing policy is a very big part of our financial policy in this
country, and the lack of clarity about that is an issue.

Now, again, let me just say I sympathize with Secretary
Geithner in that there is an awful lot going on and financial reform
is complex. But I do hope we will be thinking about where we want
to take Fannie and Freddie soon so that we can at least provide
some clarity to the markets and to the public about, you know,
where we think this ought to be.

Senator SHELBY. Thank you, Mr. Chairman.

Senator REED. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.

Chairman Bernanke, welcome and congratulations on your con-
firmation.

Mr. BERNANKE. Thank you.

Senator MENENDEZ. I was pleased to support you.

Let me ask you, over the next few years, there is going to be
more than $1 trillion in short-term commercial real estate loans
that will reach maturity, and the ongoing credit crunch will make
it very difficult for owners of viable commercial real estate to se-
cure long-term financing.

In 2007, at this Committee hearing with others, I said we were
going to have a tsunami of foreclosures in the housing market. I
was told that was an exaggeration. I wish they had been right and
I had been wrong. And I see this as the next looming crisis.

You know, it seems to me that the Federal Government failed to
act on the warning signs about the home foreclosure crisis, and I
am very concerned that we are not acting on increasingly clear
warning signs about this commercial mortgage market.

So I am wondering, first, do you believe that this is a very seri-
ous issue facing us down the road and might this emerge as our
next economic crisis? And regardless of how you might characterize
it, which I will wait to hear what you have to say, what do you
think we can do?

For example, I have been told that this is one in which commu-
nity banks will face a fair challenge across the spectrum. Is, for ex-
ample, allowing those banks to amortize losses over 10 years an op-
tion so that we do not completely dry up lending and at the same
time maybe have a lot of these institutions close as a result of it?

I am looking to get ahead of the curve, but that curve is com-
ing—that tidal wave is coming really soon, and so I would like to
hear your views on it.

Mr. BERNANKE. Senator, I share your concerns about this. This
is yet another place where the Federal Reserve’s oversight of small
and regional banks has been very informative for us. We have been
able to follow the situation closely and to look at its implications
for the broader economy and for the financial system.

It seems likely that small and regional banks will be facing a lot
of challenges from losses on commercial real estate, and the bank
regulators are watching this very carefully because it is going to
put a lot of pressure on some banks. Chairman Bair, I think the
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other day, put out a list of problem banks, which has been obvi-
ously increased, and one of the key reasons for that is the commer-
cial real estate issues that a lot of small banks are facing. It has
the implication not only of putting pressure on the banks, but if a
small bank has lost capital because of its losses in commercial real
estate, then it does not have the funds to make loans to small busi-
nesses, for example, so it can permeate, it can affect the broader
economy as well.

Just a few comments. As I said, we are very alert to this. We are
concerned about it. We and the other bank regulators have tried
to address it. We have put out commercial real estate guidance to
the banks which attempts to address the question you raised about
how to deal with debts that are coming due. And that guidance,
one of the main purposes is, first of all, to avoid unnecessary
writedowns. So one of the guidances we give is that a commercial
real state project that is able to make the payments but whose col-
lateral value has declined should not necessarily be written down
for that purpose, for example.

Our guidance also gives specific examples and helps banks see
how they can restructure loans, just like we restructure residential
mortgages, in ways that will keep the loan current without having
a major writedown for the bank. So we have been doing that; as
bank regulators, we have been trying to find solution.

I also want to mention the TALF again, which is still open for
commercial mortgage-backed securities. We have had a bit of suc-
cess in bringing down commercial mortgage-backed security
spreads and in starting up some activity, including activity outside
of the Fed in creating new CMBS securities. So we are very focused
on those issues, and we have addressed it in a number of different
ways.

I want to end with just a little bit of—I would not say good news,
but lately the evidence on commercial real estate is that there
seems to be some improvement in some places, that the fundamen-
tals are a little better than we had feared in some cases as the
economy has done a bit better. And as we said, we have seen some
more progress in the CMBS market and in banks’ ability to re-
structure loans.

I do not disagree with your initial characterization that this is
a very, very serious problem that we have to continue to monitor,
but I would put forward just a sliver of optimism recently in terms
of some improvement in the outlook for that category.

Senator MENENDEZ. If I may briefly follow up, Mr. Chairman?
Chairman, I appreciate your answer, and I appreciate the guidance
that the regulators have given. That is somewhat helpful. I am just
concerned—and I am happy to hear that there is a sliver of a silver
lining here about some improvement in certain sectors.

But my sense is that that is not going to meet the challenge be-
fore us, and I hope that we are thinking prospectively about what
else we need to do or be ready to do, because it seems to me that
if the worst-case scenario happens—and I have to be honest with
you. I have heard from a wide sector of community banks, and I
have heard from a wide sector of those who are in the commercial
real estate market, who tell me that there is not a market out
there for the renewal of these mortgages. And as such, it could be
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a body blow to this economy at a time that we are seeing recovery
take place. And that would be hugely unfortunate as well as con-
sequential in a very real way to our overall economy.

So I would love to continue to engage with you on figuring out
how we are going to continue from all different levels—not just the
Federal Reserve, but we have also talked to the Treasury about
this. We need to figure out how do we best meet this challenge, be-
cause it is a challenge that is coming. And while, you know, those
who maybe were irresponsible beyond a certain degree will have to
face the possibility of closure, the breadth and scope of this is
something that I am afraid of the consequences of what it means
to our overall economy.

Mr. BERNANKE. Thank you. We are very focused on it and we
would like to work with you on it.

Senator MENENDEZ. All right. Thank you, Mr. Chairman.

Senator REED. Senator Bennett?

Senator BENNETT. Thank you, Mr. Chairman.

The one thing that I hear most often and I think my colleagues
hear most often as they talk about where we are right now, a con-
stant, constant complaint that banks aren’t lending. And when I
talk to the banks, they say, well, we are better than we were. Year
over year, we are better in 2010 than we were in 2009, so the vol-
ume has gone up and we are doing our best, but we can’t find cred-
itworthy borrowers. We are ready to loan, but we can’t find credit-
worthy borrowers.

And then when I drill down a little more, I find the real chal-
lenge comes from regulators who come in with a definition of cred-
itworthy borrowers that say to the bank, OK, you used to make
auto loans at this number on your credit report and now, if that
isn’t this higher number, you can’t make the auto loans. I have had
business people with whom I have been involved personally, now
divested myself, say we go to our bank with whom we have had
a 30-year relationship, say we want to make this acquisition, and
can we get a loan to fund it, and instead of saying yes, as the bank
has always said before, we like your business plan, we like your
track record, you are solid people, you know exactly what you are
doing, they say, we will give you this loan if you can demonstrate
that you can pay out of your current cash stream. Well, if I could
pay out of my current cash stream, I wouldn’t be coming for the
loan to try to make the acquisition. And so additional jobs or addi-
tional productivity that would come from what we would normally
think of as very ordinary kind of transactions is simply not there.

And inevitably, it always comes back to the regulators won’t let
us do this. The regulators have tightened their requirements of
what is considered creditworthy.

You are the primary regulator. You see this, I am sure, every
day, or at least your staff does. I would like your reaction to that
because that is what I hear after the rhetoric is all over and the
screaming is all over in a political way. That is what I hear from
the business people. The banks are not supporting true entrepre-
neurial activity in this country, and until they do, we won’t get the
jobs back, we won’t get the economic recovery going, and they are
saying it is primarily because of tightened standards on the part
of the regulators.



44

Mr. BERNANKE. Well, it is a difficult problem and one we are
very focused on, as well. First of all, there is a tradeoff. Probably
credit terms were too easy before the crisis. They have tightened
up some. Lately, banks seem to have leveled out. They are not
tightening any further, at least. But there is a tradeoff between
making sure that you are really making good loans versus making
sure that creditworthy borrowers are not denied.

Now, our focus at the Federal Reserve has been to achieve an ap-
propriate balance. We want to make sure that creditworthy bor-
rowers who are creditworthy can obtain credit, and we have been
very aggressive in trying to do that. We started with, again, these
guidances, but these are instructions to our examiners as well as
to the banks which say, first of all, that we strongly encourage
banks to make creditworthy loans because it is good for the bank,
it is good for the borrower, it is good for the economy. We have
trained our examiners to take that approach.

We have most recently put out yet another guidance on small
business which actually says, you know, you should not be denying
credit based on what business you are in, whether you are res-
taurant or whatever, or what geographic location you are in. Again,
this issue about your collateral value. If that has declined, that
should not be a reason not to make the loan. We are encouraging
so-called Second Look Committees who look, again, at loans that
have been turned down just to make sure that there is not a way
to make that loan.

So our guidances, our regulatory philosophy, our training of our
examiners has been very focused on getting that appropriate bal-
ance.

Now, I have said this in previous testimonies. People say, well,
I am not convinced. What is your evidence? So since then, we have
been really trying to do outreach and try to get information directly
back from banks, small businesses. We have, for example, put
questions in the NFIB’s Survey of Small Businesses to get more in-
formation about their credit experience. We are requiring banks to
provide us more information on small business loans. We have a
series of meetings and programs at the Reserve Banks which bring
together small banks, small businesses, community development
organizations, and so on.

We are doing our best to go out there and find out what is really
happening, because in some cases, I mean, I think you would
agree, in some cases, the regulator is a good scapegoat and——

Senator BENNETT. Yes. I understand that.

Mr. BERNANKE. and gets the credit for the problem. But the
Federal Reserve, because we have interest, of course, in safety and
soundness, but we also have interest in a healthy economy, and
that insight that we get and that balance is very important. I real-
ize it doesn’t filter down to every bank and every situation, but we
are making enormous efforts to get that balance.

When you do talk to your business acquaintances, first, ask them
who the regulator is who is causing the problem, because it is not
always the Federal Reserve——

Senator BENNETT. I think that is fair.
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Mr. BERNANKE. But if you are hearing stories related to the Fed-
eral Reserve, I would be more than happy to talk to you about it
and hear more details.

Senator BENNETT. Well, if I could just quickly, Mr. Chairman,
one other aspect of this that I have discovered as I have talked to
the people in the venture capital community, they say, we are not
in the venture capital business anymore. To the degree we are in-
vesting any money, we are doubling down on previous bets, because
the pattern used to be the venture capital would come in, fund the
startup. Once the startup proved its viability, it would then go to
a bank and get the money that it needed to get to the point where
it could then make an IPO and go public.

And, they said, we are now discovering that the start-ups that
we funded in that first wave can’t get the bank funding, so to keep
the organization alive and protect our first investment, we double-
down on our bet and we are now in a position we have never, ever
been in before. We are providing what the banks used to provide,
and as a consequence, there is no VC money available for new
start-ups and new activities.

So I am delighted to hear your focus on this. I think you are ex-
actly right with the kinds of things you need to do and I simply
encourage you to keep doing it.

Mr. BERNANKE. We are hearing the same things on venture cap-
ital that you are hearing.

Senator BENNETT. Thank you, Mr. Chairman.

Senator REED. Thank you, Senator Bennett.

Mr. Chairman, again, thank you for your testimony and for your
leadership. You, in response to several questions, pointed out how
central the housing sector is to our economy, and one of the areas
of great concern to all of us is the mortgage foreclosure situation.
Frankly, we have not effectively responded to that yet. It is a grow-
ing phenomenon. In my State, one out of ten homes are either in
foreclosure or 90-days delinquent, and that saps not only the en-
ergy from the economy, but with the uncertainty in the employ-
ment market, with the fear of losing your home, particularly for
people at mid-life, their sense of the American dream is
evaporating. Part of what we have to do is not only get the econ-
omy right, we have to get the confidence of the American people
restored, and their trust.

So specifically, I am wondering what you can do as the Federal
Reserve to compel institutions to do more to modify mortgages. I
get complaints constantly, I am sure my colleagues do, that there
is a help line number. You call it and, oh, yes, sure, and then we
don’t get back to it. I know there are a lot of press releases about
everything that is being done, but until I think you make it clear
that this is an important objective, we will get a lot of motion and
not a lot of results.

And I would assume, for example, I would hope that as within
your powers of supervising the management could insist that at
least there is a calculation done for each mortgage, whether a refi-
nancing would be better than a foreclosure, or something like that
which would be an open process, a quick process, and encourage in-
stitutions that you regulate—if you can’t order them, then encour-
age them, and you have many tools to encourage them—to do more.
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Mr. BERNANKE. We are doing so. I guess I would first mention
that our mortgage-backed security purchases

Senator REED. Yes.

Mr. BERNANKE. lowered the mortgage rate and allowed for
some millions of refinances, which I am sure has been helpful. As
you know, the leadership in terms of actual programs is the Treas-
ury’s program, the HAMP program, and there are a few others, the
Help for Homeowners and those, and we felt that our best way of
contributing is to be supportive of those things and to strongly en-
courage both banks and, in our case, as consolidated supervisors,
we also have supervisory responsibilities for non-bank subsidiaries,
whether it is some servicers or mortgage companies or whatever,
to participate and to be effective in those programs.

And we have for some time now been both looking for solutions
to barriers, legal or accounting barriers, and we have been doing
research to try to support these programs. For example, we have
long felt that the problem of being underwater, the principal issue,
is a serious one, and so that was why we were supportive of some
of these efforts, like the Hope for Homeowners, that involves a
principal reduction. Unfortunately, that program apparently has
not been successful in bringing in a lot of participation, but we con-
tinue to look at different approaches to get restructuring.

I think it is encouraging. The Treasury, I know, is not only try-
ing to do their best to ramp up the HAMP program, and I think
we will see more permanent modifications coming in since they
have a pretty big pipeline at this point, but they are also doing
some pilot programs that involve alternative approaches.

For example, one problem that their approach doesn’t deal with
is the problem of somebody who is unemployed, can’t even make a
reduced payment. So what is needed there is not a permanent
modification but some temporary assistance. Another issue has to
do with principal reduction. So in some of their pilot programs, I
think they are looking to try to take some of these different ap-
proaches.

We have worked with them, our economists worked with their
economists, and we have been very engaged in trying to figure out
what is the best approach. It is a very hard problem. Unfortu-
nately, many foreclosures are just hard to avoid for a wide variety
of reasons. But where there is a preventable foreclosure, it is not
only in the interest of the borrower, but in the interest of the bank
and of the whole economy to try to avoid it.

Senator REED. I will concede, it is a difficult problem, but some-
times you have got to send a very strong message. For example,
you know, could you set a goal, maybe institution by institution of
modifications as a condition to access your credit facilities? These
institutions are borrowing money at virtually zero percent and then
they are turning around saying, we can’t modify a loan because of
the interest, or we will do, from 8 percent, we will cut it 50 basis
points, when essentially many of these people, when they pay their
taxes, they are giving them zero percent loans.

Mr. BERNANKE. Well, I don’t think we have to use that threat.
I think we could use our supervisory authority, and we went
back—in November of 2008, we made very clear in our guidance
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that we expected full compliance and full cooperation on this issue
and we have had many conversations with the banks and

Senator REED. Expecting it and getting it are two different
things, and I think we have reached the point we have got to get
it, Mr. Chairman. I know you agree conceptually, but we have just
got to move on this issue. Senator Menendez sort of previewed an-
other potential problem with commercial, but we are in the midst
of this great residential and it goes right to the core of economic
confidence and ultimately consumer demand and everything else
that we have to do.

Let me switch quickly, and you have been very kind to take
these questions, but at this juncture and going forward, are you
using multiple tests for the adequate capital of institutions and the
adequate sort of resources, i.e., leverage, indexes, liquidity meas-
ures, tangible capital as well as risk-based capital, or are you still
essentially and formally simply relying upon the Basel capital re-
quirements?

Mr. BERNANKE. No, we have gone beyond that. We have a gen-
eral principle that there are regulatory minima and then above
that, you know, we reserve the right to push banks to do more, de-
pending on the risks they take and so on. So to give two examples,
one, we have actually worked with international colleagues to de-
velop new liquidity principles. That was one of the, I think, real big
shortcomings that was made evident in the crisis, that they didn’t
have enough liquidity, and we have pushed banks to expand their
liquidity and we have been pretty successful in doing that.

The other example I would give is that another thing that was
illustrated by the crisis was that a lot of the capital, quote-unquote,
was not really very high quality. It wasn’t of much use when the
crisis came. And so, for example, as we have worked with banks
in the stress tests or as we work with banks who want to repay
TARP, we have put very heavy emphasis on raising new common
equity as the highest quality form of capital.

So yes, and every bank is required to do an internal capital as-
sessment that we work with them on to make sure that not only
are they meeting all the regulatory minima, but they are prepared
for serious stresses that might come down the road.

Senator REED. Can I presume that you would not object to statu-
tory language requiring multiple tests that are readily made and
disclosed?

Mr. BERNANKE. Well, I would like to talk to you about exactly
what those tests would be. We already have capital and leverage
requirements——

Senator REED. No, I would presume they would be the measures
which you would agree and your colleagues would agree were ap-
propriate, but they would not be simply one standard. Again, I
think some of the problems with the Basel II, particularly, were
the ability to rely exclusively on credit ratings for securitized prod-
ucts, many of which the banks were sort of structuring and then
buying because they couldn’t sell them, but they were AAA-rated,
so that was a very low charge on their risk-based capital but inher-
ently very, very risky, as we found out, so
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Mr. BERNANKE. We have been working on the charges and they
have been substantially increased. We are currently testing out the
implications of that.

On the particular issue of these off-balance sheet vehicles, as you
know, the new accounting standards will force banks to consolidate
most of those onto their own balance sheet and so they will have
to have a full capital charge against them.

Senator REED. And one final question, Mr. Chairman, and that
is we have talked a lot about derivatives. We all do recognize there
is a long-term value to derivatives. My recollection is the Chicago
Board in 1848 started trading agricultural futures. In fact, I think
I recall a story where General Grant and General Sherman showed
up to congratulate one of the architects for helping them win the
Civil War because of being able to guarantee supply. So that is the
question of the utility in that sense, and other senses, is not at
stake here.

But there also is the growing perception, and I am coming to a
conviction, that many times these devices are used to avoid regu-
latory constraints. In the case of Greece, it might have been strictly
legal, but clearly the intent was to avoid the budget limitations and
the budget restrictions of joining the European Community.

With respect to many other derivatives, for example, even com-
mercial derivatives, because they are not typically recorded as
lending, or in some cases not even on the books, it is borrowing
that is not in violation of covenance with other lenders. It is bor-
rowing that allows additional leverage. And one of the problems we
are trying to recognize now is over-leverage.

So to the extent that we have to deal with these derivatives, any
thoughts our guidance about how we prevent them from being used
not for economic hedging but for clearly and very deliberately—
maybe legally, maybe not—avoiding your capital requirements, the
lending covenants of a bank, and many other examples.

Mr. BERNANKE. Yes. There are two related issues here. One has
to do with circumventing accounting rules, which maybe is what
Greece is about. After Enron, that turned out to be—a lot of finan-
cial arrangements essentially were structured to avoid accounting
requirements and we, at that time, the Federal Reserve—not me
personally, but the Federal Reserve—came down pretty hard, pro-
viding sets of rules and guidances to banks to assure that they
were not creating special structures or in order to

Senator REED. And yet they did.

Mr. BERNANKE.——in order to avoid accounting rules. The Greek
thing is from before that period, as far as we know.

Senator REED. Yes.

Mr. BERNANKE. We are looking into that, but as far as we know,
that was about 10 years ago that those were done. So that is one
set of issues.

The other set of issues has to do with whether hedging, which
is in principle a good thing, is actually true hedging or not, and the
poster child for that would be the capital hedges that banks took
out with AIG which allowed them to reduce their capital standards
because they were, quote, protected by the credit default swaps
with AIG. And there, the challenge is to make sure that when the
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hedge takes place, that it is a true hedge and that it doesn’t induce
other risks, like counterparty risks, for example, or liquidity risks.

So it is a difficult technical problem, but you are absolutely right
that derivatives have a legitimate role for hedging risks, but if they
are used to distort accounting results or regulatory ratios, then
that needs to be addressed. We are working on that as part of the
broad reforms that Basel is undertaking.

Senator REED. Thank you very much, Mr. Chairman.

Mr. BERNANKE. Thank you.

Senator REED. Seeing no other members, the hearing is ad-
journed.

Mr. BERNANKE. Thank you.

[Whereupon, at 11:49 a.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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Chairman Dodd, Ranking Member Shelby, and other members of the Committee,
I am pleased to present the Federal Reserve’s semiannual Monetary Policy Report
to the Congress. 1 will begin today with some comments on the outlook for the econ-
omy and for monetary policy, then touch briefly on several other important issues.

The Economic Outlook

Although the recession officially began more than 2 years ago, U.S. economic ac-
tivity contracted particularly sharply following the intensification of the global fi-
nancial crisis in the fall of 2008. Concerted efforts by the Federal Reserve, the
Treasury Department, and other U.S. authorities to stabilize the financial system,
together with highly stimulative monetary and fiscal policies, helped arrest the de-
cline and are supporting a nascent economic recovery. Indeed, the U.S. economy ex-
panded at about a 4 percent annual rate during the second half of last year. A sig-
nificant portion of that growth, however, can be attributed to the progress firms
made in working down unwanted inventories of unsold goods, which left them more
willing to increase production. As the impetus provided by the inventory cycle is
temporary, and as the fiscal support for economic growth likely will diminish later
this year, a sustained recovery will depend on continued growth in private-sector
final demand for goods and services.

Private final demand does seem to be growing at a moderate pace, buoyed in part
by a general improvement in financial conditions. In particular, consumer spending
has recently picked up, reflecting gains in real disposable income and household
wealth and tentative signs of stabilization in the labor market. Business investment
in equipment and software has risen significantly. And international trade—sup-
ported by a recovery in the economies of many of our trading partners—is rebound-
ing from its deep contraction of a year ago. However, starts of single-family homes,
which rose noticeably this past spring, have recently been roughly flat, and commer-
cial construction is declining sharply, reflecting poor fundamentals and continued
difficulty in obtaining financing.

The job market has been hit especially hard by the recession, as employers re-
acted to sharp sales declines and concerns about credit availability by deeply cutting
their workforces in late 2008 and in 2009. Some recent indicators suggest the dete-
rioration in the labor market is abating: Job losses have slowed considerably, and
the number of full-time jobs in manufacturing rose modestly in January. Initial
claims for unemployment insurance have continued to trend lower, and the tem-
porary services industry, often considered a bellwether for the employment outlook,
has been expanding steadily since October. Notwithstanding these positive signs,
the job market remains quite weak, with the unemployment rate near 10 percent
and job openings scarce. Of particular concern, because of its long-term implications
for workers’ skills and wages, is the increasing incidence of long-term unemploy-
ment; indeed, more than 40 percent of the unemployed have been out of work 6
months or more, nearly double the share of a year ago.

Increases in energy prices resulted in a pickup in consumer price inflation in the
second half of last year, but oil prices have flattened out over recent months, and
most indicators suggest that inflation likely will be subdued for some time. Slack
in labor and product markets has reduced wage and price pressures in most mar-
kets, and sharp increases in productivity have further reduced producers’ unit labor
costs. The cost of shelter, which receives a heavy weight in consumer price indexes,
is rising very slowly, reflecting high vacancy rates. In addition, according to most
measures, longer-term inflation expectations have remained relatively stable.

The improvement in financial markets that began last spring continues. Condi-
tions in short-term funding markets have returned to near pre-crisis levels. Many
(mostly larger) firms have been able to issue corporate bonds or new equity and do
not seem to be hampered by a lack of credit. In contrast, bank lending continues
to contract, reflecting both tightened lending standards and weak demand for credit
amid uncertain economic prospects.

In conjunction with the January meeting of the Federal Open Market Committee
(FOMC), Board members and Reserve Bank presidents prepared projections for eco-
nomic growth, unemployment, and inflation for the years 2010 through 2012 and
over the longer run. The contours of these forecasts are broadly similar to those I
reported to the Congress last July. FOMC participants continue to anticipate a mod-
erate pace of economic recovery, with economic growth of roughly 3 to 3% percent
in 2010 and 3 %2 to 4 V2 percent in 2011. Consistent with moderate economic growth,
participants expect the unemployment rate to decline only slowly, to a range of



51

roughly 62 to 7'2 percent by the end of 2012, still well above their estimate of
the long-run sustainable rate of about 5 percent. Inflation is expected to remain sub-
dued, with consumer prices rising at rates between 1 and 2 percent in 2010 through
2012. In the longer term, inflation is expected to be between 1%4 and 2 percent, the
range that most FOMC participants judge to be consistent with the Federal Re-
serve’s dual mandate of price stability and maximum employment.

Monetary Policy

Over the past year, the Federal Reserve has employed a wide array of tools to
promote economic recovery and preserve price stability. The target for the Federal
funds rate has been maintained at a historically low range of 0 to %4 percent since
December 2008. The FOMC continues to anticipate that economic conditions—in-
cluding low rates of resource utilization, subdued inflation trends, and stable infla-
tion expectations—are likely to warrant exceptionally low levels of the Federal
funds rate for an extended period.

To provide support to mortgage lending and housing markets and to improve over-
all conditions in private credit markets, the Federal Reserve is in the process of pur-
chasing $1.25 trillion of agency mortgage-backed securities and about $175 billion
of agency debt. We have been gradually slowing the pace of these purchases in order
to promote a smooth transition in markets and anticipate that these transactions
will be completed by the end of March. The FOMC will continue to evaluate its pur-
chases of securities in light of the evolving economic outlook and conditions in finan-
cial markets.

In response to the substantial improvements in the functioning of most financial
markets, the Federal Reserve is winding down the special liquidity facilities it cre-
ated during the crisis. On February 1, a number of these facilities, including credit
facilities for primary dealers, lending programs intended to help stabilize money
market mutual funds and the commercial paper market, and temporary liquidity
swap lines with foreign central banks, were allowed to expire.! The only remaining
lending program for multiple borrowers created under the Federal Reserve’s emer-
gency authorities, the Term Asset-Backed Securities Loan Facility, is scheduled to
close on March 31 for loans backed by all types of collateral except newly issued
commercial mortgage-backed securities (CMBS) and on June 30 for loans backed by
newly issued CMBS.

In addition to closing its special facilities, the Federal Reserve is normalizing its
lending to commercial banks through the discount window. The final auction of dis-
count-window funds to depositories through the Term Auction Facility, which was
created in the early stages of the crisis to improve the liquidity of the banking sys-
tem, will occur on March 8. Last week we announced that the maximum term of
discount window loans, which was increased to as much as 90 days during the cri-
sis, would be returned to overnight for most banks, as it was before the crisis erupt-
ed in August 2007. To discourage banks from relying on the discount window rather
than private funding markets for short-term credit, last week we also increased the
discount rate by 25 basis points, raising the spread between the discount rate and
the top of the target range for the Federal funds rate to 50 basis points. These
changes, like the closure of most of the special lending facilities earlier this month,
are in response to the improved functioning of financial markets, which has reduced
the need for extraordinary assistance from the Federal Reserve. These adjustments
are not expected to lead to tighter financial conditions for households and busi-
nesses and should not be interpreted as signaling any change in the outlook for
monetary policy, which remains about the same as it was at the time of the January
meeting of the FOMC.

Although the Federal funds rate is likely to remain exceptionally low for an ex-
tended period, as the expansion matures, the Federal Reserve will at some point
need to begin to tighten monetary conditions to prevent the development of infla-
tionary pressures. Notwithstanding the substantial increase in the size of its bal-
ance sheet associated with its purchases of Treasury and agency securities, we are
confident that we have the tools we need to firm the stance of monetary policy at
the appropriate time.2

Most importantly, in October 2008 the Congress gave statutory authority to the
Federal Reserve to pay interest on banks’ holdings of reserve balances at Federal

1Primary dealers are broker-dealers that act as counterparties to the Federal Reserve Bank
of New York in its conduct of open market operations.

2For further details on these tools and the Federal Reserve’s exit strategy, see Ben S.
Bernanke (2010), “Federal Reserve’s Exit Strategy,” statement before the Committee on Finan-
cial Services, U.S. House of Representatives, February 10, www.federalreserve.gov / newsevents/
testimony | bernanke20100210a.htm.



52

Reserve Banks. By increasing the interest rate on reserves, the Federal Reserve will
be able to put significant upward pressure on all short-term interest rates. Actual
and prospective increases in short-term interest rates will be reflected in turn in
longer-term interest rates and in financial conditions more generally.

The Federal Reserve has also been developing a number of additional tools to re-
duce the large quantity of reserves held by the banking system, which will improve
the Federal Reserve’s control of financial conditions by leading to a tighter relation-
ship between the interest rate paid on reserves and other short-term interest rates.
Notably, our operational capacity for conducting reverse repurchase agreements, a
tool that the Federal Reserve has historically used to absorb reserves from the
banking system, is being expanded so that such transactions can be used to absorb
large quantities of reserves.? The Federal Reserve is also currently refining plans
for a term deposit facility that could convert a portion of depository institutions’
holdings of reserve balances into deposits that are less liquid and could not be used
to meet reserve requirements.# In addition, the FOMC has the option of redeeming
or selling securities as a means of reducing outstanding bank reserves and applying
monetary restraint. Of course, the sequencing of steps and the combination of tools
that the Federal Reserve uses as it exits from its currently very accommodative pol-
icy stance will depend on economic and financial developments. I provided more dis-
cussion of these options and possible sequencing in a recent testimony.?

Federal Reserve Transparency

The Federal Reserve is committed to ensuring that the Congress and the public
have all the information needed to understand our decisions and to be assured of
the integrity of our operations. Indeed, on matters related to the conduct of mone-
tary policy, the Federal Reserve is already one of the most transparent central
banks in the world, providing detailed records and explanations of its decisions.
Over the past year, the Federal Reserve also took a number of steps to enhance the
transparency of its special credit and liquidity facilities, including the provision of
regular, extensive reports to the Congress and the public; and we have worked
closely with the Government Accountability Office (GAO), the Office of the Special
Inspector General for the Troubled Asset Relief Program, the Congress, and private-
sector auditors on a range of matters relating to these facilities.

While the emergency credit and liquidity facilities were important tools for imple-
menting monetary policy during the crisis, we understand that the unusual nature
of those facilities creates a special obligation to assure the Congress and the public
of the integrity of their operation. Accordingly, we would welcome a review by the
GAO of the Federal Reserve’s management of all facilities created under emergency
authorities.® In particular, we would support legislation authorizing the GAO to
audit the operational integrity, collateral policies, use of third-party contractors, ac-
counting, financial reporting, and internal controls of these special credit and liquid-
ity facilities. The Federal Reserve will, of course, cooperate fully and actively in all
reviews. We are also prepared to support legislation that would require the release
of the identities of the firms that participated in each special facility after an appro-
priate delay. It is important that the release occur after a lag that is sufficiently
long that investors will not view an institution’s use of one of the facilities as a pos-
sible indication of ongoing financial problems, thereby undermining market con-

3The Federal Reserve has recently developed the ability to engage in reverse repurchase
agreements in the triparty market for repurchase agreements, with primary dealers as counter-
parties and using Treasury and agency debt securities as collateral, and it is developing the ca-
pacity to carry out these transactions with a wider set of counterparties (such as money market
mutual funds and the mortgage-related government-sponsored enterprises) and using agency
mortgage-backed securities as collateral.

4In December the Federal Reserve published a proposal describing a term deposit facility in
the Federal Register (see Board of Governors of the Federal Reserve System (2009), “Federal
Reserve Board Proposes Amendments to Regulation D That Would Enable the Establishment
of a Term Deposit Facility,” press release, December 28, www.federalreserve.gov / newsevents/
press/monetary [20091228a.htm) We are now in the process of analyzing the public comments
that have been received. A revised proposal will be reviewed by the Federal Reserve Board, and
test transactions could commence during the second quarter.

5See Bernanke, “Federal Reserve’s Exit Strategy,” in note 2.

6Last month the Federal Reserve said that it would welcome a full review by the GAO of
all aspects of the Federal Reserve’s involvement in the extension of credit to the American Inter-
national Group, Inc. (see Ben S. Bernanke (2010), letter to Gene L. Dodaro, January 19,
www.federalreserve.gov | monetarypolicy /files/letter aig 20100119.pdf). The Federal Reserve
would support legislation authorizing a review by the GAO of the Federal Reserve’s operations
of its facilities created under emergency authorities: the Asset-Backed Commercial Paper Money
Market Mutual Fund Liquidity Facility, the Commercial Paper Funding Facility, the Money
Market Investor Funding Facility, the Primary Dealer Credit Facility, the Term Asset-Backed
Securities Loan Facility, and the Term Securities Lending Facility.
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fidence in the institution or discouraging use of any future facility that might be-
come necessary to protect the U.S. economy. An appropriate delay would also allow
firms adequate time to inform investors through annual reports and other public
documents of their use of Federal Reserve facilities.

Looking ahead, we will continue to work with the Congress in identifying ap-
proaches for enhancing the Federal Reserve’s transparency that are consistent with
our statutory objectives of fostering maximum employment and price stability. In
particular, it is vital that the conduct of monetary policy continue to be insulated
from short-term political pressures so that the FOMC can make policy decisions in
the longer-term economic interests of the American people. Moreover, the confiden-
tiality of discount window lending to individual depository institutions must be
maintained so that the Federal Reserve continues to have effective ways to provide
liquidity to depository institutions under circumstances where other sources of fund-
ing are not available. The Federal Reserve’s ability to inject liquidity into the finan-
cial system is critical for preserving financial stability and for supporting deposi-
tories’ key role in meeting the ongoing credit needs of firms and households.

Regulatory Reform

Strengthening our financial regulatory system is essential for the long-term eco-
nomic stability of the nation. Among the lessons of the crisis are the crucial impor-
tance of macroprudential regulation—that is, regulation and supervision aimed at
addressing risks to the financial system as a whole—and the need for effective con-
solidated supervision of every financial institution that is so large or interconnected
that its failure could threaten the functioning of the entire financial system.

The Federal Reserve strongly supports the Congress’s ongoing efforts to achieve
comprehensive financial reform. In the meantime, to strengthen the Federal Re-
serve’s oversight of banking organizations, we have been conducting an intensive
self-examination of our regulatory and supervisory responsibilities and have been
actively implementing improvements. For example, the Federal Reserve has been
playing a key role in international efforts to toughen capital and liquidity require-
ments for financial institutions, particularly systemically critical firms, and we have
been taking the lead in ensuring that compensation structures at banking organiza-
tions provide appropriate incentives without encouraging excessive risk-taking.?

The Federal Reserve is also making fundamental changes in its supervision of
large, complex bank holding companies, both to improve the effectiveness of consoli-
dated supervision and to incorporate a macroprudential perspective that goes be-
yond the traditional focus on safety and soundness of individual institutions. We are
overhauling our supervisory framework and procedures to improve coordination
within our own supervisory staff and with other supervisory agencies and to facili-
tate more-integrated assessments of risks within each holding company and across
groups of companies.

Last spring the Federal Reserve led the successful Supervisory Capital Assess-
ment Program, popularly known as the bank stress tests. An important lesson of
that program was that combining onsite bank examinations with a suite of quan-
titative and analytical tools can greatly improve comparability of the results and
better identify potential risks. In that spirit, the Federal Reserve is also in the proc-
ess of developing an enhanced quantitative surveillance program for large bank
holding companies. Supervisory information will be combined with firm-level, mar-
ket-based indicators and aggregate economic data to provide a more complete pic-
ture of the risks facing these institutions and the broader financial system. Making
use of the Federal Reserve’s unparalleled breadth of expertise, this program will
apply a multidisciplinary approach that involves economists, specialists in par-
ticular financial markets, payments systems experts, and other professionals, as
well as bank supervisors.

The recent crisis has also underscored the extent to which direct involvement in
the oversight of banks and bank holding companies contributes to the Federal Re-
serve’s effectiveness in carrying out its responsibilities as a central bank, including
the making of monetary policy and the management of the discount window. Most
important, as the crisis has once again demonstrated, the Federal Reserve’s ability
to identify and address diverse and hard-to-predict threats to financial stability de-
pends critically on the information, expertise, and powers that it has by virtue of
being both a bank supervisor and a central bank.

The Federal Reserve continues to demonstrate its commitment to strengthening
consumer protections in the financial services arena. Since the time of the previous

7For further information, see Board of Governors of the Federal Reserve System (2009), “Fed-
eral Reserve Issues Proposed Guidance on Incentive Compensation,” press release, October 22,
www.federalreserve.gov | newsevents [ press [ bereg [ 20091022a.him.
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Monetary Policy Report in July, the Federal Reserve has proposed a comprehensive
overhaul of the regulations governing consumer mortgage transactions, and we are
collaborating with the Department of Housing and Urban Development to assess
how we might further increase transparency in the mortgage process.® We have
issued rules implementing enhanced consumer protections for credit card accounts
and private student loans as well as new rules to ensure that consumers have
meaningful opportunities to avoid overdraft fees.? In addition, the Federal Reserve
has implemented an expanded consumer compliance supervision program for
nonbank subsidiaries of bank holding companies and foreign banking organiza-
tions.10

More generally, the Federal Reserve is committed to doing all that can be done
to ensure that our economy is never again devastated by a financial collapse. We
look forward to working with the Congress to develop effective and comprehensive
reform of the financial regulatory framework.

8 For further information, see Board of Governors of the Federal Reserve System (2009), “Fed-
eral Reserve Proposes Significant Changes to Regulation Z (Truth in Lending) Intended to Im-
prove the Disclosures Consumers Receive in Connection with Closed-End Mortgages and Home-
Equity Lines of Credit,” press release, July 23, www.federalreserve.gov | newsevents [ press/bcreg/
20090723a.htm.

9 For more information, see Board of Governors of the Federal Reserve System (2009), “Fed-
eral Reserve Approves Final Amendments to Regulation Z That Revise Disclosure Requirements
for Private Education Loans,” press release, July 30, www.federalreserve.gov | newsevents /press/
bereg [20090730a.htm; Board of Governors of the Federal Reserve System (2009), “Federal Re-
serve Announces Final Rules Prohibiting Institutions from Charging Fees for Overdrafts on
ATM and One-Time Debit Card Transactions,” press release, November 12,
www.federalreserve.gov | newsevents / press [ bereg /20091112a.htm; and Board of Governors of the
Federal Reserve System (2010), “Federal Reserve Approves Final Rules to Protect Credit Card
Users from a Number of Costly Practices,” press release, January 12, www.federalreserve.gov/
newsevents [ press/bcreg /20100112a.htm.

10For further information, see Board of Governors of the Federal Reserve System (2009),
“Federal Reserve to Implement Consumer Compliance Supervision Program of Nonbank Sub-
sidiaries of Bank Holding Companies and Foreign Banking Organizations,” press release, Sep-
tember 15, www.federalreserve.gov / newsevents /press [ bereg [ 20090915a.htm.
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Part 1
Overview:

Monetary Policy and the Economic Outlook

After declining for a year and a half, economic activ-
ity in the United States tumed up in the second half of
2009, supported by an improvement in financial condi-
tions, stimulus from monetary and fiscal policies, and
arecovery in foreign economies. These factors, along
with increased business and household confidence,
appear likely to boost spending and sustain the econom-
ic expansion. However, the pace of the recovery prob-
ably will be tempered by households’ desire to rebwild
wealth, still-tight credit conditions facing some borrow-
ers, and, despite some tentative signs of stabilization,
contmued weakness in labor markets. With substantial
resource slack continuing to suppress cost pressures and
with longer-term mfiation expectations stable, inflation
15 likely to be subdued for some time.

U.S. real gross domestic product (GDP) rose at
about a 4 percent pace, on average, over the second half
0f 2009. Consumer spending—which was boosted by
supportive monetary and fiscal policies—posted solid
increases, though it remained well below its pre-
recession level. Meanwhile, activity in the housing mar-
ket, which began to pick up last spring, flattened over
the second half of 2009. In the business sector, mvest-
ment in equipment and software posted a sizable gam
the second half of last year, likely reflecting improved
conditions in capital markets and brighter sales pros-
pects. In addition, firms reduced the pace of inventory
Liquidation markedly in the fourth quarter. In contrast,
invesment in nonresidential structures continued to
contract, With the recovery in U.S. and foreign
demand, U.S. made flows rebounded in the second
half of 2009 after precipitous declines late in 2008
and early m 2009. Nevertheless, both exports and
imports stayed considerably below their earlier
peaks.

Despite the pickup in output, employment continued
to contract in the second half of 2009, albeit at a mark-
edly slower pace than in the first half. The unemploy-
ment rate rose further during the second half, reaching
10 percent by the end of the year—its highest level
since the early 1980s—before dropping back in Janu-
ary. Although job losses have slowed, hiring remains
weak, and the median duration of unemployment has

lengthened significantly.

Headline consumer price inflation picked up m 2009
as energy prices rose sharply: Over the 12 months
ending in December, prices for personal consumption
expenditures (PCE) increased about 2 percent, up from
%: percent in 2008. In contrast, price increases for con-
sumer expenditures other than food and energy items—
so-called core PCE—slowed noticeably last year. After
rising at an annual rate of about 1% percent in 2008 and
the first half of 2009, core PCE prices increased at an
annual rate of just over 1 percent in the second half of
the year.

The recovery in financial markets that began last
spring continued through the second half of the year
and into 2010. Broad equity price indexes increased
further, on balance, and risk spreads on corporate bonds
namowed considerably. Conditions in short-term fund-
ing markets retumed to near pre-crisis levels: hiquid-
ity and pricing in bank funding markets continved to
normalize, while risk spreads in the commercial paper
market were stable at the low end of the range observed
since the fall of 2007. The functioning of financial mar-
kets more generally improved further.

Investors became more optimistic about the outlook
for financial institutions during the first half of last year.
That development was bolstered by the release of the
results of the Supervisory Capital Assessment Program
(SCAP), which were seen as helping clanfy the finan-
cial conditions of the largest bank holding companies
and provided investors with greater assurance about the
health of the institutions. Sentiment rose further over
the remainder of the year as investors became more
optumistic about the economic outlook. Most of the
19 bank holdmg companies mcluded m the SCAP
1ssued equity, some to augment or improve the quality
of their capital and some to repay investments made by
the Treasury under the Troubled Asset Relief Program.
Still, delinguency and charge-off rates at commercial
banks increased further in the second half of the year.
and loan losses remained very high.

Nonfinancial fims with access to capital markets
took advantage of the improvement in financial condi-
tions to issue corporate bonds and equity shares at a sol-
1d pace: a significant portion of issuance likely reflected
an effort by busimesses to substitute attractively priced
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longer-term financing for shorter-term debt. In contrast,
many small businesses and other firms that depend
largely on banks to meet their funding needs found
their access to credit severely restricted: banks contin-
ued to tighten their lending standards and terms,
though to 2 more limited extent, during the second
half of 2009 amid higher loan losses on their com-
mercial loans and reports of lingering uncertainty
about business credit quality. According to survey data,
demand for business loans was also weak throughout
2009.

Availability of credit for households remained con-
straied m the second half of 2009, even as interest
rates declined for mortgages and many consumer loans.
Restrictive bank lending policies to individuals likely
were due importantly to banks’ concems about the abil-
ity of households to repay loans in an environment of
high unemployment and continued sofmess m house
prices. In addition, sentor bank loan officers reported
weakening loan demand from households throughout
2009. However, in part because of support from the
Federal Reserve’s Term Asset-Backed Securities Loan
Facility, the consumer asset-backed securities market,
which is an important funding source for consumer
loans, improved. Al told, in 2009 nominal household
debt experienced its first annual decline since the begin-
ning of the data series m 1951,

The Federal Reserve continued to support the func-
tioning of financial markets and promote recovery in
economic activity using a wide aray of tools. The
Federal Open Market Committes (FOMC) maintained a
target range of 0 to % percent for the federal funds rate
throughout the second half of 2009 and early 2010 and
indicated that economic conditions were likely to war-
rant exceptionally low levels of the federal funds rate
for an extended period. Further, the Federal Reserve
continued its purchases of Treasury securities, agency
mortgage-backed securities (MBS), and agency debt in
order to provide support to mortgage and housing mar-
kets and to improve overall conditions m private credit
markets. To promote a smooth transition in financial
markets as the acquisitions are completed, the Federal
Reserve gradually slowed the pace of these purchases
in late 2009 and early 2010. The planned acquisitions
of $300 billion of Treasury securities were completed
by October, while the purchases of $1.25 trillion of
MBS and about $173 billion of agency debt are expect-
ed to be finished by the end of the first quarter of this
year.

In light of the improved functioning of financial
markets, the Federal Reserve removed some of the
extraordinary support it had provided during the crisis
and closed many of its special Liquidity facilities and

the temporary liquidity swap arrangements with other
central banks in the fall of 2009 and early m 2010.

The Federal Reserve also began to normalize its lend-
mg to commercial banks through the discount window
by reducing the maximum marurity of loans extended
through the primary credit facility from 90 days to

28 days, effective on January 14, and by announcing
that the matunity of those loans will be reduced further
to overnight, effective on March 18. The rate charged
on primary credit loans was increased from ¥ percent to
%, percent effective February 19. In addition, the Fed-
eral Reserve announced that the final auction under the
Term Auction Facility will occur m March and later
noted that the mininmum bid rate for that auction had
been increased by % percentage point to % percent.
Overall, the size of the Federal Reserve’s balance sheet
increased from about $2 million in the summer of 2009
to about $2.3 million on February 17, 2010. The com-
position of the balance sheet continued to shift as a
considerable decline in credit extended through various
facilities was more than offset by the increase in securi-
ties held outright. The Federal Reserve continued to
broaden its efforts to provide even more mformation to
the public regarding its conduct of these programs and
of monetary policy (see box in Part 3).

The Federal Reserve is taking steps to ensure that it
will be able to smoothly withdraw extraordinary policy
accommodation when appropriate. Because the Federal
Reserve, under the statutory authority provided by the
Congress in October 2008, pays interest on the balances
depository institutions hold at Reserve Banks, it can put
upward pressure on short-term interest rates even with
an extraordinanly large volume of reserves in the bank-
g system by raising the interest rate paid on such bal-
ances. In addition, the Federal Reserve has continued to
develop several other tools that it could use to reinforce
the effects of increases in the interest rate on balances
at Reserve Banks. In particular, the Federal Reserve has
tested its ability to execute reverse repurchase agree-
ments (reverse repos) in the triparty repo market with
primary dealers using both Treasury and agency debt as
collateral, and it is developing the capability to conduct
such ransactions with other counterparties and against
agency MBS. The Federal Reserve has also announced
plans for implementing a term deposit facility. In addi-
tion, 1t has the option of redeeming or selling assets m
order to reduce monetary policy accommodation.

In conjunction with the January 2010 FOMC meet-
mg. the members of the Board of Govemors of the
Federal Reserve System and presidents of the Federal
Reserve Banks, all of whom participate in FOMC meet-
mgs, provided projections for economic growth, wnem-
ployment, and mflation; these projections are presented
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in Part 4 of this report. FOMC participants agreed that
economic recovery from the recent recession was under
way. but that they expected it to proceed at a gradual
pace, restrained in part by household and business
ncertainty regarding the economic outlook, modest
improvement in labor markets, and slow easing of cred-
it conditions in the banking sector. Participants expect-
ed that real GDP would expand at a rate that was only
moderately above its longer-nun sustainable growth rate
and that the unemployment rate would decline only
slowly over the next few years. Most participants also
anticipated that inflation would remain subdued over
this period.

Nearly all participants judged the risks to their
growth outlook as generally balanced, and most also

saw roughly balanced risks surrounding their inflation
projections. Participants confinued to judge the uncer-
tainty surrounding their projections for economic activ-
ity and inflation as unusually high relative to historical
noms. Participants also reported their assessments of
the rates to which key macroeconomic variables would
be expected to converge in the longer nn under appro-
priate monetary policy and in the absence of further
shocks to the economy. The central tendencies of these
longer-run projections were 2.5 to 2.8 percent for real
GDP growth, 5.0 to 5.2 percent for the unemployment
rate, and 1.7 to 2.0 percent for the inflation rate.
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Part 2

Recent Financial and Economic Developments

According to the advance estimate from the Bureau of
Economic Analysis, real gross domestic product (GDP)
increased at an annual rate of 4 percent in the second
half of 2009, retracing part of the sharp decline in activ-
ity that began in early 2008 (figure 1). Nonetheless,
labor market conditions, which tend to lag changes in
economic activity, remain very weak: The unemploy-
ment rate Tose to 10 percent at the end of last year,
5 percentage points above its level at the start of 2008,
before dropping back some in January. Conditions in
many financial markets have improved significantly, but
lending policies at banks remain stringent. Meanwhile,
an increase in energy prices has boosted overall con-
sumer price inflation; however, price inflation for other
1tems has remained subdued, and inflation expectations
have been relatively stable (figure 2).

Conditions in financial markets improved further
in the second half of 2009, reflecting a more positive
sconomic outlook as well as the effects of the policy
initiatives implemented by the Federal Reserve, the
Treasury. and other government agencies to support
financial stability and promote economic recovery.
Treasury yields, mortgage rates, and other market mrer-
est rates remained low while equity prices continued to
rise, on net, amid positive eamings news, and corporate
bond spreads narrowed substantially. As the function-

1. Change in real gross domestic product, 2003-09
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g of short-term funding markets improved further, the
usage of special liquidity facilities declined sharply. and
the Federal Reserve closed several of those facilities

on February 1. 2010." Investors also seemed to become
more optimistic about the prospects for the banking sec-
tor, and many of the largest banking institutions issued
equity and repaid mvestments made by the Treasury
under the Troubled Asset Relief Program (TARP).
Nevertheless, the credit quality of bank loan portfolios
remained a concern, particularly for loans secured by
commercial and residential real estate loans.

Private domestic nonfinancial sector debt contracted,
on balance, in the second half of 2009. On the positive
side, firms with access to capital markets 1ssued corpo-
rate bonds at a robust pace, with many firms reportedly
seeking to lock in long-term, low-interest-rate debt or
refinance other debt. By contrast, many small busi-
nesses and other firms that depend primanly on banks
for their funding needs faced substantial constraints on
their access to credit even as demand for such credit
remained weak. In the household sector, demand for

1. Specifically, the Primary Dealer Credit Facility, the Term
Secunities Lendmg Faciliry, the Commercial Paper Funding Facility,
the Asset-Backed Cormmercial Paper Mozey Market Murual Fund
Liguadity Faciliry. and the remporary swap lines with foreizn cenmal
banks were closed.
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credit was weak, and supply conditions remained tght,
as banks maintained snngent lending standards for
both consumer loans and residential real estate loans.
However, 1ssuance of asset-backed secunides (ABS),
which are an mportant source of funding for consumer
loans, strengthened, supported in part by the Federal
Reserve's Term Asset-Backed Securities Loan Facility
(TALF).

DOMESTIC DEVELOPMENTS
The Household Sector

Residential Investment and Housing
Finance

The housing market began to recover in the spring of
2009, but the pace of improvement slowed during the
second half of the year. After having mcreased almost
30 percent through mid-2009, sales of new single-
family homes retraced about one-half of that gam in the
second half of the year. And, although sales of exist-
ing single-family homes moved up noticeably through
November, they fell back sharply in December, suggest-
ing that some of the earlier strength reflected sales that
had been pulled forward in anticipation of the expira-
tion of the first-time homebuyer tax credit.* The index
of pending home sales, a leading ndicator of sales of
existing homes, leveled off m December after Novem-
ber’s steep decline.

The recovery in construction activity in the single-
family sector also decelerated in the second half of
2009. After stepping up noticeably last spring from an
exceptionally low level, starts of single-famuly homes
were about flat, on average, from June to December
(figure 3). With the level of construction remain-
ing quite low, the inventory of unsold new homes
fell sharply and is now less than one-half of the peak
reached in 2006, In the much smaller multifamuly sec-
tor—where tight credit conditions and high vacancies
have depressed buldmg—starts deteniorated a bit fur-
ther in the second half of the year.

After falling sharply for about two and a half years,
house prices, as measured by a number of national
indexes, were more stable in the second half of 2009
(figure 4). One house price measure with wide geo-

2. The first-ime homebuyer tax credit, which was enacred in
February 2009 as par of the American Recovery and Reipvestment
Act, was onginally scheduled to expure on November 30, 2009, In
early November, bowever, the Congress extended the credit to sales
occuming through April 30, 2010, and expanded it to include repeat
homebuyers who kave owned and occupied 2 house for ar least Sve of
the past eighs vears.

3. Private housing starts, 1996-2010
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graphic coverage—the LoanPerformance repeat-sales
index—is up, on net, from its trough earlier in the year,
even though the last few readings of that index fell back
abit, According to the Thomson Reuters/University of
Michigan Surveys of Consumers, the number of respon-
dents who expect house prices to increase over the next
12 months has moved up and now slightly exceeds the
mmber of respondents who expect prices to decrease.

3. The survey, formerly the Reuters University of Mickizap Sur-

veys of Comsumers, was renzmed the Thomson Rewsers University of
Michizan Surveys of Consumers as of January 1, 2010.

4. Change in price: of axisting single-family houses,
1993-2009
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The earlier declines in house prices m combination
with the low level of mortgage rates have made housing
more affordable, and the apparent stabilization in prices
may bring into the market buyers who were reluctant to
purchase a home when prices were perceived to be fall-
ing. That said, the stll-substantial inventory of unsold
homes, including foreclosed homes, has continued to
weigh on the market.

Even with house prices showing signs of stabiliza-
tion, home values remained well below the remaining
amount of principal on mortgages (so-called underwater
loans) for many borrowers in the second half of 2009.
Against this backdrop, and with a very high unemploy-
ment rate, delinquency rates on all types of residential
mortgages continued to move higher (figure 5). As of
December, serious delinquency rates on prime and near-
prime loans had climbed to 16 percent for variable-rate
loans and to over 3 percent for fixed rate loans.* The
delinquency rate on all subprime loans was about
35 percent in December. Loans backed by the Federal
Housing Admimstration (FHA) also showed increasing
strains, with delinquency rates moving up to 9 percent
at the end of 2009.

Foreclosures remained exceptionally elevated in
the second half of 2009. About 1.4 nullion homes

4. Amongage is defined as senously delinquent if the ¢ is

entered foreclosure during that period, similar to the
pace earlier in the year. Historically, about one-half of
foreclosure starts have resulted in homeowners losing
the home. The heightened level of foreclosures has
been particularly notable among prime borrowers, for
whom the number of foreclosure starts moved up a bit
n the second half of the year; by contrast foreclosure
starts for subprime borrowers dropped back somewhat.
To address the foreclosure problem, the Treasury has
intensified efforts through 1ts Making Home Afford-
able program to encourage loan modifications and to
allow borrowers to refinance into mortgages with more-
affordable payments.

Interest rates on 30-year fixed-rate conforming
mortgages moved down in the second half of 2009,
and despite a modest uptum around the start of
2010, they remained near the lowest levels on record
(figure 6).° The low mortgage rates reflected the gener-
ally low level of Treasury yields and the large purchases
of agency mortgage-backed securities (MBS) by the
Federal Reserve, which were reportedly an mportant
factor behind the narrow spread between these con-
forming mortgage rates and yields on Treasury secun-
ties. Interest rates on nonconforming mortgages, which
are not included i the mortgage pools backing MBS
that are eligible for purchase by the Federal Reserve,

00 days cr more behind in pavments of the property i in foreclonze.

5. Mortzage delinquency rates, 2001-09

§. Conformuing momgages are those eligible for purchase by Fan-
e Mae and Freddie Mac, they must be equivalent io nisk 1o 2 prime
mortzage with an 80 percent loan-to-value rano, and they cazmot
exceed in size the conforming loan limit The conforming loan Limir

— Prime and near prime - 15

Nore: The dia xe mocthly md exsend thwough December 2009,
Delinquency rase 15 the percent of Joans 80 days or more past due or i
foreclosize

Sourcr: For subprims. LosaPerformemce, a division of First American
CoreLome: for prune and naar prime. Lendsr Processing Senvices, Inc.

for a first mortzage on a single-fanuly bome in the contizuous United
Seares is currently equal to the greater of $417,000 or 115 percent of
the area’s median house price, and it cannot exceed 5729,750.

6. Mortzage interest rates, 1993-2010
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also generally declined, but the spreads berween non-
conforming mortgage rates and rates on conforming
mortgages remained wide by historical standards.
Although mortgage rates fell to low levels, the avail-
ability of mortgage financing continued to be sharply
constramed. Respondents to the Senior Loan Officer
Opinion Survey on Bank Lending Practices (SLOOS)
indicated throughout 2009 that banks continued to
tighten their lending standards for all types of mortgage
loans, though smaller net fractions reported doing so
in the January 2010 survey than had been the case in
earlier surveys. Lenders’ reluctance to extend mortgage
credit in an environment of decliming home values also
likely held down refinancing activity, which remained
subdued in the second half of 2009 even though
mortgage rates decreased. The FHA announced that
it was raismg mortgage msurance premiums because
its capital reserve ratio had fallen below the required
threshold; at the same time, the FHA announced that
it was increasing down-payment requirements for bor-
rowers with very low credit scores. In recent years, the
FHA has assumed a greater role in mortgage markets,
especially for borrowers with high loan-to-value ratios
or lower credit quality. Overall, residential mortgage
debt outstanding contracted at an even faster pace in the
second half than in the first half of the year. Net issu-
ance of MBS by Fannie Mae, Freddie Mac, and Gnmnie
Mae, although brisk in the second half of 2009, was
down a bit from the levels seen earlier in the year. The
securitization market for mortgage loans not guaranteed
by a housing-related govemment-sponsored enterprise
(GSE) or the FHA remaied closed.

Consumer Spending and Household Finance

After having been roughly constant in the first half of
last year, real personal consumption expenditures (PCE)
rose at an annual rate of about 2%: percent in the sec-
ond half (figure 7). Sales of new light motor vehicles

jumped from an average annual rate of 9%: million units
in the first half of 2009 to a rate of 11* million umits m
the second half.® Part of this rebound likely reflected the
“cash for clunkers” program, but even after the expira-
tion of that program, sales remaied close to 11 mullion
units, supported in part by improved credit conditions
for auto buyers as the ABS market revived. Real spend-
ing on goods excluding motor vehicles also increased at
arobust pace i the second half of the year, while real
outlays for services rose more modestly.

6. Sales dropped back in Jaouary, bu the decline occurred largely
a1 Tovora, which was confronted by widely publicized problems.

7. Real parsonal consumption expenditures, 2003-09
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The rise in consumer spending in 2002 was buoyed
by improvements in some of its underlying determi-
nants: Equity prices moved up from their lows reached
last March, a development that helped to rebwld
household wealth, and household mcome was lifted
by provisions in the fiscal stimulus package. Accord-
mgly, consumer sentiment has rebounded from the very
low levels seen earlier in 2009, though 1t remains low
by historical standards (figure 8). Consumer spending
appears to have been financed largely out of current
income over the past year, and households were also
able to increase their personal saving and begin

8 Consumer sentiment. 1996-2010
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9. Personal saving rate, 1986-2009

11. Woealth-to-income ratio, 1986-2009
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deleveraging their balance sheets. After increasing
sharply in 2008, the saving rate moved up a bit further
in 2009 (figure 9).

Real disposable personal income—after-tax income
adjusted for inflanion—increased about 1% percent last
year, with the effects of the tax cuts and higher social
benefit payments included in the 2009 fiscal stmulus
package accounting for most of the increase.” Real labor
income—that 15, total wages, salanes, and employee
benefits, adjusted for mflation—fell sharply n the first
half of the 2009, and edged down a bit further m the

7. The mereases in benefi payments under the Amenican Recov-
ery and Rei Act an exp of pl
benefirs, increases in food stanups and Pell granss, subsidies for bealth
insurance coverage for the unemployed, and a ope-tme $250 pay-
ment to retiress and veterans

10. Change mn1eal income and in real wage and salary
disbursements, 2003-09
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second half, as the decline in total employee work hours
more than offset an increase in real hourly compensa-
tion (figure 10).

After dropping during the preceding 2%: years,
household net worth turned up in the second and third
quarters of 2009 and likely rose further i the fourth
quarter. Much of the recovery reflected a rebound in
equity prices, although the modest gam, on net. in the
value of owner-occupied real estate also conmbuted.
With the rise in net worth, the ratio of household wealth
to disposable income mereased i the second half of the
year to about its historical average (figure 11).

Households began to deleverage around the third
quarter of 2008, at the height of the financial crisis, and
that process continued during the second half of 2009.
The decline in nonmortgage consumer debt mtensi-
fied during the latter part of last year. The contraction
was most pronounced in revolving credit, which fell at
about a 10 percent annual rate during the second half
of 2009. Nonrevolving credit also decreased. Including
the drop m mortgage debt, the Federal Reserve's flow
of funds data indicate that total household debt declined
in 2009 for the first time since the data series began
in 1951. Reflecting these developments, debt service
payments—the required principal and interest on exist-
ing mortgages and consumer debt—fell as a share of
disposable income. At the end of the third quarter, the
ratio of debt service payments to disposable income had
declined to its lowest level since 2001 (figure 12).

Results from the recent SLOOS suggest that the con-
traction in consumer credit has been the result of both
weak demand and tight supply. A net fraction of about
one-third of the bank loan officers that responded to the
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12. Household debt service, 1980-2009
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January SLOOS reported weaker demand for all types
of consumer loans. The same survey also indicated that
banks continued to tighten terms on credit card loans
over the final three months of 2009 by reducing credit
limits and raising interest rates charged. though smaller
net fractions reported doing so than m previous surveys.
After having been tightened significantly in the sum-
mer and fall of 2009, standards and terms on consumer
loans other than credit card loans were little changed,
on balance, in the January survey.

Changes in interest rates on consumer loans were
mixed duning the second half of 2009, Interest rates on
new auto loans generally continued to mend lower, and
spreads on these loans relative to comparable-matunty
Treasury secunities narrowed further. Interest rates on
credit card loans, however, jumped near midyear and
increased further toward year-end. According to the
October SLOOS, some of the mcreases in credit card
interest rates and the nghtening of other lending terms
reflected adjustments made by banks in anticipation
of the imposition of new rules under the Credit Card
Accountability Responsibility and Disclosure (Credit
CARD) Act*

Concems about the ability of households to repay
loans may also have contributed to the tightening of
lending policies for consumer credit over the second
half of 2009. Delinquency rates on auto loans at cap-
tive finance companies remaimed elevated, and credit

3. The Credit CARD Act includes some provisions thart place
reswictions on issuers’ ability to impose cemain fees and to engagem
risk-based pricing. Some provisions took effect in Angust 2009, and
others did so in February 2010.

card delinquency rates at commercial banks stayed high
at around 6%: percent in the fourth quarter of 2009. In
addition, the pace at which lenders were charging off
these loans increased sharply in recent quarters. On a
more positive note, respondents to the January SLOOS
indicated that they expected the credit quality of their
consumer loans, other than credit card loans, to stabilize
durmg 2010.

Prior to the cnisis, a large portion of consumer credit
was funded through the ABS market. After having
essentially ground to a halt at the end of 2008, consum-
er ABS markets recovered in 2009 with the important
support of the TALF (figure 13). Much of the ABS 1ssu-
ance through the summer relied heavily on the TALF
for financmg. By the end of the year, the yields on such
securities dropped markedly. and issuance of ABS
without TALF support increased accordingly. (Indeed,
the interest rates on TALF loans were chosen so that
they would become unattractive as market conditions
improved.) Issuance of ABS backed by auto loans in the
second half of 2009 was roughly on par with issuance
prior to the financial enisis, and only a small portion was
purchased using loans from the TALF. A renewed abil-
ity to securitize auto loans may have contributed to the
reduction in the interest rates on these loans. Similarly,
ABS issuance backed by credit card receivables gained
strength through meost of the year, though 1t experienced
a drop early in the fourth quarter because of uncertainty
about how the Federal Deposit Insurance Corporation
(FDIC) would treat securitized receivables should a
sponsoring bank fail. Issuance picked up shightly after

13. Gross 1ssuance of selected asset-backed
securities, 2007-10
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the FDIC provided a temporary extension of safe-
harbor rules for its handling of secuntized assets m a
recetvership. By conmast, 1ssuance of ABS backed by
private student loans remained almost entirely depen-
dent on financing from the TALF.

The Business Sector
Fixed Investment

After falling throughout 2008 and the first half of 2009,
business spending on equipment and software (E&S)
began to expand in the second half of last year, as sales
prospects picked up, corporate profits increased, and
financial conditions for many businesses (especially
those with direct access to capital markets) mproved
(figure 14). Business outlays on transportation equip-
ment rose sharply in the second half as firms rebwilt
their fieets of light motor vehicles and accelerated their
purchases of large trucks in advance of new environ-

14. Change in real business fixed mvestment, 200308
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mental regulations on diesel engines. Real spending on
mformation technology capital—computers, software,
and communications equipment—also accelerated
toward the end of 2009, likely boosted by the desire

to replace older, less-efficient equipment, Invesment

in equipment other than information processing and
transportation, which accounts for nearly one-half of
E&S outlays, continued to fall duning the second half
of 2009, but much more slowly than earlier in the year.
More recently, orders of nondefense capital goods other
than ransportation items posted a second strong month-
ly increase in December, and recent surveys of business
conditions have been more upbeat than in several

years.

In contrast to the uptumn in equipment investment,
real spending on nonresidential structures continued to
decline steeply throughout 2009. Real outlays for con-
struction of structures other than those used for drilling
and mining fell at an annual rate of 25 percent in the
second half of 2009, likely reflecting the drag from nis-
ing vacancy rates and plunging property prices for com-
mercial and office buildings, as well as difficult financ-
ing conditions for new projects. Following a steep drop
n the first half of the year, real spending on dnilling and
mining structures increased sharply in the second half,
likely 1n response to the rebound in oil prices.

Inventory Investment

After nning off inventories aggressively during the
first three quarters of 2009, firus moved to stem the
pace of liquidation in the fourth quarter (figure 15).
Automakers added to their dealers’ stocks after cut-
backs m production earlier in the year had reduced

15, Change in real business inventories, 200309
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days’ supply of domestic light vehicles to below their
preferred levels. Outside of motor vehicles, firms con-
tinued to draw down inventories in the fourth quarter,
but at a much slower pace than earlier in the year.
Indeed, purchasing managers in the manufacturing sec-
tor report that their customers’ inventories are relatively
lean, a development that could lead to some restocking
in the commg months.

Corporate Profits and Business Finance

Overall, operating eamings per share for S&P 500 fims
rebounded over the course of 2009, Still, earmings were
well below the levels experienced prior to the financial
market turmoil and the accompanying recession. Within
the S&P 500, eamings for financial firms fluctuated
around low levels, while eamings for nonfinancial firms
rebounded sharply as the economic recovery began to
take hold. Data from firms that have reported for the
fourth quarter suggest that earnings for nonfinancial
firms continued to recover.

The credit quality of nonfinancial corporations
improved somewhat over the second part of last year,
although signs of sress persisted. Business leverage, as
measured by the ratio of debt to assets, fell in the third
quarter. Credit rating downgrades outpaced upgrades
early m 2009, bur the pace of downgrades moderated
substantially in the second half of the year, and by the
fourth quarter upgrades were outpacing downgrades. In
addinion, the corporate bond default rate dropped into
the range that had prevailed before the financial cnisis
began in August 2007.

Delinguency rates on loans to nonfinancial business-
es, however, rose throughout the year. For commercial
and industrial (C&I) loans, delinquencies in the fourth
quarter reached 4.5 percent. In response to a special
question on the January 2010 SLOOS, a large net frac-
tion of banks reported that in the fourth quarter, the
credit quality of their existing C&I loans to small fims
was worse than the quality of their loans to larger firms.
While survey respondents generally expected the credit
quality of their C&I loan portfolios to improve during
2010, banks’ outlook for C&I loans to larger fims was
more optimistic than it was for such loans to smaller
firms. Reflecting deterioration in commercial property
markets, delinquency rates on commercial real estate
(CRE) loans both m securitized pools and on banks’
books moved up sharply in the second half of 2009
(figure 16). Delinquency rates on construction and land
development loans chimbed to especially high levels.

In October 2009, the Federal Reserve joined with other
banking regulators to provide guidelines to banks in
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their efforts to work constuctively with troubled CRE
borrowers.*

The debt of domestic nonfinancial businesses con-
tracted slightly during the second half of 2009, and the
composition of borrowing continued to shift toward
longer-term debt (figure 17). Net issuance of corporate
bonds remained strong as businesses took advantage of
favorable market conditions to issue longer-term debt;
at the same time, bank loans to businesses—both C&I
and CRE loans—contracted, as did commercial paper.

2. Thusu:wwdmd mﬁnph:ed msun.g supervisory uid-

ance 10 assist in 2  efforts to renew or
restucture loans to thy CRE b The was
inrended supenviseny ¥, enhance the ranspar-

mnf@inwhowmamms(ﬂn::;mmmm&dw
wﬂmdﬂo&u) and ensure that supervisery policies
and actions do not inady v curtail the avatlability of creditto
sound b . For more i 2 see Boardof G of
the Federal Reserve System, Federal Deposir Insurance Corporation,
Natonal Credit Union Ad Office of the Comproller of
the Curency, Office of Thrift Superision, and Federal Financial
Institutions Exsmueanon Council State Liasson Comumimee (20049,
“Policy Starement oo Prudenr Commercial Real Estate Loan Work-
outs,” anthmw&wm1mmdkguhmuw5kw7
(October 30), v fed: gov 20090/
1090731 pdf
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The decline in bank lending to businesses was due
partly to the weakness in loan demand. Many banks
experiencing steep declines in C&I loans reported that
existing loans were paid down across a wide swath of
industries. Respondents to the January 2010 SLOOS
indicated that weak demand for C&I loans during the
second half of 2009 reflected their customers’ reduced
need to use these loans to finance investment in plant
and equipment as well as to finance accounts receiv-
able, mventories, and mergers and acquisitions. In addi-
tion, demand was reportedly low for CRE loans amid
weak fiundamentals in the sector.

The weakness m bank lending to businesses in 2009
was also a consequence of a tightening in lending stan-
dards. Responses to the SLOOS indicated that lending
standards for C&T loans were tightened significantly
in the summer and fall of 2009 and that they remained
about unchanged m the final months of the year (figure
18). In addition, many banks continued to tighten some
terms throughout the year—for example, by increas-
ing the interest rate premiums charged on riskier loans.
Considerable net fractions of banks also continued to
report tightening lending standards on CRE loans.

Small businesses have been particularly affected by
tight bank lending standards because of their lack of
direct access to capital markets. In surveys conducted
by the National Federation of Independent Business
(NFIB). the net fraction of small businesses reporting
that credit had become more difficult to obtain over the
preceding three months remained at exaemely elevated
levels during the second half of 2009 (figure 19). More-
over, considerable net fractions of NFIB survey respon-
dents expected lending conditions to tighten further in

by, auvey respondents is that large aod mednun-sized Srms have ool
sales of $30 million or mece.

Scumce: Federal Reserve Board, Semior Loan Officer Opimion Survey on
Bazk Lending Practices.

the near term. However, when asked about the most
important problem they faced, small businesses most
frequently cited poor sales, while only a small fraction
cited credit availability. Recognizing that small busi-
nesses play a crucial role in the economy and that some
are experiencing difficulty in obtaining or renewing
credit, the federal financial regulatory agencies and the

19, Nt percentage of zmall businesses that reported more
difficulty in obtaining credit, 1989-2010
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Conference of State Bank Supervisors issued a state-
ment on February 3, 2010, regarding lending to these
businesses.' The statement emphasized that financial
instinutions that engage in prudent small business lend-
ing will not be subject to supervisory criticism for small
business loans made on that basis. Further, the state-
ment emphasized that regulators are working with the
industry and supervisory staff to ensure that supervisory
policies and actions do not inadvertently curtail the
availability of credit to financially sound small business
Dbomrowers.

In the equty market, both seasoned and mitial offer-
ings by nonfinancial fimms were solid in the second half
of 2009 (figure 20). After nearly ceasing earlier in the
year, cash-financed mergers picked up toward year-end.
mostly as the result of a few large deals. Share repur-
chases continued to be light.

New issuance in the commercial mortgage-backed
secunities (CMBS) market—which had ceased in the
third quarter of 2008, thus eliminating an important
source of financing for many lenders—resumed in
November 2009 with a securitization supported by the
Federal Reserve’s TALF program. A handful of sub-

10. For more information. see Federal Deposit Insurance Corpors-
non, Office of the Comprroller of the Cumrercy, Board of Governors
of the Federal Reserve System, the Office of Thrift Supenvisicn,
National Credit Unior Adnupistration, and Coanfe of Statz Bank
Supervisers (2010), “Interagency Staremenr oo Meeting the Credi
Neads of Creduworthy Small Business Borrowers,” amackment to
“Regulators Issue Statement on Lending to Creditworthy Small
Businesses,” joint press release, February 5, www.occ.meas. govifip/
release 2010-14 b
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sequent small securitizations, with more-conservative
underwriting and simpler structures than had prevailed
during the credit boom, were brought to market and
successfully completed without support from the TALF.
Nevertheless, issuance of CMBS remains very light,
and material increases i issuance appeared unlikely in
the near term. Trading m existing CMBS picked up dur-
ing the second half of 2009, and yield spreads relative
to Treasury securities narrowed, although they remam
very high by historical standards. Some of the improve-
ment likely reflected support provided by the Federal
Reserve through the part of the TALF program that pro-
vides loans for the purchase of “legacy” CMBS.
Issuance of leveraged loans, which often ivolves
loan extensions by nonbank financial mstitutions, also
remained weak throughout 2009 although market con-
ditions reportedly improved. Prior to the crisis, this
segment of the syndicated loan market provided con-
siderable financing to lower-rated nonfinancial firms.
However, issuance of leveraged loans fell to low levels
when mvestors moved away from structured finance
products such as collateralized loan obligations, which
had been substantial purchasers of such credits. The
market began to show signs of recovery last year with
secondary-market prices of loans moving higher, and,
by late in the year, new loans had found increased
investor interest amud some easing in loan terms.

The Government Sector

Federal Government

The deficit in the federal unified budget rose markedly
in fiscal year 2009 and reached $1.4 million, about

$1 trillion higher than in fiscal 2008. The effects of the
weak economy on revenues and outlays, along with the
budget costs associated with the fiscal stimulus legisla-
tion enacted last February (the Amencan Recovery and
Reinvestment Act (ARRA)), the Troubled Asset Relief
Program, and the conservatorship of the mortgage-
related GSEs, all contributed to the widening of the
budget gap. The deficit is expected to remain sharply
elevated in fiscal 2010. Although the budget costs of
the financial stabilization programs are expected to be
lower than in the last fiscal year, the spend-out from last
year s fiscal sumulus package is expected to be higher,
and tax revenues are anticipated to remain weak. The
Congressional Budget Office projects that the deficit
will be about $1.3 trillion this fiscal year, just a touch
below last year’s deficit, and that federal debt held by
the public will reach 60 percent of nominal GDP, the
highest level recorded since the early 1950s.
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The steep drop in economic activity during 2008
and the first half of 2009 resulted in sharply lower tax
receipts (figure 21). After falling about 2 percent in fis-
cal 2008, federal receipts plunged 18 percent in fiscal
2009, and tax receipts over the first four months of the
current fiscal year have continued to decline relative to
the comparable year-earlier period. The decline in rev-
enues in fiscal 2009 was particularly steep for corporate
taxes, mostly as a result of the sharp contraction i cor-
porate profits in 2008." Individual income and payroll
taxes also dechined substantially, reflecting the effects
of the weak labor market on nominal wage and salary
income, a decline in capital gains realizations, and the
revenue-reducing provisions of the 2009 fiscal stimulus
legislation.

While the outlays associated with the TARP and the
conservatorship of the GSEs contributed importantly to
the rapid nise in federal spending in fiscal 2009, outlays
excluding these extraordinary costs rose a relatively
steep 10 percent." Spending for Medicaid and mcome
support programs jumped almost 25 percent in fiscal
2009 as a result of the deterioration in the labor mar-
ket as well as policy decisions to expand funding for a
number of such programs, This category of spending

11. Becanse fival payments on 2008 Labilites were not due unal
April of 2009 and because of the difference berween fiscal and calen-
dar years, much of the conmaction in 2008 corporate profits did not
show through to tax revenues unnl fiscal 2009.

12. Inthe Montly Treasury Statements, equiry purchases and
debt-related mansactons undsr the TARP are recorded on a net pres-
enr valoe basis, taking into account market risk, as are the Treaswry's
purchases of the GSE's MBS, However, equiry prrchases from the
GSEs in conservatorship are recorded on 4 cash flow basis.

2]1. Federal receipts and expenditures, 1989-2009
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has continued to rise rapidly thus far in fiscal 2010, and
most other categories of spending have increased fairly
briskly as well.

As measured in the national income and product
accounts (NIPA), real federal expenditures on consump-
tion and gross investment—the part of federal spending
that is a direct component of GDP—rose at a 4 percent
pace in the second half of 2009 (figure 22). Nondefense
outlays increased rapidly, in part reflecting the boost
in spending from the 2009 fiscal stimulus legislation,
while real defense outlays rose modestly.

Federal Borrowing

Federal debt expanded rapidly throughout 2009 and
rose to more than 50 percent of nominal GDP by the
end of 2009, up from around 33 percent earlier in the
decade. To fund the increased borrowing needs, Treas-
ury auctions grew to record sizes. However, demand
for Treasury issues kept pace, and bid-to-cover ratios at
these auctions were generally song. Foreign demand
was solid, and foreign custody holdings of Treasury
securities at the Federal Reserve Bank of New York
increased considerably over the year.

State and Local Government

Despite the substantial federal aid provided by the
ARRA, the fiscal situations of state and local govern-
ments remain challenging. At the state level, revenues
from mcome, busmess, and sales taxes continued to
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fall in the second half of last year, and many states are
currently in the process of addressing shortfalls i their
fiscal 2010 budgets. At the local level, revenues have
held up fairly well, as receipts from property taxes, on
which these junsdictions rely heavily, have continued to
rise moderately, reflecting the typically slow response
of property assessments to changes in home values.
Nevertheless, the sharp fall in house prices over the past
few years is likely to put some downward pressure on
local revenues before long. Moreover, many state and
local govermments have expenienced significant capital
losses in their employee pension funds. and they will
need to set aside resources in coming years to rebuild
pension assets.

These budget pressures showed through to state and
local spending. As measured in the NIPA, real con-
sumption expenditures of state and local governments
declined over the second half of 2009." In particular,
these jurisdictions began to reduce employment in mid-
2009, and those cuts continued in January. In contrast,
invesment spending by state and local governments
rose moderately during the second half of 2009. The
rise In investment spending was supported by infra-
stucture grants provided by the federal government as
part of the ARRA, as well as by a recovery of activity
municipal bond markets that increased the availability
and lowered the cost of financing. Also. because capital
budgets are typically not encompassed within balanced
budget requirements, states were under less pressure to
restrain their investment spending.

State and Local Government Borrowing

Borrowing by state and local governments picked up
abit in the second half of the year from its already
solid pace in the first half. Gross 1ssuance of long-
term bonds, primanily to finance new capital projects,
was stong. Issuance was supported by the Build
America Bonds program, which was authorized under
the ARRA.* Short-term issuance was more moderate
and generally consistent with typical seasonal pat-
terns. Market participants reported that the market

for variable-rate demand obligations, which became
severely strained during the financial crisis, had largely
recovered."

13, Corsumption expendines by stase and local govermments
include all outlays other than those associated with invesmuent

Projects.

14. The Buwld America Bonds program allows staze and local
zovernments 1o issue taxable bonds for capatal projects and recenve 3
subsidy payment from the Treasury for 35 percent of interest costs.

15, Vaniable-rate demand obl:zations (VRDOs) are axable or 12x-
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Interest rates on long-term municipal bonds declined
duning the year, but the ratio of their yields to those
on comparable-maturity Treasury securities remained
somewhat elevated by historical standards. Credit rat-
ings of state and local governments deteriorated over
2009 as a consequence of budgetary problems faced by
many of these govemments.

The External Sector

Both exports and imports rebounded in the second half
of 2009 from precipitous falls earlier in the year (figure
23). As foreign economic activity began to improve,
real exports rose at an annual rate of nearly 20 percent
in the second half of the year. Real imports increased
at about the same pace, supported by the recovery
under way in U.S. demand. The pickup in trade flows
was widespread across major types of products and
U.S. mading parmers but was particularly pronounced
for both exports and imports of capital goods. Exports
and imports of automotive products also picked up
sharply in the second half of last year. refiecting the
rise in motor vehicle production in North America,
which depends importantly on flows of parts and fin-
ished vehicles between the United States, Canada, and
Mexico. Despite the bounceback, trade flows only par-

exsmpt bonds that combine long mamnnes with floanng short-term
interest rates thas are reses on a weekly. monthly, or other penodic
‘basis, VRDOs also have a conracmal hquidity backstop, nvpacally
providad by a commercial or invesment bank, that ensures that bond-
‘holders are able to redeem their investmen: st par plus accrued inter-
est even if the secunines cannot be successfully remarkered 1o other
Tovestors.
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24. Prices of oil and nonfuel commodities, 2005-10
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tially retraced the unusually steep declines registered in
late 2008 and early 2009. This pattern was also true for
global trade flows, as discussed in the box *Develop-
ments in Global Trade.” The strength of the recovery in
global trade so far, however, differs substantially across
countries and regions.

Oil and nonfuel commodity prices increased sub-
stantially over the year (figure 24). After plunging from
a daily hugh of about $145 per barrel in nud-2008 to a
low of less than $40 per barrel early in 2009, the spot
price of West Texas Intermediate crude ot rose rapidly
to reach about $70 per barrel by the middle of 2009.
The price of oil rose further over the second half of the
year to reach about $80 per barrel in November and has
fiuctuated berween $70 and $80 per barrel through mid-
February 2010. The increase in the price of oil over the
course of 2009 was driven in large measure by strength-
ening global activity, particularly in the emerging mar-
ket economies. The ongoing effects of earlier restric-
tions in OPEC supply were another likely contributing
factor. The prices of longer-term futures contracts (that
is, those expirmg in December 2018) for crude oil also
moved up and, as of nmud-February, were about $96 per
barrel. The upward-sloping futures curve is consistent
with a view by market participants that oil prices will
continue to rise as global demand strengthens over the
medium term.

Broad indexes of nonfuel commodity prices also
rose from lows near the start of 2009. As with the nse
i o1l prices, a key dnver of the increase in commodity
prices has been resurgent demand from emerging mar-
ket economies, especially China. Market participants
expect some further increases in commodity prices as

Nome % émmmmqtmh For dnmm dCCOUDL, daﬁ uqu;uwd
\!um_r,h current accouns, they extend trough
Source: Deparmmers of Commence, Buresu of Economic Aralysis.

the economic recovery gains strength, albeit increases
that are less pronounced than those recorded during last
year’s rebound.

The steep decline in commodity prices in late
2008 put considerable downward pressure on U.S.
import prices for the first half of 2009. Overall for
2009, prices of imported goods fell 1 percent while
prices for goods excluding oil fell 2: percent. Recent
upward moves in commodity prices suggest that some
of this downward pressure on import prices will be
reversed in 2010.

The U.S. trade deficit narrowed considerably in
the first half of 2009. Nominal imports fell more than
nominal exports early in the year, partly reflecting a
substantial decline in the value of oil imports. The trade
deficit widened moderately over the remainder of the
year, however, as both imports and exports picked up
subsequent quarters and oil prices moved higher. In the
fourth quarter of 2009, the trade deficit was $440 billion
(annual rate), or about 3 percent of nominal GDP, com-
pared with a deficit of 4 percent of nommal GDP a year
earlier (figure 25).

National Saving

Total U.S. net national saving—that is, the saving of
households, businesses, and govemments, excluding
depreciation charges—remained extremely low by
historical standards in 2009, averagmmg about negative
2%: percent of nominal GDP over the first three quarters
of the year (figure 26). After having reached nearly

4 percent of nommmal GDP i early 2006, net national
saving dropped over the subsequent three years as the
federal budget deficit widened substantially and the
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Developments in Global Trade

The downturn in global activity was accom-
panied by a dramatic collapse in global trade.
Measured in LS. dollars, global exports tell
about 35 percent between July 2008 and Febru-
ary 2009." About one-third of the decline was a
result of falling prices, notably for oil and other
commodities. The volume of global exports is
estimated to have contracted about 20 percent
between mid-2008 and early 2009, a larger and
more abrupt decline than has been observed in
previous cycles (figure A).

The fall in global exports was also more
widespread across countries and regions than
has typically been the case in past reces-
sions. The severity of the decline in trade was
a major factor in the spread of the economic
downturn to the emerging market ecanomies
in Asia and Latin America, which were gener-
ally less directly exposad to the financial crisis
than wera the advanced economies. Early on,
financial and economic indicators in the emerg-
ing market eccnomies appeared to be relatively
resilient, raising the possibility that those econo-
mies had "decoupled” from developments in
the advanced economies. However, the trade
channel proved quite patent, and most of the
emerging market economies experienced deep
recessions. Amajor exception was China, which
provided considerable tiscal stimulus to its cwn
economy.

1. The total includes 44 countries. The Asian
economies constst of China, Kong, Irﬁﬁ%.
Korea, Malayda, the Prillippines, Singapore, Talwan, Thalland,
and Vietnam: the Latin Amerkcan econcmies consiet of Argen-
tina, Brazil, Chille, Colombla, Maxico, and Venazusia: the
oifier amenging markel aconomies corsls of Hungary, laasl,
Potana, Russia, South Africa, and Turkey: and the advanced
economies constat of Australa, Ausina, Baiglum, Canad,
Denmark, Fintand, France, Gemmany, Greece, Ireland, ltaly,
Japan, Luxembcurg, the Nemerianads, Norvway, , Spain,
mul. Switzertand, e United Kingsom, and the United

fiscal positions of state and local governments deterio-
rated. In contrast, private saving rose considerably, on
balance, over this period. National saving will likely
remain relatively low this year in light of the continuing

A Real and nominal global expents, 1990-2009
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The primary explanation for the deep and
abrupt collapse in global trade seems 1o be that
the contraction in global demand was much
more severe than in the past. Constraints on the
supply of trade finance related to the general
cradit crunch may have played a role at the
beginning, but the fall in demand soon became
the more important factor. The sensitivity of
trade to the decline in gross domedic prod-
uct also appears to have been stronger in this
cycle than in past cycles, although there is no
real agreement on why this might be the case,
Greater integration of production across coun-

The Labor Market

Employment and Unemployment

high federal budget deficit. If not raised over the longer  After falling sharply in the first half of 2009, employ-
nun, persistent low levels of national saving will likely ment continued to conract through the remainder of the
be associated with both low rates of capital formation year, but at a gradually moderating pace. Nonfarm pri-
and heavy borrowing from abroad, limuting the rise in vate payroll employment fell 725,000 jobs per month,
the standard of living of U.S. residents over time. on average, from January to April of 2009; the pace of
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tries and an increase in exports of products for
which there are shorter lags between changes in
demand and changes in exports—such as elac-
tronics—may also have added to the spead and
synchronicity of the collapse,

Exports appear to have sopped declining in
most economies in the first half of 2009, but so
far the strength of the recovery in trade has dif-

B.  Real export mdexes for advanced economies,

tered across countries. In particular, exponts of
the emerging Asian economies are much closer
to their previous paaks than are exports of the
advanced economies (figures B and C), asthe
strength of the Chinese economy has so far been
a key factor driving exports of the ather emerg-
ing Asian economies,

C. Real export indexes for emerzing market
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Job loss slowed to about 300,000 per month from May
to October, and to an average of 20,000 jobs per month
from November to January (figure 27). The modera-
tion in the pace of job losses was relatively widespread
across sectors, although cutbacks in employment in the
construction industry continued to be sizable through
January.

After nising rapidly for more than a year, the unem-
ployment rate stabilized at 10 percent in the fourth

quarter of 2009 (figure 28). In January, the jobless rate
dropped to 9.7 percent, though it remained 4.7 percent-
age points higher than its level two years ago.

The slowing in net Job losses since nud-2009 pri-
marily reflected a reduction in layoffs rather than an
improvement in hiring. Both the number of new job
losses and mitial claims for unemployment insurance
are down significantly from their highs in the spring of
2009, while most indicators of hirng conditions, such
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26. Net saving, 1985-2009

28, Civiian unemployment rate, 1976-2010
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as the Bureau of Labor Statistics survey of job open-
ings, remain weak. The average duration of an ongoing
spell of unemployment continued to lengthen markedly
in the second half of 2009, and joblessness became
increasmgly concentrated among the long-term unem-
ploved. In January, 6.3 million individuals—more than
40 percent of the unemployed—had been out of work
for at least six months. Furthermore, the labor force
participation rate has declined steeply since last spring.
a development likely related, at least m pant, to the reac-
tions of potential workers to the scarcity of employment
opportunities (figure 29).

However, in recent months, labor market reports
have included some encouraging signs that labor
demand may be firming, For example, employment

27, Net change in private payroll employment, 2003-10

Nom: The das are moothly and extend through Jazuary 2010.
Seuce: Depanment of Labor, Burem of Labor Statisties,

in the temporary help industry, which frequently 15
one of the first to see an improvement in hiring, has
been increasing since October. In addition, after steep
declines in 2008 and the first quarter of 2009, the
average workweek of production and nonsupervisory
employees stabilized at roughly 33.1 hours per week
through the remainder of the year, before ticking up

t0 33.2 hours in November and December and

33.3 hours i January. Another indicator of an
improvement in work hours, the fraction of workers
on part-time schedules for economic reasons, increased
only shightly, on net, in the second half of the year
after a sharp nise in the first half and then tumed down
noticeably in January.

29, Labor force participation rate, 1976-2010
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30. Change in output per hour, 1948-2009

Pevest, el rale.

1945- 19"‘4- 1695~ ’gl- 005 2007 2009

2000
Nom: Neafsrm busivess sector. Change for each mmdtvear period is
measized 1 the founk quartes of the fizal vear of the penod from e fourd

quirerof e yar Exmadinely te
e e e B i

Productivity and Labor Compensation

Labor productivity surged in 2009, reflecting, at least
to some extent, the reluctance of firms to increase hir-
ing even as demand expanded. According to the latest
available published data, output per hour in the nonfarm
business sector increased at an annual rate of 6% per-
cent in the second half of 2009, after rising 3*: percent
n the first half, and about 1 percent i 2008 (figure 30).
Despite large gams in productivity, mcreases in
hourly worker compensation have remained subdued.
The employment cost index for pnvate industry work-
ers, which measures both wages and the cost to employ-
ers of providing benefits, rose only 1% percent
nominal terms in 2009 after nising almost 2%: percent in
2008. Compensation per hour in the nonfarm business
sector—a measure derived from the worker compensa-
tion data in the NIPA—showed less deceleration, ris-
ing 2.2 percent in nominal terms m 2009, only shghtly
slower than the 2.6 percent nise recorded for 2008
(figure 31). Real hourly compensation—that 15, adjusted
for the rise in consumer prices—increased only mod-
estly. Reflecting the subdued increase m nommal hourly
compensation, along with the outsized gain i labor
productivity noted earlier, umit labor costs in the non-
farm business sector declined 2% percent in 2009.

Prices

Headline consumer price inflation picked up m 2009,
a3 sharp increases in energy prices offset reductions in
food prices and a deceleration in other prices. After ris-

31, Measures of change in howly compensation,
1999-2009
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ing ¥: percent over the 12 months of 2008, overall pric-
es for personal consumption expenditures rose about

2 percent m 2009. In contrast, the core PCE price
mdex—which excludes the prices of energy items as
well as those of food and beverages—increased a little
less than 1% percent in 2009, compared with a rise

of roughly 1% percent in 2008 (figure 32). Data for
PCE prices in January 2010 are not yet available, but
mformation from the consumer price index and other
sources suggests that inflation remained subdued.

32, Change in the chain-type price index for personal
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Consumer energy prices rose sharply in 2009,
reversing much of the steep decline recorded in
2008, The retail price of gasoline was up more than
60 percent for the year as a whole, dniven higher by a
resurgence in the cost of crude oil. Reflecting the bur-
geoning supplies from new domestic wells, consumer
natural gas prices fell sharply over the first half of
2009, before increasing again m the last few months
of the year as the economic outlook mproved.
Elecmicity prices also fell during the early part of
2009 before retracing part of that decline later in the
year. Overall. natural gas prices were down almost
20 percent in 2009, while electnicity prices were
about unchanged.

After posting sizable declines throughout much of
2009, food prices tumed up modestly in the fourth quar-
ter of last year. For the year as a whole, consumer food
prices fell 1%: percent after rising 6% percent in 2008;
these changes largely reflected the pass-through to retail
of huge swings in spot prices of crops and livestock
over the past two years.

Excluding food and energy, PCE price imflation
slowed last year. Core PCE prices rose at an annual rate
of 1% percent i the first half of 2009, similar to the
pace in 2008, and then increased at an annual rate of
only a lirtle above 1 percent over the final six months
of the year. This slowdown in core inflation was cen-
tered in a noticeable deceleration i the prices of non-
energy services, For those prices, firms’ widespread
cost-cutting efforts over the past vear and the continued
weakness in the housing market that has put downward
pressure on housing costs have likely been important
factors, The prices of many core consumer goods con-
tinued to nse only moderately in 2009; a notable excep-
tion was tobacco, for which tax-mduced price hikes
were substantial.

FINANCIAL STABILITY DEVELOPMENTS

Evolution of the Financial Sector, Policy
Actions, and Market Developments

The recovery in the financial sector that began in the
first half of 2009 continued through the second half of
the year and mto 2010, as mvestor concerns about the
health of large financial mstitutions subsided further.
Credit default swap (CDS) spreads for banking institu-
tions—which primanily reflect investors’ assessments
of and willingness to bear the nsk that those instiutions
will default on their debt obligations—fell considerably
from their peaks early in 2009, although they remain
above pre-cnsis levels (figure 33). Bank equity prices
have increased significantly since spnng 2009 (figure
34). Many of the largest bank holding companies were
able to issue equity and repurchase preferred shares
that had been issued to the Treasury under the TARP.
Nonetheless, conditions in many banking markets
remain very challenging, with delinquency and charge-
off rates still elevated, especially on commercial and
residential real estate loans. Investor concems about
insurance companies—which had come under pres-
sure in early 2009 and a few of which had received
capital injections from the Treasury—also dimunished,
as indicated by narrowing CDS spreads for those firms
and mcreases n their equity prices. In December, the
Treasury announced that it was amending the cap onits
Prefarred Stock Purchase Agreements with Fannie Mae
and Freddie Mac to ensure that each firm would main-
tain positive net worth for the next three years, and it

33, Spreads on cradit default swaps for selected US.
banks, 2007-10

Survey-based measures of near-term 1 expec-
tations, which were unusually low in the beginning of
2009, moved up, on average, over the remainder of the
vear. According to the Thomson ReutersUmiversity of
Michigan Surveys of Consumers, median expectations
for year-ahead inflation stood at 2.8 percent in Jannary,
up from about 2 percent at the beginning of 2009. His-
torically, this short-term measure has been influenced
fairly heavily by contemporaneous movements in ener-
gy prices. Longer-term inflation expectations, by con-
mast, have been relatively stable over the past year. For
example, the Thomson Reuters/University of Michigan
survey measure of median 3- to 10-year inflation expec-
tations was 2.9 percent in January of this year, similar
to the readings duning most of 2009, and near the lower
end of the narrow range that has prevailed over the past
few years.
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also announced that it was providing additional capital
to GMAC under the TARP.

Consistent with dimimishing concerns about the
conditions of banking institutions, functioning in bank
funding markets has improved steadily since the spring
of last year. A measure of stress in these markets—the
spread between the London mterbank offered rate
(Libor) and the rate on comparable-maturity over-
night index swaps (OIS)—narrowed at all matunities;
spreads at shorter maturities reached pre-crisis levels,
while those at longer matunities remained somewhat
elevated by historical standards (figure 35). Liquidity
in term bank funding markets also improved at terms
up to six months. Conditions improved in other money
markets as well. Bid-asked spreads and haircuts applied
to collateral in repurchase agreement (repo) markets
retraced some of the run-ups that had occurred dur-
ing the financial market turmoil, though haircuts on
most types of collateral continued to be sizable relative
to pre-crisis levels. In the commercial paper market,
spreads between rates on lower-quality A2/P2 paper and
on asset-backed commercial paper over higher-quality
AA nonfinancial paper fell to the low end of the range
observed since the fall of 2007 (figure 36).

With improved conditions in financial markets, the
Federal Reserve and other agencies removed some
of the extraordinary support that had been provided
during the crisis. Starting in the second half of 2009,
the Federal Reserve began to normalize 1ts lending to
commercial banks. The amounts and maturity of credit
auctioned through the Term Auction Facility (TAF)
were reduced over time, and early in 2010 the Federal
Reserve announced that the final TAF auction would be
conducted in March 2010. Later. the Federal Reserve

2007 N 2009 nw
Nome: The daa are duly and exmend through Febouary 19, 2010. An
overzight indsy; swap (OI5) s an interest rate with the 3 rase tisd
wmlndnofchﬂym i such 25 the e fedenal A:

manmity, wo paraes exchange. oo the basis of the agreed necional amownt,
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awa,pngd:ﬂm:g.umdﬂrm Libor 15 the London iterbank offered

Smu: For Lidee, Brinsh Backers” Association: for the OIS rate. Prebor

noted that the minimum bid rate for the final auction
would be 50 basis points, % percentage point higher
than in recent auctions. The Federal Reserve also short-
ened the maximum maturity of loans provided under
the pnimary credit program from 90 days to 28 days,
effective on January 14, and announced a further reduc-
tion of the maximum maturity of those loans to over-
night effective March 18. In addition, the rate charged
on primary credit loans was increased from %: percent
to % percent effective February 19. Amounts out-
standing under many of the Federal Reserve’s special

36. Commercial paper spreads, 2007-10
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liqudity facilities had dwindled to zero (or near zero)
over the second half of 2009 as functioning of funding
markets, both in the United States and abroad, continued
to normalize. The Primary Dealer Credit Facility, the
Temn Securities Lending Facility, the Commercial Paper
Funding Facility, the Asset-Backed Commercial Paper
Money Market Mutual Fund Liquidity Facility, and

the temporary liquidity swap lines with foreign central
banks were all allowed to expire on February 1, 2010.
Other government agencies also reduced their support
to financial stitutions. For instance, to buttress

the liquidity of financial institutions, the FDIC had
established m October 2008 a program to provide, in
exchange for a fee, a guarantee on short- and medium-
term debt issued by banking instirutions. Financial insti-
tutions 1ssued about $300 billion under this program,
but use of the program declined after the summer of
2009 as financial institutions were able to successfully
1ssue nonguaranteed debt. In light of these develop-
ments, the FDIC announced in late October 2009 that
the guarantee program would be extended but with sig-
nificant restrnctions; no debt has been 1ssued under the
extended program.

Asset prices in longer-term capital markets have also
staged a noticeable recovery since the spring of 2009,
and risk premiums have narrowed noticeably as mves-
tors’ appetite for risk appears to be recovening. In the
corporate bond market, risk spreads on both investment-
and speculative-grade bonds—the difference between
the yields on these secunities and those on comparable-

37, Spreads of corporate bond yields over comparable
off-the-nm Treasury yields, by secunities rating,
1998-2010
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matunity Treasury securities—dropped, and by the end
of last year those spreads were within ranges observed
during the recoveries from previous recessions (figure
37). During the second half of 2009, the decline in
risk spreads was accompanied by considerable inflows
mto mutual funds that mvest m corporate bonds (fig-
ure 38). In the leveraged loan market, the average bid
price climbed back toward par, and bid-asked spreads
narrowed noticeably as trading conditions reportedly
mproved (figure 39). Equity markets rebounded signifi-
cantly over the past few quarters, leaving broad equity
market indexes about 65 percent above the low point
reached m March 2009 (figure 40).
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Qverall, the rebound in asset prices likely reflected
corporate earnings that were generally above market
expectations, improved measures of corporate credit
quality, and brighter economic prospects. Apparently,
investors also became somewhat less concerned about
the downside risks to the economic outlook, as suggest-
ed by declines in measures of uncertainty and risk pre-
miums. Implied volatility on the S&P 500, as calculated
from option prices, held at moderate levels duning the
second half of 2009 and was well off the peak reached
in November 2008 (figure 41). Moreover, a measure of
the premium that mvestors require for holding equity
shares—the difference between the ratio of 12-month
forward expected eamungs to equity prices for S&P

41, Tmplied S&P 500 volanlity, 1998-2010

500 firms and the long-term real Treasury yield—nar-
rowed in 2009, though it remains elevated by historical
standards,

Banking Institutions

The profitability of the commercial banking sector, as
measured by the retun on equity, continued to be quite
low during the second half of 2009 (figure 42). Elevated
loan loss provisioning continued to be the largest factor
restraining eamings; however, provisioning decreased
significantly in the second half of the vear, suggesting
that banks believe that credit losses may be stabilizing.
While some banks saw eamings boosted earlier last
vear by gams in trading and investment banking activi-
ties, revenue from these sources is reported to have
dropped back in the fourth quarter. Although delinguen-
cy and charge-off rates for residential mortzages and
commercial real estate loans continued to climb in the
second half of 2009, for most other types of loans these
metrics declined or showed signs of leveling out.
Durng the vear, bank holding companies 1ssued
substantial amounts of common equiy. Significant 1ssu-
ance occwred in the wake of the release of the Super-
visory Capital Assessment Program (SCAP) results,
which mdicated that some firms needed to augment or
improve the quality of their capital in order to assure
that, even under a macreeconomic scenario that was
more adverse than expected, they would emerge from
the subsequent rwo-year penod stll capable of meet-
ing the needs of creditworthy borrowers. The 19 SCAP
firms issued about $110 billion in new common equity:
combined with conversions of preferred stock, asset

42, Commercial bank profitability, 1988-2009

Pt sl rae

1983 1801 180 1997

2000 2003 2006 2009

Nore: The datz are qenerly @d extend through 2008
Souex: memdh:im&mmc&‘m Consolidaned
Repoms of Condition and Income (Call Repart).




83

26 Monetary Policy Report to the Congress O February 2010

sales, and other capital actions, these steps have added
more than $200 billion to common equity since the
beginning of 2009. Equity offerings were also undertak-
en by other financial firms, and some used the proceeds
to repay funds received as part of the Capital Purchase
Program.

Against a backdrop of weak loan demand and tight
credit policies throughout 2009, total loans on banks’
books contracted even more sharply in the last two
quarters taken together than in the first half of the year
(figure 43). Outstanding unused loan commitments to
both businesses and households also declined, albeit at
a slower pace than in early 2009. The decline in loans
was partially offset by an increase in holdings of securi-
ties, particularly Treasury securities and agency MBS,
and a further rise in balances at the Federal Reserve.
On balance, total industry assets declined. The decline
in assets combined with an increase in capital to push
regulatory capital ratios considerably higher.

The Financial Accounting Standards Board pub-
lished Statements of Financial Accounting Standards
Nos. 166 and 167 (FAS 166 and 167) in June 2009,
The new standards modified the basis for determining
whether a firm must consolidate securitized assets (as
well as the associated liabilities and equity) onto its
balance sheet: most banking organizations must imple-
ment the standards in the first quarter of 2010. Industry
analysts estimate that banking organizations will con-
solidate approximately $600 billion of additional
assets as a result of implementing FAS 166 and 167.

A small number of mstitutions with large securitization
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programs will be most affected. While the regulatory
capital ratios of the affected banking orgamzations may
decrease after implementation of FAS 166 and 167, the
ratios of organizations most affected by the accounting
change are expected to remain substantially i excess
of regulatory minimums. The federal banking agencies
recently published a related risk-based capital rule that
includes an optional one-year phase-in of certain nsk-
based capital impacts resulting from implementation of
FAS 166 and 167.

Monetary Policy Expectations and
Treasury Rates

In July 2009, market participants had expected the tar-
get federal funds rate to be close to the current target
range of 0 to % percent in early 2010, but they had also
anticipated that the removal of policy accommodation
would be imminent. Over the second half of 2009, how-
ever, investors marked down their expectations for the
path of the federal funds rate. Quotes on futures con-
wracts mply that, as of mid-February 2010, market par-
ficipants anticipate that policy will be tightened begin-
ning in the third quarter of 2010, and that the tightening
will proceed at a pace slower than was expected last
summer. However, uncertainty about the size of term
premiums and potential distortions created by the zero
lower bound for the federal funds rate continue to make
it difficult to obtain a defimitive reading on the policy
expectations of market participants from futures prices.
The downward revision in policy expectations since
July likely has reflected incoming economic data point-
ing to a somewhat weaker trajectory for employment
and a lower path for inflation than had been anticipated.
Another conmibuting factor likely was Federal Reserve
communications, including the reiteration in the state-
ment released after each meeting of the Federal Open
Market Commuttee that economic conditions are likely

16. For more information and the text of the final rule, see Office

of the Comprroller of the Cumrency, Board of Governors of the Fed-
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the Conmprroller of the Currency, Board of Governors of the Federal
Reserve System, Federal Deposit Insurance Corperation, and Office
of Thxift Supervision (2010), Rukamc:pummm Capital
Adequacy G Capital M: Capinal;
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to warrant exceptionally low levels of the federal funds
rate for an extended period.

Yields on shorter-maturity Treasury securities have
edged lower since last summer, consistent with the
downward shuft in the expected policy path (figure 44).
However, vields on longer-mammnty nominal Treasury
securities have mereased shightly, on net, likely m
response to generally positive news about the economy
and declines in the weight mvestors had placed on
extremely adverse economic outcomes. The gradual
tapering and the completion of the Federal Reserve’s
large-scale asset purchases of Treasury securities in
October 2009 appearad to put little upward pressure on
Treasury vields.

Yields on Treasury inflation-protected securities
(TIPS) dechined somewhat in the second half of 2009
and into 2010. The result was an increase in inflation
compensation—the difference between comparable-
matunty nominal yields and TIPS yields, The mcrease
was concentrated at shorter-maturities and was partly a
response to rising prices of ol and other commodities.
Inflation compensation at more distant horizons was
somewhat volatile and was little changed on net. Infer-
ences about mvestors  inflation expectations have been
more difficult to make since the second half of 2008
because special factors, such as safe-haven demands
and an increased preference of investors for liquid
assets, appear to have significantly affected the relative
demand for nominal and inflation-indexed securities.
These special factors began to abate in the first half of
2009 and receded further i the second half of the vear,
and the resulting changes in nominal and inflanon-
adjusted yields may have accounted for part of the
recent increase in inflation compensation. On net, sur-

vey measures of longer-run inflation expectations have
remained stable.

Monetary Aggregates and the Federal
Reserve's Balance Sheet

After a brisk increase in the first half of the vear, the
M2 monetary aggregate expanded slowly in the sec-
ond half of 2009 and in early 2010 (annual growth rate
shown in figure 45)."" The rise in the latter part of the
year was driven largely by increases in hquid deposits,
as interest rates on savings deposits were reduced more
slowly than rates on other types of deposits, and house-
holds and finns maintained some preference for safe
and liquid assets. Outfiows from small time deposits
and retail money market murual funds mtensified dur-
ing the second half of 2008, likely because of ongoing
declines in the interest rates offered on these products.
The cwrrency component of the money stock expanded

17. M2 consists of (1) currency outside the US. Treasury, Federal
Reserve Banks, and the vaults of depository msmms,(*)m!ks
checks of nocbank 1ssuers; (3) demand deposits ar commercial banks
(exchnding those amounss held by institunions, the US.
government, and foreign banks and official instmnons) less cash
itemns o the process of collection and Federal Reserve fioar;

(4) other checkable deposits (negotable order of withdrawal, or
NOW, accounts and sutomatic mansfer service accounrs at depository
institations; credit union share draft sccounts; and demand deposits
ar thrift instimtions); (5) savings deposits (including money marker
deposit acconnts); (6) small-denomination nme deposits (rime depos-
its 1ssued 1o amounts of Jess than $100,000) less individual retirersent
account ([FLA) and Keogh balances st depository institetions; and
(7) balances in reta:l money marker mumal funds Jess IRA and Keogh
‘balances ar money market mumal funds.
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modestly in the second half of the year. The monetary
base—essentially the sum of currency in circulation and
the reserve balances of depository institutions held at
the Federal Reserve—expanded rapidly for much of the
second half of 2009, as the increase in reserve balances

1. Selected components of the Faderal Reserve balance sheet,
2008-10
Milbons of dollars

Pusryoredt ... A e
; 55378
37404 0

r| 23765 3460 0
| 3410

60556
4287

65089
23535
25106
Ti6.571
163,587
526418 1025541

684,030
101,701

4250 0
100508 128405

870327 802085
808,824 1.205.165
6234 4.0
199930 5000
#4714 88T

2 Inchodss oaly MBS wﬁum’mm
3. The Fadera] Reserve rewnived ownership of secmities Jeot through the
Tm\s;nmmmmm

Yot applicablle.
Scuacy: Fedanl Reserve Board

resulting from the large-scale asset purchases more than
offset the decline caused by reduced usage of the Fed-
eral Reserve’s credit programs. However, the monet
base mereased more slowly toward the end of 2009 and
early 2010 as these purchases were tapered and as use
of Federal Reserve liquidity facilities declined.

The nontraditional monetary policy actions taken
by the Federal Reserve since the onset of the financial
crisis expanded the size of the Federal Reserve’s bal-
ance sheet considerably duning 2008, and it remained
very large throughout 2009 and into 2010 (table 1).
Total Federal Reserve assets on February 17, 2010,
stood at about $2.3 mllion. The compositional shifts
that had been under way m the first balf of 2009 con-
tinued during the remainder of the year. Lending to
depository institutions as well as credit extended under
special liquidity facilities and the temporary liquidity
swaps with foreign central banks contracted sharply.
By contrast, the large-scale asset purchases conducted
by the Federal Reserve boosted securities held oumight.
Holdings of agency MBS surpassed $1 mllion early this
year, up from about $525 billion in mud-July 2009. For
other types of securities, the increases were more mod-
est, with holdings of agency debt expanding from about
$100 billion in July 2009 to $163 billion in February
and holdings of Treasury securities rising from nearly
$700 billion to approximately $773 billion over the
same period. The revolving credit provided to American
International Group, Inc. (AIG), declined near year-end,
as the owstanding balance was reduced in exchange
for preferred interests in ALA Aurora LLC and ALICO
Holdings LLC, which are life insurance holding com-
pany subsidiaries of AIG. Loans related to the Maiden
Lane faciliies—which represent credit extended in con-
Junction with efforts to avord disorderly failures of The
Bear Steams Companies, Inc., and AIG—stayed rough-
ly steady. On the liability side of the Federal Reserve's
balance sheet, reserve balances increased from slightly
more than $800 billion in July to about $1.2 trillion as
of February 17, 2010, while the Treasury’s supplemen-
tary financing account fell to §5 billion; the decline in
the supplementary financing account occwred late in
2009 as part of the Treasury's efforts to retain flexibility
in debt management as federal debt approached the debt

ceiling.

INTERNATIONAL DEVELOPMENTS
International Financial Markets

Global financial markets recovered considerably
2009 as the effectiveness of central bank and govem-
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ment actions in stabilizing the financial system became
more apparent and as signs of economic recovery began
to take hold. Stock markets in the advanced foreign
economies registered gamns of about 50 percent from
their troughs in early March, although they remain
below their levels at the start of the financial cnisis in
August 2007 (figure 46). Stock markets in the emerging
market economies rebounded even more impressively
over the year. Most Latin American and many emerging
Asian stock markets are now close to their levels at the
start of the crisis (figure 47).

As global prospects improved, investors shifted
away from the safe-haven mvestments in U.S. secun-
ties they had made at the height of the crisis. As a
result, the dollar, which had appreciated sharply in late
2008, depreciated against most other currencies in the
second and third quarters of 2009. The dollar depreci-
ated particularly sharply agamst the currencies of major
commodity-producing nations, such as Australia and
Brazil, as nsing commodity prices supported economic
recovery i those countries. In the fourth quarter, the
dollar stabilized and has since appreciated somewhat,
onnet, as investors began to focus more on economic
news and prospects for the relative strength of the eco-
nomic recoveries in the United States and elsewhere
(figure 48). Chinese authorities held the renminbi
steady against the dollar throughout the year. For 2009
as a whole, the dollar depreciated roughly 4%: percent
on a trade-weighted basis agamst the major foreign
cwrencies (figure 49) and 3% percent against the cw-
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rencies of the other important trading parmers of the
United States.

Sovereign bond yields i the advanced economies
rose over most of 2009 as mvestors moved out of safe
mvestments in government secunties and became more
willing to purchase riskier securities. Concerns about
nising budget deficits in many countries and the asso-

48. U.S. dollar nominal exchange rate, broad mdex,
2005-10
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48, UK. dollar exchange rate agaimst zelected major
currencies, 2008-10
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ciated borrowng needs also likely contributed to the
increase in yields. Late in the year, the announcement
of a substantial upward revision to the budget deficitin
Greece led to a sharp rise in spreads of Greeces sov-
ereign debt over comparable yields on Germany's sov-
ereign debt. These spreads remained elevated in early
2010 and also increased in other euro-area countries
with sizable budget deficits, especially Portugal and
Spain. Sovereign yields in most of the advanced econo-
nuies, however, remained significantly lower than prior
to the financial crisis, &s contained inflation, expecta-
tions of only slow economic recovery, and easing of
monetary policy by central banks have all worked to
keep long-term nominal mterest rates low (figure 50).
Conditions in global money markets have continued
to improve. One-month Libor-OIS spreads in euros
and sterling are now less than 10 basis points, near
their levels before the crisis. Dollar funding pressures
abroad have also substantially abated, and foreign firms
are more easily able to obtain dollar funding through
private markets such as those for foreign exchange
swaps. As a result, drawings on the Federal Reserve’s
temporary liquidity swap lines by foreign central banks
declined m the second half of 2009 to only about
$10 billion by the end of the year, and funding markets
continued to function without disruption as these swap
lines expired on February 1, 2010.

The Financial Account

The pattemn of financial fiows between the United States
and the rest of the world in 2009 reflected the recovery

Nore: The data, which ae for 10-yex
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=

under way in global markets. As the financial erisis
eased, net bank lending abroad resumed, but the recov-
ery in portfolio flows was mixed.

Total private financial flows reversed from the large
net inflows that had charactenzed the second half of
2008 to large net outflows in the first half of 2009 (fig-
ure 51). This reversal primarily reflected changes in net
bank lending. Banks located in the United States had
sharply curtailed their lending abroad as the financial
cnisis mtensified in the third and fourth quarters of
2008, and they renewed their net lending as function-
ing of interbank markets improved in the first half of
2009. During the second half of 2009, interbank market

51. US. net financial mflows, 2005-09
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conditions continued to normalize, and net bank lend-
ing proceeded at a moderate pace. The increased avail-
ability of funding n private markets also led to reduced
demand from foreign central banks for drawings on the
liquidity swap lines with the Federal Reserve. Repay-
ment of the drawings in the first half of 2009 generated
sizable U.S. official inflows that offset the large private
banking outflows.

Foreign official institutions continued purchasing
U.S. Treasury securities at a strong pace throughout
2009, as they had during most of the cnisis (figure 52).
Foreign exchange intervention by several counmies to
counteract upward pressure on their currencies gave a
boost to these purchases. Countries conducting such
tervention bought U.S. dollars in foreign currency
markets and acquired U.S. assets, primanly Treasury
securities, with the proceeds.

Duning the height of the cnisis, private foreign inves-
tors had also purchased record amounts of U.S. Trea-
sury securies, likely reflecting safe-haven demands.
Starting in April 2009, as improvement in financial
conditions became more apparent, private foreiguers
began to sell U.S. Treasury securities, but net sales in
the second and third quarters were modest compared
with the amounts acquired in previous quarters, The
recovery in foreign demand for riskier U.S. secun-
ties was mixed. Foreign mvestment in U.S. equities
picked up briskly after the first quarter of 2009, nearly
reaching a pre-crisis pace. However, foreign investors
continued small net sales of U.S. corporate and agency
debt. Meanwhile, U.S. investment in foreign securities
bounced back quickly and remained strong throughout
2009 (figure 33).

52, Net foreign purchases of U.S. secwities, 2005-09
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Advanced Foreign Economies

Economic activity in the advanced foreign econo-

mies continued to fall sharply in early 2009 but began
to recover later in the year as financial conditions
improved and world trade rebounded. The robust recov-
ery in emerging Asia helped the Japanese economy to
turn up in the second quarter, and other major foreign
economies returmed to positive economic growth in the
second half. Nevertheless, performance has been mixed.
Spurred by external demand and a reduction i the pace
of inventory destocking, industnal production has nsen
in most countries but remains well below pre-crisis
levels. Business confidence has shown considerable
improvement, and survey measures of manufacturing
activity have risen as well. Consumer confidence also
has improved as financial markets have stabilized, but
household finances remain stressed, with unemploy-
ment at high levels and wage gans subdued. Although
government incentives helped motor vehicle purchases
to bounce back from the shump in early 2009, other
household spending has remained shiggish in most
countries. Housing prices have recovered somewhat

1n the United Kingdom and more in Canada but have
continued to decline in Japan and in some euro-area
countries.

Twelve-month consumer price mflation moved lower
through the summer, with headline inflation raming
negative in all the major advanced foreign counmes
except the United Kingdom. However, higher energy
prices in the second half of 2009 pushed inflation back
into positive termitory except in Japan (figure 34). Core
consumer price inflation, which excludes food and
energy, has fiuctuated less,
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$4. Change in consumer prices for major foreign
economies, 2006-10
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Foreign central banks cut policy rates aggressively
during the first half of 2009 and left those rates at
historically low levels through year-end (figure 35).
The European Central Bank (ECB) has held 1ts main
policy rate at 1 percent since May and has made sig-
nificant amounts of long-term funding available at this
rate, allowing overnight mterest rates to fall to around
0.35 percent. The Bank of Canada has indicated that
it expects to keep its target for the ovemight rate at a

55, Official or targeted interest rates in selected
advanced foreign economies, 2006-10
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record low 0.25 percent until at least mud-2010. In add:-
tion to their interest rate moves, foreign central banks
pursued unconventional monetary easing. The Bank
of England continued its purchases of British measury
securities, imcreasing its Asset Purchase Facility from
£50 bullion to £200 billion over the course of the year.
Anud concerns about persistent deflation, the Bank

of Japan announced a new ¥10 trillion three-month
secured lending facility at an wnscheduled meeting on
December 1. The ECB has contimed its planned pur-
chases of up to €60 billion in covered bonds, but it has
also taken some initial steps toward scaling back its
enhanced credit support measures, as it sees reduced
need for special programs to provide liquidity.

Emerging Market Economies

Recovery from the global financial cnisis has been more
pronounced in the emerging market economies than in
the advanced foreign economies. In aggregate, emerg-
ing market economies continued to contract in the first
quarter of 2009, but economic activity in many coun-
tries, particularly m emerging Asia, rebounded sharply
in the second quarter and remained robust in the second
half of the vear. The uptum in economic activity was
driven largely by domestic demand, which received
smong boosts from monetary and fiscal stmulus. By the
end of 2009, the level of real GDP in several emerging
market economies had recovered to or was approach-
ing pre-crisis peaks. With significant spare capacity as
aresult of the earlier steep contraction in activity in
these economies, mfiation remained generally subdued
through the first half of last year but moved up in the
fourth quarter as adverse weather conditions led to a
sharp rise m food prices.

In China, the fiscal stimulus package enacted in
November 2008, combined with a surge in bank lend-
ing, led to a sharp nise in investment and consumption.
Strong domestic demand contributed to a rebound
imports, which helped support econonic activity in the
rest of Asia and in commodity-exporting countries. Chi-
nese authorities halted the modest appreciation of their
currency agamst the dollar in the middle of 2008, and
the exchange rate between the renmmbi and the dol-
lar has been unchanged since then. In the second half
of 2009, authorities acted to slow the increase in bank
lending to a more sustamable pace after the level of out-
standing loans rose in the first half of the year by nearly
one-fourth of nominal GDP. With the economy boom-
ing and inflation picking up, the People’s Bank of China
(the central bank) increased the required reserve ratio
for banks ¥: percentage point n January 2010 and again
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1n February, the country’s first significant monetary pol-

1cy tightening moves since the financial enisis. In China
and elsewhere in Asia, asset prices have rebounded
sharply after falling steeply in the second half of 2008,
In Latin America, the rebound in activaty has lagged
that in Asia. Economic activity in Mexico, which is
more closely tied to U.S. production and was adversely
affected by the outbreak of the HIN virus last spring,
did not furn up wnti the third quarter of 2009, but it
then grew rapidly. In Brazil, the recession was less
severe than in Mexico, and economic growth has been
fairly srong since the second quarter of last year, sup-

ported in part by govemment stimulus and nising com-
modity prices.

Russia and many countries in emerging Europe
suffered severe output contractions in the first half of
2009 and, in some cases, further financial stresses. In
particular, Latvia faced difficulties meeting the fiscal
conditions of its mtemational assistance package, which
heightened concems about the survival of the Latvian
currency regime. However, economic and finaneial
conditions tn emerging Europe began to recover in the
second half of the year.
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Part 3

Monetary Policy: Recent Developments

and Outlook

Monetary Policy over the Second Half
of 2009 and Early 2010

In order to provide monetary stimulus to support a sus-
tainable econonuc expansion, the Federal Open Market
Commuttee (FOMC) maintained a target range for the
federal funds rate of 0 to % percent throughout 2009
and into early 2010 (figure 56). The Federal Reserve
also continued its program of large-scale asset purchas-
es, completing purchases of $300 billion i Treasury
securities and making considerable progress toward
completing its announced purchases of $1.25 million of
agency mortgage-backed securities (MBS) and about
$175 billion of agency debt.

However, with financial market conditions improv-
ing, the Federal Reserve took steps to begm winding
down many of its special credit and hiquidity programs
in 2009. On June 23, the Federal Reserve announced
that 1t was extending the authorizations of several of
these programs from October 30, 2009, to February 1,
2010. However, the terms of some of these facilities
were tightened somewhat, the amounts to be offered
under the Term Auction Facility (TAF) were reduced,
and the authorization for the Money Market Investor

56. Selected interest rates, 2007-10

Funding Facility was not extended.” Over the sum-
mer, the Federal Reserve continued to trim the amounts
offered through the TAF.

The information reviewed at the August 11-12
FOMC meeting suggested that overall economic activ-
1ty was stabilizing after having contracted during 2008
and early 2009, Nonetheless, meeting participants gen-
erally saw the economy as likely to recover only slowly
during the second half of 2009 and as stll vulnerable to
adverse shocks. Although housing activity apparently
was beginning to tum up, the weak labor market contin-
ved to restrain household ncome, and earlier declines
in net worth were still holding back spending. Develop-

18. In pamicular, the Federal Reserve began requinng money mar-
ket murual funds 1o have expenenced redemprions exceeding 2 cenain
lheslddbeﬂmbumngehpuzwhnwﬁomlhﬁsm -Backed

omumercial Paper Money Market Mumal Fund Liquidiy Facility,
mrmmmwmcmmm
Temm Secunities Lendmg Facility (TSLF) ievolving only Schedule 1
collatera] and reduced the fraquency of TSLF auctions iovolving
Schadule 2 collateral. Schedule 1 collazeral refers o securinies ebigble
formmmshtopmonsmpdby the Federal Reserve’s
Open Market Trading Des Treasury jes, agency
debr, or agency MBS, Schsdule 2 collateral includes all Schedule |
collateral as well as investment-grads corporate, municipal, momgage-
backed acd asset-backed secunties.

Target federal funds rae

—  1{-year Treasury rate

| Il Il 1 R R S N L L1 I

13 3 80 &3 47 MR 1001 I3 130 MR 430 62

2007

B WI6 1029 1216 13 VI 45 63 M2 M 1N M6 U
2000 200

Nor: The dua are mmmrmml&*am Thnmamz'l'ra Tate i the constant-manty based on the most actvely taded
securines. The o of rémulazly scheduled Fiden] % Comnes mesangs. .

dates on the borizoatal axis are those
Sousce; Deparmoent of the Treasury and the Federal Raserve



92

36 Monetary Policy Report to the Congress O February 2010

ments i financial markets leading up to the meeting
were broadly positive, and the cumulative improvement
in market functioning since the spring was significant.
However, the pickup m financial markets was seen

as due, in part, to support from vanous govemment
programs. Moreover, credit remained tight, with many
banks reporting that they continued to tighten loan stan-
dards and terms. Overall prices for personal consump-
tion expenditures (PCE) rose in June after changing
little m each of the previous three months. Excluding
food and energy, PCE prices moved up moderately in
June.

Given the prospects for an initially modest economic
recovery, substantial resource slack, and subdued mnfla-
tion, the Committee agreed at its August meeting that
it should maintain its target range for the federal funds
rate at 0 to % percent. FOMC participants expected
only a gradual uptum in economic activity and subdued
inflation and thought it most likely that the federal
funds rate would need to be maintained at an exception-
ally low level for an extended period. With the down-
side risks to the economic outlook now considerably
reduced but the economic recovery likely to be sub-
dued, the Committee also agreed that neither expansion
nor contraction of 1ts program of asset purchases was
warranted at the time. The Committee did. however,
decide to gradually slow the pace of the remainder of
its purchases of $300 billion of Treasury securities and
extend their completion to the end of October to help
promote a smooth transition m financial markets. Poli-
cymakers noted that, with the programs for purchases
of agency debt and MBS not due to expire until the
end of the year, they did not need to make decisions at
the meeting about any potential modifications to those
programs.

By the time of the September 22-23 FOMC meet-
ing. mcoming data suggested that overall economic
activity was beginning to pick up. Factory output,
particularly motor vehicle production, rose in July and
August. Consumer spending on motor vehicles during
that period was boosted by govemment rebates and
greater dealer incentives. Household spending outside
of motor vehicles appeared to nise in August after hav-
ing been roughly flat from May through July. Sales data
for July indicated further increases in the demand for
both new and existing single-famuly homes. Although
employment continued to contract in August, the pace
of job losses had slowed noticeably from earlier in the
year. Developments in financial markets were again
regarded as breadly positive; meeting participants saw
the cumulative improvement in market functioning and
pricing since the spring as substantial. Despite these
positive factors, participants still viewed the economic

Tecovery as likely to be quite restramed. Credit from
banks remained difficult to obtam and costly for many
borrowers; these conditions were expected to improve
only gradually. Many regional and small banks were
vulnerable to the deteriorating performance of com-
mercial real estate loans. In light of recent experience,
consumers were likely to be cautious in spending, and
business contacts indicated that their fimms would also
be cautious in hinng and investing even as demand for
their products picked up. Some of the recent gains n
economic activity probably reflected support from gov-
emment policies, and participants expressed consider-
able uncertainty about the likely strength of the upturn
once those supports were withdrawn or their effects
waned. Core consumer price inflation remained sub-
dued, while overall consumer price inflation increased
in August, boosted by a sharp upturn in energy prices.

Although the economic outlook had mmproved fur-
ther and the risks to the forecast had become more bal-
anced, the recovery in economic activity was likely to
be protracted. With substantial resource slack likely to
persist and longer-term inflation expectations stable,
the Commuttee anticipated that inflation would remain
subdued for some time. Under these circumstances, the
Commuitree judged that the costs of the economic recov-
ery turning out to be weaker than anticipated could be
relatively high. Accordingly, the Committee agreed to
maintain its target range for the federal funds rate at
0 to % percent and to reiterate its view that economic
conditions were likely to warrant an exceptionally low
level of the federal funds rate for an extended penod.
With respect to the large-scale asset purchase programs,
the Commuttee indicated its intention to purchase the
full $1.25 trillion of agency MBS that it had previously
established as the maximum for this program. With
Tespect to agency debt, the Committee agreed to reiter-
ate 1ts intention to purchase up to $200 billion of these
secunties. To promote a smooth transition in markets
as these programs concluded, the Committee decided
to gradually slow the pace of both its agency MBS and
agency debt purchases and to extend their completion
through the end of the first quarter of 2010. To keep
inflation expectations well anchored, policymakers
agreed on the importance of the Federal Reserve con-
tinuing to communicate that it has the tools and willing-
ness to begin withdrawing monetary policy accommo-
dation at the appropriate time and pace to prevent any
persistent increase in inflation.

On September 24, the Board of Governors
announced a gradual reduction in amounts to be auc-
tioned under the TAF through January and indicated
that auctions of credit with mamurities longer than
28 days would be phased out by the end of 2009. Usage
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of the TAF had been declining in recent months as
financial market conditions had continued to improve.
The Money Market Investor Funding Facility, which
had been established in October 2008 to help amrest a
mun on money market mumal funds, expired as sched-
uled on October 30, 2009.

At the November 3—4 FOMC meeting, participants
agreed that the incoming information suggested that
economic activity was picking up as anticipated, with
output continuing to expand in the fourth quarter. Busi-
ness mventories were being brought into better align-
ment with sales, and the pace of inventory runoff was
slowing. The gradual recovery in construction of single-
family homes from its extremely low level earlier in
the year appeared to be contimung. Consumer spend-
ing appeared to be nsing even apart from the effects of
fiscal incentives to purchase autos. Financial market
developments over recent months were generally
regarded as supportive of continued economic recovery.
Further, the outlook for growth abroad had improved
since earlier in the year, especially in Asia, auguring
well for U.S. exports. Meanwhile, consumer price infla-
tion remained subdued. In spite of these largely positive
developments, participants at the November meeting
noted that they were unsure how much of the recent
fimmng in final demand reflected the effects of tempo-
rary fiscal programs. Downside risks to economic activ-
ity included continued weakness i the labor market
and its implications for the growth of household mcome
and consumer confidence. Bank credit remamed tight.
Nonetheless, policymakers expected the recovery to
continue in subsequent quarters, although at a pace that
would be rather slow relative to lustorical experience
after severe downtums. FOMC participants noted the
possibility that some negative side effects might result
from the maintenance of very low short-term interest
rates for an extended period, including the possibility
that such a policy stance could lead to excessive nsk-
taking in financial markets or an unanchoring of infla-
tion expectations. The Commuttee agreed that it was
important to remain alert to these risks.

Based on this outlook, the Commuttee decided to
maintamn the target range for the federal funds rate at
0 to % percent and noted that economic conditions,
including low levels of resource utilization, subdued
inflation trends, and stable nflation expectations, were
likely to warrant exceptionally low rates for an extend-
ed period. With respect to the large-scale asset purchase
programs, the Committee reiterated its intention to pur-
chase $1.25 trillion of agency MBS by the end of the
first quarter of 2010. Because of the limited availability
of agency debt and concerns that larger purchases could
impair market functioning, the Committee also agreed

to specify that its agency debt purchases would cumu-
late to about $175 billion by the end of the first quarter,
$25 billion less than the previously announced maxi-
mum for these purchases. The Committee also decided
to reiterate its intention to gradually slow the pace of
purchases of agency MBS and agency debt to promote
a smooth transition in markets as the announced pur-
chases are completed.

On November 17, the Board of Governors announced
that, in light of continued improvement in financial mar-
ket conditions, in January 2010 the maximum matur-
1ty of primary credit loans at the discount window for
depository institutions would be reduced to 28 days
from 90 days.

The information reviewed at the December 15-16
FOMC meeting suggested that the recovery n eco-
nomic activity was gaining momentum. Although the
unemployment rate remained very elevated and capac-
ity utilization low, the pace of job losses had slowed
noticeably since the summer, and mdusmial production
had sustained the broad-based expansion that began in
the third quarter. Consumer spending expanded solidly
m October. Sales of new homes had nsen in October
after two months of little change, while sales of existing
homes continued to increase strongly. Financial market
conditions were generally regarded as having become
more supportive of continued economic recovery during
the intermeeting period. A jump in energy prices pushed
up headline inflation somewhat, but core consumer price
nflation remained subdued. Although some of the recent
data had been better than anticipated, policymakers gen-
erally saw the incoming information as broadly in line
with their expectations for 2 moderate economic recov-
ery and subdued inflation. Consistent with experience
following previous financial crises here and abroad,
FOMC participants broadly anticipated that the pickup
i output and employment would be rather slow relative
to past recoveries from deep recessions.

The Commuttes made no changes to either its large-
scale asset purchase programs or its target range for the
federal funds rate of 0 to % percent and, based on the
outlook for a relatively sluggish economic recovery,
decided to reiterate its anticipation that economic condi-
tions, mchuding low levels of resource utilization, sub-
dued inflation trends, and stable nflation expectations,
were likely to wamrant exceptionally low rates for an
extended period. Committee members and Board mem-
bers agreed that substantial improvements in the fune-
tioning of financial markets had occured: accordingly,
they agreed that the statement to be released following
the meeting should note the anticipated expiration of
most of the Federal Reserve’s special hquidity facilities
on February 1, 2010.
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At the January 26-27 meeting, the Committee
agreed that the incoming information, though mixed.
indicated that overall economic activity had strength-
ened in recent months, about as expected. Consumer
spending was well maintained in the fourth quarter,
and business expenditures on equipment and soft-
ware appeared to expand substantially. However,
the improvement i the housing market slowed, and
spending on nonresidential structures continued to fall.
Recent data suggested that the pace of inventory liqui-
dation dimmished considerably last quarter. providing
a sizable boost to economic actvity. Indeed, mdusmal
production advanced at a solid rate in the fourth quarter.
In the labor market, layoffs subsided noticeably in the
final months of last year, but the unemployment rate
remained elevated and hiring stayed quite limited. The
weakness in labor markets continued to be an important
concern for the Committee; moreover, the prospects for
job growth remained a significant source of uncertainty
in the economuc outlook, particularly in the outlook for
consumer spending. Financial market conditions were
supportive of economic growth. However, net debt
financing by nonfinancial businesses was near zero
in the fourth quarter after declining in the third, con-
sistent with sluggish demand for credit and tight credit
standards and terms at banks. Increases in energy
prices pushed up headline consumer price inflation
even as core consumer price inflation remamed
subdued.

In their discussion of monetary policy for the period
ahead, the Committee agreed that neither the economic
outlook nor financial conditions had changed apprecia-
bly since the December meeting and that no changes to
the Committee’s large-scale asset purchase programs or
to 1ts target range for the federal funds rate of 0 to
Y4 percent were warranted at this meeting. Further,
policymakers reiterated their anticipation that economic
conditions, including low levels of resource utlization,
subdued inflation trends, and stable inflation expecta-
tions, were likely to warrant exceptionally low rates
for an extended period. The Commuttes affirmed its
intention to purchase a total of $1.23 trillion of agency
MBS and about $173 billion of agency debt by the end
of the current quarter and to gradually slow the pace of
these purchases to promote a smooth transition in mar-
kets. Committee members and Board members agreed
that with substantial improvements m mest financial
markets, ncluding interbank markets, the statement
would indicate that on February 1, 2010, the Federal
Reserve was closing several special liquidity facilities
and that the temporary swap lines with foreign central
banks would expire. In addition, the statement would
say that the Federal Reserve was in the process of wind-

ing down the TAF and that the final auction would take
place in March 2010.

On Febmary 1, 2010, given the overall improve-
ment in funding markets, the Federal Reserve allowed
the Primary Dealer Credit Facility, the Term Securities
Lending Facility. the Commercial Paper Funding Facil-
ity, and the Asset-Backed Commercial Paper Money
Market Mutual Fund Liguidity Facility to expire. The
temporary swap lines with foreign cenmal banks were
closed on the same day. On February 18, 2010, the Fed-
eral Reserve announced a further normalization of the
terms of loans made under the pnmary credit facility:
The rate charged on these loans was increased from
%: percent to % percent, effective on February 19, and
the typical maximum maturity for such loans was short-
ened to overmight, effective on March 18, 2010. On the
same day, the Federal Reserve also announced that the
minimum bid rate on the final TAF auction on March §
had been raised to 50 basis points, % percentage point
higher than in previous auctions. The Federal Reserve
noted that the modifications are not expected to lead
to tighter financial conditions for households and busi-
nesses and do not signal any change in the outlook for
the economy or for monetary policy.

Over the course of 2009, the Federal Reserve contin-
ued to undertake initiatives to improve communications
about its policy actions. These initiatives are descnibed
in detail in the box “Federal Reserve Imtiatives to
Increase Transparency.”

Monetary Policy as the Economy
Recovers

The actions taken by the Federal Reserve to support
financial market functioning and provide extraordinary
monetary stimulus to the economy have led to a rapid
expansion of the Federal Reserve’s balance sheet, from
less than $900 billion before the crisis began in 2007

to about $2.3 tmillion currently. The expansion of the
Federal Reserve’s balance sheet has been accompanied
by a comparable increase in the quantity of reserve bal-
ances held by depository nstitutions. Bank reserves are
currently far above their levels prior to the crisis. Even
though, as noted i recent statements of the FOMC,
economic conditions are likely to warrant exception-
ally low rates for an extended period, in due course, as
the expansion matures, the Federal Reserve will need
to begin to tighten monetary conditions to prevent the
development of mflation pressures. That nightening will
be accomplished partly through changes that will affect
the composition and size of the Federal Reserve's bal-
ance sheet. Eventually, the level of reserves and the size
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of the Federal Reserve’s balance sheet will be reduced
substantially.

The Federal Reserve has a number of tools that will
enable 1t to firm the stance of policy at the appropriate
time and to the appropriate degree, some of which do
not affect the size of the balance sheet or the quanity
of reserves. Most importantly, i October 2008 the
Congress gave the Federal Reserve stamtory authorty
to pay interest on banks’ holdings of reserve balances
at Federal Reserve Banks. By increasing the interest
rate paid on reserves, the Federal Reserve will be able
to put significant upward pressure on all short-term
interest rates, because banks will not supply short-term
funds to the money markets at rates significantly below
what they can eam by simply leaving funds on deposit
at the Federal Reserve Banks. Actual and prospective
ncreases m short-term interest rates will be reflected.
in tum, in longer-term interest rates and in financial
conditions more generally through standard ransmis-
sion mechanisms, thus preventing inflationary pressures
from developing.

The Federal Reserve has also been developing a
number of additional tools that will reduce the quantty
of reserves held by the banking system and leadto a
tighter relationship between the interest rate that the
Federal Reserve pays on banks’ holdings of reserve bal-
ances and other short-term interest rates. Reverse repur-
chase agreements (reverse repos) are one such tool: m
areverse repo, the Federal Reserve sells a security to a
counterparty with an agreement to repurchase it at some
specified date in the future. The counterparty’s pay-
ment to the Federal Reserve has the effect of draming
an equal quantity of reserves from the banking system.
Recently, by developing the capacity to conduct such
transactions in the triparty repo market, the Federal
Reserve has enhanced its ability to use reverse repos to
absorb very large quantities of reserves. The capabil-
ity to camy out these transactions with pnmary dealers,
using the Federal Reserve’s holdings of Treasury and
agency debt secunities, has already been tested and
15 currently available if and when needed. To further
increase its capacity to drain reserves through reverse
repos, the Federal Reserve is also in the process of
expanding the set of counterparties with which it can
transact and 1s developing the infrastructure neces-
sary to use its MBS holdings as collateral in these
transactions.

As a second means of draining reserves, the Federal
Reserve is also developing plans to offer to depository
istirutions term deposits, which are roughly analo-
gous to certificates of deposit that the mstitutions offer
to their customers. The Federal Reserve would likely
offer large blocks of such deposits through an auction

mechanism. The effect of these transactions would be
to convert a portion of depository instirutions holdings
of reserve balances into deposits that could not be used
to meet depository mstiutions’ very short-term liquidity
needs and could not be counted as reserves. The Federal
Reserve published m the Federal Regisrer a proposal
for such a term deposit facility and is in the process

of reviewing the public comments received. After a
revised proposal is approved by the Board, the Federal
Reserve expects to be able to conduct test ransactions
mn the spring and to have the facility available if neces-
sary shortly thereafter. Reverse repos and the deposit
facility would together allow the Federal Reserve to
drain hundreds of billions of dollars of reserves from
the banking system quite quickly should it choose to
dose.

The Federal Reserve also has the option of redeem-
ing or sellmg securities as a means of applying mon-
etary restraint. A reduction in securities holdings would
have the effect of further reducing the quantity of
reserves in the banking system as well as reducing the
overall size of the Federal Reserve’s balance sheet. It
would likely also put at least some direct upward pres-
sure on longer-term yields.

The Treasury’s temporary Supplementary Finane-
ing Program (SFP)—through which the Treasury issues
Treasury bills to the public and places the procesdsn a
special deposit account at the Federal Reserve—could
also be used to drain reserves and support the Federal
Reserve’s control of short-term interest rates. However,
the use of the SFP must be compatible with the Trea-
sury’s debt-management objectives. The SFPisnota
necessary element in the Federal Reserve’s set of tools
to achieve an appropriate monetary policy stance in the
furure; snll, any amount outstanding under the SFP will
result in a corresponding decrease in the quantity of
reserves in the banking system, which could be helpful
in the Federal Reserve’s conduct of policy.

The exact sequence of steps and combination of
tools that the Federal Reserve chooses to employ as
1t exits from 1ts curent very accommodative policy
stance will depend on economic and financial develop-
ments. One possible trajectory would be for the Federal
Reserve to continue to test its tools for draining reserves
on a linuted basis i order to further ensure prepared-
ness and to give market participants a period of time to
become familiar with their operation. As the time for
the removal of policy accommodation draws near, those
operations could be scaled up to dram more-significant
volumes of reserve balances to provide tighter control
over short-term interest rates. The actual firming of
policy would then be implemented through an increase
in the mrerest rate paid on reserves. If economic and
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Federal Reserve Initiatives to Increase Transparency

Transparency is a key tenet of modern central
banking both because it contributes impor-
tantly to the accountability of central banks o
the government and the public and because it
can enhance the effectiveness of central banks
in achieving their macroeconomic objectives.
In recognition of the importance of transpar-
ency, the Federal Reserve has provided detailed
information on the nontraditional policy actions
taken to address the financial crisis, and gener-
ally aims to maximize the amount of information
it can provide to the public consistent with its
broad policy objectives,

The Federal Reserve has significantly
enhanced its transparency in a number of impor-
tant dimensions over recent years. On matters
related tothe conduct of monetary policy, the
Federal Reserve has long been one of the most
transparent central banks in the world. Following
each of its meetings, the Federal Open Market
Committea (FOMC) releases gatements that
provide a rationale for the policy decision, along
with a record of the Committee's vote and expla-
nations for any dissents. In addition, detailed
minutes of each FOMC meeting are made public
three weeks following the meeting. The minutes
provide a great deal of information about the
range of policymakers’ views on the economic
situation and outlook as well as on their deliber-
ations about the appropriate stance of monetary
policy. Recently, the Federal Reserve further
advanced transparency by initiating a quarterly
Summary of Economic Projections of Federal
Reserve Board members and Reserve Bank prasi-
dents. These projections and the accompanying
summary analysis contain detailed information
regarding policymakers’ views about the future

path of real gross domestic product, inflation,
and unemployment, including the long-un
values of these variables assuming appropriate
monetary policy.’

During the financial crisis, the Federal
Reserve implemented a number of credit
and liquidity programs to support the functioning
of key financial markets and institutions
and took complementary steps Lo ensure
appropriate transparency and accountability
in operating these programs. The Board's
weekly H.4.1 statistical release has been greatly
expanded to provide detailed information on
the Federal Reserve’s balance sheet and the
operation of the various credit and liquidity facil-
ities.? The release is closely watched in financial
markets and by the public for nearly real-time
information on the evolution of the Federal
Reserve's balance sheet.

The Federal Reserve also developed a pub-
lic website tocused on its credit and liquidity
programs that provides background informa-
ticn on all the facilities.” In additicn, starting in
December 2008 the Federal Reserve has issued
bimonthly reports to the Congress in fulfillment
of section 129 of the Emergency Economic Stabi-

1. FOMC statements and minutes, he Summary of
Economic Projections, and other related Information are
avallable cn the Federal Resaive Board's webdte, Ses
Board of Govarnors of the Fedaral Resane System, “Federal
Cpen Market C " wWebpag ve.gow’
monetarypal .

2. Boara of Governors of the Federal Reserve System, Sta-
tistical Retease H 4.1, “Factors Arleglng aegm Balances,”

wabpage, 9 !
s.pgw of Governars of the Faderal Reserve System,

“Craait and Liquidity Programs and the Balance Sneet,” wet-

page, wvew federalresaive. govimonetarpolicy ba nm.

financial developments were to require a more rapid
exit from the current highly accommodative policy,
however, the Federal Reserve could increase the interest
rate on reserves at about the same time it commences
draining operations.

The Federal Reserve currently does not anticipate
that it will sell any of its securities holding in the near
term, at least until after policy tightening has gotten
under way and the economy is clearly in a sustainable
recovery. However, to help reduce the size of its bal-
ance sheet and the quantity of reserves, the Federal
Reserve 15 allowing agency debt and MBS to nm off
as they mature or are prepaid. The Federal Reserve is
rolling over all maturing Treasury securities, but in the

furure it might decide not to do so in all cases. In the
long run, the Federal Reserve anticipates that its bal-
ance sheet will shrink toward more hustonically normal
levels and that most or all of its securities holdings will
be Treasury securities. Although passively redeeming
agency debt and MBS as they mature or are prepaid
will move the Federal Reserve in that direction, the
Federal Reserve may also choose to sell secunties in
the future when the econonuc recovery is sufficently
advanced and the FOMC has determined that the asso-
clated financial tightening is warranted. Any such sales
would be gradual, would be clearly communicated to
market participants, and would entail appropriate con-
sideration of economic conditions.
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lization Act of 2008; in Octcber 2009, the Fed-
eral Reserve began incorporating these reports
into its monthly report on credit and liquidity
programs and the balance sheet. The monthly
report, which is available on the Federal
Reserve's website, provides more-detailed infor-
mation on the full range of credit and liquidity
programs implemented during the crisis. This
repoit includes data on the number and types
of borowers using various facilities and on the
types and value of collateral pledged; informa-
tion on the assets held in the so-called Maiden
Lane facilities—created to acquire certain assets
of The Bear Stearns Companies, Inc., and of
American International Group, Inc. (AIG}—and
in other special lending facilities; and quarterly
financial statements tor the Federal Reserve Sys-
tem. Furthermore, the monthly reports provide
detailed information on all of the programs that
rely on emergency lending authorities, including
the Federal Reserve's assessment of the expected
cost to the Federal Reserve and the ULS. tax-
payer of various Federal Reserve programs
implemented during the crisis, To provide fur-
ther transparency regarding its transactions with
AIG, the Federal Reserve recently indicated that
it would welcome a full review by the Govem-
ment Acccuntability Office of all aspects of the
Federal Reserve’s involvement with the exten-
sion of cradit to AIG £

a.ﬂmgﬁmwmﬁormrm Hesemeiy:rl. Fea
el Reserve Sydem. mm&mm war;
Mmmms&%
Gowermors).

5. Ben S Bamanke (20105, tetter to Gane L Dodaso,
lanuary 19, vawwlederalressrve govimonetanypolicy e/
latter_alg_20100119,p,

The Federal Reserve has also been transpar-
ent about the management of its programs.
Various programs employ private-sector firms
as purchasing and settlernent agents and to
perdfom other functions; the contracts for all
of these vendor arrangements are available
on the website of the Federal Reserve Bank of
New York # Morecwer, the Federal Reserve has
recently begun to publish detailed CUSIP-num-
ber-level data regarding its holdings of Treasury,
agency, and agency momtgage-backed securi-
ties; these data provide the public with precise
infermation about the maturity and asset com-
pasition of the Federal Reserve’s sacurities hold-
ings.” On January 11, 2010, the Federal Reserve
Bank of New York published a revised policy
goveming the designation of primary dealers ®
An important motivation in issuing revised guid-
ance in this area was tomake the process for
becoming a primary dealer more transparent.

6. Faceral Resarve Bank of New York, “\endar mml

lien,” webpae, y | orglabouttr (i
Information. im 1.

7. Faderal Reserve Bank of New York, “System Open
Market Accourt Holdings,” Wi nEwyorkled,

webpage,
markets/somalsyscpen_accholdings.mm,

CLISIP Is the abteeviation for Committes on Uniform Sacu-
rities Identincation Frocecures. A CUSIP number (dentifies
most securfies, Inchuding tocks of al ragistered LS. and
Canadlan companies and U S, govemment and municipal
bonds. The CUSIP system—aoumed by the American Barkars
Associaticn and operated by Sandard & Poce s—faciltates
e claaring and setilement process of securilies,

8. Fackral Resarve Bank of New York {2010), "New York
Feed Publishes Revised Policy for Administration of Primary
Deater Relationships,” press release, lanuary 11, winw.

'y
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As aresult of the very large volume of reserves in
the banking syster, the level of activity and liqudity
in the federal funds market has declined considerably,
raising the possibility thar the federal funds rate could
for a time become a less reliable indicator than usual of
conditions in short-term money markets. Accordingly,
the Federal Reserve is considering the utility. during
the transition to a more normal policy configuration, of
communicating the stance of policy in terms of another
operating target, such as an altemative short-term inter-
estrate. In particular, 1t 15 possible that the Federal
Reserve could for a time use the interest rate paid on

reserves, in combination with targets for reserve quanti-
ties, as a guide to its policy stance, while simultane-
ously monitoring a range of market rates. No decision
has been made on this 1ssue, and any deliberation will
be gwided in part by the evolution of the federal funds
market as policy accommodation is withdrawn, The
Federal Reserve anticipates that 1t will evenmally retun
to an operating framework with much lower reserve
balances than at present and with the federal funds rate
as the operating target for policy.
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Part 4

Summary of Economic Projections

The following material appeared as an addendum to
the minutes of the January 26-27, 2010, meeting of the
Federal Open Market Commitice.

In conjunction with the January 26-27, 2010, FOMC
meeting, the members of the Board of Govemors and
the presidents of the Federal Reserve Banks, all of
whom participate in deliberations of the FOMC, sub-
mitted projections for ourput growth, unemployment,
and mfiation for the years 2010 to 2012 and over the
longer run. The projections were based on information
available through the end of the meeting and on each
participant’s assumptions about factors likely to affect
economic outcomes, including his or her assessment of
appropnate monetary policy. “Appropriate monetary
policy” is defined as the future path of policy that the
participant deems most likely to foster outcomes for
economic activity and inflation that best sansfy his or
her mterpretation of the Federal Reserve’s dual objec-
tives of maximum employment and stable prices.
Longer-mun projections represent each participant’s
assessment of the rate to which each vaniable would be
expected to converge over time under appropriate mon-
etary policy and i the absence of further shocks.
FOMC participants’ forecasts for economic activ-
ity and inflation were broadly sinlar to their previous

projections, which were made in conjunction with the
November 2009 FOMC meeting. As depicted in fig-
ure 1, the economic recovery from the recent recession
was expected to be gradual, with real gross domestic
product (GDP) expanding at a rate that was only mod-
erately above participants’ assessment of its longer-run
sustainable growth rate and the unemployment rate
declining slowly over the next few years. Most par-
ticipants also anticipated that inflation would remain
subdued over this period. As indicated in table 1, a few
participants made modest upward revisions to their
projections for real GDP growth m 2010. Bevond 2010,
however, the contours of participants’ projections for
economic activity and mflation were little changed,
with participants confinuing to expect that the pace of
the economic recovery will be restrained by household
and business uncertainty, only gradual improvement

in labor market conditions, and slow easing of credit
conditions in the banking sector. Participants generally
expected that it would take some time for the economy
to converge fully to its longer-run path—characterized
by a sustainable rate of output growth and by rates of
employment and inflation consistent with their mterpre-
tation of the Federal Reserve’s dual objectives—with

a sizable mimonty of the view that the convergence
process could take more than five to six years, Asin

Table 1. Econonuc projections of Federal Reserve Govemors and Reserve Bank presidents, January 2010
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Fizwre 1. Central tendencies and ranges of economic projections, 2010-12 and over the longer un
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November, nearly all participants judged the nisks to
their growth outlook as generally balanced, and most
also saw roughly balanced risks sumounding their inffa-
tion projections. Participants continued to judge the
uncertainty swrounding their projections for economic
activity and inflation as unusually high relative to his-
torical norms.

The Outlook

Participants’ projections for real GDP growth in 2010
had a central tendency of 2.8 to 3.5 percent, a somewhat
narrower interval than in November. Recent readings on
consumer spending, mndustral production, and business
outlays on equipment and software were seen as broad-
ly consistent with the view that economic recovery

was under way, albeit at a moderate pace. Businesses
had apparently made progress in bringing their mven-
tory stocks into closer alignment with sales and hence
would be likely to raise production as spending gained
further momentum. Participants pointed to a number

of factors that would support the continued expansion
of economic activity, including accommodative mon-
etary policy, ongoing improvements in the conditions
of financial markets and mstitutions, and a pickup i
global economic growth, especially in emerging market
economies. Several participants also noted that fiscal
policy was currently providing substantial support to
real activity, but said that they expected less impetus

to GDP growth from this factor later in the year. Many
participants indicated that the expansion was likely to
be restrained not only by finns’ caution in hirmg and
spending in light of the considerable uncertamty regard-
ing the economic outlook and general business condi-
tions, but also by limired access to credit by small busi-
nesses and consumers dependent on bank-mmtermediated
finance.

Looking further ahead, participants’ projections
were for real GDP growth to pick up in 2011 and 2012;
the projections for growth in both vears had a central
tendency of about 3%: to 4%: percent. As in November,
participants generally expected that the continued repair
of household balance sheets and gradual improvements
n credit availability would bolster consumer spending.
Responding to an improved sales outlook and readier
access to bank credit, businesses were likely to increase
production to rebuild their mventory stocks and
mncrease their outlays on equipment and software. In
addition, improved foreign economic conditions were
viewed as supporting robust growth in U.S. exports.
However, participants also indicated that elevated
uncertainty on the part of households and businesses

and the very slow recovery of labor markets would like-
ly restrain the pace of expansion. Moreover, although
conditions in the banking system appeared to have
stabilized, distress in commercial real estate markets
was expected to pose nsks to the balance sheets

of banking institutions for some time, thereby contmib-
uting to only gradual easing of credit conditions for
many households and smaller firms. In the absence

of further shocks, participants generally anticipated
that real GDP growth would converge over time to

an annual rate of 2.5 to 2.8 percent, the longer-nun
pace that appeared to be sustainable in view of expect-
ed demographic trends and improvements in labor
productivity.

Participants anticipated that labor market conditions
would improve only slowly over the next several years.
Their projections for the average unemployment rate
in the fourth quarter of 2010 had a cenmal tendency of
9.5 t0 9.7 percent, only a Little below the levels of about
10 percent that prevailed late last year. Consistent with
their outlook for moderate output growth, participants
generally expected that the unemployment rate would
decline only about 2%: percentage points by the end
of 2012 and would still be well above its longer-nun
sustainable rate. Some parnicipants also noted that con-
siderable uncertainty surrounded their estimates of the
productive potential of the economy and the sustainable
rate of employment, owing partly to substantial cngo-
ng structural adjustments in product and labor markets.
Nonetheless, participants’ longer-run unemployment
projections had a central tendency of 5.0 to 5.2 percent,
the same as in November.

Most participants anticipated that inflation would
remain subdued over the next several years. The central
tendency of their projections for personal consumption
expenditures (PCE) inflation was 1.4 to 1.7 percent
for 2010, 1.1 to 2.0 percent for 2011, and 1.3 to
2.0 percent for 2012. Many participants anticipated
that global economic growth would spur increases
n energy prices, and hence that headline PCE infla-
tion would run slightly above core PCE mflation over
the next year or rwo. Most expected that substantial
resource slack would continue to restrain cost pressures,
but that inflation would nise gradually toward their
individual assessments of the measured rate of inflation
judged to be most consistent with the Federal Reserve’s
dual mandate. As in November, the central tendency
of projections of the longer-run inflation rate was
1.7 to 2.0 percent. A majority of participants anticipated
that inflation in 2012 would stll be below their assess-
ments of the mandate-consistent inflation rate, while the
remainder expected that inflation would be at or shightly
above its longer-run value by that time.
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Uncertainty and Risks

Nearly all participants shared the judgment that their
projections of future economic activity and unemploy-
ment continued to be subject to greater-than-average
uncertainty.” Participants generally saw the risks to
these projections as roughly balanced. although a few
indicated that the nsks to the unemployment outlook
remained tilted to the upside. As m November, many
participants highlighted the difficulties inherent m
predicting macroeconomic outcomes in the wake of 2
financial crisis and a severe recession. In addition, some
pointed 1o uncertainties regarding the extent to which
the recent rn-up m labor productivity would prove to
be persistent, while others noted the risk that the dete-
riorating performance of commercial real estate could
adversely affect the still-fragile state of the banking sys-
tem and restramn the growth of output and employment
OVer coming quarters.

As in November, most participants continued to see
the uncertainty surrounding their inflation projections
as higher than historical norms. However, a few judged
that uncertainty in the outlook for iflation was about in
line with typical levels, and one viewed the uncertainty
surrounding the inflation outlook as lower than average.
Nearly all participants judged the risks to the inflation
outlook as roughly balanced; however, two saw these
risks as tilted to the upside, while one regarded the
risks as weighted to the downside. Some participants
noted that inflation expectations could dnft downward
in response to persistently low mfiation and contmued
slack in resource utilization. Others pointed to the
possibility of an upward shift in expected and actual
inflation, especially if extraordinanly accommoda-
five monetary policy measures were not unwound m a
timely fashion. Participants also noted that an accelera-
tion in global economic activity could induce a surge in
the prices of energy and other commodities that would
place upward pressure on overall inflation.

Diversity of Views

Figures 2.A and 2.B provide further details on the
diversity of participants’ views regarding the likely
outcomes for real GDP growth and the unemployment

19. Table 2 provides estimates of forecast uncertainry for the
change in real GDP, the unemployment rate, and total consumer
price inflation over the perod from 1989 ro 2008, At the end of this
stumnmary, the box “Forecast Uncemainry™ discusses the sources and
interpresation of uncenainty in economuc forecasts and explains the
approach used to assess the uncerainry and nisk antending parnici-
pants’ projections.

Table 2. A\mge histerieal projection emor ranges
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rate in 2010, 2011, 2012, and over the longer run. The
distnbution of participants’ projections for real GDP
growth this year was slightly narrower than the dis-
mbution of their projections last November, but the
distnbutions of the projections for real GDP growth in
2011 and in 2012 were little changed. The dispersion
in participants’ output growth projections reflected,
among other factors, the diversity of their assessments
regarding the current degree of underlying momentum
I economic activity, the evolution of consumer and
business sentiment, and the likely pace of easing of
bank lending standards and terms. Regarding partici-
pants’ unemployment rate projections, the distribution
for 2010 narrowed shightly, but the distnbutions of their
unemployment rate projections for 2011 and 2012 did
not change appreciably. The dismbutions of partici-
pants’ estimates of the longer-run sustainable rates of
output growth and unemployment were essentially the
same as in November.

Figures 2.C and 2.D provide corresponding informa-
tion about the diversity of participants’ views regard-
mg the inflation outlook. For overall and core PCE
nflation, the distributions of participants’ projections
for 2010 were nearly the same as in November. The
distnbutions of overall and core inflation for 2011
and 2012, however, were noticeably more nightly con-
centrated than in November, reflecting the absence of
forecasts of especially low mflation. The dispersion in
participants’ projections over the next few years was
mainly due to differences in their judgments regarding
the determinants of inflation, including their estimates
of prevailing resource slack and their assessments of the
extent to which such slack affects actual and expected
mflation. In contrast, the relatively tight distnibution of
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participants” projections for longer-ran inflation tlus- ~ Reserve’s dual objectives of maximum employment and
trates their substantial agreement about the measured ~ stable prices.
rate of inflation that is most consistent with the Federal
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Fizure 2.4 Distribution of participants’ projections for the change in real GDP, 2010-12 and over the longer run
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Figure 2.B. Distribution of participants’ g ions for the ploy rate, 2010-12 and over the longer nn
Numbes of pasticipants
_ w0 )
@ Jamary
— — N projections

4E 50 32 54 36 IX 60 62 64 A6 6E T TL TA 76 TH RO L
53 53 7 &3 &

449 5 FE R | 4% A7 69 T1 3 TS 1T TS 21 13
Parceatranze
St of b
_wn —M
- —_n
= —10

I
SRR ERNENe I RET

PR RN INEE
Percent mnge

Nambr of pstiipast

_wn —u
— —n
= —10
- — 8
- — ¢
= ool —_
2

= CIEIEE I E J
ARl R R R TR ORI i Sl R R
Percent range

Nmber of paricipants

=1 _— — |
R R I R
Parcent range
Wore: Defininors of vanables are in the peceral pote to table 1,




105

50 Monetary Policy Report to the Congress O February 2010

Figure 2.C. Distitbution of participants’ projections for PCE inflation, 2010-12 and over the longer mun
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Fizure 2.D. Distribution of participants’ projections for core PCE inflation, 2010-12
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Forecast Uncertainty

Tha economic projections provided by the
members of the Beard of Govemors and the
presidents of the Federal Reserve Banks inform
discussions of monetary policy among policy-
makers and can aid public understanding of the
basis for policy actions, Considerable uncer-
tainty attends these projections, however, The
economic and statidtical models and relation-
ships used to help produce economic forecasts
are necessarily imperfect descriptions of the real
world. And the future path of the economy can
be affected by myriad unfcreseen developments
and events. Thus, in stting the stance of mon-
etary policy, participants consider not anly what
appears to be the mast likely economic outcome
a5 embodied in their projections, but also the
range of alternative pessibilities, the likelihood
of their occurring, and the patential cods to the
economy should they cccur,

Table 2 summarizes the average historical
accuracy of a range of forecasts, including those
reported in past Monetary Policy Reports and
thase prepared by Federal Reserve Board daff
inadvance cf meetings of the Federal Open
Market Committee, The projection errce ranges
shown in the table illustrate the considerable
uncertainty asscciated with economic forecasts,
For example, suppose a paticipant projects that
real gross domestic product (GDP) and total
consumer prices will rise steadily at annual rates
of, respectively, 3 percent and 2 percent. If the
uncertainty attending those projections is simi-

larto that experienced in the past and the risks
around the projections are broadly balancad,
the numbers reported in table 2 would imply a
probability cf about 70 percent that actual GDP
would expand within arange of 1.7to 4.3 per-
cent in the cument year, 1.5 to 4.5 percent in the
second year, and 1.4 to 4.6 percent in the third
year, The comesponding 70 percent confidence
intervals for overall inflation would be 1.1 to
2.9 percent in the current year and 1010
3,0 percent in the second and third years.
Because current conditions may differ from
those that prevailed, on average, over histcry,
participants provide judgments as to whether the
uncertainty attached to their projections of each
variable is greater than, smaller than, or broadly
similar to typical levels of forecast uncertainty
in the past as shown in table 2. Participants also
provide judaments as to whether the risks to
their projections are weighted to the upside, are
weightad to the downside, cr are broadly bal-
anced. That is, participants judge whether each
variable is mare likely to be above o below
their projecticns of the modt likely cutcome.
These judgments about the uncertainty and the
risks attending each participant’s projections are
distinct from the diversity of participants' views
about the mast likely outcomes. Forecast uncer-
tainty is concerned with the ricks associated
with a particular projection rather than
with divergences across a number of different
projections,
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Abbreviations

ABS asset-backed securities

AIG American Intemational Group, Inc.

ARRA American Recovery and Remvestment Act

(DS credit default swap

C&l commercial and industrial

CMBS commercial mortgage-backed secunties

CRE commercial real estate

Credit CARD

Act Credit Card Accountability Responsibility and Disclosure Act
CUSIP Committee on Uniform Secunties Identification Procedures
ECB European Central Bank

E&S equpment and software

FAS Financial Accounting Standards

FDIC Federal Deposit Insurance Corporation

FHA Federal Housing Administration

FOMC Federal Open Market Comumittes; also, the Commttee
GDP gross domestic product

GSE government-sponsored enterprise

Libor London interbank offered rate

LLC limited liability company

MBS mortgage-backed securities

NFIB National Federation of Independent Business

NIPA national income and product accounts

oIS overnight index swap

PCE personal consumption expenditures

Tepo repurchase agreement

SCAP Supervisory Capital Assessment Program

SFP Supplementary Financing Program

SLOOS Senior Loan Officer Opinion Survey on Bank Lending Practices
TAF Term Auction Facility

TALF Term Asset-Backed Secunities Loan Facility

TARP Troubled Asset Relief Program

TIPS Treasury inflation-protected securities
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM BEN S. BERNANKE

Emergency Lending Under Section 13(3)

Q.l.a. Charles Plosser, President of the Federal Reserve Bank of
Philadelphia, stated in a recent speech his belief that the Fed’s
emergency 13(3) lending authority should be either eliminated or
severely curtailed (“The Federal Reserve System: Balancing Inde-
pendence and Accountability,” presented February 17, 2010 by
President Plosser to the World Affairs Council of Philadelphia). He
stated:

I believe that the Fed’s 13(3) lending authority should be either eliminated

or severely curtailed. Such lending should be done by the fiscal authorities

only in emergencies and, if the Fed is involved, only upon the written re-

quest of the Treasury. Any non-Treasury securities or collateral acquired by

the Fed under such lending should be promptly swapped for Treasury secu-

rities so that it is clear that the responsibility and accountability for such

lending rests explicitly with the fiscal authorities, not the Federal Reserve.

To codify this arrangement, I believe we should establish a new Fed-Treas-

ury Accord. This would eliminate the ability of the Fed to engage in ‘bail-

outs’ of individual firms or sectors and place such responsibility with the

Treasury and Congress, squarely where it belongs.

Do you agree with President Plosser?

A.l.a Since the fall of 2008, I have advocated that Congress estab-
lish a statutory resolution regime that provides a workable alter-
native to Government bailouts and disorderly bankruptcies. With
enactment of a workable resolution regime for systemically impor-
tant firms, I have also called for removal of the Federal Reserve’s
authority under section 13(3) to extend credit to troubled non-
banking entities.

However, 1 believe that it would be appropriate for the Federal
Reserve to retain the authority to lend to establish broad market-
based credit facilities in unusual and exigent circumstances. In ex-
ceptional circumstances the preservation of financial stability may
require that the Federal Reserve have the authority to provide li-
quidity to restart or encourage markets to operate, thereby pro-
viding liquidity needed to allow households, small businesses, de-
positors and others access to working liquid markets. The need for
such authority was fully evident during the financial crisis, when
preventing a financial catastrophe required that the Federal Re-
serve provide liquidity to money market mutual funds, primary
dealers, the commercial paper market, and the market for student
loans, credit card loans, small business loans and the commercial
real estate market.

Q.1.b. Do you believe that modifications to Section 13(3) of the
Federal Reserve Act would be useful in clarifying emergency re-
sponses of various branches of government to financial crises? If so,
what modifications do you believe would be most useful?
A.1.b. Apart from a possible elimination of the authority to lend to
single firms (as discussed above), I do not believe that significant
modifications to section 13(3) are necessary or appropriate. The
Federal Reserve has historically been extremely cautious in using
the section 13(3) authority.

Prior to the recent financial crisis, the Federal Reserve had au-
thorized the extension of credit under section 13(3) in only one cir-
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cumstance since the Great Depression and had not in fact extended
credit under this section since the 1930s.

During this financial crisis, the Federal Reserve worked closely
with the Department of the Treasury before exercising authority
under section 13(3). We believe this consultation is important and
appropriate and would not object to a statutory provision requiring
consultation with or approval by the Secretary of the Treasury
prior to authorizing an extension of credit under section 13(3).

Q.1.c. Do you favor the establishment of a new Fed-Treasury Ac-
cord to provide greater distinction between fiscal policy actions and
lender-of-last resort actions taken by the Federal Reserve in an
emergency?

A.l.c. The Federal Reserve and the Treasury have an accord that
sets forth the principles applied by each in addressing the current
crisis. We would favor a legislative provision allowing the Federal
Reserve to transfer to the Treasury obligations that, while acquired
in the course of Federal Reserve action as the lender of last resort,
become fiscal obligations more appropriately managed by the
Treasury Department. We would be happy to work with you on de-
veloping this type of approach.

Interest on Reserves

Q.2. Congress provided the authority to pay interest on reserves to
the Board of Governors of the Federal Reserve, and not the Federal
Open Market Committee (FOMC). Similarly, the Board of Gov-
ernors, and not the FOMC, has authority over setting the discount
rate and reserve requirements. According to minutes of the Janu-
ary 26-27, 2010, FOMC meeting, the interest rate paid on excess
reserve balances (the IOER rate) is one of the tools available to
support a gradual return to a more normal monetary policy stance.
Quoting from the minutes:

Participants expressed a range of views about the tools and strategy for re-

moving policy accommodation when that step becomes appropriate. All

agreed that raising the IOER rate and the target for the Federal funds rate
would be a key element of a move to less accommodative monetary policy.

e Are there any possible future conflicts or difficulties that you
could imagine might arise from having the Federal Reserve’s
target for the Federal funds rate determined by the FOMC
while the IOER and discount rate are determined by the Board
of Governors?

e As it moves toward a more normal monetary policy stance, the
Federal Reserve may use the IOER rate to help manage re-
serve balances. If the IOER rate, rather than a target for a
market rate, becomes an indicator of the stance of monetary
policy for a time, will the balance of power over monetary pol-
icy between the FOMC and the Federal Reserve Board change?

A.2. As you know, the Congress has assigned to the Board the re-
sponsibility for determining the rate paid on reserves. Although the
Federal Open Market Committee (FOMC) by law is responsible for
directing open market operations, the Congress has also assigned
to the Board the responsibility for determining certain other impor-
tant terms that are relevant for the conduct of monetary policy—
for example, the Board “reviews and determines” the discount rates
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that are established by the Federal Reserve Banks; the Federal
Open Market Committee has no statutory role in setting the dis-
count rate. Similarly, the Board sets reserve requirements subject
to the constraints established by the Congress; the Federal Open
Market Committee has no statutory role in setting reserve require-
ments.

For many years, the Board and the FOMC have worked colle-
gially and cooperatively in setting the discount rate, the Federal
funds target rate, and other instruments of monetary policy. I am
convinced that the Board and the FOMC will continue to work co-
operatively in the future in adjusting all of the instruments of mon-
etary policy.

Monetary Policy and Fiscal Policy Distinction

Q.3.a. Several regional Federal Reserve bank presidents have ex-
pressed concern that actions taken by the Fed, many under Section
13(3) authority, were actions to channel credit to specific firms or
specific segments of financial markets and the economy. The con-
cern is that some actions amounted to fiscal, and not lender of last
resort, policies. Moreover, in a March 23, 2009 joint press release,
the Fed and the Treasury stated the following:

The Federal Reserve to avoid credit risk and credit allocation

The Federal Reserve’s lender-of-last-resort responsibilities involve lending
against collateral, secured to the satisfaction of the responsible Federal Re-
serve Bank. Actions taken by the Federal Reserve should also aim to im-
prove financial or credit conditions broadly, not to allocate credit to nar-
rowly defined sectors or classes of borrowers. Government decisions to influ-
ence the allocation of credit are the province of the fiscal authorities.

In accord with the joint statement, should the Fed’s stock of
agency debt and mortgage-backed securities along with its Maiden
Lane holdings be swapped for Treasury securities, thereby trans-
parently placing the channeling of credit support to the housing
sector firmly in the hands of fiscal authorities?

A.3.a. The Federal Reserve’s purchases of agency debt and mort-
gage-backed securities, and the credit it has extended to the Maid-
en Lane entities, arose for different reasons and deserve different
treatment.

The primary purpose of the Federal Reserve’s purchases of secu-
rities issued or guaranteed by Federal agencies was a monetary
policy response intended to support the overall economy by pro-
viding support to the mortgage and housing sectors. The Federal
Reserve believes that in routine circumstances the modes of gov-
ernment support for the housing sector should be determined by
the Congress and carried out through agencies other than the Fed-
eral Reserve.

For that reason, the Federal Reserve in recent decades mini-
mized its participation in the agency securities markets. However,
the highly strained financial market conditions of the past few
years prevented the Federal Reserve’s monetary policy actions to
lower interest rates from being fully transmitted to housing mar-
kets, as would have happened in more normal times, and the Fed-
eral Reserve’s ability to lower short-term interest rates further was
constrained after short-term rates were lowered to essentially zero.



112

In the circumstances, the Federal Reserve initiated a program to
purchase agency debt and mortgage-backed securities.

The credit extensions to AIG and the Maiden Lane entities rep-
resent exercise of the Federal Reserve’s authority as lender of last
resort. The Treasury Department is better suited to make the pol-
icy and management decisions that attend the longer term relation-
ship with a nonbanking firm that requires government assistance.
Accordingly, the Federal Reserve would support a transfer to the
Treasury of its AIG and Maiden Lane credits. The issues regarding
a possible swap of agency debt and MBS securities for Treasury se-
cur(iities are somewhat more complex and would require careful
study.

Q.3.b. The Fed has purchased over $1 trillion of agency mortgage-
backed-securities and intends to complete purchases of $1.25 tril-
lion of those securities by the end of March. To help finance those
purchases, the Fed uses supplemental borrowing from the Treasury
and issues interest-bearing reserve balances. In effect, the Fed is
borrowing from the public, including banks, with promises to repay
the borrowed sums plus interest. The Fed will continue that bor-
rowing in order to hold on to its mortgage-backed securities until
those assets gradually decline as they mature or are prepaid or
sold. When the Fed effectively finances an enormous portfolio hold-
ing of a specific class of assets using interest bearing debt issued
to the public, how is that not a fiscal policy exercise?

A.3.b. Monetary policy and fiscal policy are different tools that both
can be used to stimulate the economy. The purpose of the Federal
Reserve’s large-scale asset purchases was primarily to apply macro-
economic stimulus by lowering longer-term interest rates and by
improving financial market functioning; fiscal policy applies stim-
ulus by adjusting overall government spending or revenues. Be-
cause the Federal Reserve’s large-scale asset purchases involved
changes in the central bank’s balance sheet—and, in particular, the
creation of a large volume of reserves, it is clear that the purchases
were a monetary policy action. Moreover, the Federal Reserve’s de-
cision to purchase a large volume of longer-term assets in the crisis
was consistent with its statutory mandate to promote maximum
employment and price stability, and it was clearly supported by its
statutory authorities. These transactions can and will be unwound
in a manner consistent with these same mandates.

Systemic Risk Regulation

Q.4.a. Your February 25, 2010, testimony identifies that the Fed
is making fundamental changes in its supervision of bank holding
companies to, in your words, “incorporate a macroprudential per-
spective that goes beyond the traditional focus on safety and sound-
ness of individual institutions.”

Could you precisely define what you mean by a “macroprudential
perspective,” and what metrics guide that perspective?
A.4.a. Our supervisory approach should better reflect our mission,
as a central bank, to promote financial stability. As was evident in
the financial crisis, complex, global financial firms can be pro-
foundly interconnected in ways that can threaten the viability of
individual firms, the functioning of key financial markets, and the
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stability of the broader economy. A macroprudential perspective re-
quires a more system-wide approach to the supervision of system-
ically critical firms that considers the interdependencies among
firms and markets that have the potential to undermine the sta-
bility of the financial system. To that end, we have supported the
creation of a council of regulators that would gather information
from across the financial system, identify and assess potential risks
to the financial system, and work with member agencies to address
those risks.

In our own supervisory efforts, we are reorienting our approach
to some of the largest holding companies to better anticipate and
mitigate systemic risks. For example, we expect to increase the use
of horizontal reviews, which focus on particular risks or activities
across a group of banking organizations. In doing so, we have
drawn on our experience with the Supervisory Capital Assessment
Program (SCAP), in which the Federal Reserve led a coordinated
effort by the bank supervisors to evaluate on a consistent basis the
capital needs of the largest banking institutions in an adverse eco-
nomic scenario. Because the SCAP involved the simultaneous eval-
uation of potential credit exposures across all of the included firms,
we were better able to consider the systemic implications of finan-
cial stress under an adverse economic scenario, in addition to the
impact of an adverse scenario on individual firms.

The SCAP also showed the benefits of drawing on the work of a
wide range of staff—including supervisors, economists, and market
and payments system experts—to comprehensively evaluate the
risks facing financial firms. Going forward, the Federal Reserve is
instituting a data-driven, quantitative surveillance mechanism that
will draw on a similar range of staff expertise to provide an inde-
pendent view of the risks facing large banking firms. As part of
that effort, we are developing quantitative tools to help identify
vulnerabilities at both the firm level and for the aggregate finan-
cial sector. We anticipate that these tools will incorporate macro-
economic forecasts, including spillover and feedback effects. We
also expect to develop indicators of interconnectedness, which could
encompass common credit, market, and funding exposures. The de-
velopment of specific metrics will also depend, in part, on the avail-
ability of timely and comparable data from systemically important
firms.

Q.4.b. Does the Fed intend to redefine what regulators should re-
gard as “safety and soundness?”

A.4.b. Ensuring the safety and soundness of institutions has been
a cornerstone of the Federal Reserve’s supervision program. The re-
cent crisis has shown that large, interconnected firms can be buf-
feted by a market-driven crisis, magnifying weaknesses in risk
management practices, and revealing capital and liquidity buffers
calibrated to withstand institution-specific stress events to be in-
sufficient. For this reason, leading supervisors in the United States
and abroad are reviewing the prudential standards needed to en-
sure safety and soundness for individual firms and the financial
system as a whole. The Federal Reserve is participating in a range
of joint efforts to ensure that large, systemically critical financial
institutions hold more and higher quality capital, improve their
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risk-management practices, have more robust liquidity manage-
ment, employ compensation structures that provide appropriate
performance and risk-taking incentives, and deal fairly with con-
sumers.

We are working with our domestic and international counter-
parts to develop capital and prudential requirements that take ac-
count of the systemic importance of large, complex firms whose fail-
ure would pose a significant threat to overall financial stability.
Options under consideration include assessing a capital surcharge
on these institutions or requiring that a greater share of their cap-
ital be in the form of common equity. For additional protection, sys-
temically important institutions could be required to issue contin-
gent capital, such as debt-like securities that convert to common
equity in times of macroeconomic stress or when losses erode the
institution’s capital base. U.S. supervisory agencies have already
increased capital requirements for trading activities and
securitization exposures, two of the areas in which losses were es-
pecially high.

Liquidity requirements should also be strengthened for system-
ically critical firms, as even solvent financial institutions can be
brought down by liquidity problems. The bank regulatory agencies
are implementing strengthened guidance on liquidity risk manage-
ment and weighing proposals for quantitatively based require-
ments. In addition to insufficient capital and inadequate liquidity
risk management, flawed compensation practices at financial insti-
tutions also contributed to the crisis. Compensation should appro-
priately link pay to performance and provide sound incentives. The
Federal Reserve has issued proposed guidance that would require
banking organizations to review their compensation practices to en-
sure they do not encourage excessive risk-taking, are subject to ef-
fective controls and risk management, and are supported by strong
corporate governance including board-level oversight.

Federal Reserve’s Asset Holdings

Q.5. Charles Plosser, President of the Federal Reserve Bank of
Philadelphia, stated in a recent speech that
. . . the Fed could help preserve its independence by limiting the scope of
its ability to engage in activities that blur the boundary lines between mon-
etary and fiscal policy. Thus, as the economic recovery gains strength and
monetary policy begins to normalize, I would favor our beginning to sell
some of the agency mortgage-backed securities from our portfolio rather
than relying only on redemptions of these assets. Doing so would help extri-
cate the Fed from the realm of fiscal policy and housing finance.

Do you agree with President Plosser?

A.5. I provided my views on asset sales in my March 25, 2010, tes-
timony before the House Committee on Financial Services. The rel-
evant passage is reproduced below.

When these tools [reverse repurchase agreements and term de-
posits] are used to drain reserves from the banking system, they
do so by replacing bank reserves with other liabilities; the asset
side and the overall of the Federal Reserve’s balance sheet remain
unchanged. If necessary, as a means of applying monetary re-
straint, the Federal Reserve also has the option of redeeming or
selling securities. The redemption or sale of securities would have
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the effect of reducing the size of the Federal Reserve’s balance
sheet as well as further reducing the quantity of reserves in the
banking system. Restoring the size and composition of the balance
sheet to a more normal configuration is a longer-term objective of
our policies. In any case, the sequencing of steps and the combina-
tion of tools that the Federal Reserve uses as it exits from its cur-
rently very accommodative policy stance will depend on economic
and financial developments and on our best judgments about how
to meet the Federal Reserve’s dual mandate of maximum employ-
ment and price stability.

Treasury Financing Account at the Fed

Q.6. On February 23, 2010, the Treasury announced, rather sud-
denly and surprisingly, and without much explanation, that it an-
ticipates increasing its Supplementary Financing Account at the
Fed by around $200 billion over the next 2 months. This means,
essentially, that the Treasury will borrow on behalf of the Fed and
simply hold the funds in the Treasury’s account at the Fed. I un-
derstand that the Treasury’s Supplementary Financing Program
helps the Fed absorb reserves from the banking system and man-
age its balance sheet. I wonder, however, about the lack of informa-
tion concerning why the Treasury suddenly decided to increase its
balance at the Fed.

e Was the Treasury’s February 23 announcement planned in ad-
vaﬁge and coordinated with the Fed, or was it a surprise to the
Fed?

e What are the future plans for the size of the Treasury’s Sup-
plemental Financing Account?

e Who will decide what will be the future balances in the Sup-
plemental Financing Account?

A.6. The Treasury and the Federal Reserve consulted closely on the
Treasury’s February 23 announcement regarding the Supple-
mentary Financing Program. However, the Treasury makes all de-
cisions on balances to be held in the Supplementary Financing Ac-
count.

Efforts to Toughen Capital and Liquidity Requirements
Q.7.a. Your testimony on February 25, 2010 identifies that

. the Federal Reserve has been playing a key international role in
international efforts to toughen capital and liquidity requirements for finan-
cial institutions, particularly systemically critical firms . . .

Could you describe what those efforts have been?

A.7.a. The Federal Reserve has an active leadership role within the
Finance Stability Board, the Basel Committee for Banking Super-
vision, and various other international supervisory fora. Through
these fora, especially the Basel Committee, the Federal Reserve
has worked diligently with supervisors from around the world to
develop a comprehensive series of reforms to address the lessons
that we have learned from the recent global financial crisis. The
goal of the Basel Committee’s reform package is to improve the
international banking sector’s ability to deal with future economic
and financial stress, thus reducing the contagion risk from the fi-
nancial sector to the real economy.
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The Federal Reserve co-chairs three Basel Committee working
groups that are focusing on reforms especially pertinent to system-
ically important institutions. These groups are developing: a) revi-
sions to the capital regulations for trading book activities, designed
to enhance risk measurement and to significantly increase the cap-
ital requirement associated with various financial instruments that
contributed to losses at systemically important institutions during
the crisis; b) enhanced and higher capital charges for counterparty
credit risk, including a new charge for credit valuation allowances
(CVA), which were a significant source of loss during the crisis; and
¢) new liquidity standards, which directly address a major chal-
lenge during the global turmoil. With regard to the latter, the pro-
posed standards draw heavily from conceptual design work contrib-
uted by Federal Reserve staff. In addition, Federal Reserve staff
made significant contributions to the Basel Committee’s Principles
for Sound Liquidity Risk Management and supervision issued in
September 2008. In many cases, the international principles articu-
lated drew heavily from established Federal Reserve guidance.
Moreover, Federal Reserve economists and supervisors have been
heavily involved in work conducted by the Basel Committee and by
the Committee of Global Financial Stability to develop forward-
looking measures of systemic liquidity risks and in assessing the
current state of funding and liquidity risk management at inter-
nationally active financial institutions.

Federal Reserve staff also are key players in the Basel Commit-
tee’s working groups developing a new international leverage ratio
standard, which is largely inspired by the U.S. leverage standard,
and a new definition of regulatory capital for banking organiza-
tions, which is an area where the Federal Reserve provides insight-
ful experience since almost all banking capital issuance in the U.S.
is executed at the bank holding company level.! Moreover, the Fed-
eral Reserve has also played an active role in the Basel Commit-
tee’s working group that recently issued recommendations to
strengthen the resolution of systemically significant cross-border
banks.2
Q.7.b. Could you define a “systemically critical” firm and identify
how many such firms currently operate in the United States?

A.7.b. A “systemically critical” firm is one whose failure would
have significant adverse effects on financial markets or the econ-
omy. At any point in time, the systemic importance of an individual
firm depends on a wide range of factors including whether the firm
has extensive on- and off-balance sheet activities, whether the firm
is interconnected—either receiving funding from, or providing fund-
ing to other systemically important firms—whether the firm plays
a major role in key financial markets, and/or whether the firm pro-
vides crucial services to its customers that cannot easily or quickly
be provided by other financial institutions. That said, the identi-
fication of systemic importance requires considerable judgment be-
cause each stress event is different, because market structure,
business practices, financial products, technologies, supervisory

1See “Strengthening the resilience of the banking sector-consultative document” (December
2009), available at www.bis.org/publ/bcbs164.htm.

2See “Report and recommendations of the Cross-border Bank Resolution Group-final paper”
(March 2009), available at www.bis.org/publ/bcbs169.him.



117

practices and regulatory environments evolve over time. This evo-
lution, of course, changes the interconnections between firms, their
relative sizes, their functions and services, and the extent to which
services can be obtained from other firms or in financial markets.
As a practical matter, it is likely that the number of firms that are
considered systemically critical will be less than 50. For example,
only about 35 U.S. financial firms, with publicly traded stock out-
standing, have total assets over $100 billion as of 2008:Q4.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM BEN S. BERNANKE

Bank Lending

Q.1. T have heard from Ohio banks that banking regulators are
preventing them from expanding commercial lending by requiring
them to maintain greater capital reserves. I agree that we need to
ensure that our banks are well capitalized, but at some point we've
got to get lending going again, particularly to businesses that will
use their money to hire workers.

How can banks strike a balance between being well capitalized
and still lending like they are supposed to?

A.1. The loss absorbing characteristics of capital provide the eco-
nomic bedrock that supports prudent bank lending and, as such, it
is not inconsistent for banks to remain well capitalized and con-
comitantly engage in healthy lending practices. However, during
the financial crisis, many banks recorded significant financial
losses that eroded their capital base and as a result, some banks
may be operating with reduced capital bases to support lending ac-
tivities. In other instances, well capitalized banks may be reluctant
to lend if their outlook on economic conditions lead them to believe
that additional losses are likely in the near term, which would fur-
ther erode their current capital position. The Federal Reserve be-
lieves that, in cases where banks are concerned about potential ad-
ditional losses, a prudent response would be for those banks to in-
crease their capital position in order to address this concern and
to take advantage of any demand in commercial lending. Likewise,
we believe that an improving economic outlook should help banks
to bolster their capital levels and contribute to increased willing-
ness of banks to lend.

Q.2. Have you considered taking any specific steps, like lowering
the Fed’s interest payments on excess bank reserves, or perhaps
even imposing a penalty on hoarding money, to promote greater
lending?

A.2. The Federal Reserve’s payment of interest on excess reserves
is unlikely to be a significant factor in banks’ current reluctance to
lend. The Federal Reserve is currently paying interest at a rate of
only one quarter of 1 percent on banks’ reserve balances. By con-
trast, the prime rate is currently at 3 %4 percent, and many bank
lending rates are considerably higher than the prime rate. Given
the large difference between the interest rate paid on excess re-
serves and the interest rates on banks, the ability to earn interest
on excess reserves is unlikely to be an important reason for the
tightening of banks’ lending standards and terms over the past few
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years. Indeed, survey results suggest that the major reason that
banks have tightened lending terms and standards over the past
2 years or so was their concern about the economic outlook. As you
know, the Federal Reserve has acted aggressively from the outset
of the financial crisis to stabilize financial market conditions and
promote sustainable economic growth. An improving economic out-
look should contribute to increased willingness of banks to lend.

Bank Concentration

Q.3. Banks are borrowing at record low interest rates—particularly
those banks that are viewed as “too big to fail.” According to the
Center for Economic and Policy Research, the 18 biggest banks are
getting what amounts to a $34.1 billion a year subsidy because of
their implicit government guarantee. More recent data from the
FDIC shows that big banks are turning a profit, but small banks
are not. Data from 1999 shows that large banks’ fees for overdrafts
are 41 percent higher than at small banks and bounced check fees
are 43 percent higher. Now borrowers are having their lines of
credit slashed and their bank fees are still increasing.

So it appears that consumers and small banks are suffering,
while the big banks thrive. And the market is only getting more
concentrated: 319 banks were forced to merge or fail in 2009.

What steps are the Fed taking to ensure that there is not exces-
sive concentration in the banking industry, and that consumers are
being well served through meaningful competition?

A.3. The Riegle-Neal Interstate Banking and Branching Efficiency
Act (IBBEA) of 1994 provides prudential protection against exces-
sive concentration in the banking industry by prohibiting the Fed-
eral Reserve from approving a bank acquisition that would result
in a bank holding company exceeding a nationwide deposit con-
centration limitation of more than 10 percent of the total amount
of deposits of insured depository institutions in the United States.
Notwithstanding that protection, there are many other potential
methods to address the subsidies that may arise because of percep-
tions that large financial firms are “too-big-to-fail.” For example,
firms that might reasonably be considered “too-big-to-fail” may be
subject to higher capital (and liquidity) requirements, more highly
tailored resolution mechanisms, tighter deposit share caps, re-
quired issuance of contingent capital instruments and/or subordi-
nated debt instruments, limitations on, or a ban of, certain activi-
ties (e.g., hedge funds or private equity funds), and taxes on non-
deposit balance-sheet liabilities. As the financial crisis winds down,
many of these types of proposals to reduce the subsidies that arise
from implicit guarantees are under consideration in the United
States and abroad. In fact, Federal Reserve staff are participating
on many international working groups that are considering the po-
tential effects, including unintended consequences, that may arise
from implementing such proposals either singularly, or in combina-
tion. A key factor in such analyses is the impact on competition
here in the United States and internationally across borders.
Research on whether consumers benefit from “too-big-to-fail” sub-
sidies is scant. It is plausible that large financial institutions might
pass along some of their subsidies to consumers to fuel their own
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growth at the expense of smaller peers. Some evidence, however,
suggests otherwise. For example, Passmore, Burgess, Hancock,
Lehnert, and Sherlund (in a presentation at the Federal Reserve
Bank of Chicago Bank Structure Conference, May 18, 2006) esti-
mate that just 5 percent of the Fannie Mae and Freddie Mac’s bor-
rowing advantage flowed through to mortgage rates, resulting in
just a few basis points reduction in conforming mortgage loan
rates. Even if financial firms do not pass along their “too-big-to-
fail” subsidies to consumers, it does not necessarily imply that they
cannot pass along the higher costs that would result from the re-
duction of such subsidies. Indeed, larger firms may set the market
prices for some financial products because of other cost advantages
associated with their size. In such circumstances, consumers may
end up paying higher prices when “too-big-to-fail” subsidies are re-
duced (or eliminated) even though they did not previously much
benefit from such subsidies. That said, all consumers benefit from
a more stable financial system with less systemic risk and this is
the goal of reducing or eliminating “too-big-to-fail” subsidies.

Resolution of Failed Banks

Q.4. You have previously said that you favor “establishing a proc-
ess that would allow a failing, systemically important non-bank fi-
nancial institution to be wound down in any orderly fashion, with-
out jeopardizing financial stability.” There’s been a lot of talk about
whether this job should be done by banking regulators or a bank-
ruptcy court.

Do you have an opinion about this, particularly whether the
FDIC is doing a good job with its resolution authority?

A.4. In most cases, the Federal bankruptcy laws provide an appro-
priate framework for the resolution of nonbank financial institu-
tions. However, the bankruptcy code does not sufficiently protect
the public’s strong interest in ensuring the orderly resolution of a
nonbank financial firm whose failure would pose substantial risks
to the financial system and to the economy.

A new resolution regime for systemically important nonbank fi-
nancial firms, analogous to the regime currently used by the Fed-
eral Deposit Insurance Corporation for banks, would provide the
government the tools to restructure or wind down such a firm in
a way that mitigates the risks to financial stability and the econ-
omy and thus protects the public interest. It also would provide the
government a mechanism for imposing losses on the shareholders
and creditors of the firm. Establishing credible processes for impos-
ing such losses is essential to restoring a meaningful degree of
market discipline and addressing the “too-big-to-fail” problem.

It would be appropriate to establish a high standard for invoca-
tion of this new resolution regime and to create checks and bal-
ances on its potential use, similar to the provisions governing use
of the systemic risk exception to least-cost resolution in the Federal
Deposit Insurance Act (FDI Act). The Federal Reserve’s participa-
tion in this decisionmaking process would be an extension of our
long-standing role in protecting financial stability, involvement in
the current process for invoking the systemic risk exception under
the FDI Act, and status as consolidated supervisor for large bank-
ing organizations. The Federal Reserve, however, is not well suited,
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nor do we seek, to serve as the resolution agency for systemically
important institutions under a new framework. Because the suit-
ability of an entity to serve as the resolution agency for any par-
ticular firm may depend on the firm’s structure and activities, the
Treasury Department should be given flexibility to appoint a re-
ceiver that has the requisite expertise to address the issues pre-
sented by a wind down of that firm.

Banks Trading Commodities Futures Derivatives

Q.5. You gave an address at Harvard in 2008 in which you talked
about out-of-control crude oil prices. You said that “demand growth
and constrained supplies” were responsible for “intense pressure on
[gas] prices.” Senator Carl Levin investigated the crude oil market
and found that speculation “appears to have altered the historical
relationship between [crude oil] price and inventory.” In 2003, at
the request of Citigroup and UBS, the Fed authorized bank holding
companies to trade energy futures, both on exchanges and over-the-
counter.

Given that commodity prices affect the Consumer Price Index,
which affects inflation, have you investigated what effect the rule
change, and the resulting investments in commodities futures and
other commodities-related derivatives, have had on oil prices?

Q.6. If not, how can you conclude that rises in gasoline prices are
due solely to simple changes in supply and demand?

Q.7. If presented with evidence that energy speculation was driving
up prices or affecting inflation, would you consider revoking the
banks’ authority to trade energy futures?

A5.-7. The broad movements in oil and other commodity prices
have been in line with developments in the global economy. They
rose when global growth was strong and supply was constrained.
and they collapsed with the onset of the global recession. As the
global economy began to recover and financial conditions began to
normalize, commodity prices rebounded.

Nonetheless, the extreme price swings, particularly in the case of
oil, have been surprising. Some have argued that speculative activi-
ties on the part of financial investors have been responsible for
these outsized price movements. Notwithstanding considerable
study, however, conclusive evidence of the role of speculators and
financial investors remains elusive. The fundamentals of supply
and demand, along with expectations for how these fundamentals
will evolve in the future, remain the best explanation for the move-
ments in commodity prices. That said, we must remain open to
other possibilities, and if conclusive evidence emerged that com-
modity markets were not performing their price discovery and
allocative role effectively, then changes in regulatory policies may
be appropriate.

Fed Purchases of Foreign Currency Derivatives

Q.8. In the wake of the Greek debt crisis, I'm concerned about gov-
ernments’ use of foreign currency exchanges—that other govern-
ments might be using foreign currency swaps to mask their debt,
or for other purposes. We know that the Federal Reserve entered
into swaps with Foreign Central Banks and then those Foreign
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Central Banks bailed out their own banking systems. For example,
the Federal Reserve worked with the Swiss central bank on the
rescue effort for UBS, securing dollars through a swap agreement
for francs. As of December 31, 2008, the United States had entered
into $550 billion in liquidity swaps with foreign central banks.

How are these arrangements between the Federal Reserve and
the other central banks structured?

A.8. The dollar liquidity swap arrangements that the Federal Re-
serve entered into with foreign central banks were fundamentally
different from the currency swaps that have been discussed in the
Greek context. According to reports, the Greek cross-currency
swaps were highly structured arrangements initiated 8 or 9 years
ago between the government of Greece and a private sector finan-
cial institution. These swaps apparently entailed payment obliga-
tions over a period of 15 to 20 years with large balloon payments
at maturity, and they allowed the Greek government to exchange
into euros the proceeds of borrowing it had done in Japanese yen
and U.S. dollars at off-market rates of exchange.

The dollar liquidity swaps, the volume of which is now zero fol-
lowing the termination of the arrangements in February, were
more straightforward, shorter-term arrangements with foreign cen-
tral banks of the highest credit standing. In each dollar liquidity
swap transaction, the Federal Reserve provided U.S. dollars to a
foreign central bank in exchange for an equivalent amount of funds
in the currency of the foreign central bank, based on the market
exchange rate at the time of the transaction. The parties agreed to
swap back these quantities of their two currencies at a specified
date in the future, which was at most 3 months ahead, using the
same exchange rate as in the initial exchange. The Federal Reserve
also received interest corresponding to the maturity of the swap
drawing.

Because the terms of each swap transaction were set in advance,
fluctuations in exchange rates following the initial exchange did
not alter the eventual payments. Accordingly, these swap oper-
ations carried no exchange rate or other market risks. In addition,
we judged our swap line exposures to be of the highest quality and
safety. The foreign currency held by the Federal Reserve during
the term of the swap provided an important safeguard. Further-
more, our exposures were not to the institutions ultimately receiv-
ing the dollar liquidity in the foreign countries but to the foreign
central banks. We have had long and close relationships with these
central banks, many of which hold substantial quantities of U.S.
dollar reserves in accounts at the Federal Reserve Bank ofNew
York, and these dealings provided a track record that justified a
high degree of trust and cooperation. The short tenor of the swaps,
which ranged from overnight to 3 months at most, also offered
some protection, in that positions could be wound down relatively
quickly were it judged appropriate to do so.

Q.9. Are these swaps being used in any way to mask U.S. Govern-
ment debt?

A.9. No. These swaps were limited to the exchange of U.S. dollar
liquidity for foreign-currency liquidity and were not used in any
way to mask U.S. Government debt.
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Q.10. Does the Federal Reserve keep track of which foreign banks
ultimately receive U.S. money from foreign central banks? If so,
Wh??.t banks have gotten U.S. money, and how much has each got-
ten?

A.10. The Federal Reserve’s contractual relationships were with
the foreign central banks and not with the financial institutions ul-
timately obtaining the dollar funding provided by these operations.
Accordingly, the Federal Reserve did not track the names of the in-
stitutions receiving the dollar liquidity from the foreign central
banks but instead left to the foreign central banks the responsi-
bility for managing the distribution of the dollar funding. This re-
sponsibility included determining the eligibility of institutions that
could participate in the dollar lending operations, assessing the ac-
ceptability of the collateral offered, and bearing any residual credit
risk that might have arisen as a result of the lending operations.

Q.11. Is the U.S. Treasury issuing Treasury bonds which the Fed
is then buying through the U.K. or other foreign governments?

A.11. No.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MERKLEY
FROM BEN S. BERNANKE

Q.1. The homeownership rate in Canada is almost identical to that
of the United States. Yet the percentage of U.S. mortgages in ar-
rears is fast approaching 10 percent while the percentage of Cana-
dian mortgages in arrears has been relatively stable for the past
two decades at less than 1 percent. What characteristics of the
mortgage market in Canada do you believe have helped that coun-
try avoid a similar foreclosure crisis?

A.1. A number of characteristics of the Canadian mortgage market
helped Canada avoid a foreclosure crisis. Canadian homeowners
typically maintain greater equity in their homes, in part because
mortgage insurance, which is required when loan-to-value ratios
exceed 80 percent, is more costly than in the United States. More-
over, Canadian mortgages are subject to substantial pre-payment
penalties, reducing the incentives of households to regularly refi-
nance their mortgages. While in general this limits households’
ability to take advantage of falling interest rates, it also reduces
the number of “cash out” refinancings, increasing the average eq-
uity held by households.

In addition, a greater fraction of Canadian mortgages are prime
mortgages, which default at lower rates than sub-prime mortgages.
One reason the sub-prime market was slower to grow in Canada
is because of the incentives, noted above, for borrowers to make
higher down payments. Another reason is that a smaller fraction
of mortgages in Canada are securitized, because even mortgages
that have been securitized and resold carry a capital charge, giving
Canadian banks less incentive to securitize mortgages. A mortgage
lender that plans to hold a mortgage to maturity likely employs
higher underwriting standards than a mortgage lender that plans
to securitize the loan.

Finally, Canada has experienced a comparatively milder labor-
market downturn than the United States and only a modest de-
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cline in house prices. These factors, too, have helped reduce the in-
cidence of default.

Q.2. All of the six major banks in Canada own investment banking
and insurance subsidiaries. All five of the major banks in Canada
would probably be considered “too-big-to-fail.” However, the Cana-
dian banking regulators have prudently enforced more stringent
capital requirements including a 7 percent minimum of Tier 1 cap-
ital and 10 percent minimum of total capital. Additionally, there is
an Assets-to-Capital Multiple maximum of 20 (or leverage ratio).
What lessons have you learned from observing the actions that
Canadian regulators have taken regarding the use of more strin-
gent capital requirements than those required under Basel 11?
A.2. At present, the U.S. regulatory capital rules result in a re-
quirement for banking organizations to hold capital at levels that
are equal to, or exceed, Canadian peers; notwithstanding that the
stated required minimum Tier 1 risk-based capital ratio is 6 per-
cent for “well capitalized” banks under PCA.1 Because of statu-
torily required responses to the breeching of a PCA capital thresh-
old, market forces generally necessitate banks and bank holding
companies to hold substantially more capital than the “well capital-
ized” ratio requirements to ensure that significant losses can be ab-
sorbed before a “well capitalized” ratio is breached. The following
table outlines the Tier I, Total and Leverage ratios of the top six
U.S. bank holding companies and provides our estimate of their re-
spective Assets-to-Capital Multiple as computed under the Cana-
dian regulatory capital regime. As shown below, each of the top six
U.S. bank holding companies would easily exceed the Canadian
standards outlined above.

Selected Capital Ratios
Six Largest U.S. Bank Holding Companies
(as of December 31, 2009)

Assets-to-Tier
1 Capital
Tier 1 Risk- Total Risk- Tier 1 Lever- Multiple tinle
Based Capital | Based Capital age Ratio (Inverse of P

(Canadian
“'S-Rﬁg{age Definition)

Assets-to-
Capital Mul-

Bank of America ... 10.41% 14.67% 6.91% 14.5 11.6
JP Morgan Chase ... 11.10% 14.78% 6.88% 14.5 13.7
Citigroup 11.67% 15.25% 6.89% 14.5 12.7
Wells Fargo 9.25% 13.26% 1.87% 12.7 9.6
Goldman Sachs 14.97% 18.17% 7.55% 13.2 123
Morgan Stanley 15.30% 16.38% 5.80% 17.2 17.1

The Federal Reserve believes that, going forward, capital re-
quirements will need to be recalibrated to directly address the in-
appropriate incentives that were the underlying causes of the fi-
nancial crisis. We are engaged in a significant effort both here in
the United States and abroad to achieve this objective.

Q.3. Canada has an independent consumer protection agency,
called the Consumer Financial Agency of Canada. Do you believe

1To be considered “well capitalized” under the U.S. Prompt Corrective Action (PCA) require-
ments, a bank must have a Tier 1 Leverage ratio of no less than 5 percent, a Tier I risk-based
capital ratio of no less than 6 percent, a Total risk-based capital ratio of no less than 10 percent.
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that this agency’s mission and independence has helped the Cana-
dian financial markets remain stable and well capitalized, even
under the current economic conditions?

A.3. Consumer protection laws are very important for maintaining
a well-functioning financial system. The Financial Consumer Agen-
cy of Canada (FCAC) is responsible for ensuring compliance with
consumer protection laws and regulations; monitoring financial in-
stitutions’ compliance with voluntary codes of conduct; and inform-
ing consumers of their rights and responsibilities as well as pro-
viding general information on financial products.

Ensuring compliance with consumer protection laws is an impor-
tant defense against future financial problems, and informed con-
sumers are undoubtedly less likely to enter unfavorable mortgage
agreements. It is difficult to gauge, however, the extent to which
the quality of consumer information and extent of consumer protec-
tion help explain why Canada had relatively few of the exotic,
hard-to-understand sub-prime mortgages that have had such high
default rates in the United States. As noted in the answer to the
preceding question, other factors—the structure of the mortgage
market and bank capital regulation in Canada—appear to rep-
resent more tangible reasons why the sub-prime market was slow
to develop in Canada.

Q.4. Throughout the past year, many witnesses before the Senate
Banking Committee have argued that the widespread practice of
securitizing mortgages helped propagate bad underwriting prac-
tices and contributed to the toxic nature of many, if not all, invest-
ments in subprime mortgages. The Canadian mortgage market
only has approximately 5 percent of outstanding mortgages cat-
egorized as “subprime.” Additionally, according to the Bank of Can-
ada, 68 percent of mortgages remain on the balance sheet of the
lender and most residential mortgage financing is funded through
deposits. Do you think that banks who keep major portions of their
residential real estate lending “on the books” are less likely to en-
gage in the financing of, “subprime” mortgage lending?
A4, Tt is unlikely that a requirement to keep mortgage exposures
on balance sheet would make banking organizations less likely to
underwrite “subprime” exposures. For instance, prior to the finan-
cial crisis, many banking organizations entered into “subprime”
mortgage securitizations and retained the “first loss” positions “on
the books,” reflecting a high risk tolerance for exposure to the
“subprime” mortgage market. Additionally, many other banking or-
ganizations provided recourse on “subprime” mortgage exposures
that they sold to securitization structures; again, a reflections of a
high risk tolerance “subprime” mortgage exposures. If banking or-
ganizations were no longer allowed to place “subprime” mortgages
into securitization vehicles, it could be reasonably posited that
banking organizations would continue to underwrite “subprime”
mortgages given the higher yield earned from these exposures and
the fact that the current risk-based capital framework levies an
identical capital requirement for a “subprime” exposure as it does
for a “prime” exposure.

There are several distinct differences between the U.S. and Ca-
nadian mortgage markets that raise difficulty in using the Cana-
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dian experience as a comparator. For example, the Canada Mort-
gage and Housing Corporation (CMHC), which serves a similar
function as Freddie and Fannie, is guaranteed by the full faith and
credit of Canada, in the same manner as GNMA is guaranteed by
the United States. As a result, banking organizations that invest
in securitization structures through the CMHC are required to hold
no regulatory capital against their investment (0 percent risk-
weight exposure), versus in the United States where banking orga-
nizations must risk-weight exposures to Freddie or Fannie at 20
percent. In addition, Canadian banking organizations are required
to obtain private mortgage insurance (PMI) for all mortgages with
a loan-to-value ratio over 80 percent and they must maintain the
PMI for the life of the loan, regardless of any subsequent reduction
in a mortgage’s LTV that may result from loan repayment or house
appreciation. However, banks that rely on private mortgage insur-
ers receive a government guarantee against losses that exceed 10
percent of the original mortgage in the event of an insurer failure.
As a result, Canadian banking organizations are required to hold
relatively little capital against mortgage exposures that are held on
balance sheet—either through on-balance sheet mortgage portfolios
or through investments in CMHC securitizations.

The market for “subprime” mortgages was all but ended for Ca-
nadian banking organizations in 2008 when the CMHC decided to
no longer insure “subprime” mortgages. This provided a significant
regulatory capital disincentive for Canadian banking organizations
to underwrite “subprime” mortgages.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM BEN S. BERNANKE

Q.1. Treasury recently announced they were starting up the Sup-
plemental Financing Program again. Under that Program, Treas-
ury issues debt and deposits the cash with the Fed. That is effec-
tively the same thing as the Fed issuing its own debt, which is not
allowed. What are the legal grounds the Fed and Treasury use to
justify that program? And did anyone in the Fed or Treasury raise
objections when the program was created?

A.1. Section 15 of the Federal Reserve Act requires the Federal Re-
serve to act as fiscal agent for the United States and authorizes the
Treasury to deposit money held in the general fund of the Treasury
in the Federal Reserve Banks. Balances held by the Reserve Banks
in the Treasury’s Supplementary Financing Account (SFA) are de-
posited and held under this authority. Although the Treasury and
the Federal Reserve have consulted closely on matters regarding
the Supplemental Financing Program (SFP), the Treasury makes
all decisions on balances to be held in the SFA.

I am not aware of any staff member or policymaker raising legal
objections to the creation of the SFP. However, at least one Federal
Reserve policymaker has publicly expressed policy concerns with
the SFP. See Real Time Economics, WSJ Blogs, “Q&A: Philly Fed’s
Plosser Takes on ‘Extended Period’ Language,” March 1, 2010.

Q.2. Given what you learned during the AIG crisis and bailout, do
you think Congress should be doing something to address insur-
ance regulation or the commercial paper market?
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A.2, The financial crisis has made clear that all financial institu-
tions that are so large and interconnected their failure could
threaten the stability of the financial system and the economy
must be subject to consolidated supervision. Lack of strong consoli-
dated supervision of systemically critical firms not organized as
bank holding companies, such as AIG, proved to be a serious regu-
latory gap. The Federal Reserve strongly supports ongoing efforts
in the Congress to reform financial regulation and close existing
gaps in the regulatory framework.

An effective framework for financial supervision and regulation
also must address macroprudential risks—that is, risks to the fi-
nancial system as a whole. The disruptions in the commercial
paper market following the failure of Lehman Brothers on Sep-
tember 15, 2008 and the breaking of the buck by a large money
fund the following day are examples of such macroprudential risks.

Legislative proposals in both the House and Senate would also
improve the exchange of information and the cross-fertilization of
ideas by creating an oversight council composed of representatives
of the agencies and departments involved in the oversight of the fi-
nancial sector that would be responsible for monitoring and identi-
fying emerging systemic risks across the full range of financial in-
stitutions and markets. The council would have the ability to co-
ordinate responses by member agencies to mitigate identified
threats to financial stability and, importantly, would have the au-
thority to recommend that its member agencies, either individually
or collectively, adopt heightened prudential standards for the firms
under the agencies’ supervision in order to mitigate potential sys-
temic risks.

Q.3.a. When did you know that AIG’s swaps partners were going
to be paid off at effectively par value in the Maiden Lane 3 trans-
action?

Q.3.b. Did you or the Board approve the payments?

A.3.a.-b. I was not directly involved in the negotiations with the
counterparties that sold multi-sector collateralized debt obligations
(“CDOs”) to Maiden Lane III LLC (“ML III”) in return for termi-
nation of credit default swaps AIG had written on those CDOs.
These negotiations were handled by the staff of the Federal Re-
serve Bank of New York (“FRBNY”). I participated in and support
the final action of the Board to authorize lending by the FRBNY
to ML III for the purpose of purchasing the CDOs in order to re-
move an enormous obstacle to AIG’s financial stability and thereby
help prevent a disorderly failure of AIG during troubled economic
times.

As explained in the testimony of Thomas Baxter, Executive Vice
President and General Counsel, FRBNY, before the Committee on
Oversight and Government Reform on January 27, 2010, the Fed-
eral Reserve loan to ML III was used by ML III to purchase the
multi-sector CDOs underlying AIG’s CDS at their current market
value (approximately $29 billion), which represented a significant
discount to their par value ($62 billion). Collateral already posted
by AIG (not ML III) under the terms of the CDS contracts was also
relinquished by AIG in return for tearing-up the contracts and free-
ing AIG of further obligations under the CDS contracts. Before
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agreeing to the transaction, the Federal Reserve consulted inde-
pendent financial advisors to assess the value of the underlying
CDOs and the expectation that the value of the CDOs would be re-
covered. The advisors believed that the cash flow and returns on
the CDOs would be sufficient, even under highly stressed condi-
tions, to fully repay the Federal Reserve’s loan to ML III. Under
the terms of the agreement negotiated with AIG, the Federal Re-
serve will also receive two-thirds of any profits received on the
CDOs after the Federal Reserve’s loan and AIG’s subordinated eq-
uity position are repaid in full.

Q.3.c. When did you find out about the cover-up of the amount of
the payments?

Q.3.d. Did you approve of the efforts to cover up the amount of the
payments?

Q.3.e. If you did not approve of the cover-up at the time, do you
believe that it was the right decision?

A.3.c.—e. The amount of the payments to the CDS counterparties
was fully disclosed by AIG. Moreover, the Federal Reserve fully dis-
closed the amount of its loan to ML III and the fair value of the
assets that serve as collateral for that loan in both the weekly bal-
ance sheet of the Federal Reserve (available on the Board’s
website) and in the Board’s reports to Congress as required by law.

AIG was at all times responsible for complying with the disclo-
sure requirements of the various securities laws. I was not involved
in the discussions between the Federal Reserve and AIG related to
AIG’s securities law filings. I fully supported AIG’s decision to re-
lease publicly in March 2009 the identities of these counterparties.

Q.4. The Fed has been out in the press talking about how they are
going to make money on their AIG loans, making it sound like a
good deal for the taxpayers. However, that is not the whole story
because Treasury has committed some $70 billion to the AIG bail-
out. So the taxpayers are still exposed to AIG, and in fact are likely
to take losses. Do you agree that the Fed’s exposure to AIG is not
the whole story and the taxpayers are likely to face losses from the
AIG bailout?

A.4. As you know, the Federal Reserve provided liquidity to AIG
through direct line of credit and through loans provided to two
Maiden Lane facilities that funded certain assets of AIG. Extensive
information about each of these credits is available on the Board’s
website and in reports and testimony provided by the Federal Re-
serve to Congress. Based on analysis of the collateral supporting
these loans by experienced third-party advisors and the FRBNY,
the Federal Reserve expects to be fully repaid on each of these
credits, with no loss to the taxpayers.

The Treasury Department has provided equity to AIG. Like the
liquidity provided by the Federal Reserve, this equity was provided
in order to prevent the disorderly collapse of AIG during a period
of extreme financial stress that could have caused significant eco-
nomic distress for policy holders, municipalities, and small and
large businesses, and led to even greater financial chaos and a far
deeper economic slump than the very severe one we have experi-
enced.
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Q.5. Did you or the Board approve of then New York, Fed Presi-
dent Geithner staying on at the New York Fed while working for
the Obama transition team? If yes, why did you think that was a
good idea?

A.5. Timothy Geithner was appointed President of the Federal Re-
serve Bank of New York for a 5-year term that extended until Feb-
ruary 28, 2011. When President Geithner was asked by the Presi-
dent-elect of the United States to serve as Secretary of the Treas-
ury, President Geithner withdrew from the Bank’s day-to-day man-
agement pending his confirmation by the Senate. He also relin-
quished his Federal Open Market Committee (FOMC) responsibil-
ities which were assumed by Christine Cumming, the Reserve
Bank’s alternate representative elected in accordance with the Fed-
eral Reserve Act. President Geithner did not attend the December
2008 FOMC meeting. Ms. Cumming served as a voting member of
the FOMC until President Geithner’s successor took office. It was
expected that President Geithner would continue to serve as Presi-
dent of the Reserve Bank at least through the end of his term if
he did not become Secretary of the Treasury.

Q.6. Is the Fed now, or has the Fed in recent years, purchased
Greek Government or bank debt?

A.6. The Federal Reserve has not purchased debt of the govern-
ment of Greece nor has the Federal Reserve purchased the debt of
any Greek financial institution. Detailed information on the Fed-
eral Reserve’s foreign exchange holdings, both currency and invest-
ments, is available in the quarterly Treasury and Federal Reserve
Foreign Exchange Operations report published by the Federal Re-
serve Bank of New York. See http:/ /www.newyorkfed.org/mar-
kets/quar _reports.html.

Q.7. Unemployment numbers continue to bounce up and down
every week. As this year goes on, the Census is going to be hiring
700,000 to 800,000 workers on a temporary basis. Are you worried
those numbers will distort the true jobs picture, and that economic
forecasts that use those jobs numbers will be wrong?

A.7. As you suggest, hiring of temporary workers by the U.S. Bu-
reau of the Census in support of the decennial census will elevate
the total payroll employment counts reported by the Bureau of
Labor Statistics (BLS) each month because these temporary work-
ers are included in Federal Government employment in the Cur-
rent Employment Statistics (CES) survey. However, I do not think
that Census hiring will make it much more difficult than usual to
interpret the monthly employment reports. The BLS is publishing
information each month on the number of temporary census work-
ers in the CES data, and thus it will be straightforward to adjust
the data to calculate the monthly changes in payroll employment
excluding the effects of Census hiring; moreover, Census hiring will
not distort the BLS estimates of employment change in the private
sector. In addition, the Bureau of the Census has made available
its hiring plans for coming months, which economic forecasters can
use in making their projections of employment changes for the re-
mainder of this year. Although these plans are subject to change,
based on this information, the Department of Commerce expects
the effect on the level of payroll employment reported by the BLS
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to peak at about 635,000 jobs in May 2010 and to fall back to
roughly 25,000 jobs by September. The extent to which Census hir-
ing reduces the measured unemployment rate is more difficult to
estimate because that effect depends on the prior labor force status
of the temporary Census workers. However, based on the employ-
ment estimates, the peak effect on the unemployment rate in May
would probably be between ¥4 and %2 percentage point.

Q.8. Please explain how term deposits and reverse repo trans-
actions are not the economic equivalent of the Fed issuing debt.

A.8. There are a number of similarities and differences between
term deposits, reverse repurchase agreements and agency debt obli-
gations. In principle, each could be used to drain reserves from the
financial system in order to reduce the potential for inflation and
thereby maintain price stability. Indeed, various central banks use
instruments similar to these to help manage interest rates and
maintain price stability.

In the United States, Congress has specifically authorized the
Federal Reserve to accept deposits from depository institutions.
(See 12 USC 342). Congress has also specifically authorized the
Federal Open Market Committee to direct Reserve Banks to pur-
chase and sell in the open market obligations of, or obligations
guaranteed as to principal and interest by, the United States or its
agencies. (See 12 USC 263 and 355). Reverse repurchase agree-
ments represent the sale and purchase of obligations of, or obliga-
tions guaranteed as to principal and interest by, the United States
or its agencies. Congress has not specifically authorized the Federal
Reserve to issue its own agency debt obligations.

Unlike deposits and reverse repurchase agreements, agency obli-
gations are freely transferable. Term deposits may only be accepted
from depository institutions and are not transferable. Reverse re-
purchase agreements also are not transferable and occur only with
counterparties that are interested in purchasing qualifying govern-
ment or agency securities.

Q.9. Given that you have signaled that the Fed will be using the
interest on reserves rate as a policy tool in the near future, do you
believe that rate should be set by the Federal Open Market Com-
mittee rather than the Board of Governors?

A.9. As you know, the Congress has assigned to the Board the re-
sponsibility for determining the rate paid on reserves. Although the
Federal Open Market Committee (FOMC) by law is responsible for
directing open market operations, the Congress has also assigned
to the Board the responsibility for determining certain other impor-
tant terms that are relevant for the conduct of monetary policy—
for example, the Board “reviews and determines” the discount rates
that are established by the Federal Reserve Banks; the FOMC has
no statutory role in setting the discount rate. Similarly, the Board
sets reserve requirements subject to the constraints established by
the Congress; the FOMC has no statutory role in setting reserve
requirements.

For many years, the Board and the FOMC have worked colle-
gially and cooperatively in setting the discount rate, the Federal
funds target rate, and other instruments of monetary policy. I am
convinced that the Board and the FOMC will continue to work co-



130

operatively in the future in adjusting all of the instruments of mon-
etary policy.
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