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FEDERAL RESERVE’S FIRST MONETARY
POLICY REPORT FOR 2011

TUESDAY, MARCH 1, 2011

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

The Committee met at 10:03 a.m., in room SH-216, Hart Senate
Office Building, Hon. Tim Johnson, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I would like to call this Committee to order.

I want to thank Chairman Bernanke for being here today to de-
liver the Semiannual Monetary Policy Report to the Congress.
Chairman Bernanke, your reports to this Committee are a re-
minder of how far we have come in just a few short years, but it
is also the challenges our Nation continues to face.

I am pleased that our economy continues to show positive signs
of recovery. Two-point-eight percent growth in 2010 is a start. But
I remain concerned about sustaining the recovery and being able
to strike the right balance of positive growth, low inflation, in-
creased employment, and long-term deficit reduction.

As Chairman of the Fed, you have strived to strike that balance,
but not without some controversy. The Fed has taken unprece-
dented steps to minimize the negative impact of the financial crisis
and get us back on track, including a second round of quantitative
easing. While some critics have been very vocal, even going so far
as to call for an end to the Fed’s dual mandate, I believe that you
should be commended for your work. As the economy continues to
struggle to recover, we should be using every tool in the toolbox to
create jobs and spur growth. Taking tools away from the Fed now
is the wrong idea at the wrong time.

Clearly, there are many challenges ahead and the Fed has an im-
portant role to play. American consumption continues to be de-
pressed, and without increased demand, businesses will be reluc-
tant to expand, increase output, or hire new employees. It was en-
couraging to see the unemployment rate drop to 9.0 percent in De-
cember, but the duration of the average unemployment period has
increased. While subprime mortgages made up the initial wave of
the foreclosure crisis, we are now also seeing millions of families
facing foreclosure because of unemployment. Even optimistic fore-
casters say it will take several years before the unemployment rate
returns to precrisis levels, but it is going to require effective poli-
cies to jump-start hiring, production, and exports.
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Congress has taken steps to spur growth, including measures to
increase small business lending and to provide needed certainty
and protection in the financial system. There is certainly more we
as Congress can do and must do to ensure our economy is on solid
ground, and only then can we turn our focus entirely to deficit re-
duction.

Chairman Bernanke, today, I am very interested in hearing your
analysis of our current economic situation and what more Congress
and the Fed can do to increase output, employment, and overall
economic growth. I would also like to hear your thoughts on how
we balance sustainable economic growth amid calls to cut Govern-
ment spending and reduce the Nation’s deficit. As a Nation, we
face significant challenges and I appreciate your thoughts on these
challenges today.

Ranking Member Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you. Thank you, Chairman dJohnson.
Chairman Bernanke, welcome again to the Committee.

Over the past year, the Fed’s balance sheet has increased to $200
billion and now stands at over $2.5 trillion. In the upcoming
months, the Federal Reserve’s balance sheet is expected, Mr.
Chairman, as I understand it, to balloon even further.

Last November, the Federal Open Market Committee, FOMC,
announced its intent to purchase an additional $600 billion of
Treasuries by the middle of this year. The second round of so-called
quantitative easing, commonly referred to as QE2, means that the
Fed will be purchasing the equivalent of all Treasury debt issued
through June. Chairman Bernanke has said that the QE2 is nec-
essary because of the high unemployment rate, low inflation rate,
and near zero Federal funds rate.

QE2, however, has not been strongly embraced by all of the
members of the Federal Open Market Committee. From the begin-
ning, one Fed bank president has voted against QE2 because the
purchase of additional securities could cause, he thinks, an in-
crease in long-term inflationary expectations and thereby desta-
bilize the economy. Three other members of the FOMC have pub-
licly stated that an early end to QE2 may be required to help limit
inflation pressures. And a fifth member has said that we are,
quote, “pushing the envelope” with the QE2 purchases.

In addition, several prominent economists have publicly urged
the Fed to discontinue QE2, stating that it risks sparking inflation
ilnd it is not helpful in addressing our fundamental economic prob-

ems.

These are serious questions, Mr. Chairman, of the QE2. After all,
once price stability has been lost, as you well know, it is difficult
and very costly to regain. I think we only need to remember the
soaring interest rates and high unemployment that followed Chair-
man Volcker’s efforts in the early 1980s to regain control over infla-
tion.

In light of the risk that the Fed is taking with QE2, I believe it
is appropriate that the Fed provide a more thorough explanation
of what it hopes to accomplish with QE2. Is it an effort to reduce
unemployment by tolerating a higher inflation rate? Is the purpose
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to help the Administration out of its fiscal problems by monetizing
Federal debt? Is the purpose to inflate our way out of our housing
problems, or is it something else?

Additionally, the Fed has not yet clearly articulated the basis on
which QE2 should be judged. For example, if inflation rises to 3
percent, is QE2 still deemed a success? If unemployment stays
above 8 percent, is QE2 a success? If inflation falls to near zero,
is QE2 a success?

These basic questions cannot be answered without clearer guid-
ance from the Federal Reserve. Today, Mr. Chairman, I hope that
you explain how the Fed will determine if QE2 is working and how
the Fed believes QE2 should be evaluated. I hope to hear what in-
dicators the Fed will use to determine if QE2 needs to be scaled
back or expanded.

Make no mistake. We all know the Fed has had to respond to
the worst economy in a generation. Unemployment stands at 9 per-
cent. Home prices continue to decline. And the Federal deficit ex-
ceeds $1.3 trillion. Monetary policy is always a difficult task, but
our fragile economy and perilous fiscal situation have presented
new and difficult challenges for the Fed, Mr. Chairman, as you
know.

However, I believe that the public, the American taxpayer, de-
serves to have clear measures by which it can easily evaluate Fed
policy, especially extraordinary actions like QE2. Without clear
metrics, the public cannot determine if QE2 was a success, nor can
it hold the Fed accountable for failure or success.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Shelby.

I would like to briefly introduce our witness, the Honorable Ben
S. Bernanke, Chairman of the Board of Governors of the Federal
Reserve System, currently serving his second term, which began on
February 1, 2010. Prior to becoming Chairman, Dr. Bernanke was
Chairman of the President’s Council of Economic Advisors from
2005 to 2006. In addition to serving the Federal Reserve System
in a variety of roles, Dr. Bernanke was previously a Professor of
Economics and Public Affairs at Princeton University.

I want to thank you again for being here today. Chairman
Bernanke, you may begin your testimony.

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

Mr. BERNANKE. Thank you, Mr. Chairman. Chairman Johnson,
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 with a discussion of eco-
nomic conditions and the outlook before turning to monetary policy.

Following the stabilization of economic activity in mid-2009, the
U.S. economy is now in its seventh quarter of growth. Last quarter,
for the first time in this expansion, our Nation’s real GDP matched
its precrisis peak. Nevertheless, job growth remains relatively
weak and the unemployment rate is still high.

In its early stages, the economic recovery was largely attrib-
utable to the stabilization of the financial system, the effects of ex-
pansionary, monetary, and fiscal policies, and a strong boost to pro-
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duction from businesses rebuilding their depleted inventories. Eco-
nomic growth slowed significantly in the spring and early summer
of 2010, as the impetus from inventory building and fiscal stimulus
diminished and as Europe’s debt problems roiled global financial
markets.

More recently we have seen increased evidence that a self-sus-
taining recovery in consumer and business spending may be taking
hold. Notably, real consumer spending has grown at a solid pace
since last fall and business investment in new equipment and soft-
ware has continued to expand. Stronger demand, both domestic
and foreign, has supported steady gains in U.S. manufacturing out-
put.

The combination of rising household and business confidence, ac-
commodative monetary policy, and improving credit conditions
seems likely to lead to a somewhat more rapid pace of economic re-
covery in 2011 than we saw last year. The most recent economic
projections by the Federal Reserve Board members and Reserve
Bank presidents, prepared in conjunction with the FOMC meeting
in late January, are for real GDP to increase 3.5 to 4 percent in
2011, about one-half percentage point higher than our projections
made in November. Private forecasters’ projections for 2011 are
broadly consistent with those of FOMC participants and have also
moved up in recent months.

While indicators of spending and production have been encour-
aging on balance, the job market has improved only slowly. Fol-
lowing the loss of about eight-and-three-quarter million jobs from
early 2008 through 2009, private sector employment expanded by
only a little more than one million during 2010, a gain barely suffi-
cient to accommodate the inflow of recent graduates and other en-
trants to the labor force.

We do see some grounds for optimism about the job market over
the next few quarters, including notable declines in the unemploy-
ment rate in December and January, a drop in new claims for un-
employment insurance, and an improvement in firms’ hiring plans.
Even so, if the rate of economic growth remains moderate, as pro-
jected, it could be several years before the unemployment rate has
returned to a more normal level. Indeed, FOMC participants gen-
erally see the unemployment rate still in the range of 7.5 to 8 per-
cent at the end of 2012. Until we see a sustained period of stronger
Jiobh ccllreation, we cannot consider the recovery to be truly estab-
ished.

Likewise, the housing sector remains exceptionally weak. The
overhang of vacant and foreclosed houses is still weighing heavily
on prices of new and existing homes, and sales and construction of
new single-family homes remain depressed. Although mortgage
rates are low and house prices have reached more affordable levels,
many potential home buyers are still finding mortgages difficult to
obtain and remain concerned about possible further declines in
home values.

Inflation has declined since the onset of the financial crisis, re-
flecting high levels of resource slack and stable longer-term infla-
tion expectations. Indeed, over the 12 months ending in January,
prices for all of the goods and services consumed by households, as
measured by the Price Index or personal consumption expendi-
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tures, increased by only 1.2 percent, down from 2.5 percent in the
year earlier period.

Wage growth has slowed, as well, with average hourly earnings
increasingly only 1.9 percent over the year ending in January. In
combination with productivity increases, slow wage growth has im-
plied very tight restraint on labor cost per unit of output.

FOMC participants see inflation remaining low. Most project
that overall inflation will be about 1.25 to 1.75 percent this year,
and in the range of one to 2 percent next year and in 2013. Private
sector forecasters generally also anticipate subdued inflation over
the next few years. Measures of medium- and long-term inflation
compensation derived from inflation indexed Treasury bonds ap-
pear broadly consistent with these forecasts. Surveys of households
suggest that the public’s longer-term inflation expectations also re-
main stable.

Although overall inflation is low, we have seen significant in-
creases in some highly visible prices, including those of gasoline
and other commodities. Notably, in the past few weeks, concerns
about unrest in the Middle East and North Africa and the possible
effects on global oil supplies have led oil and gasoline prices to rise
further. More broadly, the increases in commodity prices in recent
months have largely reflected rising global demand for raw mate-
rials, particularly in some fast-growing emerging market econo-
mies, coupled with constraints on global supply in some cases.
Commodity prices have risen significantly in terms of all major cur-
rencies, suggesting that changes in the foreign exchange value of
the dollar are unlikely to have been an important driver of the in-
creases seen in recent months.

The rate of pass through from commodity price increases to
broad indexes of U.S. consumer prices has been quite low in recent
decades, partly reflecting the relatively small weight of material in-
puts and total production costs, as well as the stability of longer-
term inflation expectations. Currently, the cost pressures from
higher commodity prices are also being offset by the stability in
unit labor costs. Thus, the most likely outcome is that the recent
rise in commodity prices will lead to a temporary and relatively
modest increase in U.S. consumer price inflation, an outlook con-
sistent with the projections of both FOMC participants and most
private forecasters.

That said, sustained rises in the prices of oil or other commod-
ities would represent a threat both to economic growth and to over-
all price stability, particularly if they were to cause inflation expec-
tations to become less well anchored. We will continue to monitor
these developments closely and are prepared to respond as nec-
essary to best support the ongoing recovery in a context of price
stability.

As I noted earlier, the pace of recovery slowed last spring to a
rate that, if sustained, would have been insufficient to make mean-
ingful progress against unemployment. With job creation stalling,
concerns about the sustainability of the recovery increased. At the
same time, inflation, already at low levels, continued to drift down-
ward, and market-based measures of inflation compensation moved
lower as investors appeared to become more concerned about the
possibility of deflation, or falling prices.
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Under such conditions, the Federal Reserve would normally ease
monetary policy by reducing the target for its short-term policy in-
terest rate, the Federal Funds Rate. However, the target range for
the Federal Funds Rate has been near zero since December 2008
and the Federal Reserve has indicated that economic conditions are
likgly to warrant an exceptionally low target for an extended pe-
riod.

Consequently, another means of providing monetary accommoda-
tion has been necessary since that time. In particular, over the
past 2 years, the Federal Reserve has eased monetary conditions
by purchasing longer-term Treasury securities, agency debt, and
agency mortgage-backed securities on the open market. The largest
program of purchases, which lasted from December 2008 through
March 2010, appears to have contributed to an improvement in fi-
nancial conditions and a strengthening of the recovery. Notably,
the substantial expansion of the program announced in March
2009 was followed by financial and economic stabilization and a
significant pick-up in growth in economic activity in the second half
of that year.

In August 2010, in response to the already mentioned concerns
about the sustainability of the recovery and the continuing declines
in inflation to very low levels, the FOMC authorized a policy of re-
investing principal payments on our holdings of agency debt and
agency MBS into longer-term Treasury securities. By reinvesting
agency securities rather than allowing them to continue to run off,
as our previous policy had dictated, the FOMC ensured that a high
level of monetary policy accommodation would be maintained.

Over subsequent weeks, Federal Reserve officials noted in public
remarks that we were considering providing additional monetary
accommodation through further asset purchases. In November, the
Committee announced that it intended to purchase an additional
$600 billion in longer-term Treasury securities by the middle of
this year. Large-scale purchases of longer-term securities are a less
familiar means of providing monetary policy stimulus than reduc-
ing the Federal Funds Rate, but the two approaches affect the
economy in similar ways.

Conventional monetary policy easing works by lowering market
expectations for the future path of short-term interest rates, which
in turn reduces the current level of longer-term interest rates and
contributes to both lower borrowing costs and higher asset prices.
This easing in financial conditions bolsters household and business
spending and thus increases economic activity.

By comparison, the Federal Reserve’s purchases of longer-term
securities by lowering term premiums put downward pressure di-
rectly on longer-term interest rates. By easing conditions in credit
and financial markets, these actions encourage spending by house-
holds and businesses through essentially the same channels as con-
ventional monetary policy.

A wide range of market indicators supports the view that the
Federal Reserve’s recent actions have been effective. For example,
since August, when we announced our policy of reinvesting prin-
cipal payments and indicated that we were considering more secu-
rities purchases, equity prices have risen significantly, volatility in
the equity market has fallen, corporate bond spreads have nar-
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rowed, and inflation compensation as measured in the market for
inflation indexed securities, has risen to historically more normal
levels. Yields on 5- to 10-year nominal Treasury securities initially
declined markedly as markets priced with respect to Fed pur-
chases. These yields subsequently rose, however, as investors be-
came more optimistic about economic growth and as traders scaled
back their expectations of future securities purchases.

All of these developments are what one would expect to see when
monetary policy becomes more accommodative, whether through
conventional or less conventional means. Interestingly, these mar-
ket responses are almost identical to those that occurred during the
earlier episode of policy easing, notably in the months following our
March 2009 announcement.

In addition, as I already noted, most forecasters see the economic
outlook as having improved since our actions in August. Downside
risks to the recovery have receded and the risk of deflation has be-
come negligible. Of course, it is too early to make any firm judg-
ment of how much of the recent improvement in the outlook can
be attributed to monetary policy, but these developments are con-
sistent with it having had a beneficial effect.

My colleagues and I continue to regularly review the asset pur-
chase program in light of incoming information and we will adjust
it, as needed, to promote the achievement of our mandate from the
Congress of maximum employment and stable prices. We also con-
tinue to plan for the eventual exit from unusually accommodative
monetary policies and the normalization of the Federal Reserve’s
balance sheet. We have all the tools we need to achieve a smooth
and effective exit at the appropriate time.

Currently, because the Federal Reserve’s asset purchases are set-
tled through the banking system, depository institutions hold a
very high level of reserve balances with the Federal Reserve. But
even if bank reserves remain high, our ability to pay interest on
reserve balances will allow us to put upward pressure on short-
term market interest rates and thus to tighten monetary policy
when required.

Moreover, we have developed and tested additional tools that will
allow us to drain or immobilize bank reserves to the extent needed
to tighten the relationship between the interest paid on reserves
and other short-term interest rates. If necessary, the Federal Re-
serve can also drain reserves by seizing the reinvestment of prin-
cipal payments on the securities it holds by selling some of these
securities on the open market. The FOMC remains unwaveringly
committed to price stability, and in particular to achieving a rate
of inflation in the medium term that is consistent with the Federal
Reserve’s mandate.

The Congress established the Federal Reserve and set its mone-
tary policy objectives and provided it with operational independ-
ence to pursue those objectives. The Federal Reserve’s operational
independence is critical, as it allows the FOMC to make monetary
policy decisions based solely on the longer-term needs of the econ-
omy and not in response to short-term political pressures. Consid-
erable evidence supports the view that countries with independent
central banks enjoy better economic performance over time.
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However, in our democratic society, the Federal Reserve’s inde-
pendence brings with it an obligation to be accountable and trans-
parent. The Congress and the public must have all the information
needed to understand our decisions, to be assured of the integrity
of our operations, and to be confident that our actions are con-
sistent with the mandate given to us by the Congress.

On matters related to the conduct of monetary policy, the Fed-
eral Reserve is one of the most transparent central banks in the
world, making available extensive records and materials to explain
its policy decisions. For example, beyond this Semiannual Mone-
tary Policy Report that I am presenting today, the FOMC provides
a postmeeting statement, a detailed set of minutes 3 weeks after
each policy meeting, quarterly economic projections together with
an accompanying narrative, and with a 5-year lag, a transcript of
each meeting and its supporting materials. In addition, FOMC par-
ticipants often discuss the economy and monetary policy in public
forums, and Board members testify frequently before the Congress.

In recent years, the Federal Reserve has also substantially in-
creased the information it provides about its operations and its bal-
ance sheet. In particular, for some time, the Federal Reserve has
been voluntarily providing extensive financial and operational in-
formation regarding the special credit and liquidity facilities put in
place during the financial crisis, including full descriptions of the
terms and conditions of each facility, monthly reports on, among
other things, the types of collateral posted and the mix of partici-
pants using each facility, weekly updates about borrowings and re-
payments at each facility, and many other details.

Further, on December 1, as provided by the Dodd-Frank Act, the
Federal Reserve Board posted on its public Web site the details of
more than 21,000 individual credit and other transactions con-
ducted to stabilize markets and support the economic recovery dur-
ing the crisis. This transaction-level information demonstrated the
breadth of these operations and the care that was taken to protect
the interest of the taxpayer. Indeed, despite the scope of these ac-
tions, the Federal Reserve has incurred no credit losses to date on
any of the programs and expects no credit losses in any of the few
programs that still have loans outstanding.

Moreover, we are fully confident that independent assessments of
these programs will show that they were highly effective in helping
to stabilize financial markets, thus strengthening the economy. In-
deed, the operational effectiveness of the programs was recently
supported as part of a comprehensive review of six lending facili-
ties by the Board’s independent Office of Inspector General.

In addition, we have been working closely with the GAO, the Of-
fice of the SIGTARP, the Congressional Oversight Panel, the Con-
gress, and private sector auditors on reviews of these facilities as
well as a range of matters relating to the Federal Reserve’s oper-
ations and governance. We will continue to seek ways of enhancing
our transparency without compromising our ability to conduct pol-
icy in the public interest.

Thank you for your attention. I would be very pleased to take
your questions.

Chairman JOHNSON. Thank you, Mr. Chairman.
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I will remind my colleagues that we will keep the record open for
7 days for statements, questions, and any other material you would
like to submit, and I will ask the Clerk to put 5 minutes on the
clock for each Member’s questions. I will not cut you off
midsentence, but I would appreciate it if you would begin winding
down with the clock.

Mr. Chairman, have the bipartisan tax cuts enacted last Decem-
ber been a boost to economic growth, and to what extent does it
complement the Fed’s QE2 program short term?

Mr. BERNANKE. Yes, Mr. Chairman. Everything else equal, the
additional tax cuts, including the payroll tax cut and the business
expensing provisions, should add to aggregate demand and con-
tribute somewhat to growth in 2011 and 2012. And so in that re-
spect, it is complementary to the Fed’s monetary policy actions.

I should say that in our projections and forecasts, we try to make
an assessment of what we think is most likely in terms of fiscal
policy and we had anticipated, as of November, that many of these
provisions, including the Ul and most of the tax cuts, would be ex-
tended, and so we had taken that into account in our analysis.
That being said, there was some additional stimulus coming from
the payroll tax cut, which we had not anticipated when we were
looking in our forecast in November.

Chairman JOHNSON. What do you see as the impact of rising gas-
oline prices?

Mr. BERNANKE. Well, this is something we have to pay very close
attention to because it affects both sides of our mandate. On the
one side, it obviously directly affects the inflation rate, and to the
extent that it raises inflation expectations or reduces confidence in
the public in the maintenance of low inflation, it can be an infla-
tion risk.

At the same time, higher gas prices take income out of the pock-
ets of consumers and reduces their spending and their confidence,
and so it can also be a problem for recovery, and so we have to look
at it from both perspectives.

My sense is that the increases that we have seen so far, while
obviously a problem for a lot of people, do not yet pose a significant
risk either to the recovery or to the maintenance of overall stable
inflation. However, we will just have to continue to watch, and if
we see any significant additional increases, we will obviously have
to take that very seriously.

Chairman JOHNSON. What is your perspective on how we can
promote long-term growth in light of the need to reduce the size
of the deficit? Are there particular policies or Government invest-
ments that will promote U.S. economic growth and our inter-
national competitiveness over the long term even as we work to re-
duce spending overall?

Mr. BERNANKE. Mr. Chairman, I spoke about this a bit in testi-
mony before the Senate Budget Committee. The fiscal situation is
very challenging, so on the one hand, it is clearly important and
indeed a positive thing for growth to achieve long-term fiscal sus-
tainability. That will help keep interest rates down. That will in-
crease confidence. That will mean that future taxes will be lower
than they otherwise would be, and that will be beneficial for
growth.
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At the same time, to the extent possible, I hope that Congress
will not just look at the inflow and outgo but will also think about
the composition of spending and the structure of the tax code. On
the tax side, I think there is a good bit that could be done to make
the tax code more efficient and also more fair and less difficult to
comply with. On the spending side, I think attention should be paid
to important areas like research and development, education, infra-
structure, and other things that help the economy grow and pro-
vide a framework that allows the private sector to bring the econ-
omy forward.

So it is a double challenge. On the one hand, the need to control
longer-term spending, on the other hand, not to lose sight of the
importance of making sure that the money that is spent is spent
effectively and with attention to long-term growth.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you. Thank you, Mr. Chairman.

Chairman Bernanke, how did the Federal Reserve initially deter-
mine that $600 billion was the appropriate amount for QE2 and
that 8 months was the appropriate timeframe?

Mr. BERNANKE. Well, first, Senator, I want to emphasize that in
last August or so when we were looking at this possibility, we were
quite concerned about where the economy was. Inflation was de-
clining and deflation risk was rising. Growth had slowed to a point
where we were unsure that unemployment would even continue to
decline. It might even begin to rise. And so there was a lot of talk
about double-dip and that kind of thing. So we felt that we needed
to take some action.

In terms of the $600 billion, we have tried through a number of
methods to establish a correspondence between these purchases
and what our normal interest rate policies would be, and a rule of
thumb is that $150 to $200 billion in purchases seems to be rough-
ly equivalent to a 25 basis point cut in the Federal Funds Rate in
terms of the stimulative power for the economy. So $600 billion is
roughly a 75 basis point cut in the policy rate in terms of its broad
impact.

Seventy-five basis points in normal times would be considered a
very strong statement, but not one outside of the range of historical
experience. It would be one that would be taken at a period of con-
cern and then we would observe the effect. So that was roughly the
analysis that we did.

Senator SHELBY. In your testimony, you state, and I will quote
you today, “The Federal Reserve’s independence brings with it the
obligation to be accountable and transparent.” As I mentioned in
my opening statement here, I believe that there needs to be a clear
basis for judging if QE2 is a success or a failure. What specific
metrics should the public use to evaluate your performance in
achieving the goals of QE2? In other words, on what basis should
we judge the success or failure of QE2?

Mr. BERNANKE. That is an excellent question, Senator, and a
very fair question. First, there is the question of whether or not it
actually works, whether it has effects——

Senator SHELBY. That is right.

Mr. BERNANKE. ——and some have claimed that it does not. As
I talked about in my testimony, as we look at financial markets,
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which is the way all monetary policy is transmitted to the real side
of the economy, the movement of the wide variety of financial
prices and returns are quite consistent with what you would expect
to see with that 75 basis point cut in interest rates, and I men-
tioned the stock market spreads, inflation expectations, interest
rates, and the like.

So our assessment of the effects of the policy are that it is pro-
viding stimulus through the usual mechanisms that monetary pol-
icy works and we can use our econometric tools to judge how im-
portant and how powerful that stimulus is.

Now, for the public, what they want to see is results, and I would
argue that we have basically two objectives corresponding to the
two sides of our mandate. The first is to stabilize inflation at a
long-run normal rate, which is about 2 percent, which is consistent
with international standards of where inflation should be to appro-
priately trade off the benefits of low inflation against the risks of
being too close to a deflationary zone, and we are moving in that
directly, and clearly, deflation risk has greatly declined.

On the other side, I think it is a little harder to be quantitatively
specific, but I think the key here is that instead of unemployment
stagnating or going up, that we see a sustainable recovery moving
forward, and I think we are beginning to see that and over the next
few months we will be able to make a judgment as to whether this
economy now has enough momentum to move ahead on its own
and, therefore, the additional support from policy can begin to be
withdrawn.

Senator SHELBY. Over the past year, the total amount of public
debt outstanding increased by about $1.7 trillion under the finan-
cial spending policy of the Administration. Over that same time pe-
riod, the Fed increased its holdings of U.S. Treasury securities by
$337 billion. In other words, the Fed alone was responsible for fi-
nancing almost 20 percent of the massive increase in Government
spending. How has the lack, Mr. Chairman, of fiscal discipline com-
plicated the Fed’s conduct of monetary policy, and when the Fed
ends its large-scale purchases of Treasury debt, what impact will
it have on the ability of the Treasury to finance our public debt?

Mr. BERNANKE. Well, the intent of the program first was to hold
down interest rates or term premium relative to where they other-
wise would be

Senator SHELBY. Has that worked?

Mr. BERNANKE. That seems to be working, yes.

Senator SHELBY. A lot of people dispute that, but go ahead.

Mr. BERNANKE. Well, as I noted in my testimony, interest rates
have gone up. The same thing happened in 2009 after our previous
policy because interest rates depend on future expectations of
growth as well as on policy actions.

But that being said, we certainly want to be sure to remove that
stimulus at the appropriate time, so I am at least as concerned as
you, Senator, about inflation. We want to be sure we do not have
an inflationary effect. So we must remove that at an appropriate
time.

We learned in the first quarter of last year when we ended our
previous program that the markets had anticipated that ade-
quately and we did not see any major impact on interest rates, and
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so I do not expect, when the time comes for us to end the program,
that we will see a big impact. I think it is really the total amount
of holdings rather than the flow of new purchases that affects the
level of interest rates.

Now, all that being said, you asked whether the fiscal policy was
a problem. I think the long-term unsustainability of our debt is a
significant problem because it threatens higher interest rates, less
confidence, and it could have impact on the current recovery. And
so I had been urging Congress to address these problems, not just
in the current fiscal year, but looking over a longer timeframe, be-
cause it is over the next 10 or 20 years that these problems are
going to be extraordinarily pressing.

Senator SHELBY. Is that our number one problem, as you see it,
is our unsustained—I mean, our continued spending and our accu-
mulation of the debt?

Mr. BERNANKE. It is—yes, I would say it is

Senator SHELBY. The number one economic problem facing this
country?

Mr. BERNANKE. Over the longer term, and it is certainly some-
thing that must be addressed to get us back on a sustainable path.
Now, that cannot all be done next week, but we need to look over
the next 5, 10, 15 years about how we are going to get back on a
sustainable path.

Senator SHELBY. Thank you. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

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

Chairman Bernanke, I assume you are familiar with two recent
reports by Moody’s Analytics and Goldman Sachs which talked
about the proposed House Republican budget. Their conclusion is
that, if passed without modification, there could be as much as a
2-percent decrease in the growth next year going forward and as
many as 700,000 jobs lost because of the contraction of spending
at the Federal level. Do you agree with that analysis?

Mr. BERNANKE. If that is referring to a $60 billion cut, obviously,
that would be contractionary, to some extent. But our analysis does
not give a number that high

Senator REED. Well, the proposed cut

Mr. BERNANKE. gives us a smaller number.

Senator REED. ——this year is $100 billion in the House.

Is that what you used for your projection report?

Mr. BERNANKE. We are assuming 60 this year and 40 next year,
which would be the $100 billion over the fiscal year. We also as-
sume a normal spend-out. The impact is not immediate, but it is
spent out over time. The reduction is effective over time. And we
get a smaller impact than that. I am not quite sure where that
number——

Senator REED. What is your impact?

Mr. BERNANKE. Several tenths on GDP.

Senator REED. And jobs?

Mr. BERNANKE. I do not have that number, but it would be cer-
tainly much less than 700,000.

Senator REED. And that is—I just want to understand what
the—the assumed cut would be in this year, because some of the
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things we have heard in the House proposal, it is a $100 billion cut
for this year:

Mr. BERNANKE. This year.

Senator REED. ——which would be $40 billion larger than you
would—that you are using as a parameter?

Mr. BERNANKE. Well, then I would multiply it by one time, two-
thirds greater. I am happy to send you our analysis, Senator, but
I, 2 percent is an enormous effect. Two percent of the GDP is $300
billion right there, so assuming a multiplier of one, $60 to $100 bil-
lion is not sufficient to get to that level. But it would have the ef-
fect of reducing growth on the margin, certainly.

Senator REED. It would have the effect of reducing growth, which
would—again, the question is how much, which would be contra-
dicting or at least a countervailing force to your stimulus effect of
QE2, is that——

Mr. BERNANKE. To some extent, that is right, and that is why I
have been trying to emphasize, and I know that this Congress will
be looking at this, the need to think about the budget issue not as
a current year issue, because whatever can be done, $60 billion is
not going to have much impact on the long-run imbalances in our
economy in fiscal policy. I think it is much more effective both in
terms of its short-term effects on the economy, but also in terms
of longer-term sustainability and confidence to address the budget
deficits over at least a 5- to 10-year window, not simply within

Senator REED. Well, I agree with you——

Mr. BERNANKE. the next quarters.

Senator REED. ——but the issue that confronts us is this year’s
budget and next year’s budget. That is an issue du jour, literally.

Mr. BERNANKE. Right.

Senator REED. Again, my presumption is the last quarter of GDP
was originally estimated about 3.2 percent, downgraded to about
2.8 percent. Is that your rough understanding, Chairman?

Mr. BERNANKE. That is what the Bureau of Economic Analysis
said, yes.

Senator REED. And their conclusion was a lot of that was a result
of contraction and spending at the State and local governments.

Mr. BERNANKE. That is correct.

Senator REED. So I am just wondering here, if we contract spend-
ing at the Federal level, which has a ripple effect at the local level
very quickly, because many of the programs that we support are
really run by and delegated to and staffed by State and local em-
ployees, you do not anticipate a fall-off, a significant fall-off in
growth?

Mr. BERNANKE. It would have a negative impact, but again, 1
would like to see their analysis. It just seems like a somewhat big
number relative to the size of the cut.

Senator REED. And you are, again, just for the record, you are
assuming in this year’s budget a reduction of $60 billion from the
President’s proposal?

Mr. BERNANKE. Yes, that is right.

Senator REED. That is right?

Mr. BERNANKE. Yes.
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Senator REED. And we have heard from the Republican side, the
House side, $100 billion. So there is a $40 billion which you have
not factored into your estimates.

Mr. BERNANKE. Is it $100 billion in calendar year 2011?

Senator REED. It is the fiscal year 2011, I believe.

Mr. BERNANKE. Well, that goes into next calendar year, so——

Senator REED. June 30.

Mr. BERNANKE. So talking about——

Senator REED. Excuse me——

Mr. BERNANKE. Talking about calendar year 2011——

Senator REED. No, we are talking fiscal year 2011.

Mr. BERNANKE. Well, in terms of growth numbers, it would be
an effect this year of a tenth or two, and then it would be an addi-
tional effect in 2012, assuming that those cuts continued and also
tha‘ifthe effects of them spread out over time beyond the fiscal year
itself.

Senator REED. Thank you.

Chairman JOHNSON. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman, and Mr. Chairman,
thank you for being with us.

I would like to follow up on that line of questioning for just a
minute because we get into these constant debates here whenever
we try to reduce spending at the Federal level, about whether that
is going to cost jobs or whether it is going to cause a decrease in
the economy. But do you not believe that at some point, Congress
has to start paring back the spending?

Mr. BERNANKE. Certainly, and I have said so many times. But
again, we do not have a single-year problem. We have a long-term
problem and it needs to be addressed on a long-term basis.

Senator CRAPO. Several economists talked to the President’s Fis-
cal Commission about this fact, and they were talking about the
long-term commitment that is needed. They indicated that one of
the best things we could do for our economy was to, as a Congress,
adopt a long-term plan that made sense and that would show the
world economies that we were committed to dealing with our fiscal
problems. Would you agree with that?

Mr. BERNANKE. Yes, Senator. I was the first witness for the Fis-
cal Commission and I made basically that point. And to the extent
that we can address the longer-term trajectory, which currently is
not sustainable, we could ensure lower interest rates, greater con-
fidence, and it would, at a minimum, be helpful to the current re-
covery, but more importantly, it would protect us from fiscal or fi-
nancial crisis down the road.

Senator CRAPO. And I would just add as a comment—you do not
need to comment on this unless you would like to—I would just add
that Congress budgets on a 1-year at a time basis, and so, frankly,
we have to look at the year we are dealing with as we move for-
ward. And so although I agree that we have to look long term, we
do not adopt long-term budgets here, at least historically, and some
of us are going to try to get us to do that. Thank you very much
for your involvement in that process.

In the context of the transparency issues that you have discussed
with us, I would like to focus for a minute on the GSE reform,
Fannie Mae and Freddie Mac, in particular, because I am one who
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believes that it is imperative that Congress grapple with the need
to deal with Fannie Mae and Freddie Mac and to determine how
we will proceed. And I have my opinions on how we should proceed
in that context, but at least a start, I think it is important that we
begin what I consider to be honest accounting with regard to the
Federal obligations represented by Fannie Mae and Freddie Mac.

In a January 2010 CBO report, it was concluded that Fannie
Mae and Freddie Mac have effectively become Government entities
in the way that they are now managed and their operations should
be included in the Federal budget. Do you agree with that CBO re-
port in that context, in the—in other words, whether the debt obli-
gations of Fannie Mae and Freddie Mac should be included in our
Federal budget?

Mr. BERNANKE. Well, I am not an accountant. I defer to those
with better knowledge on that point. But I would just say that if
you do that you would add to the Federal debt, but you would also
have to offset that, to some extent, with the assets that Fannie and
Freddie hold. So whether you consolidate or whether you simply
take as a charge the obligations that the Government has to sup-
port Fannie and Freddie, you would still have the same net effect
on the Government’s fiscal position overall.

Senator CRAPO. Yes. At a minimum, it seems to me that we
ought to acknowledge the taxpayer is on the hook for the debt and
we ought to let the American public know what that is, and I fully
agree that if we also need to show the assets, so be it. But right
now, the American public is on the hook for the debt, We are not
necessarily going to be able to obtain access to the assets. It is
going to be very interesting to see how Congress moves forward to
deal with this.

Another question, just shifting subjects for a minute, is do you
believe that an explicit inflation target would help to promote the
credibility of the Federal Reserve by being explicit about its objec-
tives and help it to anchor inflation expectations?

Mr. BERNANKE. Well, I have supported this idea for many, many
years, and the subtlety is helping everyone understand that by giv-
ing a number which would help clarify what the Fed is trying to
achieve and would help, we hope, anchor expectations more firmly,
that we would not be abandoning in any sense the other part of
the Congressional mandate to maximum employment. We have
moved partway in that direction in that we provide information in
our projections about what the Committee individually thinks is
the best long-run inflation outcome, and that currently is some-
where between 1.5 and 2 percent on the PCE price index, but we
have not gone all the way to a formal inflation target. Again, the
communication issue here is to make people understand that this
is a way of improving communication in general without nec-
essarily abandoning the other side of our mandate.

Senator CRAPO. Thank you. I see my time has expired.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman. Thank you,
Chairman Bernanke, for your service.

You know, my main goal every day is how do we grow this econ-
omy and how do we get people back to work, certainly from my
home State of New Jersey and, for that fact, every American. It
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was my hope that the quantitative easing that the Fed was in the
midst of would produce more jobs, more exports, more investments,
and ultimately a smaller budget deficit by obviously generating
profits that would go into the Treasury’s coffers. But as we expand
this balance sheet and buy Treasuries and buy from entities like
Goldman Sachs and expect that these ultimately get deposited in
banks or that those banks would ultimately lend, I have to be hon-
est with you, I am not quite sure—and this is where I am headed
in terms of my question, I'd like to get a grasp from you—I do not
see that lending still taking place, and I hear it all over my State.

I see food prices rising. I see gas prices rising, even before what
was happening in North Africa, although that certainly is an exac-
erbating reality. Tuition rates rising. And so while we are worried
about deflation, I just see a combination of rising prices for the av-
erage family, of the lack of investment that I hoped would take
place here, and so would you give me your view of how the first
and second rounds of quantitative easing are working?

Mr. BERNANKE. I think they are working well. The first round in
March 2009 was almost the same day as the trough of the stock
market, and since then, the market has virtually doubled. The
economy was going from total collapse at the end of the first quar-
ter of 2009 to pretty strong growth in the second half of 2009, and
as I said, it is now in the seventh quarter of expansion. So I think
that was clearly a positive.

The current QE, as it is called, appears to have had the desired
effects on markets in terms of creating stimulus for the economy,
and I cited not just Federal Reserve forecasts, but private sector
forecasts which have almost uniformly been upgraded since Au-
gust, since November, suggesting that private sector forecasters are
seeing more growth and more employment this year than they had
previously expected. And so I think it is having benefits for growth
and employment.

On the inflation side, as I have said before, I think the bulk of
the commodity price movements are not resulting from Federal Re-
serve policy but are resulting from global supply and demand fac-
tors. For example, in the case of food, there have been major crop
failures and weather issues and things around the world which
have affected supply. And on the demand side, you have emerging
market economies which are growing very quickly and creating
e})l(tra demand for raw materials, and that is what is happening
there.

Even with that increase in commodity prices, overall inflation, as
I mentioned, still remains quite low in the United States and we
are determined to make sure that higher gas prices and food prices
do not become imbedded in the overall inflation

Senator MENENDEZ. 1 appreciate the market going up. We are
thrilled to see that. But to be honest with you, if you talk to an
average family in New Jersey and you say, what is your food bill,
what 1s your gas price, what is your tuition rising, they are not
going to tell you there is deflation. And so in a real context, I am
wondering how this macroeconomic policy is going to get to the av-
erage person in a way that changes their lives in a more positive
way. Certainly, the market is a nice indicator in one sense, but it
is not for everybody in their lives.
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And that brings me to the question, how will you decide how to
tighten monetary policy? How do you know when you have reached
the point where that is wise, and what type of considerations are
you going to take into account?

Mr. BERNANKE. Well, monetary policy works with a lag, and
therefore, we cannot wait until we get to full employment and the
target inflation rate before we start to tighten. We have to think
in advance, which means we have to use our models and our other
forms of analysis and market indicators and so on to try to project
where the economy is heading over the next 6 to 12 months. Once
we see the economy is in a self-sustaining recovery and employ-
ment is beginning to improve and labor markets are improving,
and meanwhile that inflation is stable at approaching roughly 2
percent or so, which, I think, is where you want to be in the long
term in inflation, at that point, we will need to begin withdrawing.

I just want to emphasize, it is not at all different from the prob-
lem that central banks always face, which is when to take away
the punch bowl, and the only way you can do that is by making
projections of the economy and moving sufficiently in advance that
you do not stay too easy too long. And we are quite aware of this
issue and quite committed to price stability and we will continue
to analyze our models and our forecasts and move well in advance
of the time that the economy is completely back to full employ-
ment.

Senator MENENDEZ. Well, thank you, Mr. Chairman. My time is
up, and I look forward, maybe off of the hearing, to pursue some
of this with you.

Mr. BERNANKE. Certainly.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and Mr. Chairman,
thank you for your testimony and your service.

I appreciate your comments regarding the Goldman report. 1
know a lot of people may not have seen it, but 47 economists came
out quickly thereafter to basically say the Goldman report regard-
ing cutting spending was way off base and the thing we can do to
get our country moving ahead is to begin having some fiscal dis-
cipline. I agree with you, we need a long-term plan. It cannot all
happen in 1 year. But we have to begin at some point, and we are
working together, I hope, to put Congress in a straightjacket so
that over the course of the next 10 years, we will have the dis-
cipline we need.

You talked a little bit with Senator Crapo about inflation and an
explicit target and you now have a dual mandate, unlike the Euro-
pean Central Banks, unlike the Bank of England. What policy rubs
does that create internally or perception issues, having the dual
mandate that you now have?

Mr. BERNANKE. Well, it means that we have to look at both sides
of the mandate in making our policy decisions. Sometimes that
causes a conflict in a stagflationary situation where unemployment
is too high but inflation is also too high. Currently, there is not
really that much of a conflict because inflation and employment
have been quite low, and so accommodative policy has been appro-
priate in any case.
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Senator CORKER. I guess at rare times, you have high inflation
and high unemployment, and I think that is what people are con-
cerned about possibly happening now. That would create a conflict
with that dual mandate, is that correct?

Mr. BERNANKE. It would pose a very difficult situation. I think
we have learned that there is no way to have sustained economic
growth with high and variable inflation. So keeping inflation low
and stable is, whatever your mandate, is absolutely essential and
we are committed to doing that.

Senator CORKER. Would it give the Fed greater credibility if you
had the single mandate, since, in essence—I know we have had a
lot of conversations—price stability, I think by most people, is the
thing that helps create maximum employment more than anything
else. Would it help if we clarified that for you?

Mr. BERNANKE. Well, we have been functioning under the dual
mandate. We think it is appropriate and we are not right now
seeking any change. Congress can certainly discuss that issue and
we will do whatever Congress tells us to do.

Senator CORKER. But it does create a policy rub from time to
time, or can, to have a bipolar mandate.

Mr. BERNANKE. It can, but on the other hand, there may be cir-
cumstances when a monetary policy can be constructive on the em-
ployment side and would we want to ignore that.

Senator CORKER. You are lauded for being a great student of the
Great Depression. As we have gone through hopefully three-quar-
ters of what it is we are dealing with—again, hopefully—what is
it about that model that is relevant to what we have been dealing
with over the last couple of years and what is not?

Mr. BERNANKE. Well, I have done a lot of work on the Depression
and thought about it quite a bit. There are two basic lessons that
I personally took from my studies of the Depression. The first had
to do with monetary policy. The Federal Reserve and other coun-
tries were very, very passive on monetary policy, and as a result
permitted a deflation of actually about 10 percent a year for several
years, which was highly destructive to the economy. This was a
point that Milton Friedman made in his history of the monetary
history of the United States, and he argued that that was the pri-
mary cause of the Great Depression. The Federal Reserve, in this
particular episode, was more proactive and aggressive in terms of
easing monetary policy to ensure that we did not have deflation
risk and excessively tight monetary policy.

The other lesson I take is that financial instability can be ex-
tremely costly to the economy. We had in the fall of 2008 a finan-
cial crisis which was, in many ways, as big or bigger than anything
they saw in the 1930s. But we know that in the 1930s, the collapse
of a big Austrian bank and a number of other problems, including
the failure of about a third of the banks in the United States, was
a major blow to credit extension, to confidence, and to prices, and
was a big source of the Depression. And so for that reason, we were
very aggressive, working with the Treasury and others, to try to
stabilize the financial system as quickly as possible. Even so, the
impact on the economy was quite substantial.

Senator CORKER. I see my time is up and I thank you for your
testimony.
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Chairman JOHNSON. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman.

Chairman Bernanke, it is nice to see you again. Thank you for
your testimony.

You talked a little bit in your remarks about the importance of
not just talking about cutting, not just talking about what the com-
position of the spending looks like, what the comprehensive ap-
proach to taxation looks like, but your view, I think, is more
nuanced than the headlines that come out of this place and I ap-
preciate it very much.

I wanted to ask you in that context how you evaluate the product
of the Fiscal Commission. What do you think about their sugges-
tions about their mixes of cuts versus—cuts to spending versus rev-
enue? Do you think it should be weighted one way or another? I
realize you are here to talk about monetary policy, not fiscal policy,
but you testified there. Senator Crapo was on the Committee, took
a courageous vote to support the Commission report. So I wonder
if you would spend a few minutes sharing your views on it.

Mr. BERNANKE. What I think is impressive about the Deficit
Commission is that it highlighted the size of the problem. Second,
it, made a set of proposals that, while obviously painful, would ad-
dress the problem. I say that for the most part, because in some
areas they kind of punted. Like on health care spending, which is
really the biggest single issue, they just sort of assumed that cuts
would be made and they did not give many details.

So I appreciate that it was a bipartisan effort and I think it was
very successful in the sense that it gave a sense of the magnitude
of the response that is needed and showed at least one path for-
ward to addressing the problem. And some other commissions, like
the Rivlin Commission and others, have done similar things.

I would not want to tie myself down too much to the details of
that commission, I am sorry, because I think there are many dif-
ferent ways that you could address it. And ultimately, fiscal prior-
ities are the Congressional prerogative, not the Federal Reserve’s.

But certainly one element is the importance of addressing the
long-term entitlement issues, which are going to become bigger and
bigger and need somehow to be managed in a way that will provide
essential services, but will be affordable to the country.

Senator BENNET. I appreciate you not wanting to endorse the
specifics of the plan. I guess, directionally—let me try it this way.
We are at a place right now where we have a $1.5 trillion, roughly,
deficit, $14 trillion of debt. The Fed’s balance sheet has expanded
dramatically in order to deal with this crisis. And one of the things
that I worry about is that if the capital markets decide 1 day that
they do not want to buy our debt at the price that they are now
buying it, that the result of that is going to be catastrophic, and
because of the position we are in today with your balance sheet and
with the Federal Government’s balance sheet, that there is no room
for a policy response at that point.

So while you talked about how painful some of the suggestions
are from the Commission report, I wonder if you could tell the
Committee a little bit how painless that would seem compared to
the pain we would go through in the scenario that I just described.



20

Mr. BERNANKE. No, there, I am in complete agreement. I think
the thing to understand is that the long-term imbalances are not
just a long-term risk. They are a near and present danger.

Senator BENNET. Right.

Mr. BERNANKE. To the extent that markets lose confidence in the
Congress’ ability to make tough choices, and they are going to be
tough, there is the risk of an increase in interest rates, which
would just make things worse because it would increase the deficit
because of higher interest payments.

So I think the sooner that a long-term plan is put in place to
make significant and credible reductions in the path of the deficit,
the better it will be and it would actually have benefits in the near
term, not just 20 years from now.

Senator BENNET. Right. I think that is very important, because
earlier, there was some discussion about 10 years or 20 years. I
just want to underscore and underline your observation that this
is actually a near and present danger and that the sooner that we
get after it, the less painful it is actually ultimately going to be,
and the more likely we are to protect ourselves. You said financial
instability is extremely costly to the economy. I would argue that
the financial instability that would come in the scenario I was talk-
ing about actually would be more costly than what we have just
been through. I wonder if you have got a view on that.

Mr. BERNANKE. No. That is very possible. It would create both
a fiscal crisis and require a scramble by the Congress to try to find
any kind of cut or tax increase to address the problem. But a spike
in interest rates would have also very adverse effects on a lot of
institutions and portfolios and could create a financial panic, as
well. So it is really a very worrisome situation.

Now, fortunately, the markets to this point seem to have a lot
of confidence that we will address the problem, and I hope we can
make that confidence—that we can meet that expectation.

Senator BENNET. Thank you. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Vitter.

Senator VITTER. Thank you, Mr. Chairman. Thank you, Mr.
Chairman, for your work and your testimony.

I want to build on some of the discussion we have been having
about the fiscal situation. I think you have said we are on—fiscally,
we are on an unsustainable path. That challenge is a long-term
challenge. However, it can have very immediate consequences. Who
knows when it can break in terms of the consequences if we do not
start to deal with it. Is that a fair summary of some of the things
you have said?

Mr. BERNANKE. Yes, Senator.

Senator VITTER. In that context, I am wondering the following.
We are coming up on a big deadline—several big deadlines. Prob-
ably the biggest is our reaching our debt limit as a Nation some-
time between late March and May. What do you think it would do
to the viewpoint on all of this, on our seriousness about correcting
our fiscal situation, if Congress increased that debt limit without
at the same time passing some meaningful budget reform?

Mr. BERNANKE. Well, Senator, as I hope I have made clear, I
think it is extremely important that you address this issue. So in
no way am I disagreeing with your basic premise that you have to



21

address this long-term budget issue. I am just worried about using
the debt limit as the vehicle. The reason being that if it were even
a possibility that the Government would default on its existing
debt, not pay the interest and principal on existing debt, some of
the financial crisis issues that Senator Bennet mentioned would
immediately happen because currently there is absolute confidence
that the U.S. Government will pay its bills. If you do not do that,
it would have very negative effects on financial markets and on our
economy, and for a very long afterwards, the U.S. would have to
pay higher interest rates in the market and that would make our
deficit problems even more intractable.

So again, I very strongly support efforts to address the long-term
deficit problem, but I am a little nervous about taking the chance
that we would not be paying the interest and principal on our debt.

Senator VITTER. Let me ask the same question in a different
way. Would it be better to increase the debt limit and go along our
merry way on the present fiscal path, or would it be better to in-
crease the debt limit and at the same time pass meaningful budget
reform?

Mr. BERNANKE. Well, clearly, the latter. You want to make sure
that the debt is paid, interest is paid. Meaningful budget reform is
highly desirable. I am just concerned that there be a significant
probability that we would not raise the debt limit and that would
cause real chaos. So I am completely with you, Senator, on the
need for budget reform and I hope that Congress will be able to
come together and make some tough decisions.

Senator VITTER. Well, again, let me go back to my first point. I
understand your concerns about the consequences of not raising the
debt limit. However, that event is so big, it seems to me if we do
it and do not do any meaningful budget reform, that is a very clear,
very strong negative signal about how serious we are about cor-
recting our fiscal path. That is my point. Would you disagree with
that?

Mr. BERNANKE. I guess I draw a distinction between not increas-
ing the debt limit and maybe even shutting down the Government,
those sorts of things. Not increasing the debt limit is like saying
we are going to solve our family’s financial problems by refusing to
pay our credit card bills. These are bills that have already been ac-
crued, as opposed to cutting up the credit card and saying we are
not going to do any more spending. But these are—this is money
we have already borrowed. These are commitments we have al-
ready made to contractors, to senior citizens, and so on, and what
we are saying here is we are not going to make these payments
that we promised. So I would rather that we be forward-looking
and say we are going to restrict new spending or new commitments
until we have reform.

Senator VITTER. Well, maybe you misunderstood me. I was not
suggesting not acting on the first. I was just suggesting that we
should act on both together, because if we do not, I think that is
a very strong negative signal about our lack of commitment to
changing our fiscal path.

Mr. BERNANKE. I really support a program to improve the long-
term fiscal sustainability.

Senator VITTER. Thank you.
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Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and thank you, Mr.
Chairman.

You commented that our deficit is not a single-year problem, but
a long-term problem, our deficit, our debt. The Budget Committee
plan from last year sought to essentially stop digging the hole any
deeper after about 4 years, but to avoid driving us into a double-
dip recession, a more serious recession, in the short term. When
you are talking about a long-term problem, and as we wrestle with
the short-term impacts, is that type of framework, where within a
couple of years you are getting to a point you do not dig the hole
any deeper, and then from that point you are reducing it, is that
kind of the type of profile you are talking about in terms of the
long-term, short-term tradeoffs?

Mr. BERNANKE. Well, one criterion which is very useful is looking
at the primary budget deficit, which is the deficit less interest pay-
ments, and you need to get the primary budget deficit down to zero
in order to avoid increases in the debt-to-GDP ratio. Currently,
under current CBO projections, the primary budget deficit is 2 per-
cent in 2015 and 3 percent in 2020, of GDP. That gives a sense of
the kind of cuts we would like to see over the next 10 years—that
would help stabilize that debt-to-GDP ratio over that period, and
so that is the kind of criterion I would be looking for, over the next
5 to 10 years, reducing the structural deficit by 2 to 3 percent.

Senator MERKLEY. Thank you. Now let me switch to energy pol-
icy. There is a lot of discussion now about the impact of foreign oil
price shocks and the possibility that oil at $125 or higher might
trigger a real challenge. Does it make sense for us to have a na-
tional strategy to radically reduce our dependence on foreign o0il?

Mr. BERNANKE. I think that anything we can do to diversify our
energy sources is probably helpful. We want to make sure what we
do is economic, but it is true that oil does bring with it geopolitical
risks and uncertainties that other forms of energy might not have
and that probably should be taken into account as we think about
the range of energy sources. I think the recent developments in
natural gas here in the United States and the increased supply of
that is a very good development. It is going to be very helpful. I
know that some people are supporting additional nuclear powered
utilities, energy producing. So, yes, I think some attention to diver-
sifying the energy sources that we use is a good idea to avoid some
of these risks.

Senator MERKLEY. I will keep jumping topics here, given the
short time I have, but commercial lending has been in a real chal-
lenging position, with a lot of balloon mortgages, 7- to 10-year
mortgages coming due and banks reluctant to relend because of the
declining value of the buildings. The Fed was involved in the Term
Asset-Based Securities Loan Facility, or TALF, which helped in the
short term, and then they kind of pulled back from that. Where are
we now in terms of commercial lending being a major structural
challenge for our economy?

Mr. BERNANKE. Well, the TALF was about stimulating the com-
mercial mortgage-backed securities market, and there was a story
in the paper this morning to the effect that the CMBS market, not
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in a big way but in a modest way, is coming back, at least for the
better properties. So that is a positive development.

The Fed has also worked with banks, providing guidance about
how to rework, restructure CRE loans, which seems to be having
some beneficial effects, as well.

We had a Fed testimony by Pat Parkinson recently on this topic
and I would say, overall, that some of the worst fears about com-
mercial real estate seem not to be coming true, that there is some
stabilization of vacancy rates and prices and so on in this market.
That being said, there is still a lot of properties that are going to
have to be refinanced and probably some losses that banks are still
going to have to take. So it is still certainly a risk to the financial
system, but it does seem to be looking at least marginally better
than we were fearing 6 months ago.

Senator MERKLEY. Thank you.

Chairman JOHNSON. Senator Johanns.

Senator JOHANNS. Mr. Chairman, thank you, and Mr. Chairman,
good to see you again.

As I was listening to the discussion about QE2, which you know
I have been a critic of that, I am not supportive of what you are
doing, but having said that, it occurred to me that maybe we are
focusing on consequences and not focusing enough on the reasons
that maybe got you to that decision point. So let me, if I might,
offer a thought about that, and I would like your reaction to it.

Never in the history of this country has there been a greater
need for people, foreign countries, whoever, to buy our debt than
now. In fact, nothing comes close to it. It is kind of breathtaking
in its magnitude. Just week after week after month after month,
somebody has to be out there buying this massive amount of debt.

I look at what has happened to commodity prices, which have
been so very strong. I look at what has happened to the Dow and
the NASDAQ, and that also has been strong. It has been quite a
run. There is so much competition out there. So as the economy im-
proves, there is more reason to be in those investments than get-
ting less than a percent return on a 2-year Treasury or, I do not
know, 2 percent-plus on a 10-year Treasury.

So it just occurs to me, Mr. Chairman, that part of what is driv-
ing this is the real, genuine, bona fide worry that in order to at-
tract people to buy Treasuries, the Government would have to en-
tice them with higher yields. And eventually, heaven forbid, good
Lord forbid, there is a day at which there just is not an appetite
to buy more paper, because those who are in that marketplace look
at the U.S. Government and say, you know, you have so detached
the joy of spending from the pain of taxation that you do not have
a fiscal plan.

And then I look at the impact on real people, like there was talk,
well, we do not have to do anything about Social Security. Well,
that assumes that we can keep borrowing, because there is no trust
fund. It is just paper, again. And if we are not able to borrow more
money, we cannot even pay current beneficiaries.

So it seems with those kinds of weighty issues, all of which I
think are accurate, if I am reading this correctly, you almost had
no choice. You have got to be in this marketplace to keep interest
rates low to start out with. And you have become a big player in
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buying our debt, and you must lay awake at night wondering, if I
exit this marketplace, what happens? Tell me where I am wrong
in that thinking.

Mr. BERNANKE. Well, that was not our motivation for getting into
this. Our motivation was the state of the economy, which as of last
summer and fall, we had significant concerns that the recovery was
going to stall, that growth was not sufficiently fast to bring down
unemployment, and that inflation was moving down and down and
down to where we were getting closer and closer to the deflation
zone. So that was the reason we took the action and we felt, al-
though there are admittedly risks with the QE2 program, that
there were also very significant risks to not taking the action. So
we did it for the same reasons that monetary policy is always used,
which is to try to meet our dual mandate for employment and infla-
tion.

Our policies affect interest rates in two ways. One is as we pro-
mote growth, that is causing interest rates to rise for the reasons
you were describing, because other investments become attractive,
but also it is important for us to keep inflation low and well under
control because inflation also affects the level of nominal interest
rates.

So we were not motivated by anything related to the deficit or
the debt and I do not—and I would make two points. One is that
when we stop buying, whenever that may be, our previous experi-
ence suggests that the market takes it in stride because the market
anticipates at some point that the purchases will stop. And then we
are not monetizing the debt because we will be returning our bal-
ance sheet to a more normal level ultimately.

I think what it all comes down to is that what the markets are
looking at is the long-term fiscal discipline of the U.S. Government,
and whether or not interest rates will spike or whether they will
remain reasonable depends far more on Congress’ decisions about
long-term fiscal planning than anything the Fed is going to do.

Senator JOHANNS. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman. I am honored to be
on this Committee. Thank you so much.

Chairman Bernanke, in your last Monetary Policy Report to Con-
gress, you touched on housing finance when you noted that, on bal-
ance, interest rates on fixed-rate mortgages decreased over the first
half of 2010. But you also acknowledged that despite falling mort-
gage rates, the availability of mortgage finance continued to be con-
strained.

I hear time and time again from constituents throughout my
State in North Carolina that they are having difficulty taking ad-
vantage of the low rates that are out there. As you know, one of
my biggest priorities during the consideration of the Dodd-Frank
Act was to include a qualified residential mortgage standard in the
bill. I worked with Senator Landrieu and Senator Isakson and we
worked to include a standard that would provide access to safe, sta-
ble, and affordable home loans for creditworthy borrowers. I under-
stand that risk retention might serve as a deterrent to types of ex-
cessive risk taking, but I am concerned that risk retention could
impose significant costs and reduce liquidity in the mortgage mar-
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ket. As a result, we tried to fashion an amendment that addressed
the primary causes of the problem directly and yet also provided
an incentive for lenders to originate safe, stable, and affordable
mortgages.

I was hoping you could speak a little bit more today about the
state of the mortgage market and the impact that the qualified res-
idential mortgage definition that is currently being written will
have on housing finance. Are we going to continue to see con-
strained credits, and if regulators were to draw too narrow an ex-
emption, for example, if they required a 20 percent down payment,
as advocated by some, would credit further be constrained? I am
really concerned that if loans do not meet the qualified residential
mortgage standards and lenders have to set aside the extra capital
to meet this risk retention requirement, we are going to see con-
strained credit going forward.

Mr. BERNANKE. Well, Senator, we are working very hard on the
QRM in conjunction with the FDIC and other agencies and we ex-
pect to have some rules available for comment very shortly. We
have been discussing in particular to what extent servicing require-
ments should be attached to the QRM. So the goal there is to have
a definition of mortgages that are of sufficiently high quality and
meet sufficiently high underwriting standards that the risk reten-
tion is not necessary, and so that would reduce the cost of those
mortgages.

So on the one hand, I understand you do not want it to be too
narrow or too tough, but on the other hand, you want this to be
a good mortgage. You want it to be one that will be safe, well un-
derwritten, and that investors will be happy to buy even without
the risk retention. So we are trying to balance those two issues.

Unfortunately, in terms of the mortgage market, most of the
mortgage market is still Fannie and Freddie at this point, and so
we know directly what is happening there, which is that they are
continuing to keep pretty tight standards in terms of a de facto 20
percent down, pretty high FICO scores. So terms and conditions for
getting a mortgage are quite tight, particularly relative to the ex-
cessively loose terms that were in play before the crisis.

My own guess is that improving the economy will cause lenders
to be a little bit less restrictive, but on the other hand, as we move
toward a fully privatized market, as the GSEs become less and less
imﬂortant, the private sector may decide to keep terms moderately
tight.

So currently, the terms are pretty tight. That is a problem for
the housing market. I expect some modest improvement, but prob-
ably not anything dramatic in the near term. We continue to work
on the QRM, and I think that will be a constructive addition to the
housing finance programs that we have.

Senator HAGAN. Well, I am sure you will continue to be hearing
from us. We are really concerned about not making it so restrictive
that we cannot have as many well-qualified loans as possible, obvi-
ously recognizing that there does need to be a good definition of
that.

Mr. BERNANKE. OK. Thank you.

Senator HAGAN. Also, the FOMC has used unconventional mone-
tary policy tools since late 2008 to promote economic recovery and
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price stability. Most recently, as you have been talking about,
quantitative easing and the purchase of Government bonds with
the newly printed money has made monetary policy more com-
plicated. We still do not know the long-term effects this policy may
have, and more importantly, what effects unwinding these policies
may have.

I understand that these tools, especially the asset purchases, will
take time to unwind and that economic conditions will dictate
much of the decision making. A recent study by a group of Federal
Reserve Board economists constructed a baseline scenario for
unwinding the large-scale asset purchases that would see the Fed’s
$2.6 trillion balance sheet normalize in size and composition by
2017. Do you agree with this baseline trajectory? What are the fac-
tors that will influence this trajectory toward balance sheet nor-
malization? Will the price stability or maximum employment drive
the decision making?

Mr. BERNANKE. Well, Senator, we had had earlier discussions
about the pace of normalization and one concern we had was not
to sell off our securities so quickly that it would disrupt the mar-
ket. And so the sense was that it would be a relatively slow process
and one that would be clearly announced in advance so that mar-
kets would be able to anticipate.

What I need to emphasize here is that that does not mean that
QE will continue until 2017 or easy money will continue until 2017.
We have tools that will allow us to tighten monetary policy in more
or less the normal way even if the balance sheet remains large.

For example, we have the authority to pay interest on reserves.
By raising the rate that we pay on reserves to banks, we can effec-
tively raise the short-term money market rate and that will work
through the financial system just pretty much the same way that
a higher Federal funds rate target will work.

So there are different ways for us to unwind. Obviously, as Sen-
ator Shelby has pointed out, it is important for us to get back to
a more normal size of our balance sheet and we will do so, but the
pace at which we do that does not constrain us from tightening
monetary policy at the appropriate time. And as I was trying to ex-
plain also to Senator Shelby, we want to be sure that price stability
is maintained, that inflation remains low and stable, and in doing
that, we will have to look ahead to where inflation is going, not just
where it has been, but also to the extent that is consistent with
that, we want to make sure that recovery is self-sustaining, that
the private sector is leading the recovery so that the artificial sup-
port from the Fed and from fiscal authorities and so on can be
withdrawn and let the private economy lead the recovery.

Senator HAGAN. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Wicker.

Senator WICKER. Am I next?

Chairman JOHNSON. Yes.

Senator WICKER. Thank you. Let me see if I understand an an-
swer that I believe you gave Senator Merkley. You said the com-
mercial mortgage-backed security market is coming back to a small
extent.

Mr. BERNANKE. Correct.

Senator WICKER. And I assume that is a good thing.
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Mr. BERNANKE. Yes, because that is an important source of fi-
nance for commercial real estate, and given that banks are not ex-
panding their balance sheets and we need alternative sources of fi-
nance.

Senator WICKER. Right. And I got information from CRS yester-
day that with regard to residential mortgage-backed securities,
that market is virtually dead, is that correct?

Mr. BERNANKE. Yes.

Senator WICKER. Would it be a good thing if that came back?

Mr. BERNANKE. Well, I would think so, although it is important
to remember that a lot of bad lending took place through that mar-
ket and helped contribute to the crisis. But conditional on under-
writing standards or other oversight that makes the loans created
through that process of sufficiently good quality, then again, it
would be good to have multiple sources of financing for the housing
market.

Senator WICKER. OK, and that is what my question is sort of di-
rected toward, as to what standards you might recommend in that
regard. You know, most of us have had to go to school since 2008
on this whole issue of mortgage-backed securities and what we
learned is that as they were leading up to 2008, they were outside
many of the SEC’s regulatory structures because they were pri-
vately placed transactions. And so with regard to the definition of
delinquency or being in default or the classification of the mort-
gages or how those mortgages are worked out when they get in
trouble, there were not those standards in place because generally
they were considered transactions involving the big boys.

So would it be helpful, and what suggestions would you have in
this regard about having standards, greater disclosures, and struc-
tural reforms put in place to perhaps revive the private mortgage-
backed security market and bring back more private mortgage cap-
ital into the residential market?

Mr. BERNANKE. Well, there are a number of steps taken in the
Dodd-Frank Act to try to address this. For example, one of the
problems in the crisis was conflicts of interest or shopping around
for credit ratings, and so there are some new regulations, regu-
latory authorities at SEC to reduce those conflicts of interest and
the credit rating agencies have been reworking their models for
securitized products. What we saw in the crisis, where firms would
take a whole bunch of lousy mortgages and then use financial engi-
neering to make them into triple-A securities, that should not be
possible anymore if the credit rating agencies are forced to meet
certain standards.

Second, the——

Senator WICKER. Let me interject here.

Mr. BERNANKE. Sure.

Senator WICKER. Did we adequately address that issue in Dodd-
Frank, or is there really a need to——

Mr. BERNANKE. Well, before I can answer that question, I would
like to see the full panoply of steps that the SEC takes. But I know
they are serious about trying to address particularly the shopping
around problem, where a securitizer would try different agencies
until they found one who gave them the rating they wanted. So
more disclosures on that, for example, would be helpful.
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Then I was just talking to Senator Hagan about the QRM, the
qualified residential mortgage, which would set some standards for
high-quality mortgages, and mortgages that did not meet that
would have to have a skin-in-the-game credit risk retention ele-
ment that is provided by Dodd-Frank. I think that supervisors will
be paying more attention to this in the future and we should pay
more attention to it.

And finally, one thing that the Federal Reserve is very interested
in, and we have been talking about this with Congress and with
other agencies, is to have national servicing standards, because
that turns out to be an important part of the process of making
sure that people who do run into trouble are able to get restruc-
tured mortgages and a chance to keep their home. So there are a
number of things in the bill, but I think as we go forward, we will
want to make sure that we have sufficient oversight that we can
assure that the mortgages are of good quality.

I think that as the GSEs begin to pull back, as they inevitably
will, that we will see private label mortgage-backed securities com-
ing back into the market, but it is pretty limited right now.

Senator WICKER. OK. Well, my time has expired. Would you take
for the record the question of some recommendations about how to
go further on structural changes that might make the mortgage-
backed security market more viable with regard to residences?

Mr. BERNANKE. Certainly.

Senator WICKER. Thank you, sir.

Chairman JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman, and Mr. Chairman,
it is good to see you again, as well.

I think one of the comments you made earlier, we all need to
bear in some level of mind. While you have had to take some ex-
traordinary actions, when we reflect back on where we were in the
spring of 2009 and how deep a ditch we were in and the prognos-
tications at that point, while clearly employment numbers are not
where we would like, some of the other recovery has been, frankly,
more dramatic than I think many of us would have even predicted.

One thing—I have got two issues I want to raise in my short
time, and I will try to be quick about it because I want to follow
up on Senator Bennet’s question. But before I get there, one of the
things I think, and hopefully we will have a wise way to avoid a
Government shutdown right now, but I do think at times within
the public, there is some confusion between these issues around
shutdown and an issue that we will have to address in the next few
months around the debt ceiling limit. And as we have heard from
your testimony, and I absolutely believe we need to put in place a
long-term plan to deal with our debt and deficit and I am proud
of the bipartisan work that is being done on that.

But as we are still kind of in this hopefully strengthening recov-
ery, can you, in as plain of language as a central banker can, make
clear what the ramifications would be, maybe to an average Amer-
ican or to our economic recovery, if we were to default and not
raise that debt ceiling limit and the ramifications that would have
toward our recovery to an average American family, two or three
examples.
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Mr. BERNANKE. Well, it would be an extremely dangerous and
very likely recovery-ending event. First, it would almost certainly
create a new financial crisis as firms that rely on receiving their
interest and principal do not receive it and they are unable to
make payments, and so that problem would cascade through the fi-
nancial markets. Then there would be a massive loss of confidence
in the U.S. Treasury securities, which are the deepest, most liquid
market in the world. Interest rates would spike, and that would,
in turn, affect many other assets, as well as Treasuries.

So the near-term effect would almost certainly be a very sharp
resumption of the kinds of instabilities we saw in 2008. Even if we
were able to avoid those kinds of effects, the interest rate that
lenders would demand of the U.S. to finance our debt going for-
ward would be higher, reflecting the greater riskiness and uncer-
tainty associated with funding the U.S. Government, and that
would make our fiscal problems all the more severe because inter-
est payments are part of the deficit. So it means that cuts would
have to be sharper and tax increases larger and those things them-
selves would also be a negative for the recovery.

So, broadly speaking, it would be, a very, very bad outcome for
the U.S. economy.

Senator WARNER. So it would be safe to say that 2 years of ex-
traordinary actions, many of them politically unpopular, could all
be washed away and whatever recovery we have got could all be
put in jeopardy if we, as Members of Congress and the American
public, does not realize that there is a major distinction between
the questions around the debt ceiling limit and equally important
questions around Government shutdown. But Government shut-
down compared to messing with the debt ceiling limit could have
dramatically different ramifications.

Mr. BERNANKE. We have never had a failure to raise the debt
limit. We have had a number of Government shutdowns and they
have created problems, but they have not been as destructive as a
debt limit failure would be.

Senator WARNER. All right. Well, being sensitive to those of us
on the end who have been waiting a while, I will try to get my last
question in and observe the time limit. One of the things I know,
as much as Senator Bennet tried to pin you down on the Deficit
Commission report, you will not go on the specifics, but I would
like to ask, because there are many folks here who feel that we can
solve this crisis simply on the spending side. There are some on our
side that want to do it only on the revenue side, or revenue side
with the exclusion of entitlements.

But the nature and size of this challenge is so great, do you be-
lieve that we can really get there without having an open mind on
both sides of the balance sheet?

Mr. BERNANKE. Well, I hope there will be an open mind. I hope
there will be plenty of discussion about all possible ways forward.
So certainly, I cannot disagree with that.

Senator WARNER. But both spending and revenues have to be
part of this discussion if we are going to be able

Mr. BERNANKE. I hope there will be an open mind and that there
will be discussion of all options, including reforms of the tax code,
including restructuring of spending and the like, yes.
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Senator WARNER. I wish I had had another 30 seconds.

Chairman JOHNSON. Senator Moran.

Senator MORAN. Mr. Chairman, thank you very much. Chairman
Bernanke, thank you for the opportunity to question and make
comments.

Mr. Menendez asked earlier about, I think, at least from my per-
spective, the crux of his point was that despite significant mone-
tary policy changes designed to put additional dollars into the
banking system, loans are not being made. Credit is not being ex-
tended to the degree that we need to increase the economy. And
I am interested in knowing whether that is accurate. Are we still
trying to—I assume our goal is still try to increase loan demand.
And do you think that the regulatory environment that particularly
community banks face has a consequence in the fact that credit is
not being extended and is there something we should do?

Mr. BERNANKE. Well, first, the QE2 is not intended to work pri-
marily through banks. It is intended to work through broader mar-
kets and we have seen, very open corporate bond markets, in part
because of the monetary policy actions we have taken. So that is
not the direct object of the QE2 and what we have seen is easier,
broader credit conditions as opposed to bank lending specifically.

We have tried to address the bank lending issues in different
ways from a supervisory perspective, and I do not want to take all
your time, but we have a long list of steps we have taken in terms
of guidance, in terms of examiner trading, in terms of outreach, to
try to make banks appreciate and make our own examiners appre-
ciate that what we are looking for here is an appropriate balance.
On the one hand, we do not want banks making bad loans, but on
the other hand, it is good for everybody if they make loans to cred-
itworthy borrowers, and we are encouraging that and encouraging
our examiners to encourage that.

My sense is that although credit conditions are still tight, that
they are improving. I mentioned that in my testimony. We have
seen in our surveys of banks that terms and conditions have
stopped tightening and in some cases have begun to loosen a bit.
Many banks have introduced new programs like second-look pro-
grams for looking at small business loans. My sense is that this
year will see some improvement, not anything like what we saw
before the crisis, and that is, in fact, probably a good thing, but we
will see some improvement in bank lending and we are going to
continue to follow that carefully. It is a very high priority for us.

Senator MORAN. I raised this topic in your last appearance with
other regulators before our Committee and I again would tell you
that bankers continue to suggest that the ability to make loans is
significantly hampered by the regulatory environment, and in most
instances, the suggestion, at least, is that those regulations are not
keeping them from making bad loans. They are keeping them from
making good loans. And so again, I would encourage the Fed to
pursue what you outline as your current course of action in a more
significant or strenuous way.

Often, your policy is criticized on QE2, and in doing so, the com-
parison is made to Japan, and I would like to know your thoughts
about the correlation between what has occurred in the Japanese
economy and its central bank’s response and yours in our economy.
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And then you indicated earlier that, long-term, our deficits are
not sustainable, and you have had some conversation with my col-
leagues here on the Committee about not extending the debt ceil-
ing, for example. What are the precipitating factors that you are
concerned about? I know every central banker has got to portray
confidence, but what are the things that are out there that may
make this, when you say long term not sustainable, that long term
becomes a significantly a shorter term? What are the things in the
world economy that we ought to keep our eye on that may change
the timeframe in which we have to operate?

Mr. BERNANKE. First, let me say on your bank issue that we do
have an ombudsman, and I would encourage any bank that has
concerns about Federal Reserve examiners to get in touch with us
and we will try to follow through on that.

Senator MORAN. Thank you.

Mr. BERNANKE. On Japan, the Japanese did a lot of things ear-
lier because they had a bubble and a collapse earlier than we did,
but, one important difference is that, instead of simply focusing on
bank reserves, which have not been lent out very much, we do not
want it to be excessively lent out in the sense that we want it to
be controlled. Otherwise, it would tend to create higher money sup-
ply and pose an inflation risk. What we have done instead is focus
on longer-term securities, taking duration out of the market, and
that has the effect of pushing investors into other types of invest-
ments and, again, making the corporate bond market more attrac-
tive, making the stock market stronger, and the like.

So our approach has been somewhat different than what the Jap-
anese took, but we have faced the same concern that following a
financial crisis, recovery can be quite slow and deflation can be a
risk, and we saw those things happening last summer and that is
why we decided to take additional steps as we have.

On terms of what could bring the fiscal crisis into the present,
it is very hard to know. There is no way, to judge when markets
will change their mind. Currently, 10-year bonds are still 3.5 per-
cent, and currently, they seem to still have the confidence of the
bond markets.

I think what would be a real problem would be if investors saw
not so much the economic capacity, but the political capacity of the
United States as being inadequate to address these problems. If it
became clear that these problems were not going to be adequately
addressed because we were just in a perpetual gridlock, I think
that would raise significant concerns and would risk bringing these
problems forward into the present.

Senator MORAN. Mr. Chairman, thank you. I think we often in
Congress tend to criticize the Fed when so much of this, as you
said earlier, is determined by decisions made here on spending,
deficits, and revenues. Thank you, Mr. Chairman.

Mr. BERNANKE. Thank you.

Chairman JOHNSON. Senator Schumer.

Senator SCHUMER. Thank you, Mr. Chairman, and thank you,
Mr. Chairman.

My first question relates to concentration limits in competitive in
your role as a member of the FSOC group. Section 622 prohibits
any firms whose total liabilities are greater than 10 percent of all
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financial firms’ liabilities from merging with or acquiring another
company. I am concerned, the way those numbers are calculated
could put U.S. companies at a competitive disadvantage. That is
because for U.S. companies, the number in the numerator includes
all their liabilities worldwide, but for non-U.S. companies, only
their U.S. liabilities. That means if a U.S. company and a Swiss
company simultaneously bought a Brazilian bank, the concentra-
tion ratio for the U.S. company would go up and the ratio for the
Swiss company would go down. As I understand it, the FSOC com-
mittee has the ability to change that and make it fairer. What are
your thoughts, and what should FSOC do?

Mr. BERNANKE. Well, I fully agree with your concern. It is unfair
in the sense that a foreign bank that has operations in the U.S.
could purchase a domestic U.S. bank where a U.S. bank of the
same size could not buy that bank, and that is an issue

Senator SCHUMER. Or a foreign bank of the same size.

Mr. BERNANKE. Or a foreign bank. I may be mistaken, but my
understanding is that we did not have discretion——

Senator SCHUMER. You do.

Mr. BERNANKE. Well, I will look at that

Senator SCHUMER. OK. Good.

Mr. BERNANKE. ——because I do think it is a problem.

Senator SCHUMER. OK. The FSOC the statute says FSOC can, A,
take competitiveness into account, and B, that any rules are sub-
ject to the recommendations of FSOC. So you have some discretion
and I hope you will.

Second issue, you have persistently, wisely, in my view, you defer
to Congress on taxing and spending, but I want to ask you a more
general question about the “when” of deficit reduction rather than
the “how,” about the timing of our efforts to reduce the deficit. Last
month when you were testifying before the House Budget Com-
mittee, you said the following, and I am quoting, “This very mo-
ment is not time to radically reduce our spending or raise our taxes
because the economy is still in a recovery mode and needs that
support.”

Now, private economists seem to agree. Mark Zandi yesterday in
his report said too much cutting too soon would be counter-
productive and would be taking an unnecessary chance with recov-
ery. Do you agree with those sentiments?
hMr. BERNANKE. Yes, if I may add a small qualification, only
that

Senator SCHUMER. No, do not do that.

[Laughter.]

Mr. BERNANKE. Thank you, Senator. Only that it is important to
be showing progress, and therefore, I hope that we will take a long-
term perspective and do things that will be persuasive to the mar-
ket, and that over time

Senator SCHUMER. Yes.

Mr. BERNANKE. ——we are committed to

Senator SCHUMER. I do not disagree with that caveat, at all. I
mean, that is a fair caveat. But in the short term, we had better
be careful not to snuff out this nascent recovery by doing too much
cutting, in the words of Zandi. That is correct, in your opinion?

Mr. BERNANKE. Yes.
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Senator SCHUMER. OK. Do you also agree—he said that cuts, sig-
nificant cuts could cause job loss. Those cuts would create job loss.
I do not mean overall job loss, macro, but those cuts could. Do you
agree with that?

Mr. BERNANKE. That cuts would presumably lower overall de-
mand in the economy, would have some effect on growth and em-
ployment.

Senator SCHUMER. Good. So the answer is yes?

Mr. BERNANKE. Yes.

Senator SCHUMER. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Kirk.

Senator KiRK. Thank you, Mr. Chairman.

I would just like to briefly comment for you on the work, This
Time is Different, by Reinhart and Rogoff. What do you think?

Mr. BERNANKE. Well, Ken Rogoff is one of my long-term col-
leagues and friends and I have great respect for both him and for
Ms. Reinhart and I think it is a very interesting piece of work. It
is particularly instructive because it uses a lot of historical epi-
sodes, data, as opposed to a purely theoretical approach to the
problem.

Senator KIRK. I think it is an important piece of work. You were
effusive in your praise, at least on Amazon, I saw, and I thought
it was—the title is important, because every central banker or eco-
nomic official says, this time is different, and yet the basic themes
of debasing a currency, inflation, lack of spending discipline,
Reinhart and Rogoff highlight the similarity of poor action by bank-
ers and governments to destroy their economy through a lack of
discipline, and it is an important lesson for us.

We have a report from the National Council of State Legislators
that talk about financial stress now in 12 American States. Just re-
cently, the State of Illinois borrowed another $3.7 billion, paying 50
basis points more to borrow than corporate debt at the lowest in-
vestment grade.

You and I talked earlier about the potential of States posing a
systemic risk to our economy. Do you feel that they could pose a
systemic risk?

Mr. BERNANKE. It is possible, but currently, while States are fac-
ing very tough financial conditions, at least as long as the recovery
continues, they are seeing higher tax revenues and that will at
least be helpful to some of them in trying to address these prob-
lems. But obviously this is something we have to watch carefully.

Senator KIRK. Certainly a panic in the State and municipal bond
market could trigger a systemic risk, in your view?

Mr. BERNANKE. If it was sufficiently severe, yes.

Senator KIRK. Yes. You have expressed opposition to any Federal
bailout of the States, is that correct?

Mr. BERNANKE. I think that it is a Congressional, Federal mat-
ter. It is not a Federal Reserve matter. The Federal Reserve is not
going to be involved in that. If Congress wants to address it, that
is—

Senator KIRK. What would your view be to accelerate Federal
borrowing to give money to the States?
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Mr. BERNANKE. Again, I think that is a Congressional decision.
If you are going to be increasing borrowing, obviously, that bears
its own risks.

Senator KiRK. Right, I think tremendous. Would you regard the
proposal to defer State payments of principal and debt on loans
made from the Federal Government as a State bailout?

Mr. BERNANKE. Well, to some extent, it has fiscal implications for
the Federal Government.

Senator KIRK. I would think so. Also, maybe we could use lan-
guage that is more clear. In your testimony on page five, you
talked about we are considering providing additional monetary ac-
commodation through further asset purchases. In November, the
committee announced that it intended to purchase an additional
$600 billion in longer-term Treasury securities in the middle of this
year. In more layman’s terms, you are talking about lending money
to the U.S. Government, correct?

Mr. BERNANKE. Well, not exactly, because we are buying these
securities on the secondary market. So somebody has already lent
the money directly, but yes, we are holding Government debt.

Senator KIRK. Yes, my point exactly. Section 14 of the Federal
Reserve Act legally prevents you from—well, this would say from
buying newly issued securities, which in a more layman’s term
would be lending directly to the U.S. Government.

Mr. BERNANKE. And that is why we are not doing that.

Senator KIRK. Right. But instead, what you do i1s others lend to
the U.S. Government and then you buy their loans.

Mr. BERNANKE. Well, we do that all the time, even in most nor-
mal conditions.

Senator KIRK. Correct. The CRS says, in modern times, the Fed
has always held Treasury securities as part of normal operations,
but now under QE2, it is a $600 billion commitment.

But the CRS goes on to say, nonetheless, the effect of the Fed’s
purchase of Treasury securities on the Federal budget is similar to
monetization, whether the Fed buys securities on the secondary
market or directly from Treasury. When the Fed holds Treasury se-
curities, Treasury must pay interest to the Fed as it would to any
private investor. These interest payments after expenses become
part of the profits of the Fed. The Fed, in turn, remits 95 percent
of the profits to the Treasury, where it is added to the general reve-
nues. CRS concludes, in essence, the Fed has made an interest-free
loan to the Treasury because almost all of the interest paid by the
Treasury to the Fed is subsequently sent back to the Treasury.
Would you agree with that?

Mr. BERNANKE. Yes, we have remitted $125 billion to the Treas-
ury in the last 2 years. So it is important to understand that what
we are doing is not fiscal spending. It is, in fact, purchasing securi-
ties which we will then sell back to the market.

Senator KIRK. So because of Section 14 of the Act, maybe the
simple way of saying it is others are lending money to the Federal
Government. You are purchasing those loans, and then the interest
payments being made to you because you are now the holder of
the—or you are the official maker of the loan—are then remitted
back to the Treasury. So maybe in layman’s terms, this is one part
of the Government lending another part of the Government money,
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which would not lead to long-term confidence once the American
people understood the basics a little bit better.

Mr. BERNANKE. Well, it should be added that we also have a
funding cost, and as interest rates go up, we will have a liability
cost as well as an asset cost. So it may or may not be a return to
the Treasury.

Monetary policy, even in most normal times, as the CRS says, in-
volves buying and selling Treasury securities. We could not have
currency outstanding if we did not have securities to back them up.

Senator KIRK. Although I would say, we had a currency for many
parts of our history without any Federal debt.

Mr. BERNANKE. When was that?

Senator KIRK. Under the Jackson administration.

Mr. BERNANKE. So this was before the Civil War. This was dur-
ing the period where individual banks issued currency. We did not
have a national currency.

Senator KIRK. I just might say that it is possible for a country
to have a currency without a trillion-dollar debt.

Mr. BERNANKE. Yes.

Senator KiRK. Thank you.

Chairman JOHNSON. Senator Kohl.

Senator KOHL. Thank you, Mr. Chairman.

Chairman Bernanke, I would like to ask you two questions. The
first question will be about rising oil prices. The second question
will be about interchange fees. First, Mr. Chairman, we all agree
that the rising price of oil will slow the economic recovery. To me,
one of the most anticompetitive forces in the world, which raises
the price of oil, are the price-fixing activities of the 12 member na-
tions of OPEC oil cartel.

I have a bill, Mr. Chairman, called NOPEC that would, for the
first time, make the actions of OPEC subject to U.S. antitrust law.
This bipartisan bill passed the Senate 4 years ago with 70 votes.
Mr. Chairman, if this price-fixing cartel did not exist, wouldn’t the
market function better and wouldn’t oil prices be lower? I would
like your comment after I make my second question to you.

Interchange fees. The issue of interchange fees is very controver-
sial, as you know. In the recent Wall Street Reform Bill, Congress
exempted small banks and credit unions so that they would not be
impacted by any attempt to regulate interchange fees. But small
banks are still worried that they will be discriminated against.

Now, you and your staff are smart people, so can you see that
the interests of small banks and credit unions are protected when
you write the interchange rule?

Mr. BERNANKE. Senator, on the first one, on OPEC, it is difficult
to tell how much impact on the price OPEC has. It is a global mar-
ket and there are non-OPEC producers. What OPEC does try to do
is set production quotas, that are restrictive, but they are violated
to some extent, you know, because it is very hard to monitor them.
So I do not honestly know how big an affect OPEC has on oil
prices.

On the interchange fees, we are following the law and we are
certainly exempting the small banks and credit unions from the
limits and other restrictions on the interchange fees that they can
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charge. Whether or not there will be any effect on the interchange
fees charged by small banks remains to be seem.

There are really, two issues. One is whether the networks, which
are not required to differentiate in their payments to small banks
and to others, whether they do have a two-tier pricing system or
whether they find it, for one reason or another, inconvenient or un-
economic to do so.

The other factor which may affect the interchange fees for small-
er institutions is the fact that with the route with the network
competition that is required by the bill, there may be some general
downward pressure on interchange fees just coming from the fact
that there is more competition in the marketplace and that may af-
fect small banks to some extent.

So I think there are some things we cannot fully control. That
being said, we are certainly trying to write the rule in a way that
will achieve Congress’ intention and provide exemptions for banks
under 10 billion and for the other kinds of debit cards that receive
the exemption.

Senator KOHL. Can you say to us that that goal that you are try-
ing to hard to achieve when you write the rule is something that
you are going to exert tremendous effort and energy on in order to
see to it that you do meet that goal?

Mr. BERNANKE. We will do everything we can, but there are cer-
tain areas where we do not have control. For example, we cannot
dictate the pricing policies of the networks, and it was part of the
goal of the bill to put competitive pressure on interchange fees in
general, and Congress chose not to exempt smaller institutions
from that particular provision. So they are still subject to the com-
petitive pressures arising from multiple networks.

But again, we understand the intent of Congress and we will do
everything that has been given to us via the statute to try to
achieve that objective.

Senator KOHL. Thank you so much. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator DeMint.

Senator DEMINT. Thank you, Mr. Chairman.

Mr. Chairman, thank you for being here. Just a quick follow-up
on Senator Kirk’s question. Can you tell us absolutely that there
will be no quantitative easing for States and no buying of State
debt by the Federal Reserve?

Mr. BERNANKE. I can say that, yes.

Senator DEMINT. OK, good. Thank you. There are a lot of dif-
ferent economic and political philosophies here in the Congress,
and I think oftentimes, we may look to you to help provide some
consensus, so I have got a couple of just general questions.

Do you generally agree that the private sector is a more efficient
allocator of resources than the Government?

Mr. BERNANKE. In most spheres. There are a few areas where
the Government plays an important role, like defense.

Senator DEMINT. Sure. But so generally, a dollar left in the pri-
vate sector provides a greater economic multiplier than a dollar
taken by Government and spent?

Mr. BERNANKE. Again, there are some areas where the Govern-
ment plays an important role.
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Senator DEMINT. Sure. But just generally, could we generally
conclude that the Government taxing and spending is not as an ef-
fective stimulus to the economy as money that is kept and spent
and invested in the private sector?

Mr. BERNANKE. It sounds like the conclusion of your argument
is that taxes should be zero and I would not argue that.

Senator DEMINT. No, no, but generally, as far as—I mean, I am
not talking about essential services like military, but as we are
looking at raising taxes versus cutting spending in the debates we
are going through now, I mean, I think a basic underlying eco-
nomic philosophy is the private is the more efficient allocator of re-
sources. Building a consensus here is very difficult and we are
often talking about effects rather than true causes. But I will move
on from there just to ask a couple of other questions.

Government spending and debt and borrowing obviously tightens
credit, and that brings about—forces your hand to some degree
with the quantitative easing. Is that a simple way to explain it? If
we were not in debt, you would not need to do the QE, right?

Mr. BERNANKE. I am not sure about that. The recession was tied
primarily to the financial crisis, which drove the economy into a
deep recession, and that in turn led to inflation falling toward the
deflation zone, and the weakness of the economy and the deflation
risk were the things that motivated us.

Senator DEMINT. But if there was no debt problem, then you
would be looking at other ways to stimulate the economy than ac-
tually buying Federal Reserve notes; is that right? I mean, excuse
me, Treasury notes.

Mr. BERNANKE. Well, if there were no debt to buy, we would
have to find some other way to do it.

Senator DEMINT. Right. What I am trying to get at is, when is
enough enough as far as what the Federal Reserve will do with
quantitative easing in the future? If we continue on our path, or
even cut the projected deficits in half, do you expect to continue to
buy more and more Treasury notes?

Mr. BERNANKE. Well, first, if you were able to do that, I think
it would be helpful for the economy. It would probably lower inter-
est rates. It would probably increase confidence. So I urge you to
continue to address the fiscal issue. Our quantitative easing policy,
which is just another form of monetary policy, is trying to address
the recovery of the economy right now, which is still underway.

As I said in my testimony, it looks like a self-sustaining recovery
is beginning to take place, so that is encouraging. But what we will
be looking at is the state of the economy. Our mandate from Con-
gress is to look at inflation and employment, so those are the
things that we will be looking at as we determine how to withdraw
or maintain our policy.

Senator DEMINT. The quantitative easing, monetizing of debt, or
however we term that, has caused some concern about our cur-
rency, the long-term value of our currency, and it has caused a lot
of us to look at ways to create a more substantial or more sound-
ness and stability to our monetary policy. In 1981, former Chair-
man Greenspan, wrote in the Wall Street Journal about an idea of
using 5-year notes payable in gold that the Federal Reserve would
issue—excuse me—the Treasury Department, payable in gold or
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dollars to create some standard, as just a test. A lot of folks are
talking about some form of standard, some way to create some
boundaries for our monetary policy.

Have you given any thought to the idea of a gold standard or
ways like that, issuing bonds payable in gold that would begin to
create some standard for our currency?

Mr. BERNANKE. Well, first, I would just say that the Federal Re-
serve is not debasing the currency; that the dollar’s value is rough-
ly the same as it was before the crisis in foreign exchange markets;
that inflation is low and that is the buying power of the dollar. So
I think those concerns are somewhat overstated, in fact, way over-
stated.

On the gold standard, I have done a lot of study of that and it
did deliver price stability over very long periods of time, but over
shorter periods of time, it caused wide swings in prices related to
changes in demand or supply of gold. So I do not think it is a pan-
acea. And there are also other practical problems like the fact that
we do not have enough gold to support our money supply.

Senator DEMINT. The question is about just the bond. That is
what Greenspan was talking about. Is that something that you
have given any thought to?

Mr. BERNANKE. I really have not analyzed that, that particular
point. I do not think that a full-fledged gold standard would be
practical at this point.

Senator DEMINT. OK. I realize I am out of time. I apologize, Mr.
Chairman. Thank you.

Chairman JOHNSON. Senator Toomey.

Senator TOOMEY. Thank you, Mr. Chairman, and thank you,
Chairman Bernanke, for your patience. I think I am last, so that
must be a bit of a relief.

I would like to very briefly, if we could, go back to this discussion
that we had earlier about the debt limit, because I think it is a
huge mistake and factually incorrect for some to suggest that fail-
ure to immediately raise the debt limit is equal to a default on our
debt. I am not accusing you of saying that, but I know others have.

I am sure that you are well aware that the total fraction of pro-
jected Government spending next year that would be necessary to
service our debt is about 6 percent. Even if the debt limit were not
raised, ongoing tax revenue amounts to nearly 70 percent of the
projected spending.

So as much as I acknowledge that it would be extremely disrup-
tive, and so I am hoping that we will have an appropriate and
timely increase in the debt limit, given that there is so vastly much
more in revenue than what is necessary to honor our debt obliga-
tions, it seems to me that a Treasure Secretary would have to will-
fully choose to default on our bonds. It is unfathomable to me that
any Treasury Secretary would make such an imprudent decision.

And so, I guess my brief question, if I could—I'd like to get on
to monetary policy is, would you acknowledge that markets under-
stand the difference between an unfortunate and temporary delay
in a payment to a vendor, which they have seen before, on the one
hand, versus failure to make an interest or a principal payment on
our Treasury securities, which we have never done before?
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Mr. BERNANKE. My concern is not necessarily just a question of
willful decision. There are technical problems associated with mak-
ing payments, including the fact that notwithstanding the facts,
the data that you gave, that on a day-to-day basis, the amount of
principal and interest which is due might exceed the free cash that
the Treasury has. So I am worried about this. I am worried about
the assurance that we would not risk failing to pay the debt.

Senator ToOMEY. Well, I want to get back to this point, but as
a former bond trader who earned a living trading fixed income se-
curities and derivatives, I have to tell you, the market knows the
difference between delaying a payment to the guys who cut the
grass on the Mall, and failure to make a bond payment. It is a
huge difference and I really do not think we should be even pre-
tending that there is any equivalence between those two.

On the QE2, and let me just preface by saying, I thought that
many of the extraordinary measures that you guys took in 2008,
did not agree with all of them, but I felt that—I did agree with
many and I recognize that they were decisions being made during
a crisis.

But we are not in a financial crisis now. We are in a subpar eco-
nomic recovery, way subpar in terms of job growth, and we are all
disappointed by it. But what concerns me is that the problems that
I perceive affecting our economy are not fundamentally monetary
in nature. It does not seem to me that we have a lack of money
supply, that we have a lack of liquidity that is driving the biggest
problems that we have.

And when I look at some of the conventional ways of looking at
monetary policy, whether you look at the Taylor Rule or whether
you look at growth by some measures of money supply, or whether
you look at commodity prices, the breadth and scope of which has
been, I think, stunning, you look at all of these things and many
of them suggest that at a minimum, we are planting the seeds of
serious inflation down the road.

I also worry that excessive expansion of the money supply cre-
ates the illusion of growth, but not real growth. So I guess my con-
cern is, if the economy remains weak, are there any—you know,
what measures of inflation? Are there any changes in asset prices
that would cause you to decide that despite a weak economy, we
need to pull back on this quantitative ease?

Mr. BERNANKE. Well, first, I think that many of the monetary or
nominal indicators that somebody like Milton Friedman would look
at did suggest the need for more monetary stimulus. For example,
nominal GDP has grown very slowly. I am not talking about the
reserves held by banks, which are basically idle, but if you look at
M-1 and M-2, those have grown pretty slowly.

The Taylor Rule suggests that we should be, way below zero in
our interest rate, and therefore, we need some method other than
just normal interest rate changes to——

Senator TOOMEY. Do you know if Mr. Taylor believes that?

Mr. BERNANKE. Well, there are different versions of the Taylor
Rule, and there is no particular reason to pick the one he picked
in 1993. In fact, he preferred a different one in 1999, which if you
use that one, gives you a much different answer.
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Senator TOOMEY. My understanding is that his view of his own
rule is that it would call for a higher Fed funds rates than what
we have now.

Mr. BERNANKE. There are many ways of looking at that rule, and
I think that ones that look at history, ones that are justified by
modeling analysis, many of them suggest that we should be well
below zero, and I just would disagree that that is the only way to
look at it. But anyway, I think there is some basis for doing that.

I am sorry. The last part of your question was?

Senator TOOMEY. Whether there are

Mr. BERNANKE. Yeah, I am sorry.

Senator TOOMEY. What, in a context of even unfortunately slow
economy growth should that persist? What kind of inflation indica-
tion would cause you to——

Mr. BERNANKE. Sir, we are committed. A few economists have
suggested temporarily raising inflation above normal levels as a
way of trying to stimulate the economy. We have rejected that ap-
proach and we are committed to not letting inflation go above sort
of the normal level of around 2 percent in the medium term.

So we are looking very carefully at indicators of inflation, includ-
ing actual inflation, including commodity prices, including the
spreads between nominal and index bonds, which is a measure of
inflation compensation, looking at surveys, business pricing plans,
household inflation expectations. We look at a whole variety of
things and I just want to assure you, we take the inflation issue
very, very seriously and we do not have the illusion that allowing
inflation to get high is, in any way, a constructive thing to do and
we are not going to do that.

Senator TOOMEY. I see my time is expired. Thank you, Mr.
Chairman.

Chairman JOHNSON. Thank you. Senator Shelby has a couple ad-
ditional questions.

Senator SHELBY. Thank you for your indulgence, Mr. Chairman.

In a recent article, Dr. Martin Feldstein, who is well known,
former president of the National Bureau of Economic Research,
asked an important question about QE. And he says, Does the arti-
ficial support for the bond market, inequities from QE2 mean that
we are looking at asset price bubbles that may come to an end be-
fore the year is over?

Chairman Bernanke, what data do you examine to calculate the
risk of creating asset bubbles within QE2? Is that a real concern?

Mr. BERNANKE. It is something, Senator, that we pay a great
deal of attention to. We have created a new office called the Office
of Financial Stability——

Senator SHELBY. OK.

Mr. BERNANKE. which is providing regular reports and data
to the FOMC as well as to the supervisors. If you look at most indi-
cators of equity markets, bond markets, and the like, while of
course nobody can know for sure, there seems little evidence of any
significant bubbles. Where there have been concerns, a few people
have noted the increase in farmland prices.

We have been following that carefully and we have been in sub-
stantial contact with the agricultural banks that lend to the farm-
ers to make sure that they are appropriately managing that risk.
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So we are very attentive to that and I do not believe that there is
a dangerous bubble in U.S. financial markets.

Senator SHELBY. Shifting over to Basel 3 capital standards, your
counterpart at the Bank of England, Governor Mervyn King, re-
cently gave a speech in which he stated that the new Basel 3 cap-
ital standards are, quote, insufficient to prevent another crisis. He
went on to say that capital requirements should be several orders
of magnitude higher.

Do you agree with Governor King’s view that the Basel 3 capital
standards are insufficient to prevent another crisis, or do we not
know yet?

Mr. BERNANKE. Several orders of magnitude would mean 700
percent capital.

Senator SHELBY. It would be a lot.

Mr. BERNANKE. The capital under Basel 3 is a multiple of what
it was under Basel 2 and also of higher quality, because it is com-
mon equity.

Senator SHELBY. It is a big improvement, isn’t it?

Mr. BERNANKE. It is a substantial improvement. In addition, the
risk weights against which capital is calculated on the assets held
by the banks are much more sensitive to risk and less liberal than
in the earlier version of Basel.

So there has been a substantial improvement in the amount of
capital and quality of capital that banks have. In addition, as re-
quired both by the Basel agreement and by Dodd-Frank, to have
additional capital for systemically significant banks, and we are
looking at how best to do that.

We agreed with the consensus of about 7 percent high quality
capital in Basel based on looking at worst case losses to banks over
the last 50 years, and it was our assessment that that amount of
capital would have prevented any banks from failing in the crisis
that we just suffered through.

So although there is more to be done in terms of adding some
additional capital to the most systemically significant banks, I do
think that we have made a lot of progress and I do not agree with
the view that this is likely to lead to another crisis.

Senator SHELBY. Do you believe that it is very important for—
and you are a regulator, too—that any bank with strong regulators,
strong capital, and good strong management will generally survive?

Mr. BERNANKE. Yes, except in the worst economic conditions. We
have also, I should add, we have added a leverage ratio which will
now be international, not just for the United States.

Senator SHELBY. How would that work?

Mr. BERNANKE. Well, there is a leverage ratio which will apply
to risk weighted assets and it is currently in an observation period.
But the previous situation was one in which only United States
banks were required to have a minimum amount of capital as a
fraction of total assets, and now all banks, including European and
other competitors, will have to have that.

The other thing we are doing is adding liquidity requirements.
In the crisis, a lot of the problems arose when banks that were
technically solvent were unable to meet their short-term liquidity
demands and we want to address that as well. So I think these will
be much stronger than we had before overall.
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Senator SHELBY. Thank you, Mr. Chairman.

Chairman JOHNSON. Thanks again to my colleagues and Chair-
man Bernanke for being here today. Economic growth is one of this
Committee’s top priorities and we will do all we can to formulate
policies that help support us

Senator Corker, do you have additional questions?

Senator CORKER. Are you wrapping it up? I will submit it in
writing.

Chairman JOHNSON. that helps us support a sustainable eco-
nomic recovery. I will remind my colleagues that we will leave the
record open for the next 7 days for Members to submit their ques-
tions for Chairman Bernanke. This hearing is adjourned.

Mr. BERNANKE. Thank you.

[Whereupon, at 12:26 p.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF BEN S. BERNANKE

CHAIRMAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
MARCH 1, 2011

Chairman Johnson, Ranking Member Shelby, and other Members of the Com-
mittee, I am pleased to present the Federal Reserve’s semiannual Monetary Policy
Report to the Congress. I will begin with a discussion of economic conditions and
the outlook before turning to monetary policy.

The Economic Outlook

Following the stabilization of economic activity in mid-2009, the U.S. economy is
now in its seventh quarter of growth; last quarter, for the first time in this expan-
sion, our Nation’s real gross domestic product (GDP) matched its precrisis peak.
Nel\lre}ll’th}(leless, job growth remains relatively weak and the unemployment rate is
still high.

In its early stages, the economic recovery was largely attributable to the stabiliza-
tion of the financial system, the effects of expansionary monetary and fiscal policies,
and a strong boost to production from businesses rebuilding their depleted inven-
tories. Economic growth slowed significantly in the spring and early summer of
2010, as the impetus from inventory building and fiscal stimulus diminished and
as Europe’s debt problems roiled global financial markets. More recently, however,
we have seen increased evidence that a self-sustaining recovery in consumer and
business spending may be taking hold. Notably, real consumer spending has grown
at a solid pace since last fall, and business investment in new equipment and soft-
ware has continued to expand. Stronger demand, both domestic and foreign, has
supported steady gains in U.S. manufacturing output.

The combination of rising household and business confidence, accommodative
monetary policy, and improving credit conditions seems likely to lead to a somewhat
more rapid pace of economic recovery in 2011 than we saw last year. The most re-
cent economic projections by Federal Reserve Board members and Reserve Bank
presidents, prepared in conjunction with the Federal Open Market Committee
(FOMC) meeting in late January, are for real GDP to increase 32 to 4 percent in
2011, about one-half percentage point higher than our projections made in Novem-
ber.! Private forecasters’ projections for 2011 are broadly consistent with those of
the FOMC participants and have also moved up in recent months. 2

While indicators of spending and production have been encouraging on balance,
the job market has improved only slowly. Following the loss of about 834 million
jobs from early 2008 through 2009, private-sector employment expanded by only a
little more than 1 million during 2010, a gain barely sufficient to accommodate the
inflow of recent graduates and other entrants to the labor force. We do see some
grounds for optimism about the job market over the next few quarters, including
notable declines in the unemployment rate in December and January, a drop in new
claims for unemployment insurance, and an improvement in firms’ hiring plans.
Even so, if the rate of economic growth remains moderate, as projected, it could be
several years before the unemployment rate has returned to a more normal level.
Indeed, FOMC participants generally see the unemployment rate still in the range
of 7% to 8 percent at the end of 2012. Until we see a sustained period of stronger
job creation, we cannot consider the recovery to be truly established.

Likewise, the housing sector remains exceptionally weak. The overhang of vacant
and foreclosed houses is still weighing heavily on prices of new and existing homes,
and sales and construction of new single-family homes remain depressed. Although

1Forecast ranges here and below refer to the central tendencies of the projections of FOMC
participants, as presented in the “Summary of Economic Projections” released with the minutes
of the dJanuary FOMC meeting, available at www.federalreserve.gov/monetarypolicy/
fomeminutes20110126ep.htm.

2For example, both the Survey of Professional Forecasters (see, the first quarter 2011 survey
released by the Federal Reserve Bank of Philadelphia on February 11, available at
www.philadelphiafed.org [ research-and-data | real-time-center | survey-of-professional-forecasters)
and the Blue Chip forecasting panel (see, the February 10, 2010, issue of Blue Chip Economic
Indicators (New York: Aspen Publishers)) now project real GDP growth of about 3% percent
from the fourth quarter of 2010 to the fourth quarter of 2011, about one-half percentage point
higher than the corresponding projections made in August. Looking further ahead, most FOMC
participants project that economic growth will pick up a bit more in 2012 and 2013 whereas
private forecasters tend to see the expansion proceeding fairly steadily over the next few years.
(Note: Blue Chip Economic Indicators and Blue Chip Financial Forecasts are publications owned
by Aspen Publishers. Copyright © 2009 by Aspen Publishers, Inc. All rights reserved;
www.aspenpublishers.com.)
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mortgage rates are low and house prices have reached more affordable levels, many
potential homebuyers are still finding mortgages difficult to obtain and remain con-
cerned about possible further declines in home values.

Inflation has declined, on balance, since the onset of the financial crisis, reflecting
high levels of resource slack and stable longer-term inflation expectations. Indeed,
over the 12 months ending in January, prices for all of the goods and services con-
sumed by households (as measured by the price index for personal consumption ex-
penditures (PCE)) increased by only 1.2 percent, down from 2.5 percent in the year-
earlier period. Wage growth has slowed as well, with average hourly earnings in-
creasing only 1.9 percent over the year ending in January. In combination with pro-
ductivity increases, slow wage growth has implied very tight restraint on labor costs
per unit of output.

FOMC participants see inflation remaining low; most project that overall inflation
will be about 1V4 to 134 percent this year and in the range of 1 to 2 percent next
year and in 2013. Private-sector forecasters generally also anticipate subdued infla-
tion over the next few years.3 Measures of medium- and long-term inflation com-
pensation derived from inflation-indexed Treasury bonds appear broadly consistent
with these forecasts. Surveys of households suggest that the public’s longer-term in-
flation expectations also remain stable.

Although overall inflation is low, since summer we have seen significant increases
in some highly visible prices, including those of gasoline and other commodities. No-
tably, in the past few weeks, concerns about unrest in the Middle East and North
Africa and the possible effects on global oil supplies have led oil and gasoline prices
to rise further. More broadly, the increases in commodity prices in recent months
have largely reflected rising global demand for raw materials, particularly in some
fast-growing emerging market economies, coupled with constraints on global supply
in some cases. Commodity prices have risen significantly in terms of all major cur-
rencies, suggesting that changes in the foreign exchange value of the dollar are un-
likely to have been an important driver of the increases seen in recent months.

The rate of pass-through from commodity price increases to broad indexes of U.S.
consumer prices has been quite low in recent decades, partly reflecting the relatively
small weight of materials inputs in total production costs as well as the stability
of longer-term inflation expectations. Currently, the cost pressures from higher com-
modity prices are also being offset by the stability in unit labor costs. Thus, the
most likely outcome is that the recent rise in commodity prices will lead to, at most,
a temporary and relatively modest increase in U.S. consumer price inflation—an
outlook consistent with the projections of both FOMC participants and most private
forecasters. That said, sustained rises in the prices of oil or other commodities would
represent a threat both to economic growth and to overall price stability, particu-
larly if they were to cause inflation expectations to become less well anchored. We
will continue to monitor these developments closely and are prepared to respond as
necessary to best support the ongoing recovery in a context of price stability.

Monetary Policy

As I noted earlier, the pace of recovery slowed last spring—to a rate that, if sus-
tained, would have been insufficient to make meaningful progress against unem-
ployment. With job creation stalling, concerns about the sustainability of the recov-
ery increased. At the same time, inflation—already at very low levels—continued to
drift downward, and market-based measures of inflation compensation moved lower
as investors appeared to become more concerned about the possibility of deflation,
or falling prices. 4

Under such conditions, the Federal Reserve would normally ease monetary policy
by reducing the target for its short-term policy interest rate, the Federal funds rate.
However, the target range for the Federal funds rate has been near zero since De-
cember 2008, and the Federal Reserve has indicated that economic conditions are
likely to warrant an exceptionally low target rate for an extended period. Con-
sequently, another means of providing monetary accommodation has been necessary
since that time. In particular, over the past 2 years the Federal Reserve has eased
monetary conditions by purchasing longer-term Treasury securities, agency debt,
and agency mortgage-backed securities (MBS) on the open market. The largest pro-
gram of purchases, which lasted from December 2008 through March 2010, appears

3The Survey of Professional Forecasters projects PCE inflation to run at about 1% percent
in 2011 and to subsequently rise gradually to nearly 2 percent by 2013. The corresponding pro-
jections from the Survey of Professional Forecasters for Consumer Price Index (CPI) inflation
are about 1% percent this year and about 2 percent next year and in 2013. Blue Chip forecasts
for CPI inflation stand at about 2 percent for both 2011 and 2012.

4For example, deflation probabilities inferred from prices of certain inflation-indexed bonds
increased during this period.



45

to have contributed to an improvement in financial conditions and a strengthening
of the recovery. Notably, the substantial expansion of the program announced in
March 2009 was followed by financial and economic stabilization and a significant
pickup in the growth of economic activity in the second half of that year.

In August 2010, in response to the already-mentioned concerns about the sustain-
ability of the recovery and the continuing declines in inflation to very low levels,
the FOMC authorized a policy of reinvesting principal payments on our holdings of
agency debt and agency MBS into longer-term Treasury securities. By reinvesting
agency securities, rather than allowing them to continue to run off as our previous
policy had dictated, the FOMC ensured that a high level of monetary accommoda-
tion would be maintained. Over subsequent weeks, Federal Reserve officials noted
in public remarks that we were considering providing additional monetary accom-
modation through further asset purchases. In November, the Committee announced
that it intended to purchase an additional $600 billion in longer-term Treasury secu-
rities by the middle of this year.

Large-scale purchases of longer-term securities are a less familiar means of pro-
viding monetary policy stimulus than reducing the Federal funds rate, but the two
approaches affect the economy in similar ways. Conventional monetary policy easing
works by lowering market expectations for the future path of short-term interest
rates, which, in turn, reduces the current level of longer-term interest rates and con-
tributes to both lower borrowing costs and higher asset prices. This easing in finan-
cial conditions bolsters household and business spending and thus increases eco-
nomic activity. By comparison, the Federal Reserve’s purchases of longer-term secu-
rities, by lowering term premiums, put downward pressure directly on longer-term
interest rates. By easing conditions in credit and financial markets, these actions
encourage spending by households and businesses through essentially the same
channels as conventional monetary policy.

A wide range of market indicators supports the view that the Federal Reserve’s
recent actions have been effective. For example, since August, when we announced
our policy of reinvesting principal payments on agency debt and agency MBS and
indicated that we were considering more securities purchases, equity prices have
risen significantly, volatility in the equity market has fallen, corporate bond spreads
have narrowed, and inflation compensation as measured in the market for inflation-
indexed securities has risen to historically more normal levels. Yields on 5- to 10-
year nominal Treasury securities initially declined markedly as markets priced in
prospective Fed purchases; these yields subsequently rose, however, as investors be-
came more optimistic about economic growth and as traders scaled back their expec-
tations of future securities purchases. All of these developments are what one would
expect to see when monetary policy becomes more accommodative, whether through
conventional or less conventional means. Interestingly, these market responses are
almost identical to those that occurred during the earlier episode of policy easing,
notably in the months following our March 2009 announcement. In addition, as I
already noted, most forecasters see the economic outlook as having improved since
our actions in August; downside risks to the recovery have receded, and the risk
of deflation has become negligible. Of course, it is too early to make any firm judg-
ment about how much of the recent improvement in the outlook can be attributed
to monetary policy, but these developments are consistent with it having had a ben-
eficial effect.

My colleagues and I continue to regularly review the asset purchase program in
light of incoming information, and we will adjust it as needed to promote the
achievement of our mandate from the Congress of maximum employment and stable
prices. We also continue to plan for the eventual exit from unusually accommodative
monetary policies and the normalization of the Federal Reserve’s balance sheet. We
have all the tools we need to achieve a smooth and effective exit at the appropriate
time. Currently, because the Federal Reserve’s asset purchases are settled through
the banking system, depository institutions hold a very high level of reserve bal-
ances with the Federal Reserve. Even if bank reserves remain high, however, our
ability to pay interest on reserve balances will allow us to put upward pressure on
short-term market interest rates and thus to tighten monetary policy when re-
quired. Moreover, we have developed and tested additional tools that will allow us
to drain or immobilize bank reserves to the extent needed to tighten the relation-
ship between the interest rate paid on reserves and other short-term interest rates.

5These tools include the ability to execute term reverse repurchase agreements with the pri-
mary dealers and other counterparties, which drains reserves from the banking system; and the
issuance of term deposits to depository institutions, which immobilizes bank reserves for the pe-
riod of the deposit.
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If necessary, the Federal Reserve can also drain reserves by ceasing the reinvest-
ment of principal payments on the securities it holds or by selling some of those
securities in the open market. The FOMC remains unwaveringly committed to price
stability and, in particular, to achieving a rate of inflation in the medium term that
is consistent with the Federal Reserve’s mandate.

Federal Reserve Transparency

The Congress established the Federal Reserve, set its monetary policy objectives,
and provided it with operational independence to pursue those objectives. The Fed-
eral Reserve’s operational independence is critical, as it allows the FOMC to make
monetary policy decisions based solely on the longer-term needs of the economy, not
in response to short-term political pressures. Considerable evidence supports the
view that countries with independent central banks enjoy better economic perform-
ance over time. ¢

However, in our democratic society, the Federal Reserve’s independence brings
with it the obligation to be accountable and transparent. The Congress and the pub-
lic must have all the information needed to understand our decisions, to be assured
of the integrity of our operations, and to be confident that our actions are consistent
with the mandate given to us by the Congress.

On matters related to the conduct of monetary policy, the Federal Reserve is one
of the most transparent central banks in the world, making available extensive
records and materials to explain its policy decisions. For example, beyond the semi-
annual Monetary Policy Report I am presenting today, the FOMC provides a
postmeeting statement, a detailed set of minutes 3 weeks after each policy meeting,
quarterly economic projections together with an accompanying narrative, and, with
a b-year lag, a transcript of each meeting and its supporting materials. In addition,
FOMC participants often discuss the economy and monetary policy in public forums,
and Board members testify frequently before the Congress.

In recent years the Federal Reserve has also substantially increased the informa-
tion it provides about its operations and its balance sheet. In particular, for some
time the Federal Reserve has been voluntarily providing extensive financial and
operational information regarding the special credit and liquidity facilities put in
place during the financial crisis, including full descriptions of the terms and condi-
tions of each facility; monthly reports on, among other things, the types of collateral
posted and the mix of participants using each facility; weekly updates about bor-
rowings and repayments at each facility; and many other details.? Further, on De-
cember 1, as provided by the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act of 2010, the Federal Reserve Board posted on its public Web site the details
of more than 21,000 individual credit and other transactions conducted to stabilize
markets and support the economic recovery during the crisis. This transaction-level
information demonstrated the breadth of these operations and the care that was
taken to protect the interests of the taxpayer; indeed, despite the scope of these ac-
tions, the Federal Reserve has incurred no credit losses to date on any of the pro-
grams and expects no credit losses in any of the few programs that still have loans
outstanding. Moreover, we are fully confident that independent assessments of these
programs will show that they were highly effective in helping to stabilize financial
markets, thus strengthening the economy. Overall, the operational effectiveness of
the programs was recently supported as part of a comprehensive review of six lend-
ing facilities by the Board’s independent Office of Inspector General.® In addition,
we have been working closely with the Government Accountability Office, the Office
of the Special Inspector General for the Troubled Asset Relief Program, the Congres-
sional Oversight Panel, the Congress, and private-sector auditors on reviews of
these facilities as well as a range of matters relating to the Federal Reserve’s oper-

6See, for example, Alberto Alesina and Lawrence H. Summers (1993), “Central Bank Inde-
pendence and Macroeconomic Performance: Some Comparative Evidence”, Journal of Money,
Credit and Banking, vol. 25 (May), pp. 151-162; or, more recently, Christopher Crowe and Ellen
E. Meade (2008), “Central Bank Independence and Transparency: Evolution and Effectiveness”,
European Journal of Political Economy, vol. 24 (December), pp. 763-777. See, Ben S. Bernanke
(2010), “Central Bank Independence, Transparency, and Accountability”, at the Institute for
Monetary and Economic Studies International Conference, Bank of Japan, Tokyo (May 25), for
further discussion and references.

7See, the reports available on the Board’s webpage, “Credit and Liquidity Programs and the
Balance Sheet”, at www.federalreserve.gov / monetarypolicy/bst__reports.htm.

8See, Board of Governors of the Federal Reserve System, Office of Inspector General (2010),
“The Federal Reserve’s Section 13(3) Lending Facilities To Support Overall Market Liquidity:
Function, Status, and Risk Management” (Washington: Board of Governors OIG, November),
www.federalreserve.gov /oig/files/ FRS Lending Facilities Report final-11-23-10 web.pdf.
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ations and governance. We will continue to seek ways of enhancing our trans-
parency without compromising our ability to conduct policy in the public interest.
Thank you. I would be pleased to take your questions.
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RESPONSES TO WRITTEN QUESTIONS OF CHAIRMAN JOHNSON
FROM BEN S. BERNANKE

Q.1. Recognizing the critical need to reduce our structural deficit
to avert the problems you were discussing with Senator Bennet,
and given the importance of continuing to make selective invest-
ments in R&D, education and infrastructure, would defunding
those areas now hurt the recovery and damage long term U.S.
growth?

A.1. The costs and risks to the U.S. economy will rise if the Federal
budget persistently runs large structural deficits. If global financial
market participants were to lose confidence in the United States’
ability to manage its fiscal policy, the historical experience of coun-
tries that have faced fiscal crises should warn us that interest rates
could increase suddenly and quickly, which would impose substan-
tial costs on our economy. The threat from our currently
unsustainable fiscal policies is real and growing, which should be
sufficient reason to put in place a credible plan to place fiscal policy
on a sustainable path over the medium and longer term. Acting
now to develop a credible program to reduce future structural defi-
cits would not only enhance economic growth in the longer run,
these policy actions would likely also yield near-term economic ben-
efits from lower long-term interest rates and increased consumer
and business confidence. Moreover, the sooner a credible fiscal plan
is established, the more time affected individuals would have to ad-
just to the necessary policy changes, which would probably make
those changes less painful and more politically feasible.

That said, economic growth is affected not only by the levels of
spending and taxes, but also by their composition and structure.
Changes in the Government’s tax policies and spending priorities
could be made that not only reduce the deficit but also enhance the
long-term growth potential of the economy—for example, by reduc-
ing disincentives to work and to save, by encouraging investment
in the skills of our workforce as well as new machinery and equip-
ment, by promoting research and development, and by encouraging
and providing necessary infrastructure. In the current fiscal envi-
ronment, policy makers will want to intensively review the effec-
tiveness of all spending and tax policies and be willing to make
changes in order to provide necessary programs more efficiently
and at lower cost. These policy choices will certainly be difficult
and will require tradeoffs to be made, but a more productive econ-
omy will ease the tradeoffs that we face.

Q.2. Following up on Senator Moran’s question to you at the hear-
ing, what can the Federal Reserve do to help encourage, or direct
banks to, increase lending to small businesses on Main Street that
are responsible for so much job growth?

A.2. During the past few years, we have frequently received reports
that small businesses are facing difficulty in obtaining credit. We
share the Senator’s concerns about the effect that tight credit con-
ditions can have on Main Street and in response have taken sev-
eral steps to foster access to loans by creditworthy businesses.
Early in the crisis, the Federal Reserve and the other banking
agencies recognized the possibility that bankers and examiners
could overcorrect for underwriting standards that had become too
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lax and issued guidance to instruct examiners to take a measured
and balanced approach to reviews of banking organizations and to
encourage efforts by these institutions to work constructively with
existing borrowers that are experiencing financial difficulties. The
Federal Reserve subsequently conducted significant training for its
examiners on this guidance to ensure that it was carefully imple-
mented. In addition, we continue to strongly reinforce the guidance
with our examiners and are focusing on evaluating compliance with
the guidance as part of our regular monitoring of the examination
process, which includes local management vettings of examination
findings in the district Reserve Banks, review of a sample of exam-
ination reports in Washington, and investigation of any specific in-
stances of possible undue regulatory constraints reported by mem-
bers of the public.

Our monitoring to date suggests that examiners are appro-
priately considering the guidance in evaluating supervised institu-
tions. However, to the extent that a banking organization is con-
cerned about supervisory restrictions imposed by Federal Reserve
examiners, we have encouraged them to discuss their concerns with
Reserve Bank or Federal Reserve Board supervisory staff. Bankers
also have been advised that they can confidentially discuss these
concerns with the Federal Reserve Board’s Ombudsman, who
works with bankers and supervisory staff to resolve such issues.

In addition to our efforts to encourage careful implementation of
the interagency guidance, the Federal Reserve last year also com-
pleted a series of more than 40 meetings with community leaders
from across the country to gather information to help the Federal
Reserve and others better respond to the credit needs of small busi-
nesses. Emerging themes, best practices, and common challenges
identified by the meeting series were discussed and shared at a
conference held at the Federal Reserve Board in Washington in
early July and are described in a summary report posted on the
Federal Reserve’s Web site at: http://www.federalreserve.gov/
events [ conferences [ 12010/ sbe [ downloads /
small business summary.pdf The agenda for this meeting and
remarks that address our plans for following-up on our findings are
also available on the Federal Reserve’s Web site.

More recently, the Federal Reserve has been working with staff
at the U.S. Treasury and the other banking agencies to implement
the Small Business Lending Fund created by the Small Business
Jobs Act of 2010. This fund is intended to facilitate lending to cred-
itworthy borrowers by providing affordable capital support to com-
munity banks that lend to small businesses.

Q.3. We also want to ensure that individuals have appropriate ac-
cess to credit. Is the Federal Reserve considering how its policies
(both regulatory and monetary) impact consumer access to credit?
If there is a negative impact on access to credit, what steps will
the Federal Reserve take?

A.3. In the context of both monetary and regulatory or supervisory
policy, the Federal Reserve regularly analyzes data and other infor-
mation about the availability of credit to consumers. The avail-
ability of credit is a key factor pertaining to the outlook for con-
sumer spending, which is, itself, a major component of aggregate
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demand in the U.S. economy. Therefore, when determining the ap-
propriate stance of monetary policy, the Federal Open Market
Committee considers consumers’ access to credit along with many
other factors that shape the macroeconomic outlook.

The Federal Reserve also considers the potential effects of its
regulatory or supervisory policies on the availability of consumer
credit. A recent example of this is the Comprehensive Capital Anal-
ysis and Review (CCAR) that was completed by the Federal Re-
serve on March 18, 2011. One element of the study of the capital
plans of the 19 largest bank holding companies in the CCAR was
to ascertain each firm’s ability to hold sufficient capital to maintain
access to funding, to continue to serve as credit intermediaries, to
meet their obligations to creditors and counterparties, and to con-
tinue operations, even in an adverse macroeconomic environment.
In other words, a key element of the review was to evaluate the
capital plans of large bank holding companies in the context of
their ability to support lending to consumers, even in an adverse
macroeconomic environment.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED
FROM BEN S. BERNANKE

Q.1. In your testimony you described an apparent willingness on
the part of banks to lend. However, we continue to hear that small
businesses are still having trouble obtaining needed lending. Con-
sidering that small businesses take the leading role in job creation,
what are you doing to ensure that creditworthy small businesses
have access to lending?

A.1. We are also aware of reports that some small businesses are
facing difficulty in obtaining loans and are concerned about the im-
pact on job creation. As a result, we have taken a number of steps
to try to improve small businesses’ access to credit in the time
since the recent financial crisis began. Initially, the Federal Re-
serve and the other banking agencies recognized the possibility
that bankers and examiners could overcorrect for underwriting
standards that had become too lax in the run-up to the crisis and
unnecessarily constrain access to credit by creditworthy borrowers.
In order to address this possibility, they issued guidance to instruct
examiners to take a measured and balanced approach to reviews
of banking organizations and to encourage efforts by these institu-
tions to work constructively with existing borrowers that are expe-
riencing financial difficulties. The Federal Reserve subsequently
conducted significant training for its examiners on this guidance to
ensure that it was carefully implemented. Currently, we continue
to strongly reinforce the guidance with our examiners and are fo-
cusing on evaluating compliance with the guidance as part of our
regular monitoring of the examination process.

Our monitoring to date suggests that examiners have been ap-
propriately considering the guidance in evaluating supervised insti-
tutions. However, to the extent that a banking organization is con-
cerned about supervisory restrictions imposed by Federal Reserve
examiners, we have encouraged them to discuss their concerns with
Reserve Bank or Federal Reserve Board supervisory staff or, if they
prefer to raise their concerns confidentially, to raise them with the
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Board’s Ombudsman, who works with bankers and supervisory
staff to resolve such issues. In addition, last year the Federal Re-
serve conducted a series of more than 40 meetings with community
leaders from across the country to gather information to help the
Federal Reserve and others better respond to the credit needs of
small businesses. Emerging themes, best practices, and common
challenges identified by the meeting series were discussed and
shared at a conference held at the Federal Reserve Board in Wash-
ington in early July 2010 and are described in a summary report
posted on the Federal Reserve’s Web site at: htip://
wwuw.federalreserve.gov [ events [ conferences /2010 /sbc | downloads /
small business summary.pdyf.

There are several initiatives currently underway to address
issues identified through these meetings. Most recently, the Fed-
eral Reserve has been working with staff at the U.S. Treasury and
the other banking agencies to implement the Small Business Lend-
ing Fund created by the Small Business Jobs Act of 2010. This
fund is intended to facilitate lending to creditworthy borrowers by
providing affordable capital support to community banks that lend
to small businesses.

Q.2. During this economic crisis the length of time workers have
remained unemployed has increased substantially. The longer
someone remains outside the workforce, the harder it becomes to
find employment and contribute to economic growth. What can pol-
icy makers do to get people back to work as soon as possible? What
actions can be taken to help the long-term unemployed so we can
make sure they do not lose the ability to reenter the workforce?

A.2. Although the economy recovery appears to be on firmer foot-
ing, unemployment remains a significant concern in the United
States. The recent declines in the unemployment rate are encour-
aging, but the level of unemployment is still very high, and it is
likely to be some time before the unemployment rate returns to a
more normal level. In addition, more than 40 percent of the unem-
ployed have been out of work for 6 months or more. As you indi-
cate, long-term unemployment is a particularly serious problem be-
cause it erodes the skills of those workers and may cause lasting
damage to their future employment and earnings prospects.

Given the current situation in which unemployment is high and
inflation is low, the Federal Open Market Committee has main-
tained the target range for the Federal funds rate at 0 to ¥4 per-
cent. In addition, the Committee decided in November 2010 to ex-

and its holdings of securities, with the intention of purchasing
5600 billion of Treasury securities by the end of the second quarter
of 2011. The Committee believes that its policies will promote a
stronger pace of economic recovery and anticipates a gradual re-
turn to higher levels of resource utilization in a context of price sta-
bility. The Federal Reserve also continues to provide guidance to
banks to ensure that creditworthy borrowers, including small busi-
nesses and other potential employers, have access to credit. Fi-
nally, as I indicated in my recent testimony, I believe that efforts
to address the Nation’s longer-run fiscal challenges could also help
to promote the economic recovery. In particular, the adoption of a
credible program to reduce future deficits would not only enhance
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economic growth and stability in the long run, but could also yield
substantial near-term benefits in terms of lower long-term interest
rates and increased consumer and business confidence. All of these
policies should help to reduce unemployment over time.

With regard to other actions that might be taken to help the
long-term unemployed, it seems to me that policies targeted to-
wards providing those workers with the resources they need to up-
grade their skills and find new jobs as the economy continues to
recovery can be helpful. For example, community college and other
adult education programs have been effective in helping workers
who have lost their jobs to obtain new skills that strengthen their
qualifications for available jobs. Similarly, innovative workforce de-
velopment programs can play an important role in anticipating fu-
ture job market demands, and it might be fruitful to couple these
programs with job search assistance that channeled search and
training toward the most promising areas. Unfortunately, however,
long-term unemployment is a complex problem and there are no
simple or guaranteed solutions.

Q.3. What steps is the Federal Reserve taking toward establishing
macroprudential tools that will assist it in identifying and respond-
ing to future asset bubbles that have the potential of igniting an-
other financial crisis?

A.3. The Federal Reserve is taking steps to identify and respond
to emerging asset bubbles. Macrostress tests of financial institu-
tions—such as those recently performed by Federal Reserve as part
of the Comprehensive Capital Analysis and Review (CCAR) of large
bank holding companies (BHCs )—are an important
macroprudential tool. The macro stress tests help to identify the
threats to financial stability from BHCs that would be posed by ad-
verse economic conditions and large falls in asset prices. In addi-
tion, enhanced supervision and prudential standards required
under the Dodd-Frank Act will make large BHCs and nonbank in-
stitutions determined to be systemically important subject to more
stringent requirements on capital, leverage, and liquidity, as well
as tighter limitations on their single-counterparty credit exposures.
These enhanced standards should help to make the financial sector
more resilient to asset price adjustments and thus would diminish
the cost to the real economy. Finally, the Federal Reserve is work-
ing closely with other member agencies of the Financial Stability
Oversight Council (FSOC) to identify threats to the financial sta-
bility of the United States, which could include emerging asset bub-
bles, and, moreover, to respond preemptively to such threats. Be-
cause the FSOC’s mandate is to focus on the stability of the U.S.
financial system as a whole, this focus should reduce the possibility
of undetected regulatory gaps which could, left unmonitored, fuel
asset bubbles.

Q.4. In a recent speech you explained the role played by global im-
balances in encouraging the asset bubbles that led to the financial
crisis. If this was a contributing factor to the crisis, what actions
should be taken to address these global imbalances so that they do
not destabilize the global financial system again in the future?

A.4. The primary cause of the boom and bust in the housing mar-
ket was the poor performance of the financial system and financial
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regulation, including misaligned incentives in mortgage origination,
underwriting, and securitization; risk-management deficiencies
among financial institutions; conflicts of interest at credit rating
agencies; weaknesses in the capitalization and incentive structures
of the Government-sponsored enterprises; gaps and weaknesses in
the financial regulatory structure; and supervisory failures. Global
imbalances and the capital flows associated with them likely
played a role in helping to finance the housing bubble and thus set-
ting the stage for its subsequent bust. But it was the interaction
between strong capital inflows and weaknesses in the domestic fi-
nancial system that proved so injurious to financial stability.

The appropriate response to the concerns posed by global imbal-
ances is not to try to reverse financial globalization, which has con-
ferred considerable benefits overall. Rather, we need to pursue re-
forms that promote financial stability in the context of an increas-
ingly globalized financial arena. First, countries must work to-
gether to create an international system that more effectively sup-
ports the pursuit of internal and external balance: Countries with
excessive and unsustainable trade surpluses will need to allow
their exchange rates to better reflect market fundamentals and in-
crease their reliance on domestic demand, while countries with
large trade deficits must encourage higher national saving, includ-
ing by strengthening their fiscal positions. Second, the United
States must continue to work with its international partners to in-
crease the efficiency, transparency, and resiliency of our national fi-
nancial systems and to strengthen financial regulation and over-
sight.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR AKAKA
FROM BEN S. BERNANKE

Q.1. Chairman Bernanke, as you know, I am most concerned with
the well-being of consumers. In the current economic climate, con-
sumers are confronted with difficult financial decisions. This is the
case in Hawaii, where many homeowners face possible foreclosure
and the average credit card debt of a resident is the second highest
in the country.

Last week was America Saves Week. We highlighted the impor-
tance of personal savings and teach consumers how to increase
their financial security through better money management. By sav-
ing, individuals can help protect themselves during economic
downturns and unforeseen life events.

And yet, we also know that our slow economic recovery is par-
tially due to low consumption or consumer spending.

Chairman Bernanke, my question to you is about these two dif-
ferent motivations. How can we continue our efforts to promote eco-
nomic recovery? And, how do we at the same time encourage re-
sponsible consumer behavior and financial decision making?

A.1. The Federal Reserve System is strongly committed to pro-
moting consumer financial education through research, community
outreach and a wide range of information on issues related to per-
sonal finance that we make available to the public. One objective
of our consumer and community activities is to foster informed and
prudent financial decision making of the type promoted by the
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America Saves campaign. Indeed, the Federal Reserve Board is a
member of the America Saves National Advisory Committee.

The exercise of sound judgment in personal financial affairs is
not inconsistent with a healthy growing economy. Quite the con-
trary. As the events of the past several years have shown, outsized
debt accumulation can leave many households vulnerable to great
distress if collateral values drop sharply or income is disrupted,
which leads to cutbacks in aggregate demand, production and em-
ployment. These cutbacks can lead to further financial distress and
income disruptions and associated declines in production and em-
ployment. However, sound household decision making can lay the
foundations for sustainable economic growth. Looking forward, a
combination of rising business confidence, accommodative monetary
policy, and improving credit conditions seems likely to lead to con-
tinued gains in production and employment. These gains, in turn,
should boost incomes and provide the wherewithal for households
to increase their spending without taking on excessive debt, which
helps to further support increases in production and employment
in a virtuous cycle.

Q.2. Chairman Bernanke, because of the high number of recent
foreclosures, an alarming number of Americans face the extremely
difficult task of placing themselves back on sound financial footing.
They are especially vulnerable to nontraditional and predatory fi-
nancial products and services.

What can be done to help these individuals overcome foreclosure
and restore their financial well-being?

A.2. The Federal Reserve has been working at various levels to
support consumers and communities struggling with the impact of
the foreclosure crisis since 2007. Through the 12 Federal Reserve
Banks, the System works with financial institutions, local leaders,
and community groups to provide relevant research, and data
through a broad range of programs and activities. The Board of
Governors provides guidance and support to the Reserve Banks’ ef-
forts, offering a national perspective on various policy issues and
programs that help provide further understanding of the mortgage
market and the options available to stabilize neighborhoods and as-
sist borrowers struggling with the impacts of foreclosure. A com-
prehensive overview of these efforts undertaken by the Federal Re-
serve in response to the foreclosure crisis is provided in “Address-
ing the Impact of the Foreclosure Crisis: Federal Reserve Mortgage
Outreach and Research Efforts.” This report is available online. !
The Federal Reserve also has a centralized call center, the Fed-
eral Reserve Consumer Help (FRCH), to accept consumer com-
plaints against financial institutions, including consumers experi-
encing difficulty with their mortgages or who experience commus-
nication issues with the financial institution regarding their mort-
gage. Consumers can contact FRCH for assistance and informa-
tion.2 Complaint specialists are trained in responding to con-
sumers’ mortgage and foreclosure issues and to direct them to addi-

1For “Addressing the Impact of the Foreclosure Crisis . . . ” report, see www.chicagofed.org/
digital assets/others/in _focus/foreclosure resource center/more report final.pdf.

2For additional information about the Federal Reserve Consumer Help center, see
wwuw.federalreserveconsumerhelp.gov [ index.cfm.
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tional assistance as their circumstances require. The FRCH Web
site provides one-stop shopping for resources and links to Govern-
ment and nonprofit organizations that offer foreclosure assistance.
In addition, each of the Federal Reserve banks and the Board of
Governors has established a Web site where consumers can access
online Federal and local resources designed to help homeowners
with foreclosure prevention and assist their efforts to recover from
financial difficulties.® For example, the Federal Reserve Bank of
St. Louis’ Foreclosure Resource Center includes a “Foreclosure
Mitigation ToolKit” that identifies steps that community leaders
can take to address foreclosures in their neighborhoods, including
outreach to those consumers at risk of losing their homes and for
developing postforeclosure support systems. 4

The Board has also issued a number of supervisory guidances to
the banks on policies and procedures that are essential to ensuring
they work with consumers struggling with their mortgages and
comply with appropriate consumer protection laws and regulations
that relate to foreclosure and loss mitigation. In 2007, the Board,
in concert with other banking supervisory agencies, issued guid-
ance letters specifically related to working with borrowers strug-
gling with their mortgages, as well as guidance in 2009 on tenants’
rights when landlords fall into foreclosure.® Most recently, the
Board announced formal enforcement actions requiring 10 banking
organizations to address patterns of misconduct and negligence re-
lated to deficient practices in residential mortgage loan servicing
and foreclosure processing. A copy of the press release and the ac-
companying publication that documents the supervisory agencies’
findings, Interagency Review of Foreclosure Policies and Practices,
can be found online on the Board of Governors’ public Web site. ©

Q.3. Chairman Bernanke, I know that we share an interest in re-
mittances. During difficult economic times, individuals who nor-
mally remit money to their relatives overseas are under greater fi-
nancial pressure. At the same time, they also are under greater
pressure to provide assistance to their families abroad.

I know that the Federal Reserve is working hard to implement
the remittance protection provisions of the Dodd-Frank Act. It re-
quires more meaningful disclosures for remittance transactions. It
also establishes an error resolution process for consumers.

Please update us on what progress has been made to implement
the remittance protections in the Dodd-Frank Act.

A.3. On May 12, 2011, the Federal Reserve Board requested public
comment on a proposed rule that would create new protections for
consumers who send remittance transfers to recipients located in a

3Board of Governors, Consumer Information web page, wwuw.federalreserve.gov/
consumerinfo [ foreclosure.htm.

4 For additional information, see Federal Reserve Bank of St. Louis, Community Development,
Foreclosure Resource Center at www.stlouisfed.org/community  development /foreclosure | miti-
gation-l.cfm.

5Federal Reserve Board, Supervision, Consumer Affairs Letters, 2007, CA 07-01, “Working
with Mortgage Borrowers”, and “Statement on Loss Mitigation Strategies for Servicers of Resi-
dential Mortgages”. In 2009, CA 09-05, “Information and Examination Procedures for the ‘Pro-
tecting Tenants at Foreclosure Act of 2009°” and CA-13,“Mortgage Loan Modifications and Regu-
lation B’s Adverse Action Requirement”.

6For the Board of Governors’ enforcement actions and the report, “Interagency Review of
Foreclosure Policies and Practices”, see hitp://www.federalreserve.gov / newsevents/press/en-
forcement /20110413a.htm.
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foreign country. The press release and related information can be
found on the Board’s public Web site at: www.federalreserve.gov/
newsevents [ press/bcreg /20110512a.htm.

The proposed rule would require that remittance transfer pro-
viders make certain disclosures to senders of remittance transfers,
including information about fees and the exchange rate, as applica-
ble, and the amount of currency to be received by the recipient. In
addition, the proposed rule would provide error resolution and can-
cellation rights for senders of remittance transfers. The proposed
model disclosure forms were developed with the use of extensive
consumer testing to ensure that they presented the information
that consumers of remittance products need to make informed deci-
sions regarding fees and features across providers.

The public comment period will end on July 22, 2011, and all
comment letters will be transferred to the Consumer Financial Pro-
teﬁtion Bureau which will have responsibility for issuing the final
rules.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR MERKLEY
FROM BEN S. BERNANKE

Q.1. Federal Reserve Audit. During the debate over the Dodd-Frank
Act, the Federal Reserve argued that revealing the names of bor-
rowers from its emergency lending facilities would imperil the fi-
nancial institutions and other borrowers and chill the use of those
emergency facilities that may be necessary to stabilize the econ-
omy. Yet, as mandated by the Dodd-Frank Act, the Federal Re-
serve on December 1, 2010 revealed the names of many of the bor-
rowers from its emergency lending facilities during the 2008 finan-
cial crisis.

What lessons can be drawn from this experience? Does this expe-
rience suggest that the Federal Reserve can be more transparent
regarding its borrowers during or soon after a crisis?

A.1. As you note, the Federal Reserve published the names of the
borrowers from its emergency lending facilities, as well as details
on the loans extended, on December 1, 2010. The publications
added to the large volume of information that the Federal Reserve
had made available in weekly and monthly reports on its emer-
gency lending throughout the financial crisis. In addition, as re-
quired by the Dodd-Frank Act, any borrowers at future emergency
credit facilities would be identified 1 year after the emergency facil-
ity was closed, and borrowers at the Federal Reserve’s normal dis-
count window would be identified 2 years after borrowing. It is dif-
ficult to assess the effect of these disclosures on the effectiveness
of Federal Reserve lending programs that may put in place to ad-
dress a future financial crisis and support credit availability to U.S.
businesses and households. Financial firms may be less willing to
participate in such programs because they will anticipate that their
names will be disclosed and will remain concerned about the pos-
sible effects of that disclosure on the behavior of their creditors and
counterparties in some circumstances. Indeed, some firms have
publicly stated that they no longer intend to access the discount
window.
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We think that an effective discount window can be an important
source of backup liquidity for the banking system, and we will
monitor carefully the discount window borrowing of depository in-
stitutions.

Q.2. Commodities. Financial experts have noted that speculative
booms in commodities, especially oil, tend to immediately precede
recessions in the U.S. Are you concerned at all that commodities
are getting out of hand? If monetary policy ought to be focused on
the big risks to the U.S., such as from housing, are there other
tools that can be applied to the commodities markets to ensure we
don’t have a speculative bubble and bust? For example, both the
U.S. and European financial regulators have new authorities to im-
pose position limits. Please share your views regarding the use of
these.

A.2. The prices of oil and other commodities can have important
implications for U.S. economic growth and price stability. Accord-
ingly, the Federal Reserve closely monitors developments in these
markets. Broad movements in commodity prices have been in line
with developments in the global economy. These prices rose
throughout most of the past decade while global growth was strong
and supply was constrained, they collapsed with the onset of the
global recession, and they subsequently rebounded amid the eco-
nomic recovery. The increases in commodity prices in recent
months have largely reflected rising global demand, particularly in
some fast-growing emerging market economies, coupled with con-
straints on global supply in some cases. In particular, political un-
rest in the Middle East and North Africa has led to further in-
creases in oil prices, and adverse weather has boosted prices of
some important food commodities.

Some have argued that speculative activities on the part of finan-
cial investors have been responsible for the extreme swings in com-
modity prices. Notwithstanding considerable study, however, con-
clusive evidence of the role of speculators remains elusive. If con-
clusive evidence emerged that commodity markets were not per-
forming their price discovery and allocative role effectively, changes
in regulatory policies might be appropriate. Policy makers should
be cautious and careful in proposing changes to the regulation of
commodity markets, so as to not excessively shrink market liquid-
ity, impede the price discovery process, or interfere with the ability
of commodity producers and consumers to manage their risks.

Q.3. Foreign Exchange. We have heard some argue that foreign ex-
change markets performed well during the crisis, that those mar-
kets did not need to be bailed out, and that as a result “foreign ex-
change swaps” ought to be exempt from Dodd-Frank swaps regula-
tion (as permitted if the Secretary of the Treasury makes the find-
ing required under Dodd-Frank Act). Please refresh the Committee
on how the foreign exchange markets, especially the markets in
these foreign exchange swaps, performed during the crisis.

e Did they freeze up at any point such that firms would not
enter into transactions with each other?
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¢ Did some firms place trades betting that currencies would de-
cline and then suffer losses when their counterparties were un-
able to repay?

e What role did the Federal Reserve’s central bank foreign ex-
change swap lines—which in December of 2008 reached nearly
$600 billion in outstanding lending, or 25 percent of the Fed’s
assets—play in those ensuring the functioning of these “foreign
exchange swap” markets?

A.3. All financial markets experienced some stress during the cri-
sis. However, foreign exchange markets were arguably more resil-
ient than many other wholesale money markets. In particular, un-
like some dollar funding markets—such as markets for commercial
paper, asset-backed commercial paper, repurchase agreements, and
Eurodollars—which essentially seized up during the crisis, the for-
eign exchange market continued to function. Liquidity in the mar-
ket for spot foreign exchange was only slightly impaired. The mar-
ket for dollar-related foreign exchange swaps, which is used by
some financial institutions to acquire dollar funding, exhibited
more strains because of its tighter links with dollar funding mar-
kets more generally. However, trading in the foreign exchange
swap market for dollars was not affected as much as trading in
some of the other market segments. And nondollar foreign ex-
change swap markets were relatively unaffected.

Some firms may have taken directional positions in currencies
during the crisis, as part of their standard business activity, but we
did not hear of any significant troubles with failures to repay in the
swap or forward market for foreign exchange.

The Federal Reserve’s swap operations were not done in the pri-
vate market with private-market counterparties. They were done
with other central banks, so there was no direct support provided
by these operations to the foreign exchange swap market. The Fed-
eral Reserve’s swap operations with other central banks provided
the other central banks with dollar liquidity that they in turn could
lend to private financial institutions in their jurisdictions. The dol-
lar transactions of the foreign central banks in their local markets
were nearly all in the form of repurchase agreements or other
collateralized lending operations. Such operations were not in di-
rect support of the market for foreign exchange swaps. Nonethe-
less, because the operations of the foreign central banks did help
relieve pressures in dollar funding markets more generally, these
operations had an indirect impact on the functioning of the dollar
foreign exchange swap market, too.

Q.4. Housing Risks. The Case-Schiller housing price index fell by
3.9 percent from November to December 2010, and was down 4.1
percent year on year. As you know, declining housing prices in the
U.S. expose families and financial institutions to a great deal of
hardship and risk. And while employment appears to be improving
in some places, many people continue to be out of work, especially
in my home State of Oregon.

What risk to the economy do you see from falling or stagnant
housing market, with an inventory of distressed properties consti-
tuting a large proportion of the homes for sale? What monetary or
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supervisory tools does the Federal Reserve have to manage such
risks? What role can fiscal and other Government policy play?

A.4. In many markets across the country, housing activity remains
weak and home prices remain depressed. Weakness in real estate
markets is an important headwind for economic growth and rep-
resents a key risk to macroeconomic performance in the period
ahead.

Against this backdrop and in the context of low overall rates of
resource utilization, subdued inflation trends, and stable inflation
expectations, earlier this month, the Federal Open Market Com-
mittee has maintained the target range for the federal funds rate
at the historically low level of 0 to ¥4 percent and continued its ex-
isting policy of reinvesting principal payments from its securities
holdings and of purchasing additional longer-term Treasury securi-
ties through the end of the second quarter of 2011. Should the
Committee determine it to be necessary, the overall size and pace
of the Federal Reserve’s asset-purchase program can be adjusted as
needed to best foster maximum employment and price stability.

The Federal Reserve also has a variety of supervisory tools at its
disposal to help manage risks stemming from weakness in real es-
tate markets. Indeed, to improve both the Federal Reserve’s con-
solidated supervision and our ability to identify potential risks to
the financial system, such as those posed by weakness in housing
markets, we have made substantial changes to our supervisory
framework. In particular, we have augmented our traditional ap-
proach to supervision, which focuses on examinations of individual
firms in isolation, with greater use of horizontal reviews that si-
multaneously examine risks across a group of firms, to identify
common sources of risks and best practices for managing those
risks. To supplement information gathered by examiners in the
field, we have also enhanced our quantitative surveillance program
to use data analysis and modeling to help identify vulnerabilities
at both the firm level and for the financial sector as a whole.

A recent example of this improved supervisory framework is the
Comprehensive Capital Analysis and Review (CCAR) that was com-
pleted by the Federal Reserve on March 18, 2011. One element of
the forward-looking evaluation of the internal capital planning
processes of the large, complex banking organizations in the CCAR
was to ascertain each firm’s ability to hold sufficient capital to
maintain access to funding, to continue to serve as credit inter-
mediaries, to meet their obligations to creditors and counterparties,
and to continue operations, even in an adverse macroeconomic en-
vironment. The “supervisory stress scenario” that was part of the
CCAR included a deterioration in real estate markets resulting in
a significant further decrease in home prices nationwide.

Regarding fiscal policy and other governmental policy, the Con-
gress could, in principle, decide to pursue a range of responses to
weakness in housing markets. However, the Congress would, of
course, have to weigh the potential benefits of such policy re-
sponses in the context of the overall Federal budget situation and
a number of competing demands on scarce resources.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM BEN S. BERNANKE

Q.1. When are you going to get out of the ultra-low interest rates
policies of near zero interest rates? What specific metrics will guide
your decision? What will you look at in terms of factors that will
influence your decision as to when to increase rates off of zero?

A.1. The Federal Reserve conducts monetary policy to foster its
statutory objectives of maximum employment and stable prices.
Consistent with these objectives, the Federal Reserve eased mone-
tary policy aggressively over the course of 2008 in response to the
financial crisis and the associated steep economic downturn. By
late 2008, the Federal Open Market Committee (FOMC) had re-
duced its target for the Federal funds rate to a range of 0 to V4
percent. It also had begun large-scale purchases of agency debt and
agency-guaranteed mortgage-backed securities in order to provide
additional monetary policy accommodation. Subsequently, the Fed-
eral Reserve also purchased longer-term Treasury securities with
the same objective. As the FOMC noted in its most recent state-
ment, recent data suggest that the economic recovery is proceeding
at a moderate pace and labor market conditions are improving
gradually. Nonetheless, the unemployment rate remains elevated,
and measures of underlying inflation continue to be somewhat low,
relative to levels that the FOMC judges to be consistent, over the
longer run, with its dual mandate. Based on this outlook, the
FOMC decided at its most recent meeting that it was appropriate
to maintain its accommodative stance of monetary policy.

As the economy recovers further, the FOMC will eventually need
to remove the current degree of policy accommodation so that the
stance of monetary policy remains consistent with the FOMC’s dual
mandate. The FOMC monitors a wide range of indicators in order
to assess progress toward its dual objectives and hence the appro-
priate stance of policy. In particular, the FOMC has noted factors
that are important in its assessment of the appropriate level of the
Federal funds rate in the current environment including low rates
of resource utilization, subdued inflation trends, and stable infla-
tion expectations.

Q.2. Mr. Chairman, as you are well aware, since the Federal Re-
serve lowered the Federal Funds rate to “0 to Y4 percent” the
FOMC statement has included the following statement, the Fed
“continues to anticipate economic conditions . . . are likely to war-
rant exceptionally low levels of the federal funds rate for an ex-
tended period of time.”

As I'm sure you are aware Kansas City Federal Reserve Bank
President Hoenig cast dissenting votes on the Federal Open Market
Committee 8 times throughout 2010 because he felt that “con-
tinuing to express the expectation of exceptionally low levels of the
Federal funds rate for an extended period was no longer warranted
because it could lead to the buildup of financial imbalances and in-
crease risks to longer-runmacroeconomic and financial stability.”

At what point, Mr. Chairman, would it be warranted not to in-
crease the Federal funds rate, but to simply remove that phrase:
“likely to warrant exceptionally low levels of the Federal funds rate
for an extended period of time?” Can you give this Committee a
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time frame on when that might happen? If not, can you describe
the metrics you will use to make that decision?

A.2. The FOMC regularly evaluates all aspects of the current
stance of policy and its statement in light of the evolution of the
economic outlook. The phrase noted is intended to provide market
participants with greater clarity about the FOMC’s expectations for
the path of the Federal funds rate given its assessment of the eco-
nomic outlook. Importantly, this so-called “forward guidance” for
the funds rate is explicitly conditional on the economic outlook. As
a result, any changes in the forward guidance will depend on the
evolution of the outlook for economic activity and inflation. As the
economy continues to recover, policy accommodation will eventually
need to be removed so that the stance of monetary policy remains
consistent with the Federal Reserve’s dual mandate to foster max-
imum employment and stable prices. The FOMC monitors a wide
range of indicators in order to assess progress toward its dual ob-
jectives and hence the appropriate stance of policy. The FOMC has
noted some of the important metrics that form the basis for its cur-
rent forward guidance regarding the funds rate target. In par-
ticular, the FOMC statement notes that low rates of resource utili-
zation, subdued inflation trends, and stable inflation expectations
are some of the key factors supporting its judgment that exception-
ally low levels of the funds rate are likely to be warranted for an
extended period.

Q.3. In a speech last year, Mr. Hoenig advocated a policy that re-
mains accommodative but slowly firms as the economy itself ex-
pands and moves toward more balance. He advocated dropping the
“extended period” language from the FOMC’s statement and re-
moving its guarantee of low rates. This tells the market that it
must again accept risks and lend if it wishes to earn a return. The
FOMC would announce that its policy rate will move to 1 percent
by a certain date, subject to current conditions. At 1 percent, the
FOMC would pause to give the economy time to adjust and to gain
confidence that the recovery remains on a reasonable growth path.
At the appropriate time, rates would be moved further up toward
2 percent, after which the nominal Fed funds rate will depend on
how well the economy is doing. Are you aware of this proposal?
Have you considered it?

A.3. The FOMC reviews its policy stance at every FOMC meeting,
and meeting participants regularly offer their views about a range
of policy options. President Hoenig expressed his views at FOMC
meetings, and they were noted in the minutes of the meetings.
(See, for example, the minutes to the September 2010 meeting at
http: | [www.federalreserve.gov | monetarypolicy /
fomeminutes20100921.htm.)

As noted above, the FOMC will eventually need to remove policy
accommodation in order to maintain an overall stance of monetary
policy that is consistent with the statutory objectives of maximum
employment and stable prices. Currently, the unemployment rate
remains elevated, and measures of underlying inflation continue to
be somewhat low, relative to levels that the FOMC judges to be
consistent, over the longer run, with its dual mandate. At its most
recent meeting, the FOMC again judged that it was appropriate to
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maintain the current 0 to Y4 percent target range for the Federal
funds rate to foster its dual mandate. In addition, the FOMC again
continued to anticipate that economic conditions—including low
rates of resource utilization, subdued inflation trends, and stable
inflation expectations—were likely to warrant exceptionally low
levels for the Federal funds rate for an extended period.

Q.4. What specific metrics will guide your decision for ending QE2?

A.4. The FOMC’s decision last fall to undertake a second round of
large scale asset purchases reflected its judgment that, while the
economic recovery was continuing, progress toward meeting the
FOMC’s dual mandate of maximum employment and price stability
had been disappointingly slow. Moreover, members generally
thought that such progress was likely to remain slow. While incom-
ing economic and financial data since that time has suggested some
improvement in the economic outlook, that improvement has been
fairly gradual, and the FOMC has judged that the current program
of purchases remains appropriate.

The FOMC regularly reviews the pace of its securities purchases
and the overall size of the asset purchase program in light of in-
coming information and will adjust the program as needed to best
foster its statutory goals of maximum employment and price sta-
bility. In considering the appropriate stance of policy, including the
decision for ending the asset purchase program, the FOMC must
be forward-looking because changes in monetary policy affect the
economy with a lag. In making its assessment of the likely trajec-
tory for the economy and the risks around that trajectory, the
FOMC monitors a wide range of economic and financial indicators,
including measures of spending and production in various sectors
of the economy, labor market indicators across sectors and regions,
measures of price and wage developments, and financial variables
that shed light on the financing conditions faced by businesses and
households, as well as overall conditions in the financial system.

Q.5. Mr. Chairman, you and the Federal Reserve have said repeat-
edly that QE2 related purchase will end in June. Do you still plan
for that to be the case—for QE2 to definitely end in June? What
factors would dissuade you from pursuing that course?

A.5. Yes, at its most recent meeting, the FOMC announced that the
Federal Reserve will complete purchases of $600 billion of longer-
term Treasury securities by the end of the current quarter. Of
course, going forward, the FOMC will continue to monitor a wide
range of economic and financial indicators and assess their likely
implications for the achievement of its objectives.

Q.6. There are long term risks and short term benefits associated
with the policy of QE2. How do you appropriately balance the short
term benefits the long term risk?

A.6. The main benefit the FOMC saw to the new asset purchase
program was that by providing additional monetary accommoda-
tion, the purchases would help to support the attainment of the
Federal Reserve’s statutory goals of maximum employment and
price stability. As I noted earlier, the FOMC’s decision last fall to
undertake a second round of large scale asset purchases reflected
its judgment that, while the economic recovery was continuing,
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progress toward meeting the FOMC’s dual mandate of maximum
employment and price stability had been disappointingly slow.
Moreover, in the absence of additional policy stimulus, there was
a risk that further adverse shocks to the economy could lead to de-
flation—that is, to falling prices and wages—and a protracted pe-
riod of economic weakness.

However, as you note, the benefits of the asset purchase program
need to be weighed against the associated risks. One risk was that,
given our relative lack of experience with this policy tool, we did
not have very precise knowledge of the quantitative effect of
changes in our holdings of longer-term securities on financial condi-
tions and on the economy. This uncertainty about the quantitative
effect of securities purchases increased the difficulty of calibrating
and communicating the policy response, and it made a flexible, con-
ditional approach to the new purchases attractive. As a result, the
FOMC, while noting its intent to purchase $600 billion of Treasury
securities by the end of the second quarter of 2011, emphasized
that it would regularly review the pace of its securities purchases
and the overall size of the asset purchase program in light of in-
coming information and adjust the program as needed to best fos-
ter its statutory goals of maximum employment and price stability.
Ultimately, the FOMC decided to complete the program as origi-
nally announced.

Another concern associated with our securities purchases is that
substantial further expansion of the Federal Reserve’s balance
sheet might reduce public confidence in the ability of the Federal
Reserve to execute a smooth exit from its accommodative policies
at the appropriate time. Even if unjustified, such a reduction in
confidence might lead to an undesired increase in inflation expecta-
tions. However, the Federal Reserve has expended considerable ef-
fort in developing the tools needed to ensure that the exit from
highly accommodative policies can be smoothly accomplished when
appropriate, and I am confident that those tools are ready for use
when needed. By providing clarity to the public about the methods
by which the FOMC will exit its highly accommodative policy
stance—which we have done through speeches and testimonies by
FOMC members—the Federal Reserve can help to anchor inflation
expectations and so help to foster our dual mandate.

Q.7. One thing that I am deeply concerned about is how the Fed-
eral Reserve will deal with inflationary pressure. The Fed’s ex-
traordinary response to the financial crisis has exposed itself to po-
tential losses that would be exacerbated by any attempt of the Fed-
eral Reserve to fight inflation—with the average cost of gas already
on the rise ($3.19/gallon last week)—is something you will have to
address in the very short term. How do you, Mr. Chairman, plan
to fight inflation without increasing the losses you would take on
interest rate sensitive assets the Fed now owns because of your
previous actions?

A.7. The Federal Reserve is unwaveringly committed to carrying
out its dual mandate to promote price stability and maximum em-
ployment. Although increases in energy prices over recent months
have boosted headline inflation in the near term, inflation is likely
to moderate substantially over the intermediate term given that
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measures of underlying inflation are subdued and long-run infla-
tion expectations remain stable. At the same time, the unemploy-
ment rate is quite high and seems likely to return to a more nor-
mal level at a very gradual pace. Based on this outlook, the FOMC
decided at its most recent meeting that it was appropriate to main-
tain its very accommodative stance of monetary policy. However, if
the inflation outlook were to worsen appreciably, the Federal Re-
serve has the will and the tools to remove monetary accommoda-
tion as needed on a timely basis. As discussed in more detail below
in response to Question 10, the removal of policy accommodation
could result in some losses on sales of securities. However, we ex-
pect that any such losses would be more than offset by interest in-
come generated by the Federal Reserve’s securities portfolio. In all
cases, the Federal Reserve’s monetary policy decisions will be guid-
ed solely by its statutory mandate to foster maximum employment
and price stability.

Q.8. On January 6, 2011, the Federal Reserve quietly announced
a significant change to its accounting rules. Reuters reported that
rule change “was tucked quietly into the Fed’s weekly report on its
balance sheet and phrased in such technical terms that it was not
even reported by the financial media when originally announced on
January 6.”

The change itself was buried in footnote 15 of supplemental table
number 10. The footnote states: “15. Represents the estimated
weekly remittances to the U.S. Treasury as interest on the Federal
Reserve Notes or, in those cases where the Reserve Bank’s net
earnings are not sufficient to equate surplus to capital paid-in, the
deferred asset for interest on Federal Reserve notes. The amount
of any deferred asset, which is presented as a negative amount in
this line, represents the amount of the Federal Reserve Bank’s
earnings that must be retained before remittances to the U.S.
Treasury resume. The amounts on this line are calculated in ac-
cordance with the Board of Governors policy, which requires the
Federal Reserve Banks to remit residual earnings to the U.S.
Treasury as interest on Federal Reserve notes after providing for
the costs of operations, payment of dividends, and the amount nec-
essary to equate surplus with capital paid-in.”

Does accounting change mean that Treasury, and therefore the

U.S. taxpayer, is now in a first-loss position should the Fed become
book-value insolvent as a result of potential losses that might be
incurred on asset sales as part of its efforts to absorb the excess
liquidity the Federal Reserve has injected into the financial sys-
tem?
A.8. The financial relationship between the Federal Reserve and
U.S. Treasury was not affected by this accounting change. Instead,
the accounting change was made to present that financial relation-
ship in the weekly release more clearly and similarly to how it is
presented in the Federal Reserve Banks’ annual audited financial
statements.

As noted in the footnote to which your question refers, the Board
requires the Reserve Banks to remit excess earnings to the Treas-
ury as interest on Federal Reserve notes after providing for the
costs of operations, payment of dividends, and reservation of an
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amount necessary to equate surplus with capital paid-in. This prac-
tice has been in effect since 1964 and has not changed. The Board
requires these remittances to be made by each Reserve Bank week-
ly unless that Reserve Bank’s earnings are less than the total of
these three elements. In those cases, remittances are suspended
until earnings again exceed the three elements. The U.S. Treasury
and the taxpayer have always been the beneficiaries of Reserve
Bank earnings.

The accounting change implemented in January essentially re-
quires Reserve Banks to record their obligation to remit excess
earnings to the U.S. Treasury as a liability each day, rather than
only at year-end. This accounting treatment is consistent with gen-
erally accepted accounting principles and more clearly presents
each Reserve Bank’s obligation to remit earnings to the Treasury.
Previously, unremitted earnings were reflected on the Reserve
Bank balance sheets as “other capital” pending ultimate reclassi-
fication at year-end to the appropriate surplus and liability ac-
counts. The accounting change ensures that the Reserve Banks’
weekly balance sheets clearly reflect the capital position of each
Reserve Bank and the amount of that ReserveBank’s earnings yet
to be remitted to the Treasury.

Your question related to the possibility that a Reserve Bank’s li-
ability for remittances to the Treasury would be negative and rep-
resented as a deferred asset. This occurs when earnings are less
than the three elements noted above and remittances have been
suspended. Just as Reserve Bank earnings above those elements
create a liability for the amount to be remitted, earnings less than
those elements create a deferred asset for the amount of future
earnings that will be retained before remittances will resume.

Q.9. Do these accounting changes really prevent the Federal Re-
serve from being bankrupt? Is it appropriate that the Federal Re-
serve is allowed to make this sort of dramatic change to how it
keeps its book without any oversight or approval from anyone?

A.9. The accounting changes have no bearing on the fundamental
financial condition or solvency of the Reserve Banks. As stated pre-
viously, the accounting change made in January aligned our weekly
accounting practices with our year-end accounting practices and
generally accepted accounting principles. The Reserve Banks con-
tinue to receive clean annual audit opinions from the external audi-
tors. The accounting for the distribution of excess earnings is de-
signed to be transparent and show clearly the economic substance
of the distribution policy each week. The change has no impact on
the financial operations of the Reserve Banks.

Q.10. Mr. Chairman, were these changes made because of the in-
creasingly significant exposure to interest rate risk, through the ac-
quisition of mortgage-backed-securities and long-term Treasuries
due to Fed actions during the financial crisis and QE2?

A.10. No. The changes to Federal Reserve accounting policy were
made to provide greater transparency regarding Federal Reserve
income and remittances to the U.S. Treasury. Regarding the Fed-
eral Reserve’s interest rate risk, the Federal Reserve’s System
Open Market Account (SOMA) portfolio currently has an overall
unrealized gain position of about $70 billion. An increase in inter-
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est rates and a decline in the market value of the securities in the
portfolio could result in unrealized losses for the portfolio. How-
ever, the Federal Reserve does not realize losses on its portfolio un-
less a security is sold. As a result, even if the securities in the
SOMA portfolio were to decline in value, there would be no implica-
tion for Federal Reserve earnings unless the assets are sold. More-
over, we currently expect that any realized losses on any potential
sales of securities would be more than offset by the substantial in-
terest income that the Federal Reserve earns, and is expected to
continue to earn, on the SOMA portfolio. If interest rates were to
rise more than is implied by current market rates, or if the Federal
Reserve were to sell assets relatively rapidly, realized losses would
be higher than expected, reducing the Federal Reserve’s net in-
come. While there may be scenarios in which asset sales could lead
to realized losses that exceed net interest income, those scenarios
seem very unlikely. Moreover, any reduction in Federal Reserve net
income resulting from realized losses on securities holdings would
most appropriately be viewed in the context of the very sizable Re-
serve Banks remittances to the Treasury over the past few years,
much of which reflects the large-scale asset purchases that have
been pursued by the FOMC to foster the goals of monetary policy.

Q.11. Mr. Chairman, this time last year you were asked about your
thoughts about the GSEs—Fannie Mae and Freddie Mac—and
what sort of time frame we [Congress] should try to come up with
a solution—6 months? 9 months? End of the year?

In response, you said, “Well, the sooner you get some clarity
about where the ultimate objective is, the better.”

Here we are a year later and the administration has just re-
leased its plan—which is more of a menu of options than a plan.
Do you think the lack of clarity from Congress on the future direc-
tion of the economy is having an adverse impact on the housing fi-
nance market?

A.11. Greater clarity from the Congress on the direction of housing
finance in the United States would have a positive effect on mort-
gage markets. Market participants would be better able to plan for
the future if they knew what institutions and policies were likely
to be important in coming years.

Q.12. As you know between FHA and Fannie Mae and Freddie Mac
the Government is originating roughly 95 percent of new loans in
the market today. Do you think Congressional action on GSE re-
form could help reinvigorate the private mortgage lending sector?

A.12. Congressional action on GSE reform could help reinvigorate
the private mortgage lending sector. As described in the recent De-
partment of the Treasury Report to the Congress on “Reforming
America’s Housing Finance Market,” the Administration lays out
three options for moving forward with the reform of Fannie Mae
and Freddie Mac. These options are reasonable and feasible ap-
proaches for reforming mortgage finance. By presenting these op-
tions, the report appropriately leaves to Congress the question of
the extent of Government involvement in mortgage markets. By
settling on an approach for managing future Government involve-
ment in mortgage markets, Congress would also provide the pri-
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vate mortgage sector with important information about its future
role in housing finance.

Q.13. Some have criticized the Obama administration for sug-
gesting that the Government should be completely removed from
the housing finance market. One industry group (the National As-
sociation of Realtors) has said, “The Obama administration and
some members of Congress want to turn the clock back on the
housing market to the 1930s, turning us into a Nation of renters
and making home ownership something that only the rich can af-
ford.” Do you think that is a fair criticism or is that hyperbole from
people who are addicted to the current system of subsidy for hous-
ing?

A.13. The Administration’s housing finance reform proposal rejects
privatization of the housing markets. As its states, “Complete pri-
vatization would limit access to, and increase the cost of, mortgages
for most Americans too dramatically and leave the Government
with very little it can do to ensure liquidity during a crisis” (page
26). Instead, the Administration proposes three options that have
less Government involvement in mortgage markets than in the
past, but still have a significant role for Government. The options
presented in the Administration’s proposal strike a balance be-
tween access to mortgage credit, incentives for housing investment,
taxpayer protection, and financial stability.

Q.14. Given the fact that jumbo 30-year fixed-rate mortgages ex-
isted before the crisis, don’t you think it’s likely that a strictly pri-
vate housing finance market would offer a 30-year fixed-rate prod-
uct, though maybe at a slightly higher priced than in the past?
A.14. A strictly private market is likely to offer a 30-year mortgage
that is somewhat more costly than such mortgages in the past, but
such mortgages may only be available during good economic times.
Fannie Mae and Freddie Mac did not dominate the mortgage mar-
kets until the late 1980s, but the 30-year mortgage was offered to
mortgage borrowers prior to that time. Moreover, the 30-year fixed-
rate mortgage is currently offered to borrowers in the jumbo mort-
gage market (without Fannie Mae or Freddie Mac guarantees).
Therefore, some evidence strongly suggests that the 30-year mort-
gage is a product that can be provided by the private sector. How-
ever, it seems unlikely that the 30-year fixed-rate mortgages would
be available even at somewhat higher prices under all economic
conditions. The implicit Government backing of Fannie Mae and
Freddie Mac likely provides them with some significant advantages
in funding and in hedging the interest rate risks associated with
such mortgages, particularly during times of financial market tur-
moil. Jumbo mortgages were not available during the worst times
of the most recent financial crisis, and when they became available
in the latter part of the crisis, such mortgages were priced at very
high spreads relative to Treasury yields. Thus, as suggested by the
Treasury’s recent white paper, some form of Government backing
may be needed to maintain reasonable 30-year fixed-rate mortgage
rates and a steady supply of mortgage credit during times of sub-
stantial financial stress.

Q.15. First, does he support age discrimination?
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A.15. No. The Board complies with the Age Discrimination in Em-
ployment Act of 1967 (ADEA). The ADEA and the implementing
regulations of the EEOC authorize employers to impose mandatory
retirement based on age in limited circumstances and the Board
policy referred to below complies with the ADEA. (See 29 USC
8631(c) and 29 CFR 8§1625.12.)

Q.16. Why does the Board of Governors require the regional Feds
to have a mandatory retirement age?

A.16. The Reserve Banks are private entities for purposes of the
ADEA. Accordingly, as is the case in many private firms, the Re-
serve Banks follow a policy of mandatory retirement of the type
that is expressly permitted under the ADEA, as passed by Con-
gress. (See 29 USC 8631(c).) The ADEA permits private employers
to require the retirement of any employee who has attained 65
years of age, and who, for the 2-year period immediately before re-
tirement, is employed in a bona fide executive or higher policy-
making position, if such employee is entitled to an immediate non-
forfeitable annual retirement benefit from a pension, profit-sharing,
savings, or deferred compensation plan, or any combination of such
plans, of the employer of such employee which equals, in the aggre-
gate, at least $44,000. An employee within this exemption can law-
fully be required to retire at age 65 or above.

The mandatory retirement policy adopted by the Board applies
only to the two most high level officers at the Federal Reserve
Banks, the President and the First Vice President, and meets all
of the conditions for mandatory retirement under the ADEA, as
noted above. The Board’s mandatory retirement policy is intended
to enable successors to move into these positions at an earlier age
than might have been the case without the policy. Moreover, when
successors have come from within the organization, earlier turn-
over at the top has meant earlier advancement, as well as the pos-
sibility of increased advancement opportunities for other officers
whom the Federal Reserve needs to retain. On the other hand, a
fixed mandatory retirement age without due regard for tenure may,
on balance, require a frequency of turnover that may be more dis-
ruptive than beneficial, and may require an individual to retire
when he or she is becoming able to make the greatest contribution.
As a result, Board policy requires Reserve Bank presidents and
first vice presidents to retire at age 65 or after 10 years in their
positions, whichever is later, up to age 75.

Q.17. Is there a similar age restriction on the Board of Governors?

A.17. No. Tenure of service on the Board of Governors is governed
by the terms set by Congress in the Federal Reserve Act. Members
of the Board are limited in how long they may serve. Under the
Federal Reserve Act, both the Chairman and Vice Chairman of the
Board serve in this position for a term of 4 years and may only con-
tinue as Chairman/Vice Chairman if the then sitting President re-
nominates them for office and the Senate confirms the appoint-
ment. All Members, including the Chairman and the Vice Chair-
man, are appointed to complete fixed terms of 14 years, which start
and expire in staggered fashion. Upon the expiration of their terms,
Members may continue to serve until their successors are ap-
pointed and have qualified.
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Q.18. Do you support the mandatory retirement age for regional
Feds?

A.18. Yes. The Board’s mandatory retirement policy for Presidents
and First Vice Presidents of Federal Reserve Banks has provided
a beneficial balance between tenured policy makers and incoming
executives with new perspectives, while providing for reasonable
advancement opportunities for others within the organization. As
noted above, the Board’s policy complies with the terms of the
i’&DEA as enacted by Congress and the EEOC’s implementing regu-
ations.

Q.19. Do you support giving Federal Reserve Board of Governors
their own staff?

A.19. All staff of the Board of Governors report to, and perform
work for, all members of the Board, and any Board staff may be
called upon by any Member to perform work for them in further-
ance of official Board functions. In addition, the Board has estab-
lished delegations of authority which assign responsibility for
Board operations to various Members of the Board. Staff who work
within these areas of responsibility report directly to the Member
who has oversight responsibility for the relevant Board function.
Members determine the performance ratings of high level staff
within their oversight area and are able to request additional re-
sources for their areas of responsibility if they consider such re-
sources necessary to carrying out the function. Final determina-
tions on staffing and funding levels are voted on by the full Board,
with each Member having an equal vote on the ultimate outcome.

Q.20. How can other Governors exercise independent judgment
when they have to rely on information fed to them by your staff?

A.20. As noted above, Board staff do not work solely for the Chair-
man. Board staff report to, and perform work for, all members of
the Board based on the duties the Board member performs for the
Board.

Q.21. Don’t you think, in a crisis such as the one the Federal Re-
serve just dealt with, that you would have been better served if the
other Governors had additional resources with which to make their
decisions?

A.21. The Members of the Board worked collaboratively, creatively,
and diligently, to address the issues raised by the financial crisis.
In addition, staff of the board worked with all Board Members to
identify and address concerns. The result, in my estimation, led to
a very successful series of policy decisions. All Members of the
Board have an equal vote on the Board’s budget, which is what de-
termines the level of resources available to carry out the Board’s
functions.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WICKER
FROM BEN S. BERNANKE

Section 1

Q.1. The Federal Reserve is the primary regulator for the largest
U.S. banks and one of the regulators most concerned about
securitization, which affects not only the health of those banks but
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the U.S. financial system in general. I am very concerned that the
mortgage backed securities (MBS) market has no standards and no
real working structure, and these problems affect not just financial
institutions’ ability to monitor and value the MBS they hold but
also regulators’ ability to understand what is happening with the
institutions they are regulating.

In your earlier testimony, you mentioned the steps that regu-
lators are taking to make sure that mortgages are better under-
written, such as the “qualified residential mortgage” definition, na-
tional servicing standards, and possible improvements to credit rat-
ing agencies’ performance. However, I would like you to focus on
potential problems with the securities and not the underwriting of
mortgages in response to my questions.

Each set of securities has its own pooling and servicing agree-
ments, its own definitions of such fundamental concepts of delin-
quency and default, and its own internal plumbing mechanisms as
to how cash flows work. Can you describe the challenges banks
have in placing values on their MBS holdings when it is difficult
to compare to other MBS holdings that have different standards?

A.1. MBS valuation has two important components: the projection
of cash flows and the identification of appropriate discount rates
based on portfolio and market information. Banks investing in
MBS should analyze the terms and conditions of Pooling and Serv-
icing Agreements (PSAs) governing the transactions in order to un-
derstand the cash flow waterfall and other factors that affect the
value of these securities. While there is a greater degree of stand-
ardization in PSAs for securities issued by the Government spon-
sored entities (GSEs), thereby facilitating the valuation of these se-
curities, there is less standardization in the private label MBS
market, thereby making the valuation of private label MBS some-
what more complex. These differences include potential loss mitiga-
tion strategies and payment advance requirements for delinquent
loans as well as other items that give the service some level of dis-
cretion in the private label MBS market. Additionally, the under-
lying representations and warranties and requirements for origina-
tors to repurchase mortgage loans not meeting the representations
and warranties may vary widely among private label MBS deals.
These differences are more acute in private label deals than in
issuances involving the GSEs. Further, there can be significant
structural differences between issuances of private label MBS that
need to be considered such as the number of junior classes and the
amount of subordination.

There are a number of challenges in projecting cash flows, in-
cluding but not limited to mortgage prepayment speeds, uncer-
tainty about housing values, the willingness of borrowers without
significant equity to continue to service their mortgage debt, resolu-
tion of documentation issues around the foreclosure process, and
differences in the quality of servicer data and servicer practices.

Q.2. When there are no standard classifications of mortgages into
basic categories such as “prime,” “subprime,” and “alt-A,” how can
banks, investors, and regulators be sure about what kind of mort-
gages are in these securities? Without standards, is it possible for
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the underwriters to throw the poorest quality mortgages into secu-
rities with good marketing labels?

A.2. The Federal Reserve Board staff agrees that these classifica-
tions for mortgages are often subject to interpretation and there is
a lack of clear specifications for different mortgage credit classifica-
tions. MBS materials and transactional documents should contain
clear definitions and detailed disclosures regarding the credit qual-
ity of underlying mortgage loans to help protect against potential
abuses from mortgage underwriters and MBS issuers. In addition,
loan data should be provided far enough in advance of offering
dates to give investors adequate time to analyze the credit risk of
the portfolio. (This issue has been partially addressed by the Secu-
rities and Exchange Commission (Commission) through, for exam-
ple, its Regulation AB.) While the use of standardized classifica-
tions for mortgage credit quality may be a partial solution, addi-
tional disclosure regarding the credit quality of the underlying
loans would enhance the ability of investors to make a more granu-
lar and independent assessment of risk.

Q.3. Is it true that there is no loan-level data on MBS generally
available to banks, investors, and regulators who purchase MBS?

A.3. PSAs generally do not require servicers to provide monthly
loan-level data to investors in MBS. Servicers usually provide a
monthly cash flow report to investors that summarizes the per-
formance of the underlying mortgage pools. These monthly investor
reports include information on the total amount of principal and in-
terest collected on the portfolio, delinquent loans, including the se-
verity of delinquencies, servicing and other fees charged by the
servicer, and other information. However, such reports may not al-
ways contain all relevant data, and investors often utilize informa-
tion from third party data providers to analyze the performance of
MBS. Implementation of revisions to Regulation AB by the Com-
mission should also help improve the amount and standardization
of performance data available to investors.

Q4. Is it true that most MBS are sold through private placements
rather than public offerings, which means that important legal doc-
uments for MBS are not generally available to banks, investors,
regulators, and the public, making it impossible for anyone except
the underwriter and the original purchaser of the securities to com-
pletely understand the assets making up the MBS?

A.4. Prior to the mortgage crisis, the vast majority of private label
MBS were issued using publicly registered shelves. Very few issues
were privately placed. However, the private placements issued dur-
ing that time posed problems for investors. Most investors who ini-
tially purchased the offering did not receive the private placement
memo until after the trade date. Also, monthly loan performance
data is generally not available to new investors after a private
placement. Under the terms of private placements, investors are
not entitled to the data unless they own the securities, thereby
complicating the purchase and sale of these securities in the sec-
ondary market. The Commission’s proposed enhancements to Regu-
lation AB are designed to address this problem by requiring issuers
to provide investors in both public deals and private placements
with better access to monthly loan performance data.
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Q.5. Without information and good analysis as to what these secu-
rities are worth, how can regulators have confidence that the banks
with MBS holdings are able to value them correctly?

A.5. A holder of actively traded MBS has access to market bid and
ask prices to value these investments. As part of the examination
process, regulators assess the processes and methods banks use to
value their securities relative to the prices for these securities in
the marketplace. The absence of adequate monthly data and the
sometimes imprecise terms of PSAs create uncertainty in valuing
less liquid assets, particularly where bid and ask prices are not
readily available in the market. Banks and other investors employ
cash flow models to estimate the expected cash flows from these se-
curities in order to determine the present value and price of the se-
curities. Examiners evaluate the assumptions and have the ability
to challenge or change the assumptions, if necessary.

Q.6. Is it true that Fannie Mae and Freddie Mac already have
standard legal documents—Ilike pooling and servicing agreements—
for the MBS that they guarantee? Has this contributed to these en-
tities sponsoring the only MBS that investors are buying right
now? Should the private MBS market have similar standard legal
documents and structures?

A.6. Fannie Mae and Freddie Mac have standardized terms for the
pooling and servicing agreements for the mortgages they guar-
antee. Minor variations exist among servicers. However, this stand-
ardization in the pooling and servicing agreements is not likely a
rationale for investors to purchase GSE-issued MBS. Investors pur-
chase GSE securities because of the Government guarantee as well
as the absence of private label mortgage backed securities in the
market currently. The private label market would benefit from
standardized pooling and servicing agreements once that market
restarts.

Section 2

Q.1. The banks and investors that buy MBS rely on the representa-
tions and warranties on the underlying mortgage loans being met
and for servicers and trustees to enforce remedies for banks and in-
vestors if they are not met.

Is it true that the servicers of MBS mortgage pools are respon-
sible for detecting breaches of these representations and warranties
and for putting loans that do not meet them back to originators,
who often are the servicers’ affiliates? Is this a fundamental con-
flict of interest?

A.1. Under most existing PSAs, servicers do not have the responsi-
bility to review every loan file for violations of representations and
warranties or to put the loans that violate representations and
warranties back to the originator. However, servicers do have the
responsibility to report loans found in violation of representations
and warranties in the normal course of business to the bond trust-
ee and the originator. When notified, the originator has the obliga-
tion to repurchase the loan or cure the violation. Investors in pri-
vate label MBS have filed a number of lawsuits alleging, among
other claims, that the underlying loans contain breaches of rep-
resentations and warranties and that the servicers have breached
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their fiduciary duty to require originators to repurchase these
loans. Much of this litigation is still in its early stages, and at this
time, it is difficult to predict its ultimate impact.

Q.2. Is it true that the trustees of MBS mortgage pools provide lit-
tle to no protection for the banks you regulate that invest in MBS,
as the trustees are selected and paid by the underwriter, generally
insist on being indemnified for everything, and are generally re-
quired to do very little when the mortgage pool is not being serv-
iced properly?

A.2. Federal Reserve Board staff understands that there have been
complaints from MBS investors regarding trustees and the terms
of trust agreements. Existing agreements can often provide broad
indemnifications to trustees. Additionally, trustees are generally
not obligated to initiate broad investigations of loan files for
breaches of representations or warranties under these agreements,
unless a substantial number of investors petition the trustee. The
industry will need to come to agreement on any appropriate
changes to trust and PSA agreements in order to address investors’
concerns.

Q.3. Do you believe that Congress should consider requiring legally
and financially meaningful protections for the banks you regulate,
and for investors, when they buy MBS and the underlying mort-
gage quality is not as it was represented by the underwriter?

A.3. The Federal financial industry regulators are discussing the
content and extent of guidance on mortgage servicing standards
that can help address issues that have arisen in the mortgage and
MBS markets as a result of the recent financial crisis. The group
may develop solutions that could be implemented through banking
supervision and regulation. In circumstances where the scope of
bank regulatory authority is limited, the agencies may make rec-
ommendations to Congress for further action, if appropriate.

Q.4a. What do you believe the implications would be for the private
mortgage finance market as the Government pulls back from its
support?

A.4a. Federal Reserve Board staff can see the benefit of standard-
ized guidelines for certain types of mortgages eligible for
securitizations. However, these guidelines would need to be one
component of an overall housing finance strategy in the United
States. The final determination of the role of Freddie Mac and
Fannie Mae as well as FHA in the MBS market will determine the
course of the private label MBS market. As you may know, a num-
ber of standardization efforts are under way. The American
Securitization Forum (ASF), through its Project Restart, has a goal
to standardize the PSA agreements. The Commission has proposed
changes to Regulation AB as noted above.

Q.4b. Mandated standardization of mortgage categories for
securitization and of the legal documents that govern MBS.

A.4b. Generally, transparency and disclosure about the financial
contracts is helpful for improving the operation of markets for fi-
nancial assets. However, mandating the details of contracts among
private market participants may or may not be helpful depending
on the circumstances. For example, standardization can at times be
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helpful and improve the market liquidity of some financial assets.
At other times, however, standardization may impede financial in-
novation and hinder market liquidity if the standards are too in-
flexible or not designed to meet new or evolving market changes.
Thus, the details of any particular approach to financial market
transactions or contracts have to be known and studied to know if
such actions help or hurt financial market performance. Such de-
tails are also important for helping to define the appropriate role
for GSEs in such markets.

Q.4c. Better disclosure of MBS data and the legal documents.

A.4c. The Federal Reserve Board supports greater transparency
and disclosure of MBS data and legal documents. For example, in-
vestors need other avenues to access monthly mortgage loan data
other than Bloomberg and Loan Performance. In addition, the Fed-
eral banking agencies, the Commission, the Federal Housing Fi-
nance Authority, and the Department of Housing and Urban Devel-
opment are working together on issuing proposed rules to require
that a securitizer retain an economic interest in a material portion
of the credit risk for any asset that it transfers, sells, or conveys
to a third party. These rules would require certain mandatory dis-
closure requirements in securitizations transactions involving MBS
that are designed to enhance the information available to investors.

Q.4d. Meaningful remedies for banks and investors of MBS if the
unﬁerlying mortgage quality is worse than was originally as prom-
ised.

A.4d. Securitization documents should provide a framework that
permits investors to access loan files so that they can confirm com-
pleteness and compliance with the representations and warranties.
The Federal Reserve Board supports a securitization framework
that would ensure effective oversight of compliance with
securitizers’ representations and warranties.
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Part 1
Overview:

Monetary Policy and the Economic Outlook

Economic activity in the United States expanded at a
moderate pace, on average, in the second half of 2010
and early 2011, In the spring and early summer, a num-
ber of key indicators of economic activity softened
relative to the readings posted in late 2009 and the first
part of 2010, raising concerns about the durability of
the recovery. In light of these developments—and in
order to put the economic recovery on a firmer foot-
ing—the Federal Open Market Committee (FOMC)
provided additional monetary policy stimulus during
the second half of 2010 by reinvesting principal repay-
mients from its holdings of agency debt and agency
mortgage-backed securities in longer-term Treasury
securities and by ing its intention to purch

tion, Indeed, real GDIP is estimated to have risen a
little faster in the fourth quarter than in the third quar-
ter despite a substantial slowdown in the pace of
inventory investment in the fourth quarter; final sales
increased much more rapidly in the fourth quarter
than earlier.

Chver the second half of 2010, consumer spending
posted a solid gain, boosted in part by continued,
albeit modest, increases in real wage and salary
incom; some waning of the drag on outlays from ear-
lier declines in household net worth; and & modest
improvement in the availability of consumer credit.
Businesses continued to step up their spending on

an additional 3600 billion of Treasury securities by the
end of the second quarter of 2011,

Financial market conditions improved notably in the
fall of 2010, partly in response to actual and expected
increases in monetary policy accommodation, In addi-

Juipment and software in response 1o a brighter out-
look for sales as well as more favorable conditions in
credit markets In the external sector, the continued
rebound in exports was supported by firming forcign
demand. Meanwhile, the construction sector remained
exceptionally weak.

tion, later in the year, the tenor of i
news strengthened vhat, and the downside risks
to economic growth appeared to recede. Nonetheless,
the job market hasimproved only slowly, Employ
gains have been modest, and although the unemploy-
ment rate fell noticeably in December and January, the
margin of slack in the labor market remains wide,
Meanwhile, despite rapid increases in commodity
prices, longer-term inflation expectations remained
stable, and measures of underlying consumer price
inflation continued to trend downward on net.

Real gross domestic product (GDP) rose at a moder-
ate rate in the third quarter. Inventories provided the
principal impetus to growth while final sales showed
litthe vigor—the same pattern that prevailed in the first
half of the year. Less favorable readings that began to
emerge during the second quarter for a range of indi-
cators—new claims for unemployment insurance,
industrial production, and surveys of busi-
ness activity, among others—pointed to a slowing in
the pace of the recovery and suggested that the transi-
tion from a recovery boosted importantly by the inven-
tory cycle to one propelled mainly by private final
demand was proceeding only very gradually. Later in
the year, however, this process appeared to gain trac-

The continued recovery in
been accompanied by only a slow improvemsnt in
labor market conditions, Private payroll employment
has moved up at a relatively tepid rate—about 115,000
per month, on average, since the February 2010 trough
in employment—recouping only a small portion of the
8% million jobs lost during 2008 and 2009, Over most
of this period, the pace of hiring was insufficient to
substantially reduce the unemployment rate. In
December and January, however, the jobless rate was
reported 10 have declined noticeably. In addition to the
recent drop in the unemployment rate, some other
indicators of labor market conditions—for example,
measures of firms” hiring plans—have brightened a bit,
raising the prospect that a pickup in the pace of hiring
may be in the offing. That said, the level of the unem-
ployment rate remains very elevated, and the long-term
unemploved continue to account for & historically large
fraction of overall joblessness

Consumer price inflation trended down during 2010
as slack in resource utilization restrained cost pressures
while longer-term inflation expectations remained
stable. Although the prices of crude oil and many
industrial and agricultural commodities rose rapidly in
the latter half of 2010 and the early part of 2011, over-

i .1L,u'\;|_\ has
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all personal consumption expenditures (PCE) prices
increased at an annual rate of just 1% percent over the
12 months ending in January, which compares with a
2% percent rise during the preceding 12 months Core
PCE prices—which exclude prices for food and
energy—rose ¥ percent in the 12 months ending in
January.

Financial market conditions continued to be sup-
portive of economic growth in the szcond half of 2010
and into 2011, Equity prices rose solidly, reflecting the
more accommodative stance of monetary and fiscal
policy, an improved economic outlook, and better-
than-expected corporate earnings reports, Yields on
longer-term Treasury securities declined in the summer
and early autumn, reflecting in part anticipation of
additional monetary policy stimulus, but subsequently
rose 43 economic prospects improved and as market
expectations of the ultimate size of FOMC Treasury
purchases were revised down. Despite some volatility,
yields on Treasury secunities remained relatively low on
balance. Medium- and longer-term inflation compen-
sation derived from inflation-indexed Treasury securi-
ties increased since the summer as concerns about
deflation eased, though these measures remained
within historical ranges [nterest rates on fixed-rate
residential mortgages moved broadly in line with yields
on Treasury securities while the spreads between yields
on corporate bonds and those on Treasury securities
declined; overall, both mortgage rates and corporate
yields continued o be at low levels. Although bank
lending policies generally stayed tight, banks reported
some easing in those conditions on net. After posting
substantial declines since the third quarter of
2008, otal Joans held on the books of banks showed
signs of stabilizing in recent months

Larger nonfinancial corporations with access to
capital markets took advantage of favorable financial
conditions to issue debt at a robust pace. Bond and
syndicated Joan issuance was strong, particularly
among lower-rated corporate borrowers Commercial
and industrial loans on banks' books started to expand
around the end of 2010. Nevertheless, small, bank-

Jependent busi ined ined in their
aceess 1o credit, although some indicators suggested
that credit availability for these firms was beginning to
improve.

Household debt appears to have contracted in the
second half of 2010, but ata somewhat slower pace
than earlier in the year. Household mortgage debt
likely continued to decline, as housing demand
remained weak and lending standards were reportedly
still stringent. Revolving consumer credit also con-
tracted. By contrast, nonrevolving consumer credit—

primarily auto and student loans—increased solidly in
the final quarter of 2010,

After first emerging during the spring, concerns
about fiscal and banking developments in Europe
resurfaced later in the vear. Although some European
sovereigns and financial institutions faced renewed
funding pressures in the fourth quarter, the repercus-
sions in broader global financial markets were muted,
To help minimize the risk that strains abroad could
spread to the United States, as well as to continue 1o
support liquidity conditions in global money markets,
the FOMC in December approved an extension of the
temporary US, dollar liquidity swap arrangements
with & number of foreign central banks

Apparently seeking to boost returns in an environ-
ment of low interest rates, investors displayed an
increased appetite for higher-yielding fived-income
instruments in the second half of 2010 and into 2011,
which likely supported strong issuance of these prod-
ucts and contributed to a narrowing of risk spreads,
such as those on corporate debt instruments Informa-
tion from a variety of sources, including the Federal
Reserve Board's Senior Credit Officer Opinion Survey
on Dealer Financing Terms, suggests that use of
dealer-intermediated leverage by financial market par-
ticipants rose 4 bit in recent quarters but remained well
below its pre-crisis levels. The condition of financial
institutions generally appeared to improve further, and
the regulatory capital ratios of commercial banks, par-
ticularly the largest banks, moved higher.

With the pace of recovery in output and employ-
ment seen as disappointingly slow and of
inflation viewed as somewhat low relative to levels
judged consistent with the Committee's mandate, the
FOMC wok several actions to provide additional sup-
port to the economic recovery during the second half
of last year. In August, the FOMC decided to reinvest
principal payments fromagency debt and agency
mortgage-backed securities held in the System Open
Market Account (SOMA) in longer-term Treasury
securities to keep constant the size of the SOMA port-
folio and so avoid an implicit tightening of monetary
policy. In November, to provide further policy accom-
modation to help support the economic recovery, the
FOMC announced its intention to purchase an addi-
tional $600 billion in longer-term Treasury securities
by the end of the second quarter of 2011, Throughout
the second half of 2010 and early 2011, the FOMC
maintained a target range for the federal funds rate of
between 0 and Y percent and reiterated its expectation

1. The survey is conducted quarterly and is available at
Cederat . " s
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that economic conditions, including low rates of
resource utilization, subdued inflation trends, and
stable inflation expectations, were likely 1o warrant
exceptionally low levels for the federal funds rate for
an extended period.

The Federal Reserve continued to develop and test
tools to drain or immobilize large volumes of banking
system reserves in order to ensure that it will be able to
smoothly and effectively exit from the current extraor-
dinarily accommodative policy stance at the appropri-
ate time. The Committee continues to monitor the eco-
nomic outlook and financial developments, and it will
employ its policy tools as necessary to support the eco-
nomic recovery and to help ensure that inflation, over
time, returns to levels consistent with its mandate.

The economic projections prepared in conjunction
with the January FOMC meeting are presented in Part 4
of this report. In broad terms, FOMC participants
anticipated a sustained but modest recovery in real
economic activity this vear that would pick up some-
what in 2012 and 2013, The expansion was expected to
be led by gains in consumer and business spending that
are supported by improvements in household and busi-
ness confidence, Nevertheless, economic growth was
expected to be damped by 2 number of headwinds,
including the gradual pace of improvements in the
labor market, still-stringent borrowing conditions for
bouseholds and bank-dependent small busi lin-
gering household and business uncertainty, and ongo-
ing weakness in real estate markets On balance,

FOMC participants anticipated that real GDP would
increase at above-trend rates over the next three years,
but not s rapidly as in previous recoveries, Meanwhile,
the unemployment rate was projected to fall gradually.
Inflation was expected to drift up slowly toward the
levels that Committee participants believe to be most
with the Committee's mandate. Reflecting

their assessment that the recovery appeared to be on
firmer footing, the participants upgraded slightly their
projections for near-term economic growth relative 1o
the ones they prepared in conjunction with the Novem-
ber FOMC meeting; otherwise, their projections for
economic growth and inflation were little changed.

Participants generally judged that the uncertainty
attached to their projections for both economic activity
and inflation was greater than historical norms A sub-
stantial majority of participants viewed the risks to
both economic growth and inflation as balanced; only
a few saw them as tilted either to the upside or to the
downside, In November, a noticeable share of partici-
pants had seen the risks—particularly those 1o eco-
nomic growth—as tilted to the downside. Participants
also reported their assessments of the rates to which
key macroeconomic variables would be expected to
converge over the longer term under appropriate mon-
etary 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 6.0 percent for the unemployment rate,
and 1.6 to 2.0 percent for the inflation rate.
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Part 2

Recent Economic and Financial Developments

Economic activity expanded at & moderate pace, on
balance, in the second half of 2010. According to the
currently available estimates from the Bureau of Eco-
nomic Analysis, real gross domestic product (GDP)
increased at an annual rate of about 2% percent, on
average, over that period (figure 1), In the third quar-
ter, a5 had been the case in the first half of the year,
much of the increase was the result of inventory accu-
mulation; in contrast, final sales continued 1o rise at 2
subdued rate. Meanwhile, several indicators of eco-
nomic activity had softened from the readings
observed earlier in the year, raising concerns about the
durability of the recovery. Later in the year, however,
the tone of the incoming data on economic activity
brightened hat, final sales strengthened, and the
recovery appeared to be on a firmer footing.

Since the middle of 2010, consumer spending has
risen solidly on average, businesses have continued to
increase their outlays for equipment and software, and
exports have moved up further, In contrast, construe-
tion of new homes and nonresidential buildings
remains exceptionally weak, Conditions in the labor
market have improved only slowly, with payrolls
increasing at a modest pace. Throughout nearly all of
2010, that pace of employment expansion was insuffi-

fully fromits recent peak. In December 2010 and Janu-
ary of this year, however, the unemployment rate is
estimated to have dropped more noticeably, even
though payroll employment gains remained lackluster.
Meanwhile, long-duration joblessness persisted at
near-record levels. With regard to inflation develop-
ments, despite rapid increases in commodity prices,
Ionger-term inflation expectations have remained
stable and consumer price inflation has continued to
trend downward on net (figure 2).

Conditions in financial markets generally improved
over the course of the second half of 2010 and early
2011 and continued to be supportive of economic
activity. This improvement reflected, in part, additional
monetary policy stimulus provided by the Federal
Reserve, as well as growing investor confidence in the
sustainability of the economic recovery. Although
yields on Treasury securities rose somewhat, on net,
since mid-2010, yields on investment-grade corporate
bonds were little changed at low levels, and yields on
speculative-grade bonds declined. In equity markets,
price indexes generally rose, buoyed by solid corporate
carnings and a more positive economic outlook. Com-
miercial banks reported that they had eased some of
their lending standards and terms, though lending

cient to bring the unemploy rate down

1. Change in real gross domestic product, 2004-10
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nesses and households continued to face difficulties
obtaining credit. Changes in interest rates faced by
households were mixed. The improvement in financial
conditions was accompanied by some signsof a
pickup in the demand for credit. Bormwer cmdn qual-
ity generally improved, although p P iin
some sectors of the economy. Concerns about Euro-
pean banking and fiscal strains increased again in late
2010 after having eased for a time: however, in contrast
10 what was observed in the spring, these concerns left
litthe imprint on U.S. financial markets.

DomEsTIC DEVELOPMENTS
The Household Sector
Consumer Spending and Household Finance

Real personal consumption expenditures (PCE)
increased at an annual rate of about 3% percent in the
second half of 2010, with a particularly brisk risz in
the fourth quarter (figure 3). The spending gains were
supported by the continued, though modest, pickup in
real household incomes, by some fading of the
restraining effects of the earlier sharp declines in
households’ net worth, and by a modest improvement
in the availability of consumer credit. Outlays for
durable goods also may have been boosted to some
extent by purchases that had been deferred during the
recession. The increases in spending exceeded the rise
in income, and the saving rate edged down during the
second half of the year, though it remains well above
levels that prevailed prior 1o the recession (figure 4).

3. Real personal consumgtion expenditures, 2004-11
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The increase in consumer outlays in the sscond half
of 2010 partly reflected a step-up in sales of new light
motor vehicles (cars, sport utility vehicles, and pickup
trucks), Sales of light vehicles rose from an annual rate
of 11% million units in the second quarter of 2010 to
more than 12% million units in the fourth quarter and
moved up further in the first part of 2011, Sales were
supported, in part, by further improvements in credit
conditions for auto buyers as well as by more-generous
sales incentives from the automakers Real spending in
other goods categories also rose appreciably, while the
increase in outlays for services was more subdued.

The determinants of consumer outlays showed fur-
ther, albeit gradual, improvement during the second
half of 2010, The level of real disposable personal
income ( DPT}—after-tax income adjusted for infla-
tion—which rose rapidly in the first half of the year,
continued to advance in the second half, as real wages
and salaries moved up at an annual rate of 2 percent
(figure 5}, The increase in real wage and salary income
reflected the continued, though tepid, recoveries in
both employment and hours worked; in contrast,
hourly pay was litde changed in real terms.

The ratio of household net worth to DPI moved up
a finthe in the third quarter of 2010 and appears to have
risen further since then, as increases in equity values
likely more than offset further declines in house prices
(figure ). Although the wealth-to-income ratio has
trended up since the beginning of 2009 and has
returned to the levels that prevailed prior to the late
1990)s, it remains well below its highs in 2006 and 2007,
Consumer sentiment rose late i m the year, boosted hy
gradual impr it )
financial and business conditions as well as job pros-
pects; nevertheless, these gains only moved sentiment
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3. Change in real disposable personal income and in real
wage and salary disbursements, 2004-10
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back to or a bit above the low levels that prevailed at
the start of last year (figure 7).

Household debt likely fell at just under a 2 percent
annual rate in the second half of 2010, a slightly slower
pace than in the first hall. The contraction for 2010 as
awhole, which was due primarily to ongoing decreases
in morigage debt, marked the second consecutive
annual decline. The reduction in overall household
debt levels, combined with increases in personal
income, resulted in a further decline in the ratio of
household debt to income and in the debt service
ratio—the required principal and interest payments on
existing mortgage and consumer debt relative to
income (figure §).

6. Wealth-to-income ratio, 1987-2010

7. Consumer sentiment indexes, 1997-2011
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The slowdown in the rate at which household debt
contracted in the latter part of 2010 stemmed in large
part from a modest recovery in consumer credit.
Although revolving consumer credit—mostly credit
card borrowing—continued 1o contract, the decline
was at 4 slightly slower rate than in the first half of the
year. Nonrevolving consumer credit, which consists
largely of auto and student loans and accounts for
about two-thirds of total consumer credit, rose 2 per-
cent in the second half of 2010 after being about
unchanged in the first half of the year. The pickup in

Iving creditis with

8. Household debt service, 1980-2010
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responses 1o the Senior Loan Officer Opinion Survey
on Bank Lending Practices (SLOOS) indicating that
banks have become increasingly willing to make con-

9. Spreads of asset-backed securities vields over raies on
comparable-matority interest rate swaps, 2007-11

sumer installment loans; however, lending standard

for these loans likely remained fairly tight.” In addi-

tion, in the most recent survey, 4 small net fraction of
pandents noted i d demand for

Ioans, the [irst time stronger demand was reported

sinee mid-2005.

Some of the increased willingness to make consumer
loans may reflect improvements in consumer credit
quality. The delinquency rate on auto loans at captive
finance companies moved down in the second half of
2010 10 2.6 percent, close to its longer-run historical
average. Delinquency rates on credit cards at commer-
cial hanks and in securitized pools also moved down to
around longer-run averages. However, charge-off rates
on such loans remained well above historical norms
despite having moved lower in the second half of the
year.

Changes in interest rates on consumer loans were
mixed. Interest rates on new auto loans were little
changed, on net, in the second half" of 2010 and into
2011, By contrast, interest rales on credit cards gener-
ally rose over the same period. A portion of the
increase in credit card interest rates may be due to lin-
gering adjustments by banks to the imposition of new
rules under the Credit Card Accountability Responsi-
bility and Disclosure Act (Credit Card Act).?

Issuance of consumer asset-backed securities (ABS)
in the second half of 2010 oceurred at about the same
pace as in the first half of the vear. Auto loan ABS
issuance continued to be healthy, and the ability to
securitize these loans likely held down interest rates on
the underlying loans Issuance of ABS backed by
credit card loans, however, remained very weak, as the
sharp contraction in credit card lending limited the
need for new funding and accounting rule changes
implemented at the beginning of 2010 made securitiza-
tion of these loans less attractive.* Yields on ABS secu-
rities and the spreads of such vields over comparable-
maturity interest rate swap rates were not much

2. TheSLOOS is available on the Federal Reserve Board's website
A g i

A The Credit Card Act focludes some provisions that place

ctions on ssners’ ability to in fees and to engage in
risk-based pricing.

4, In June 2009, the Financial Accounting Standards Board
{FASE) published of Fiancial A ing Standard
Nos. 166 (Aecounting for Trangfers of Financial Assets, on Amend-
munt of FASB Statement No. 140) and 167 (Amsendments 10 FASB
Interpretation Mo, 45(R)). The statemerits became effective at the
start of a company's first fiscal year begioming afier November 15,
2000, or, for compani i ings dendar-year basis,
after January |, 2010,
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changed, on net, over the second half of 2010 and
early 2011 (figure 9).

Residential Investment and Housing Finance

Housing activity remained depressed in the second half
of 2010, H inues to be ined by
sluggish demand, the large inventory of foreclosed or
distressed properties on the market, and the tight
credit conditions faced by homebuilders. In the single-
family sector, new unils were started at an average
annual rate of about 430,000 units from July 2010 to
January 2011, just 70,000 units above the quarterly low
reached in the first quarter of 2009 (figure 10). In the
multifamily market, demand for apartments appears to
be increasing and occupancy rates have been edging

sk L

up, as some | may be ch 0]
rent rather than to purchase a home. Nevertheless, the
inventory of ied multifamily units continues 1o

be elevated, and construction financing remains tight.
Asa result, starts in the multifamily sector have aver-
aged an annual rate of only 135,000 units since the
middle of 2010, well below the 300,000-unit rate that
had prevailed for much of the previous decade.

Home sales surged in the spring ahead of the expira-
tion of the homebuyer tax credit, plunged for a few
months during a payback period, and then recovered
somewhat as the payback effect waned.” By late 2010

3. In order to receive the homebuyer tax credit, a puschaser had 10
sign a sales agreement by the end of April 2010 and close ou the
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10, Private housing starts, 1997-2011

11, Prices of existing single-family houses, 2001-10
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and early 2011, sales of existing single-family homes
were a bit above levels that prevailed in mid-2009,
before the enactment of the first homebuyer 1ax credit,
while sales of new single-family homes remained below
their mid-2009 levels. Housing demand has been held
back by tight mortgage credit availability, uncertainty
about future real estate values, and continued house-
hold concerns about the outlook for emplovment and
income. Nonetheless other determinants of housing
demand are favorable and hold the potential to provide
support to home siles as the economic recovery pro-
ceeds. In particular, the low level of mortgage rates and
the earlier declines in house prices have made housing

Nowe: The data are monthly and extend ino 2010:(4. Each index hoae been
mormalized o that ity peak is 100, Both the ComLogic price index and the
FHFA indes (formerly cakouled by the Office of Federsl Housing
Ererprice  Oversight)  include  porchase  mansactions  cnly,  The
AP Cace Shille irudes eflects all m’s-Jength sales tramenction in selected
metropolitn geas,

Soomce: For Corelogee, le.ogn. for FHFA, Federal Housig Finance
Agency; for S&PCase Shilles, Stecdard & Poor's.
prime and near-prime mortgages edged down to
around 15 percent for adjustable-rate loans and to
about 5 pereent for fixed-rate loans—levels that remain
high by historical standards (figure 12). Deling
rates for subprime mortgages moved up shghtly wwand
the end of the year and remained extremely elevated.
One sign of improvement, however, was that the rate at
which mortgages transitioned from being current 1o

12, Mortgage delinquency rates, 2000-10

more affordable for those able to obtain morigag
House prices, as measured by several national
indexes, decreased in the latter hall’ of 2010 after hav-
ing shown tentative signs of leveling off earlier in the
vear (figure 11), According to one measure with wide
geographic coverage—the CoreLogic repeat-sales
index—house prices fell 6 percent between June and
December and moved below their mid-2009 trough.
House prices continued 1o be weighed down by the
large inventory of unsold homes—especially di

properties—and by the sluggish demand for housing.
Indicators of credit quality in this sector pointed to

continued difficulties amid depressed home values and

elevated unemployment, Serious delinquency rates on

property by the end of Septernber. The first-time homebuyer tix
credit, which was enscted in February 2009 as part of the American
Recovery and Reiovestment Act, was originally scheduled 1o expire
on November 30, 2009, Shortly before it expired, the Congress
extended the credit 1o sales oocurring through Apeil 30, 2010, and
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13, Mongage interest rates, 1995-2011
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being newly delinquent trended lower toward the end
of 2010,

Reflecting the ongoing credit quality issues, the
number of homes that entered foreclosure in the third
quarter of 2010 jumped to more than 700,000, well
above the pace seen earlier in the year. Late in the third
quarter, concerns about the mishandling of documen-
tation led some institutions to temporarily suspend
some or all of their foreclosure proceedings® Despite
these announced moratoriums, the pace of new fore-
closures dipped only slightly in the fourth quarter.
Morecver, these moratoriums will likely only extend,
and not put an end to, the foreclosure process in most
cases

Interest rates on fixed-rate mortgages remained
quite low, on net, by historical standards during the
second half of 2010 and reached record lows in the
fourth quarter (figure 13). The very low levels of mort-
gage rates prompied a sizable pickup in refinancing
activity for a time, although some households were
unable 1o refinance because of depressed home values,
weak credit scores, and tight lending standards for

6. The Federal Reserve, the Office of the Compiroller of the
()am;.lhoﬂ'moimdl Su;tmon.:ndlb: Federal Depesit
Insurance mn-dcp!h e

were generally subdued in the second half of the year.
Overall, monigage debt outstanding likely declined in
the second hall of 2010 at a pace only slightly slower
than that of the first half

Net issuance of mortgage-backed securities (MBS)
guaranteed by Fannie Mae, Freddie Mac, and Ginnie
Mae was fairly low in the second half of 2010, consis-
tent with the subdued originations of mortgages used
1o finance home purchases. The securitization market
for mortgage loans not guaranteed by 2 housing-
related g 1 (GSE) or the
I-‘adcml Housing Adm:msr.ramn rcn'rs.mad essentially
closed.

The Business Sector
Fixed Investment

Real business spending on equipment and software,
which surged in the first half of 2010, rose further in
the second half (figure 14). Firms were likely motivated
partly by a desire 1o replace aging equipment and to
undertake capital spending that had been deferred dur-
ing the recession. Improving business prospects also
appedr to have been 4 factor boosting capital expendi-
tures As a group, large firms continue to have ample
internal funds, and those with access to capital markets
generally hiave been able to obtain bond financing at
favorable terms. Although credit availability for smaller
firms and other bank-dependent businesses remains
constricted, some tentative signs of easing lending
standards have emerged.

Overall spending on equif and rose at
an annul rate of about 10 percent in the second half
of 2010, Although business outlays in the volatile
transportation equipment category plunged in the
fourth quarter, that decline came in the wake of several
quarters of sharp increases when vehicle rental firms
were rebuilding their Meets of cars and light trucks.
Meanwhile, spending on informati technology{'l’l")
capital 5, soft and
eqlupmnl—-mmased appreciably throughout the sec-
ond half. Gains were apparently spurred by outlays to
replace older, less-efficient IT capital as well 4s contin-

o

e of practioes 4t the lzgest

examine fmbwuwummly ha w:thuemphmsan the
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legal d being used in the See Elizabeth

A Duke (2010, “Forechosare De-:umnnmm slatement

before the Financial Services § ng and
Commuunity ity, LS House of By November
18, wow fe e i 118
m,

ued i by wireless service providers to
upgrade their networks. In addition, spendmg

for equip other than transp
IT—nearly one-half of total equipment outlays—were
well maintained and broad based. More recently, new
orders for nondefense capital goods other than trans-

portation and IT items were little changed, on net, in
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14, Change in real business fixed investment, 2004-10

15, Change in real business inventories, 200410
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Inventory Investment

Stockbuilding continued in the second hall of 2010 a1
an average pace about in line with the growth of final
sales (figure 15). Inventory investment surged in the
third quarter, but the pace of accunulation slowed
sharply in the fourth quarter, with the swing magnified
by developments in the motor vehicle sector. Vehicle
stocks rose appreciably in the third quarter as dealers

Nore: Hightech equipment consats of compueers and peripheral equip-
ment and communicahons eqapument.
Souecs: Department of Commerce, Barean of Boonomic Analysis.

December and January; however, the level of onders
remains above shipments, and business surveys sug-
gest that respondents are upbeat about business con-
ditions as well s their equipment spending plans.
Real spending on idential other
than those used for drilling and mining remained

pted to rebuild inventories that had become
depleted earlier in year, but inventories fell in the
fourth quarter as auto sales moved up more rapidly
than expected near the end of the year. As for other
items aside from motor vehicles, inventory investment
rose during the second half’ of the vear, albeit more
rapidly in the third quarter than in the fourth. The
inventory-to-sales ratios for most industries covered by
the Census Bureau's book-value data, which had risen
significantly in 2009, have moved back to levels that

depressed, with the level of investment at the end of
2010 down almost 40 percent from its peak in early
2008. However, the rate of decline appears to be abat-
ing: Spending fell at an annual rate of nearly 10 per-
cent in the second half of 2010 after plunging ata

25 percent rate in the first half. Although outlays for
new power facilities jumped in the second half of the
year, ion of office building i
structures, and manufacturing plants all moved down
further. A large overhang of vacant space, depressed
property prices, and an unwillingness of banks to add
to their already high construction loan exposure still
weighed heavily on the sector. In contrast, spending
on drilling and mining structures continued to rise
sharply in response to elevated energy prices

ial

prevailed before the and surveys suggest that
inventory positions for most businesses generally are in
a comfortable range.

Corporate Profits and Business Finance

Operating earnings per share for S&P 500 firms con-
tinued to increase at a solid pace in the third and
fourth quarters of 2010, Most industry groups
reported gains. In aggregate, earnings per share
climbed to near the levels posted in mid-2007, just
prior to the financial crisis

The already sturdy credit quality of nonfinancial
corporations improved further in the second hall of
2010. The aggregate debt-10-asset ratio, which provides
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an indication of corporate leverage, moved down in the

17. Sﬂr_xied components of net financing for nonfinancial

third quarter, as nonfinancial corporations i
their assets by more than they increased their dcbt

Bilivoen of dolles, moathiyrie

Credit rating upgrades again outpaced d

and corporate bond defaults remained sparse. Thz
delinquency rate on commercial and industrial (C&I)
Ioans at commercial banks moved down in the second
half of 2010 to 3 percent. By contrast, with fundamen-
tals remaining weak, delinquency and charge-off rates
on commercial real estate (CRE) loans at commercial
banks decreased only modestly from quite elevated
levels (figure 16). Moreover, the delinguency rate on
CRE loans in securitized pools continued to rise
sharply.

Borrowing by nonfinancial corporations continued
at 4 obust pace in the second half of 2010, driven by
good corporate credit quality, attractive financing con-
ditions, and an improving economic outlook (fig-
ure 17). Issuance of corporate bonds was heavy for
both investment-grade and high-yield issues. Bormow-
ing in the syndicated loan market was also sizable, par-
ticularly by speculative-grade borrowers, with the dol-
lar volume of such loans rebounding sharply from the
low levels seen in 2008 and 2009 (not shown in figure).

16, Delinguency rates on commercial real estate loans,
1991-2011

Commercial banks

] Commercial paper
W Bonds

{10 T
W05 A5 N7 NE N X0

Nore: The data for the components except bonds me sessonally adjosted.
Sounce: Federal Reserve Board, flow of funds data.

Demand for such loans from institutional investors
was strong. Some of the strength in debt origination
was reportedly due to corporations taking advantage
of low interest rates to reduce debt service costs and
extend maturities by refinancing: issuance to finance
miergers and acquisitions also reportedly picked up in
the second half of the year. Meanwhile, commercial
paper outstanding remained about flat. C&1 loans on
banks" books decreased during the third quarter but
started expanding toward the end of the year, consis-
tent with responses to the January 2011 SLOOS that
reported some easing of standards and terms and
some firming of demand for C&T loans from large
firms over the previous three months. Relatively large
fractions of respondents to the most recent survey

d the spread of C&I loan
rates over their cost of funds somewhat further during
the second hall of 2010 (figure 18). Nevertheless, lend-
ing standards reportedly remained tight; about one-
half of the respondents to special questions included in
the October 2010 survey indicated that their lending
standards on C&T loans were tighter than longer-run
averages and were likely to remain so until at least
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loans 80 days or mote past due of not accnamg itere.

Soupcs: e commencial banks, Federsl Francil Institution:
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Borrowing conditions for small businesses continued
1o be tighter than for larger firms, although some signs
of easing began to emerge. In particular, surveys con-
ducted by the National Federation of Independent
Business (NFIB) showed a gradual decline in the share
of respondents reporting that credit was more difficult
to obtain than three months previously (figure 19).
Similarly, in the past several surveys, moderate net
fractions of SLOOS respondents have indicated that
banks have eased some loan terms for smaller borrow-
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18, Net percentage of domestic banks tightening standards
and widening spreads over the banks' cost of funds for
large and mediume-sized business borrowers, 1998-2011
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annual rate of 6 percent in the third quarter, about the
same pace a5 in the previous quarter. Responses to the
January SLOOS suggest that banks have not yet
started reversing their tight lending standards in this
sector and that demand, while starting to pick up,
likely remained weak. Despite the strains in CRE mar-
kets, the commercial mortgage-backed securities
(CMBS) market showed tentative signs of improve-
ment in the second half of 2010 and early 2011. Prices
for some of the more highly rated tranches of existing
CMBS rose. Although issuance of new securities
remained tepid, the pace has been picking up.
Responses to special questions on the September
Senior Credit Officer Opinion Survey on Dealer
Financing Terms (SCOOS) indicated that demand for
warehausung of CRE luans for securitization had

Hore: dex:wannhwamqmwmhm

by, mmumwmmﬁmfmmm
sales of $50 million o more.

Souare: Federal Reserve Boad, Sensor Loan Officer Cpnicn Survey on
Bank Lending Practices.

ers Judging from responses to both the NFIB survey
and the SLOOS, loan demand by small businesses
remained subdued.

Banks' holdings of CRE loans continued to contract
fairly sharply throughout the second half of 2010.
Orverall commercial mortgage debt declined at an

19, Net percentage of small businesses that reported more
difficulty in obtaining credit, 1990-2011
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d since the beginning of 2010, and that the
willingness to fund CRE I.oaus on an interim basis had
increased somewhat.

A substantial number of initial and secondary equity
offerings for nonfinancial firms were brought to mar-
ket in the second half of 2010. Deals included an initial
public offering by General Motors that was used to
repay 4 portion of the government's capital infusion.
Nevertheless, equity retirements in the third quarter
through cash-financed mergers and acquisitions and
share repurchases once again outpaced issuance; pre-
liminary data for the fourth quarter (not shown) sug-
gest a similar pattern (figure 20).

20. Components of net equity issuance, 2005-10
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The Government Sector
Federal Government

The deficit in the federal unified budget has remained
very wide. The budget deficit for fiscal year 2010,
although down somewhat from fiscal 2009, was

$1.3 trillion. The fiscal 2010 figure was equal to

8% percent of nominal GDP, substantially above the
average value of 2 percent recorded during the three-
vear period prior to the onset of the recession. The
budget deficit continued to be boosted by spending
commitments from the American Recovery and Rein-
vestment Act (ARRA) and other stimulus policy
actions and by the weakness of the economy, which
has reduced 1ax revenues and boosted payments for
income support. By contrast, the budget effects of sev-
eral financial transactions reduced the deficit in 2010:
Cutlays related to the Troubled Asset Relief Program
(TARP), which added significantly 1o the deficit in
2009, helped to shrink the deficit in 2010 as estimated
losses were revised down when many of the larger
TARP recipients repaid their obligations to the Treas-
ury; in addition, new assistance for the mortgage-
related GSEs was extended at a slower pace, and
depository institutions prepaid three years’ worth of
federal deposit insurance premiums. Moreover, the
nascent recovery in the economy led to a small increase
in revenues. The deficit is projected by the Congres-
sional Budget Office to widen in fiscal 2011 to a level
similar to the shortfall recorded in fiscal 2009.

Despite increasing 3 percent in fiscal 2010, tax
receipts remained at very low levels; indeed, at less
than 13 percent of GDP, the ratio of receipis to
national income was at its lowest level in 60 years (fig-
ure 21). Corporate income taxes surged nearly 40 per-
cent in fiscal 2010 as profits increased briskly, and Fed-
eral Reserve remittances to the Treasury rose markedly
owing 1o the expansion of its balance sheet. By con-
trast, despite rising household incomes, individual
income and payroll taxes moved down in fiscal 2010,
reflecting the tax cuts put in place by the ARRA. Total
tax receipts increased nearly 10 percent over the first
four months of fiseal 2011 relative to the comparable
year-earlier period; individual income and payroll
taxes turned up, a consequence of the further recovery
in household incomes, and corporate income taxes
contined to rise,

Onutlays decreased 2 percent in fiscal 2010, a devel-
opment attributable to financial transactions. Exclud-
ing financial transactions, spending rose 9 percent
compared with fiscal 2009, mainly because of the
effects of the weak labor market on outlays for income

21, Federal receipts and expenditures, 1990-2010
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support programs {such as pl

and food stamps) as well s increases in Medicaid
expenditures and spending associated with the ARRA
and other stimulus-related policies. Net interest pay-
ments rose 3 percent in fiscal 2010, and Social Security
spending increased 3% percent—its smallest rise in

11 years—as the low rate of consumer price inflation
in the previous year resulted in no cost of living adjust-
ment. In the first four months of fiscal 2011, total fed-
eral outlays rose nearly 5 percent relative to the compa-
rable year-earlier period. Excluding financial
transactions, outlays were up about | percent. The
relatively small increase so far this fiscal year for out-
lays excluding financial transactions reflects 4 flatten-
ing out of ARRA spending and income support pay-

22, Change in real government expenditares
on consumption and investment, 2004-10
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ments; by contrast, other spending has been increasing
al rates comparable to those recorded during fiscal
010,

As measured in the national income and product
accounts {NIPA), real federal expenditures on con-
sumption and gross investment—the part of federal

pending that is a direct of GDP—rose at
an annual rate of about 4 percent in the second hall” of
2010, 2 bit less than in the first half of the year(fig-
ure 22). Nondefense outlays increased more slowly
than in the first half of the year—when spending for
the decennial census ramped up—while defense spend-
ing rose at roughly the same pace as in the first half.

Federal Borrowing

Federal debt expanded appreciably in the second half
of last year, though at a slightly slower pace than in the
first half, The ratio of Federal debt held by the public
to nominal GDP rose to more than 60 percent at the
end of 2010 and is projected to reach nearly 70 percent
by the end of 2011 (figure 23). Demand for Treasury
securities has been well maintained. Bid-to-cover ratios
at auctions, although somewhat mixed, were generally
within historical ranges during the second half of 2010
and early 2011, Indi f foreign participation at

assets in light of fiscal troubles in some European
countries.

State and Local Government

Despite the substantial federal aid provided by the
ARRA, state and local governments remained under
significant fiscal pressure in the second half of 2010,
The strains reflect several factors, including a sharp
drop in tax revenues in late 2008 and 2009 and

i d i for Medicaid ontlays—a cycli-
cally sensitive transfer program—all in the context of
balanced budget requirements. To address their budget
shortfalls, these governments have been paring back
operating expenditures, Indeed, real Pt
expenditures of state and local governments, as meas-
ured in the NIPA, fell about | percent in 2010 after
decreasing a similar amount in 2009, The weakness in
spending was reflected in the continued reductions in
payrolls. Total employment of state and local govern-
ments fell 230,000 during 2010, with nearly all of the
cutbacks at the local level, Construction spending
undertaken by these governments was volatile during
2010 but, on net, was down a bit for the year and
renuined below the level that prevailed before the

auctions as well as a rise in foreign custody holdings of
Treasury securities by the Federal Reserve Bank of
New York pointed to steady demand from abroad.
Demand for these securities may have been supported
by a heightened desire for relatively safe and liquid

23, Federal govemnment debt held by the public, 1960-2010
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despite the infr grants provided by
the federal government as part of the ARRA. While
most capital expenditures are not subject to balanced
budget requirements, some of these expenditures are
funded out of operating budgets subject to these
requirements. In addition, a substantial share of debt
service payments on the bonds used to finance capital
projects is made out of operating budgets—a factor
that may be limiting the willingness of governments to
undertake some new infrastructure projects

With overall economiec activity recovering, state gov-
ernment revenues from income, business, and sales
taxes rose in the second half of 2010. Nevertheless,
state tax collections remain well below their pre-
recession levels, and available balances in reserve funds
are low, Tax collections at the local level have fared
relatively better. In particular, some localities appear to
have adjusted statutory tax rates so that declining real
estale assessments, which typically significantly lag
market prices, are holding down property tax revenues
by less than they otherwise would, However, many
localities have seen sharp cutbacks in their grants-in-
aid from state g and thus have experienced
significant fiscal pressures. State and local governments
will continue to face considerable budget strains, in
part because federal stimulus grants will be winding
down, Moreover, many state and local governments
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will need to set aside additional resources in coming
years both to meet their pension obligations and to pay
for health benefits provided to their retired employees.

State and Local Government Borrowing

Issuance of securities by state and local governments
was robust during the latter half of 2010; it surged
near the end of the year as state governments sought
to tzke advantage of the Build America Bond program
before the program expired.” Issuance of short-term
municipal securities was also strong,

Yields on state and local government bonds rose
noticeably more than those on comparable-maturity
Treasury securities in the second half of 2010 and early
2011, The rise in yields on municipal securities may
have reflected increased concerns about the fiscal posi-
tion and financial health of state and local govern-
mients, although the heavy supply of these securities
coming to market likely also played a role. Spreadson
credit default swaps for some states remained volatile
but narrowed, on net, from their peak levels last sum-
mier. Downgrades of the credit ratings of state and
local governments continued to outpace upgrades dur-
ing the second half of 2010, Nonetheless, the pace of
actual defaults on municipal issues continued o come
down from its peak in 2008. In recent months, there
were substantial outflows from long-term mutual funds
that invest in municipal bonds.

The External Sector

Supported by the expansion of foreign economic activ-
ity, real exports of goods and services continued to
increase at a solid pace in the second half of 2010, ris-
ing at an annual rate of 8% percent (figure 24). Nearly
all major categories of exports rose, with exports of
machinery, agricultural goods, and services registering
the largest gains. Moreover, the increase in export
demand was broad based across trading partners.

Real imports of goods and services decelerated con-
siderably in the second half of 2010, increasing at an
annual rate of only 1% percent after surging more than
20 percent during the first hall of last year, The sharp
step-down partly reflected an unusually large decline in
real oil imports, but more important, the growth in
non-oil imports moderated to 4 pace more in line with

7. The Buikl America Bond program allowed state and bocal
governments to isue taxable bonds for capital projects and receive a
subsidy payment from the Treasury for 35 peroent of interest costs.

24. (Change in real impons and exports of goods
and services, 2004-10
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the expansion in U8, economic activity. During the
second hall of 2010, imports of consumer goods,
machinery, and services posted the largest increases, As
with exports, the increase in imports occurred across a
wide range of trading partners

All told, net exports shaved ¥ percentage point off
real GDP growth last year as the rebound in imports
outpaced the recovery in exports for the year asa
whole, The current account deficit widened from
§378 billion in 2009 to an average of 3479 billion atan
annual rate, or about 3% percent of nominal GDP, in
the first three quarters of 2010 (figure 25).

The spot price of West Texas Intermediate (WTT)
crude oil moved higher over the second half of the

25. 1.8, trade and current sccount batances, 2002-10
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26 Prices of oil and nonfuel commodities, 2006-11
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year, rising to an average of $89 per barrel in Decem-
ber, about §11 above the average price that prevailed
over the first six months of the year (figure 26). The
upward movement in oil prices during the seouud haIf

Nonfuel commodity prices also rose markedly over
the second hall of the year and into early 2011, with
increases broad based across a variety of commodities
As with oil, these prices have been supported by
strengthening global economic activity, primarily in
China a5 well as in other EMEs, and, to a lesser extent,
by the lower dollar. In addition, adverse weather con-
ditions have reduced harvests and curtailed supplies of
important agricultural products in 2 number of key
exporting countries, including Russia, Ukraine, and
the United States.

Prices of non-oil imported goods rose 1% percent at
an annual rate over the second half of 2010 and have
increased at an acoelerated pace in January, boosted by
higher commodity prices, the depreciation of the U.S.
dollar, and foreign inflation. On net, non-oil import
prices rose a bit more slowly over the second half of
2010 than in the first half and finished the year 2 per-

cent higher than at the end of 2009,

National Saving

Total net national saving—that is, the saving of’ house-
holds, b and gover luding deprecia-

of the year largely reflected a widespread

in global oil demand, particularly in emerging market
economies (EMEs), against a backdrop of constrained
supply. The depreciation of the dollar over this period
also contributed somewhat to the rise in the price of
oil. Spot WTT continued to fluctuate around its
December average for much of the first two months of
this year but moved up sharply in late February.”
Unrest in several Middle Eastern and North African
countries, and uncertainty about its potential implica-
tions for global oil supply, has put considerable
upward pressure on oil prices in recent weeks.

The price of the long-term futures contract for crude
oil (expiring in Decernber 2019) has generally Mluctu-
ated in the neighborhood of 895 per barrel over the
past six months, not much different from the average
over the first hall of 2010, although it has moved up
some recently. Accordingly, the sharply upward sloping
futures curve that characterized the oil market since
the onset of the financial crisis has I d consider
ably. Concurrent with this flattening of the futures
curve, measured global inventories of erude oil have
declined in recent months, although they remain high
by historical standarda

& The prices of other grades of crude oil have nisen by more over
the first two moniths of this year as the high kevel of iventories accu-
medated at Cushing, Oklahoma, the delrery point for WTI, bus
depressed WT1 prices

tion charges—remains low by historical standards (fig-
ure 27). After having reached 3% percent of nominal
GDP in 2006, net national saving dropped steadily
over the subsequent three years, reaching roughly
negative 3 percent in the third quarter of 2009, The
widening of the federal budget deficit during the
course of the recession more than accounted for the
downswing in net saving. Since late 2009, net national

27, Netsaving, 1990-2010
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saving has moved up, reflecting a sharp rise in private
saving. Nonetheless, the total averaged about negative
1 percent in the third quarter of 2010 {the latest avail-
able data), and the large federal deficit will likely keep
it at low levels in the near term. Currently, real interest
rates are still low despite the depressed rate of national
saving. If national saving were to remain low as the
economy recovers, interest rates would likely experi-
ence upward pressure, capital formation rates would
likely be low, and borrowing from abroad would likely
be heavy. In combination, such developments would
limit the rise in the standard of living of U.S. residents
and hamper the ability of the nation to meet the retire-
ment needs of an aging population.

The Labor Market
Employment and Unemployment

Conditions in the labor market have continued to
improve only slowly since the middle of 2010, Private
payroll employment rose just 120,000 per month, on
average, over the second half of last year, and payroll
employment gains remained lackluster in January of
2011 (figure 28).% All told, only about one-seventh of
the 8% million jobs lost from the beginning of 2008 to
the trough in private payrolls in February 2010 have
been recovered, Rather than adding jobs briskly, busi-
nesses have been achieving much of their desired
increases in labor input over the past year by lengthen-

. Tota! emph

pri . hibited sharp
swings from March 2010 1o Sepiember 2010 s a result of the hiring
of temporary workers for the decennial census
28, Netchangein private payroll empl 2004-11
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29, Civilian unemployment rate, 1977-2011
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ing the hours worked by their employees; indeed, by
January, the average workweek had recouped more
than one-half of its decrease during the recession.

For most of last year, the overall net increase in hir-
ing was barely sufficient to accommodate the increase
in the size of the labor force, and the unemployment
rate remained at or above 9% percent through Novem-
ber (figure 29). However, the unemployment rate is
estimated to have moved down noticeably in December
and January, reaching 9.0 percent—about | percentage
point below the highest reading during this episode.
The recent decline in the jobless rate is encouraging,
but the extent of the improvement in underlying labor-
market conditions is as yet, difficult to judge. The level
of unemployment remains very elevated, and long-
duration joblessness continues 1o account for an espe-

30, Long-term unemployed, 1977-2011
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31, Labor force participation rate, 1977-2011

32, Change in output per hour, 1948-2010
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cially large share of the total. Indeed, in January,
nearly 6% million persons among those counted a5
unemployed—about 44 percent of the total—had been
out of work for more than six months, figures that
were only a little below record levels observed in the
middle of 2010 (figure 30)." Moreover, the number of

[}

Nore: Nonfarm basmess sector, Change for each multiyesr perd is
mezsped i the fourth quarter of the final year of the pesiod from e fouth
mddwyclm-dl*hmﬂnm

Source: Depatment of Labor, Burem of Labor Siatistics.

as firms aggressively eliminated many operational inef-
ficiencies and reduced their labor input in an environ-
ment of severe economic stress. Although the recent
gains in productivity have been less rapid, firms none-
theless to make efforts o improve the effi-

individuals who are working part time for
reasons—another indicator of the underutilization of
labor—remained roughly twice its pre-recession value,
Meanwhile, the labor force participation rate moved
down further in the second half of the year (figure 31).
The decline in participation was mainly concentrated
among men aged 25 and over without a college degree.

Several other indicators of labor market conditions,
however, have brightened 4 bit recently. After showing
little progress over the ﬁrsl half of the year, initial
claims for unemploy {an indicator of
the pace of layoffs) generally have trended down in
recent months, Moreover, survey measures of labor
market expectations—such as business plans for future
hiring and consumer attitudes about future labor mar-
ket conditions—improved, on net, over the second half
of 2010 and early this year after having softened
around the middle of last year.

Productivity and Labor Compensation

Labor productivity rose further in the second half of
2010, According to the most recent published data,
output per hour in the nonfarm business sector
increased at an annual rate of about 2% percent over
that period (figure 32). Productivity had surged in 2009

10, The data on the duration of wemployment begin in 1948,

ciency of their operations, and they appear to remain
reluctant to increase staffing levels in a climate of lin-
gering economic uncertainty.

I in hourly ¢ i subdued
in 2010, restrained by the w.de margin of labor market
slack (figure 33). The employment cost index (ECT) for

33, Measures of change in hourly compensation,
2000-10
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private industry workers, which measures both wages
and the cost to employers of providing benefits, ose
just 2 percent in nominal terms in 2010—up from an
especially small increase in 2009 but still lower than the
roughly 3 percent pace averaged in the several years
preceding the recession. The rise in the ECI last year
reflected a pickup in the growth of benefits, after a
subdued increase in 2009, and a modest acceleration in
wages and salaries Nominal compensation per hour in
the nonfarm business sector—derived from the labor
compensation data in the NIPA—increased only

1% percent in 2010, well below the average gain of
about 4 percent in the years before the recession. Affter
adjusting for the rise in consumer prices, hourly com-
pensation was little changed in 2010, Because nominal
hourly compensation and labor productivity in the
nonfarm business sector rose at roughly the same pace
in 2010, unit labor costs were about flat last year. Dur-
ing the preceding year, unit labor costs had plunged
3% percent as 4 result of the moderate rise in nominal
hourly compensation and the sizable advance in output
per hour,

Prices

Consumer price inflation has been trending downward,
on net, and survey measures of longer-term inflation
expectations have remained stable, despite the rapid
increases in a variety of commodity prices during the
second half of 2010. Overall prices for personal con-
sumption expenditures increased 1% percent over the
12 months ending in January 2011, compared with a
rise of 2%% percent in the preceding 12-month period
(figure 2), The core PCE price index—which excludes
the prices of energy items as well as those of food and
beverages—increased just ¥ percent over the

12 months ending in Yanuary, down from a 1% percent
rise over the preceding 12 months,

The index of consumer energy prices, which declined
in the first hall of 2010, rose rapidly during the second
half of the vear and early 2011. The index was boosted
by 2 surge in the prices of gasoline and home heating
oil, which reflected the run-up in the price of crude oil
that began in late summer. In contrast, consumer natu-
ral gas prices fell as increases in supply from new
domestic wells helped boost inventories above typical
levels All told, the overall index of consumer energy
prices rose nearly 7 percent during the 12 months end-
ing in January 2011,

The index of consumer food prices rose 134 percent
over the 12 months ending in January 2011 as the
prices of beel and pork posted sizable increases, The

price of fruits and vegetables ran up briskly early in
2010 following a couple of damaging [reezes, but these
prices turned down in the second hall of the year, leav-
ing them up only shightly for the vear as a whole. How-
ever, spot prices in commodity markets for crops and
for livestock moved up sharply toward the end of last
year, pointing to some upward pressure on consumer
food prices in the first part of 2011,

The slowdown in core PCE price inflation over the
past year was particularly evident in the prices of
goods other than food and energy, which fell 0.6 per-
cent over the 12 months ending in January 2011, The
decline in these core goods prices occurred despite siz-
able increases in the prices of some industrial com-
modities and materials; the modest degree of pass-
through from commiodity input costs to retail prices
reflects the refatively small weight of materials inputs
in total production costa. Prices for services other than
energy rose about 1% percent over the 12 months end-
ing in January, down from an increase of almost 2 per-
cent in the preceding 12 months, as the continued
weakness in the housing market put downward pres-
sure on the rise in housing costs and as the wide mar-
gin of economic slack continued to restrain price
increases for other services

The widespread slowing in inflation over the past
year is also apparent in 4 variety of alternative indica-
tors of the underlying trend in inflation (figure 34).
These indicators include trimmed-mean price indexes,
which exclude the most extreme price increases and
price declines in each period, and market-based mea-
sures of core prices, which exclude prices that must be

34 Altemative measures of underlying price changes
in personal consumption expenditures, 2005-11
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imputed. These imputed prices (often referred to as
“nonmarket” prices) tend to be highly erratic,
Survey-based measures of near-term inflation expec-
tations have increased in recent months, likely reflect-
ing the recent run-up in energy and food prices; in con-
trast, survey-based measures of longer-term inflation
expectations have remained relatively stable over the
past year. In the Thomson ReatersUniversity of
Michigan Surveys of Consumers, median year-ahead
inflation remained between 2% percent and 3 percent
for most of 2010 but then rose above 3 percent in early
2011, Longer-termexpectations in the survey, al
2.9 percent in February, remained in the narrow range
that has prevailed over the past few years. In the Sur-
vey of Professional Forecasters, conducted by the Fed-
eral Reserve Bank of Philadelphia, expectations for the
increase in the consumer price index over the next
10 years edged down, on balance, during 2010 after
having been essentially unchanged for many years.

FINANCIAL DEVELOPMENTS

In light of the disappointing pace of the progress
toward the Federal Reserve’s dual objectives of maxi-
mum employment and price stability, the Federal Open
Market Committee (FOMC) took steps in the second
half of the vear to reduce downside risk to the sustain-
ability of the recovery and to provide further support
1o economic activity. At its August 2010 meeting, the
FOMC decided to keep the Federal Reserve's holdings
of longer-term securities constant at their then-current
level by reinvesting principal from holdi

of agency debt and agency MBS in longer-term Treas-
ury securities. In November, the FOMC announced its
intention to purchase a further $600 billion in longer-
term Treasury securities by the end of the second quar-
ter of 2011 (see box “The Effects of Federal Reserve
Asset Purchases™).

Financial market conditions, which had worsened
early in the summer as a result of developments in
Europe and concerns about the durability of the global
recovery, subsequently improved as investors increas-
ingly priced in further monetary policy 1

the reemergence later in the year of concerns about the
financial situation in Europe left little imprint on
domestic financial markets

Monetary Policy Expectations
and Treasury Rates

In responsz to indications of a slowing pace of recov-
ery in US. output and employment and a continued
downward trend in measures of underfying inflation,
expectations regarding the path for the federal funds
rate during 2011 and 2012 were revised down sharply
in the third quarter and investors came to anticipate
further Federal Reserve asset purchases, The FOMC's
decision to begin additional purchases of longer-term
Treasury securities occurred against the backdrop of
this downward shift in expectations about monetary
policy. Subsequently, expectations regarding the ulti-
mate size of such purchases were scaled back as the
recovery appeared to strengthen, downside risks to the
outlook seemed to recede somewhat, and a tax-cut deal
that was seen as supportive of economic activity was
passed into law.

The current target range for the federal funds rate of
010 %4 percent is consistent with the level that investors
expected at the end of June 2010, However, the date at
which monetary policy tightening is expected to com-
mence has moved back somewhat since the time of the
Tuly 2000 Monerary Policy Report to the Congress.
Quotes on money market futures contracts indicate
that, as of late February, investors anticipate that the
federal funds rate will rise above its current range in
the first quarter of 2012, about a year later than the
date implied in July 2010, By the end of 2012, investors
expect that the effective federal funds rate will be
around 1.3 percent, fairly similar to the level antici-
pated in mid-2010."

Yields on nominal Treasury securities fluctuated
considerably in the second half of 2010 and in early
2011 due to shifts in investors’ expectations regarding

11. When imterest rates are <lose 10 zer, determining the pornt at
which financial nark indicate that the federal funds rate will

tion. Accordingly, real Treasury vields declined, asset
prices increased, and credit spreads narrowed. A
brightening tone to the economic news starting in the
fall bolstered investor sentiment and, together with a
reassessment on the part of imvestors of the ultimate
size of Federal Reserve Treasury purchases, contrib-
uted to & backup in interest rates and in measures of
inflation compensation that continued through year-
end. In contrast 10 the developments earlier in the year,

bove its range can bechalk The path described
in the text is the mean of a distribution calculated from derfvatives
contracts on federal funds and Eurodoliars. The skewness induced i
his distribution by the 2ero lower bound the mean te be infhu-
enced strongly by changes in uncertainty regariding the pobicy path,

derivatives to calculate the most ely—or “modal™—path of the
federal funds rate, which tends 1o be moee stable. This path bas also
moved down, on net, since |ast summer, but it suggests a fatter over-
all trajectory for the target federal fnds rate, according to which the
Mot ek Jeved ] i b

middle of 2012,
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The Effects of Federal Reserve Asset Purchases

Between late 2008 and early 2010, with short-term
interest rates already near zero, the Federal Reserve
provided additional monetary accommodation by
purchasing $1.25 trillion in agency mortgage-
backed securities (MBS}, about $175 billion in
agency debt, and $300 billion in lorger-term Treas-

Studies of the responses of asset prices to
announcements by the Federal Reserve regarding
s first round of asset purchases have found that
the purchases of Treasury securities, agency debl,
and agency MBS significantly reduced the yields on
those securities. Similarly, analyses of the

ury secutities, When incoming datain
mid-2010 suggested that the recovery might be
softening, the Federal Open Market Committee
lIGMG du:ldadlo\‘a.le further action to fulfllits

| of promoting
employment and price stability. First, the Commit-
tee decided at its August 2010 meeting to reinvest
the principal payments friom its holdings of agency
debt and agency MBS in longer-term Treasury secu-
rities. Second, it announced in November its inten-
tion to purchase an additional $600 billion of
lenger-term Treasury securities by the end of the
second quarter of 2011,

The theory undeslying these asset purchases,
which dates back to the early 19505, posits that
asset prices are affected by the outstanding quan-
tity of assets In some models, for example, short-

P of asset prices to the purchases them-
selvesalso documented an effect on the prices of
the acquired securities.” Spillover effects of the
purchase programs to other financial markets, in
turn, appearto hmena-sulned in Imennnere-stmes
on debt and
to have contributed to higher equity valuations and
asomewhat lower foreign exchange value of the
dollar, These effects are qualitatively similar to
those that typically result from comventional mon-
etary policy easing,

Recent research by Federal Reserve staff has pro-
vided some estimates of the magnitude of the
resulting effects on the economy using the FRE/LS
macroeconomic model-one of the models devel-
oped by the Federal Reserve Board staff and used
for policy analysis.” A simulation exercise suggests

and long term assets sfect substitutes for
one another in investors' pnrlfalm and the term
structure of interest rates can be influenced by
changes tothe supply of securities al different
maturities. As a resull, purchases of longer-term
secunties by the central bank can push up the
prices and drive down the yields on those securi-
ties. Asset purchases can aleo affect longer-term
interest rates by influencing imvestors” expectations
of the future path of short-term rates. Similarly, the
effect of central bank asset purchases depends on
expectations regarding the timing, and pace of the
eventual umwinding of the purchases. Thus, central
bank communication may play a key role in influ-
encing the response of financial markets to such a
program.

Recent empincal work suggests that the Federal
Reserve’s asset purchase programs hmcemdeed

1, See, for example, joeph Gagnon, Matthew Raskin, Julie
Remache, and Brian Sack (2000], “Large-Scale Asset Purchases
by thee Federsl Reserve: Did They Work?” Federal Resenve Bank
of New York Staff Reports 441 {New York: Federal Reserve Bank
nfmmmdikmdhmuﬂmllmmd]mgﬁcmhn
War {2010, “The Effects i Akemative
Toolsin aZs il
{5an Diego: Lmeusll\o{uﬁmla.&nl)h@, November)
Evidence of simiar efiects in the United K from asset
purchases by the Bk of England was Sound by Michael
Joyce, AnaLasaosa, Ih.lhm evens, nd Marthew Turg
{2010}, “The Financial Market Impact of Quantitative Easing,
\t\ulngl’apelg&ﬂudon Bark of England, August).

2. See, for example, Stefarda DAmico and Thomas 8. King

Policy
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the prospects for economic growth and the size of any
asset purchase program that would be conducted by
the Federal Reserve {figure 35). Recently, Treasury
yields declined as investors increased their demand for
the relative safety and liquidity of Treasury securities
following political turmoil in the Middle East and
North Africa. On net, yields on 2-vear Treasury notes
were up a bit from their levels in mid-2010, while those
on 10-year Treasury securities rose approximately

40 basis points Nonetheless, yields on Treasury securni-
ties remained quite low by historical standards. Uncer-

tainty about longer-term interest rates, as measured by
the implied volatility on 10-year Treasury securities,
rose significantly from November 1o mid-December,
likely in part because of increased uncertainty about
the ultimate size of the Federal Reserve's asset pur-
chase program. Interest rate uncertainty declined sub-
sequently and by early 2011 was only a bit higher, on net,
than in mid-2010, apparently reflecting coalescing mar-
ket expectations regarding Federal Reserve purchases.
Measures of medium- and long-term inflation com-
pensation derived from inflation-indexed Treasury



101

Board of Governors of the Federal Reserve System 13

that the cumulative effect of the Federal Reserve’s
asset purchases since 2008—including the original
purchases of Treasury securities, agency debt, and
agency MBS; the reinvestment of principal pay-
ments; and lhexidmoml $600 bllllon in Treasury
security purch to pro-
wide significant and mwnlmgsuppoﬁlo CCOROMIC
activity over time. Although estimates of these
effects are subject to considerable uncertainty, the
model results suggest that the purchases have
already boosted the level of real gross domestic
product 1% percent relative to what it would have
been if o such purchases had occurred, and that
this effect will ise to 3 percent by 2012.* As a result
of this stronger recovery in output, the model ako
supgests that by 2012 the asset purchase program
will boost private employment about 3 million, and
trim the unemployment rate 11 percentage points
relative o what they otherwise would be. Finally,
the simulation results suggesllhannﬁamn is cur-
renthy1p her than oth
would hal'tbemlhe case if the FOMC had never
initiated securities purchases, implying that, in the
absence of such purchases, the econamy would
now be dose to a state of deflation.
Mhoughtheassetpu!dnse programs seemto
have p i support
activity, some ohservers have noted that they are
notwithout risk. One concern that has been vosced
is that these purchase programs have ncreased the
size of the Federal Resenve’s ba]anne-sheamd

continued to develop the tools it will need to raise:
short-term interest rates and drain large volumes of
reserves when doing so becomes necessary to
achieve the policy stance that best fosters the Fed-
eral Reserve’s macroeconomic objectives.” More-
over, the current level of resource slack in the
economy and the recent low readings on underly-
ing inflation suggest that point is not yet near.
Asecond concern is that the asset purchase pro-
gram could result in adverse financial imbalances if
for example, the lower level of longer-term interest
rates encouraged patential borrowers to emplay
encessive leverage to take advantage of low financ-
ing costs of led investors to accept an imprudently
small amourt of compensation for bearing risk in
an effort to enhance their rates of return. The Fed-
eral Reserve s carefully monitoring financial indica-
tors, including credit flows and premiums for credit
risk, for signs of potential threats to financial stabil-
ity. For example, to monitor leverage provided by
dealers to financial market paticipants, in june

2010 the Federal Reserve launched the Senior

Credit Officer Cpanion Survey on Dealer Financing
Terms. This survey provides information on the
terms on and availability of various forms of dealer-
intermediated financing, including funding for
securities positions, Moreover, to better monitor
linkages among firms and markets that could
undermine the stability of the financial system, the
Federal Reserve has increased its empheasis on tak-
|rgamull|dsc1pllnaqr appmchlhmntegws the

E,

could result in monetary accommodation &

left in place for too long, rea:lmgnoeomusntmﬂa
tion. However, in preparation for remaving mon-
etary accommodation, the Federal Reﬂemeh:u

Bank of San Francisco,

N
:hepeﬂodmmhudmmmlmomw "
chases, Thesa, and

pecialists in particu-
lar!'mnual maktls, bank supervisors, payments
systems experts, and other professionals. An Office
of Financial Stability Policy and Research was cre-
ated within the federal Reserve to coordinate staff
efforts to identify and analyze potential risks to the

daailnChnrgmdodws, ern Lower Bound Events” inboc
note 3,

financial system and broader econamy.
5 T o ” oA
Fan 3.

bonds rose, on balance, during the second hall of 2010
but remained within their historical ranges Both
miedium- and long-term measures of inflation compen-
sation fell early in the third quarter as investors grew
more concerned about the durability of the economic
recovery, but they then moved back up as the FOMC
was seen as taking additional steps to help move infla-
tion back toward levels more consistent with its man-
date and as economic prospects improved. Rising
energy prices may also have contributed to the
increases in medium-term inflation cc

Corporate Debt and Equity Markels

During the second half of 2010 and early 2011, the
spreads between the yields on investment-grade corpo-
rate bonds and those on comparable-maturity Treas-
ury securities narrowed modestly (figure 36), Similar
risk spreads on corporate bonds v.uh below-

grade ratings d more substan-
tially—as much as 200 basis points. This spread com-
pression was consistent with continued improvements
in credit quality as well as increased investor
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35, Interest rates on selected Treasury secunities, 200411
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confidence in the durability of the recovery. Nonethe-
less, bond spreads now stand near the lower end of
their historical ranges In the secondary market for
syndicated leveraged loans, the average bid price
moved up further, 4 development that reflected strong
investor demand as well as improved fundamentals
(figure 37), A notable share of loans traded at or above
par in early 2011,

Equity prices have risen sharply since mid-2010 (fig-
ure 38), The rally began amid expectations of further
menetary policy accommodation and was further sup-
ported by robust corporate eamings and an improved
economic outlook. The gains in equity prices were

36, Spreads of corporate bond yields over comparable
off-the-run Treasary vields, by securities rating,
1997-2011
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37, Secondary-market bid pricing for syndicated loans,
2007-11
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broad based, Implied volatility for the S&P 500, caleu-
lated from options prices, generally trended down in
the second half of 2010 and early 2011 and reached
fairly low levels although it increased recently against
a backdrop of nising political turmoil in the Middle
Eastand North Africa (figure 39).

With some investors apparently seeking 10 boost
returns in an environment of low interest rates, net
inflows into mutual funds that invest in higher-yielding
fixed-income instruments, including speculative-grade
bonds and leveraged loans, were robust in the second
halfl of 2010 and early 2011, These inflows likely sup-
ported strong issuance and contributed to the narrow-
ing of bond spreads during this period. Mutual funds
focusing on international debt securities also attracied

38, Stock price index, 1995-2011
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39, [mplied S&P 500 volatility, 1995-2011
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strong inflows. Inflows to other categories of bond
funds were more modest so that overall inflows to
bond funds in the second hall” of 2010 were similar to
those in the first half of the year (figure 40). Despite
the steong gains in LS. equity markets, mutual funds
investing in domestic equities experienced sizable out-
flows for much of the second half of last year, but
these funds attracted net inflows in early 2011, Invest-
ments in money market mutual funds changed littke in
the second half of 2010—fllowing notable outflows
earlier in the year—as the assets held by these funds
continued to generate very low yields.

40, Net flows into mutual funds, 2006-10
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Market Functioning and Dealer-
Intermediated Credit

Conditions in short-term funding markets, which had
experienced notable strains in the spring when inves-
tors became concerned about European soversign debt
and banking issues, generally improved early in the
second hall of 2010, Spreads of London interbank
offered rates, or Libor, over comparable-maturity over-
night index swap rates—a measure of stress in short-
term bank funding markets—reversed the widening
observed in the spring and then remained fairly narrow
despite the reemergence of concerns about the situa-
tion in Europe in the fall (figure 41). Nevertheless
amid the renewed concerns, tiering was reportedly evi-
dent in dollar funding markets abroad, as institutions
located in peripheral European countries apparently
faced reduced access to funding. Issuance of commer-
cial paper in the United States by institutions head-
quartered in peripheral Europe declined as investors
required notably higher rates to hold this paper.
Besides these strains and some modest, short-lived
year-end pressures, conditions in short-term funding
markets continued to be stable. The spreads between
yields on lower-quality A2/P2-rated paper and
AA-rated asset-backed commercial paper over those
on higher-quality AA-rated nonfinancial paper
remained narrow through the fall and into 2011 (fig-
ure 42), Since last summer, haircuts on securities used
as collateral in repurchase agreements (repos), while

41, Libor minus overnight index swap rate, 2007-11
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42, Commercial paper spreads, 2007-11
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exhibiting some volatility in the fourth quarter and
early 2011, were generally little changed.

Information from the Federal Reserve's quarterly
Senior Credit Officer Opinion Survey on Dealer
Financing Terms suggested that the major dealers
eased credit terms 10 most types of counterparties dur-
ing the second half of 2010, primarily in response to
more-aggressive competition from other institutions
and to an improvement in the current or expected
financial strength of the counterparties. The easing of
terms oceurred primarily for securities-financing trans-
actions, while nonprice terms for over-the-counter
derivatives transactions were reportedly little changed
on net. Survey respondents also noted a general
increase in the demand for funding for all types of
securities covered in the survey,

While remaining well below pre-crisis levels, the use
of dealer-intermediated leverage appears to have
gradually increased since the end of the summer, inter-
rupted by a briel retrenchment in early December
when concerns about developments in Europe intensi-
fied. This trend is reflected in the increased funding of
equities by hedge funds and other Jevered investors and
in an uptick in demand for the funding of some other
types of securities. In addition, recent leveraged
finance deals—involving the new issuance of high-
yield bonds and syndicated leveraged
loans—on average reflected greater levering of the
underlying corporate assets, but they nonetheless gen-
erated strong interest on the part of investors ina very
low interest rate environment. However, there was liule
evidence that dealer-intermediated funding of less-
liquid assets increased materially, and new issuance of

iginated in large volumes prior to the crisis—includ-
ing, for example, complex mortgage derivatives—has
not resumed on any significant scale, In general, the
appetite for additional leverage on the part of most
market particip as reflected in 1o spe-
cial questions on the September SCOOS, riparty repo
market volumes, and other indicators—appears to
have remained generally muted, with most investors
not fully utilizing their existing funding capacity.

Measures of liquidity and functioning in most
financial markets pointed 1o generally stable conditions
since mid-2010. In the Treasury market, various indi-
cators, such as differences in prices of securities with
similar remaining maturities and spreads between
yields on on- and off-the-run issies, suggest that the
market continued to operate normally, including dur-
ing the period when the Federal Reserve was imple-
menting its new asset purchase program. Bid-asked
spreads were generally about in line with histarical
averages, and dealer transaction volumes have contin-
ued to reverse the declines observed during the finan-
cial crisis In the syndicated loan market, bid-asked
spreads trended down further in the second halfl of
2000 and in early 2011 as the market continued to
recover, although they remained above the levels
observed prior to 2007, Estimates of bid-asked spreads
in corporate bond markets were within historical
ranges, as was the dispersion of dealer quotes in the
credit default swap market.

Banking Institutions

Returns on equity and returns on assets for commer-
cial banks in the second half of 2010 improved moder-
ately from earlier in the year but remained well below
the levels that prevailed before the financial crisis (fig-
ure 43}, Profits for the industry as a whole have ben-
efitted considerably in recent quarters from reductions
in loan loss p ing. However, pre-provision net
revenue decreased over the second half of the year as
net interest margins slid and income from both deposit
fees and trading activities declined.' About 70 of the
more than 6,500 commercial banks in the United
States failed between July and December 2010, down
slightly from the 86 failures that occurred in the first
half of the year.

Spreads on credit default swaps written on banking
organizations generally held steady or moved down, on

12. Pre-provision pet revenue is the sum of et imterest income and
metinterest incotne less noninterest expense,
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43, Commercial bank profitability, 1988-2010
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net, since mid-2010 (figure 44). Mareover, indicators of
credit quality a1 commercial banks showed signs of
improvement. Aggregate delinquency and charge-off
rates moved down, although they remuain high. Loss
provisioning stayed elevated, but the recent reductions
generally exceeded the declines in charge-offs, which
suggests that banks expect credit quality to improve
further in coming quarters. Indeed, for every major
loan type, significant net fractions of banks reported
on the January Senior Loan Officer Opinion Survey
that they expect credit quality to improve during the
current year if economic activity progresses in ling with
consensus forecasts.

44, Spreads on credit default swaps for selected
U.S. banks, 2007-11

2010
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Equity prices of commercial banks moved higher, on
net, since mid-2010 {figure 45). During this period,
large commercial banks generally reported earnings
that beat analysts’ expectations, and improved eco-
nomic prospects were seen as boosting loan demand
and supporting loan quality going forward, develop-
ments that would buoy banks' profitability. Neverthe-
less, investors were anxious about the degree 1o which
future profitability might be negatively affected by a
number of factors, including the quality of assets on
banks’ books. changes in the regulatory landscape,

ion and foreclosure issues, and
the poi:nl]al for some nonperforming mortgages in
securitized pools to be put back to some of the large
banks.

Total assets of commercial banks changed little, on
net, during the second half of 2010, although there
were notable compositional shifts With demand weak
and lending standards tight, total loans contracted
(figure 46). Nevertheless, the pace at which loans
decreased was not as rapid as in the first half of the
year, in part because banks' holdings of commercial
and industrial loans picked up and their holdings of
closed-end residential mortgages grew steadily, Partly
offsetting the declines in total loans, banks expanded
their holdings of Treasury securities and agency MBS,
although the growth in their securities holdings slowed
late in the year and into 2011,

Regulatory capital ratios at commercial banks
moved higher, on balance, over the second half of
2010. The upward trend in capital ratios over the past
several years has been most pronounced at the largest
banks as they accumulated capital while risk-weighted
assets decreased and tangible assets were about

45, Equity price index for banks, 2009-11

Ty 2, 09 100
= — 1
» ?ﬁ'u w— 110
s j, N
—|| W'W\ I»'J L'\'r — %
—| hf«* — 8
1A =8
s ﬁl ﬂ — 0
- e
=} ="
o - »
| - I | I ' I | |
W Wy m ky m
i) ol 211

Nevs: The data are daily .ﬂmmw Febmaary 22, 2011,
Sormrs: Stadard & Poor



106

28 Monetary Policy Report to the Congress (] March 2011

46, Change in total bank loans, 1990-2010

47. M2 growth rate, 2005-10
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unchanged, Capital requirements for many of these
banks will increase significantly under the new interna-
tional capital standards, which will restrict the defini-
tion of regulatory capital and increase the risk weights
assigned to some assets and off-balance-sheet expo-
sures. In addition, the Dodd-Frank Wall Street
Reform and Consumer Protection Act requires that
the Federal Reserve issue rules by January 31, 2012,
that will subject bank holding companies with more
than 350 billion in assets 1o additional capital and
liquidity requirements.

Monetary Ageregates and the Federal
Reserve's Balance Sheet

The M2 monetary aggregate has expanded at a moder-
ate pace since mid-2010 after rising only slightly in the
first half of last year (figure 47); for the year asa
whole, M2 grew 3.2 percent, the slowest annual
increase since 1994, As has been the case for some

13, M2 consists of (1) currency outside the LS. Treasury, Federal
Reserve Banks, and the vaults of depository matitations; (2) traveler’s
checks of ponbank i (3 d deposy 11l banks
(excluding those amounts held by depository instinations, the LS,
government, and fomign banks and official institutions) kess cash
items in the process of collection and Federal Reserve float; (4) other
Heckable deposits (negotiable order of withdrawal, or NOW,
sccounts and automatic transfer service sccounts 3t depository insti-
tutions; credit union share draft accounts; and demand deposits at
theifl institutions); (5) savings deposits including mooey market
deposit accounts]; (6) small-d imation tume deposits (e di

Nome: For defmition of M2, see text note 13,
Sotect: Federsl Reserve Board, Statistical Rebease Hé, “Money Stock
Messures.”

time, the strongest increase was in liquid deposits, the
largest component of M2, while small time deposits
and retail money market mutual fund assets continued
to contract. Liquid deposits tended to pay slightly
more-favorable interest rates than did their close sub-
stitutes. The currency component of the money stock
expanded at a faster rate in the second half of 2010
than it had earlier in the year. The monetary base—
essentially equal to the sumof currency in circulation
and the reserve balances of depository institutions held
at the Federal Reserve—contracted slightly during the
second half of 2010, although the downward trend
started to reverse late in the period in response o the
Federal Reserve's new Treasury security purchase
program.

Thesize of the Federal Reserve’s balance sheet
remained at a historically high level throughout the
second half of 2010, In early 2011, the balance sheet
stood at about $2.5 trillion, an increase of around
200 billion from its level in early July (table 1). The
expansion of the balance sheet was more than
accounted for by an increase in holdings of Treasury
securities, which were up nearly 3450 billion since the
summer, The additional holdings of Treasury securities
resulted from the FOMC's August decision to reinvest
the proceeds from paydowns of agency debt and MBS
in longer-term Treasury securities and the asset pur-
chase programa 1 at the November FOMC
meeting. To provide operational flexibility and to
ensure that it is able to purchase the most attractive

it ismaeid in amounts of bess than $100,000) less individual retirement
account (IRA) and Keogh balances at depository institutions; and
{7) balances i retail money mearket mutual funds kess [RA and
Keogh balances at money market mutual funds.
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L. Selected componems of the Federal Reserve balance sheet, 2009-11
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securities on a relative-value basis, the Federal Reserve
temporanily relaxed its 35 percent per-issue limit on
System Open Market Account (SOMA) holdings of
individual Treasury securities and will allow SOMA
holdings to rise above the previous threshold in modest
increments up 1o a 70 percent per-issue limit; holdings
of particular issues exceed the previous limit for only a
small number of securities In contrast, holdings of
agency debt and agency MBS declined about $180 bil-
lion between early July and early 2011. The wave of
mortgage refinancing that occurred in the autumn in
the wake of the drop in mortgage rates contributed
notably 10 the sharp decline in Federal Reserve hold-
ings of MBS, In addition, holdings of agency debt
declined as these securities matured,

Use of regular discount window lending facilities,
such as the primary credit facility, has been minimal
for some time. The Term Asset-Backed Securities Loan
Facility (TALF) was closed on June 30, 2010, Loans
outstanding under the TALF declined from $42 billion
in mid-2010 to $21 billion in early 2011 as improved
conditions in some securitization markets resulted in
prepayments of loans made under the facility. The
other broad-based credit facilities that the Federal
Reserve had introduced to provide liquidity to finan-
cial institutions and markets during the financial crisis
were closed early in 2010, All loans extended through
these programs had been repaid by the summer.

The portfolio holdings of Maiden Lane LLC,
Maiden Lane I1 LLC, and Maiden Lane I LLC,
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which were created to acquire certain assets from
troubled systemically important i during the
crisis, have generally changed little, on net, since mid-
2010, Current estimates of the fair values of the port-
folios of the three Maiden Lane LLCs exceed the cor-
responding loan balances outstanding to each limited
liability company from the Federal Reserve Bank of
New York. Consistent with the terms of the Maiden
Lane LLC transaction, on July 15, 2010, this limited
liability company began making distributions 1o repay
the loan received from the Federal Reserve Bank of
New York. On January 14, 2011, American Interna-
tional Group, Inc., or AIG, repaid the credit extended
by the Federal Reserve under the revolving credit line,
and the Federal Reserve was paid in full for its pre-
ferred interests in the special purpose vehicles ALA
Aurora LLC and ALICO Holdings LLC, thereby
reducing the balances in these accounts to zer.

Stresses in European dollar funding markets in May
led 10 the reestablishment of liquidity swap lines
between the Federal Reserve and foreign central banks.
Chmly & small amount of credit has been issued under
the reestablished facilities, which in December were
extended through August 1, 2011,

On the liability side, Federal Reserve notes in circu-

lation increased a bit, from $908 billion 1o 3956 billion.

Reverse repos edged down. Deposits held at the Fed-
eral Reserve by depository institutions rose to about
$1.3 trillion. The Supplementary Financing Account
declined early in 2011 following the announcement by
the Treasury that it was suspending new issuance
under the Supplementary Financing Program and that
it would allow that account to fall to 85 billion as part
of its efforts to maximize Nexibility in debt manage-
mient 45 federal debt approached the statutory debt
limit.

INTERNATIONAL DEVELOPMENTS
International Financial Markets

The foreign exchange value of the dollar declined over
much of the third quarter of 2010 (figure 48). This
decline was spurred in part by some reversal of flight-
to-safety lows—as financial system strains in Europe
temporarily diminished following the July release of
the results of the European Union (EU) stress tests—
and by fears that the recovery in the United States was
slowing. Mounting expectations that the Federal
Reserve might undertake further asset purchases in
response to the weakening economic outlook also
weighed on the dollar. Although the dollar initially

48, LS, dollar nominal exchange rate, broad index,
2006-11
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dropped a bit more following the Federal Reserve’s
ann in early November that it would pur-
chase additional long-term Treasury securities, it sub-
sequently reversed course as data on economic activity
in the United States began to strengthen and as inves-
105 began to scale back their expectations of the ulti-
mate size of the Federal Reserve's purchase program.
In the first two months of this year, the dollar edged
down again as the outlook for economic activity
abroad appeared to strengthen and the financial situa-
tion in Europe stabilized. On net, the dollar declined

7 percent on a trade-weighted basis against a broad set
of currencies over the second half of last year and into
the first two months of this year,

Foreign benchmark sovereign vields also declined
over much of the third quarter as concerns about the
U8, recovery and worries that China’s economy might
decelerate more quickly than had been expected led
investors to question the overall strength of global eco-
nomic growth (figure 49). However, foreign vields sub-
sequently se as confidence in the global recovery
sirengthened, leaving foreign benchmark yields 15 to
60) basis points higher on net.

Foreign equity markets rallied following the release
of the EU stress tests in July, and, although those mar-
kets gave back part of these gains in August over
heightened worries about the pace of global economic
growth, they nonetheless ended the third quarter
higher. Over the fourth quarter and into this year, for-
eign equity prices rose further as the global economic
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45, Yields on benchmark government bonds in selected
afvanced foreign economies, 2008-11

1. Aggregate equity indexes for emerging market
economies, 2008-11
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ontlook improved, notwithstanding renewed stresses in
peripheral Europe. On net, headline equity indexes in
the euro area and Japan are up about 10 to 20 percent
from their levels in mid-2010, while indexes in the
major emerging market economies are about 20 per-
cent higher; all those indexes increased, on balance,
even after having declined a bit recently in the face of
uncertainties about the Middle East and North Affica
(figures 50 and 51).

Although some banks in the euro-area periphery
countries, particularly in Spain, scemed to have better

50,  Equity indexes in selected advanced foreign economies,
2008-11
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access to capital markets immediately following the
stress test, their costs of funding rose again late in the
year as market concerns about the Irish and Spanish
banking sectors resurfaced. Banks in the euro-area
periphery relied heavily on the weekly and longer-term
funding operations of the European Central Bank
(ECB) over much of this period, The strains neverthe-
less spilled over into increased funding costs in doflars
for some European banks, although the reaction was
less severe than it had been in May. Reportedly, many
European banks had already met their dollar funding
needs through vear-end before these strains occurred.
Market participants welcomed the announcement that
the swap lines between the Federal Reserve and the
ECB, the Bank of England, the Swiss National Bank,
the Bank of Japan, and the Bank of Canada would be
extended through August 1.

With the ven at a 15-year high against the dollar in
nominal termms, Japanese authorities intervened in cur-
rency markets on September 15 (figure 52). Japan's
Ministry of Finance purchased dollars overnight 1o
weaken the value of the yen, its first intervention
operation since March 2004, The operation caused the
yen to depreciate immediately about 3 percent against
the dollar, but this movement was fairly short lived, as
the yen rose past its pre-intervention level within a month.

During the third quarter, the EMEs saw an increase
in capital inflows, which added to upward pressures on
their currencies and reportedly triggered further inter-
vention in foreign exchange markets by EME authori-
ties, Authorities in several EMEs also announced new
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32, U8, dollar exchange rate against selecied major
currencies, 2009-11
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measures 10 discourage portfolio capital inflows in an
altempt to ease upward pressures on their currencies
and in their asset markets. Although capital flows to
EMEs appeared to moderate late in the year as long-
term interest rates in the advanced economies rose,
intervention and the imposition of capital control
measures continued.

The Financial Account

Financial flows in 2010 reflected changes in investor
sentiment over the course of the year, driven in part by
concerns over fiscal difficulties in Europe. Foreign pri-
vate investors made large purchases of U8, Treasury
securities in the first half of the year, but these “Nlight
to quality” demands eased somewhat in the third quar-
ter with the improvement in conditions in European
markets (figure 53). Indicators for the fourth quarter
are mixed but suggest that foreign private demand for
U.8. Treasury securities picked up again late in the year
as tensions in European markets reemerged. Foreign
demand for other US. securities strengthened in the
second half of the year. Net private purchases of both
U.S. agency debt and U.S, equities were strong, and
foreign investors made small net purchases of corpo-
rate debt securities, in contrast 1o net sales over the
previous several quarters. US. residents continued 1o
purchase sizable amounts of foreign bonds and equi-
ties, including both emerging market and European
securities (figure 54).

Soumce: mmdm,mummu.

Banks located in the United States continued to lend
abroad, on net, in the third quarter, but at a slower
pace than in the first hall of the year, as dollar funding
pressures in European interbank markets eased and
banks abroad relied less on U.S. counterparties for
funding. As a result, inflows from increased foreign
private purchases of U8, securities more than offset
the banking outflows in the third quarter, generating
net private financial inflows for the first time since late
2008 (figure 53).

Inflows from foreign official institutions increased in
the third quarter, with inflows primarily coming from
countries seeking to counteract upward pressure on
their currencies by purchasing U.S. dollars in foreign
currency markets These countries then used the pro-
ceeds to acquire U.S. assets, primarily Treasury securi-
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55, U.S. net financial inflows, 2006-10

56. Change in consumer prices for major foreign
economies, 200711
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ties. Available data for the fourth quarter indicate that
foreign official purchases of U.S, Treasury securities
slowed as the dollar stabilized.

Advanced Foreign Economies

Economic growth in the advanced foreign economics
stepped down in the second hall of 2010, To a large
extent, this siowdown reflected standard business cycle
dynamics, as support from fiscal stimulus and the
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hike in the tobacco tax, and headline inflation in
Canada and the euro area recently moved above 2 per-
cent. However, inflation in core consumer prices, which
excludes food and energy prices, remained subdued
amid considerable slack in these economies One
exception was the United Kingdom, where consumer
price inflation—both headline and core—persisted
above 3 percent throughout 2010, driven by prior

1 iation and increases in the value-

ate d

rebound in global trade and inventories diminished
over the course of the year. In Canada, signs of the
maturing recovery were most evident in the domestic
sector. whereas in Japan, exports decelerated as growth
in emerging Asian economies moderated. In Europe,
the recovery was further restrained by a reemergence of
concerns over fiscal sustainability and banking sector
vulnerabilities in some countries. (See box “An Update
on the European Fiscal Crisis and Policy Responses”)
However, recent indicators of economic activity across
the advanced foreign economies suggest that perfor-
mance improved moderately toward the end of 2010,
In the manufacturing sector, purchasing managers
indexes have resumed rising and point to solid expan-
sion. Moreover, the recavery appears to be gradually
spilling over to the retail and service sectors, with
household demand benefiting from improving labor
market conditions and rising incomes.

Toward year-end, prices in the ady

1

added tax,

57. Official or targeted interest rates in selected
advanced foreign economies, 2007-11

United Kingdom

|
bk

2000 2006 009 010 Pt}

foreign economies were boosted by a run-up in food
and energy prices (figure 36), Japanese 12-month head-
line consumer price inflation turned slightly positive
for the first time since early 2009, in part because of a
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An Update on the European Fiscal Crisis and Policy Responses

The European fiscal aisis b {a source of
concerm inglobal finandial markets despite official
responses over the past year, The crisis began early
in 200 after large upward revisions to the statistics
on Greek government deficits led to an erosion of
market confidence in the ability of Greece to meet
its fiscal obligations. This situation created spill-
overs to other euro-area countries with high debt
or deficit levels. In early May, the European Union
{EU) and the Intemational Monetary Fund (IMF}
announced ajoint €110 billion financial support

for Greece; inaddition, the EU established
lending facilities of up ta €500 billion, and the
European Central Bank (ECB) began purchasing
sovereign securities to ensure the depth and liquid-
ity of euro-area debt markets. In response to signs
of renewed pressures in dollar funding markets, the
Federal Open Market Committes reopened dollar

swapfac offoreigne

A G debt spreads for peripheral
European economies, 2009-11

Financial tensions moderated somewhat oves
the summer, in part because of favorable market
reaction to the results of Europe-wide bank stress
tests released in July. Nevertheless, the spreads of
yields on the sovereign bonds of the most vulner-
able euro-area countnies aver those of German
bonds remained elevated (figure Al, In the aut

NoTE: The data are weekly, The last obeervation for cach series i
Febeuary 25, 2011 The speeads down are the yields on 10-yeu
bomds hess e 10-vear Germman bond vield.
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which will be spending cuts, on top of the austerity

peripheral European soveretgn bond spreads, par-
ticularty those of Ireland, widened further. Two
develog buted to the heightened ten-
sions: (1} the discussion of a proposal for a more
permanent financial stability mechanism for the
euro area starting in 2013, which could eventually
reqquire the restructuring of private holdings of sov-
ereign debt; and (2) increased concems over the
growing real estate loan losses of Irish banks and
the associated funding difficulties. Afflicted in part
by deposit flight and difficulties rising funds in the
interbank marked, lrish banks became increasingly
dependent on funding from the ECB.

With access to market funding increasingly fim-
ited, Ireland agreed on November 2810 a €675 bil-
lion financial support package from the EU and the:
IMF, with an additional €175 billion of Ireland’s
awn funds going to stabilize and recapitalize the:
country’s banking sector. lreland agreed to imple-
ment a four-year fiscal consolidation effort equal to
9 percent of gross domestic product, two-thirds of

adopted p two years,

Following this announcement, markets appeared
to shift their focus to the possiblity that official
assistance would also be required for other euro-
area countries with high fiscal deficits or debts and
vulnerable banking systems, This development led
to arise in the sovereign bond spreads of Portugal,
Spain, and, to a lesser extent, Italy and Belgium,
The fear that the Inish problems might spread was
exacerbated by concerns that funds available
under existing support mechanisms could be insuf-
ficient if Spain were to need external assistance,
Partly in response to the increase in financial
strains, the ECB temporarily stepped up its pur-
chases of the debt of vulnerable euro-area coun-
tries and announced following its December policy
meeting that it would delay exit from its nonstan-
dard liuidity measures, In addition, European
leaders have increasingly indicated their desire to
expand o bioaden the mandate of current support
facilities, and European governments are organiz-
ing another round of bank stress tests.

Major central banks in the advanced foreign econo-  refinancing operations at 6- and 12-month maturities
miles have maintained an accommodative monetary but extended fixed-rate refinancing at shorter maturi-
policy stance (figure 57), although some have taken ties and kept its main refinancing rate at 1 percent.
steps to remove the degree of accommodation, The The Bank of England maintained its policy rate at
Bank of Canada raised its target for the overnight rate (.5 percent and the size of its Asset Purchase Facility
50) basis points in the third quarter but since then has at £200 billion. The Bank of Japan took additional
held its policy rate at 1 percent. The ECB discontinued  steps to ease policy by cutting its target interest rate
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from 10 basis points to a range of 0 to 10 basis points.
In addition, it extended from three to six months the
term for its fixed-rate funds-supplying operation, and
itestablished an asset | gram of ¥ trillion
1o buy 4 broad range of financial assets, including gov-
ernment securities, commercial paper, corporate bonds,
exchange-traded funds, and real estate investment trusts

Emerging Market Economies

Alter a robust expansion in the first halfl of 2010, eco-
nomic activity in the EMEs stepped down in the third
quarter before bouncing back to solid growth in the
fourth. On average over the two quarters, real GDP
growth in the EMEs was well above that observed in
the advanced economies. Economic activity in the
EMEs was boosted by domestic demand, supported by
accommodative monetary and fiscal policies. However,
with output appearing to approach capacity for most
countries, authorities in many EMEs have begun to
unwind the stimulus measures, both monetary and
fiscal, putin place during the crisis. The withdrawal of
mionetary stimulus has also been driven by a recent
pickup in consumer price inflation, which has
reflected, in part, 4 rise in commodity prices.
Monetary policy ightening in the EMEs has likely
been tempered by uncertainties about the pace and
durability of the economic recovery in advanced
economies, which remain an important source of
demand for the EMEs. In addition, the exit from
accommodative stances has been complicated by the
return of private capital flows to these economies
Capital inflows appear 1o have exerted some upward
pressure on currencies and have raised about
the possibility of an overheating in asset prices EME
authorities have so far adopted a variety of strategies
1o cope with increased capital flows, including inter-
vention in foreign exchange markets to slow the
upward of domestic « ies, prudential
measures targeted to specific markets (such as the
property market), and, in several cases, capital controls.
Real GDP growth in China slowed a bit in the first
half" of last year, but it moved back up in the second

half along with a pickup in inflation, prompting Chi-
nese authorities to continue to tighten monetary
policy. Since last June, bank reserve requirements
increased a total of 250 basis points for the largest
banks, and the benchmark one-year bank lending rate
has risen 75 basis points. Chinese authorities have also
raised the minimum down payment required for resi-
dential property investment in order to show rising
property prices. Since the announcement last June by
Chinese authorities that they would allow more
exchange rate flexibility, the renminbi has appreciated
about 4 percent against the dollar. However, on a real
multilateral, trade-weighted basis, which gauges the
renminbi's value against China's major trading part-
ners and adjusts for differences in inflation rates, the
renminbi has depreciated slightly,

In emerging Asia excluding China, the pace of eco-
nomic growth softened in the third quarter of last year.
There was a steep decline in Singapore's real GDP,
which often exhibits wide quarterly swings. Consider-
able weakness in third-quarter economic activity was
also observed in Malaysia, the Philippines, and Tha-
land. However, available indicators suggest that fourth-
quarter GDP growth in the region has picked up again.

In Latin America, real GDP in Mexico and Brazil
also decelerated in the third quarter. Mexican output
has yet to recover fully from the financial crisis; total
manufacturing output slowed over the final two quar-
ters of the year, largely reflecting lower U.S. manufac-
turing growth, which has depressed demand for
exports from Mexico. Economic activity in Brazil,
though having slowed from a very brisk pace in the
first half of the year, has remained solid, supported by
continued fiscal stimulus and high commodity prices.
Brazil's central bank tightened reserve requirements in
December, prompted by about both the pace
of credit ereation and the quality of the credit being
extended. In addition, the Brazilian central bank raised
its policy rate 30 basis points in January of this year,
The new Brazilian government has announced some
spending cuts to reduce aggregate demand and infla-
OnAry pressures.
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Part 3

Monetary Policy: Recent Developments

and Outlook

Monetary Policy over the Second Half
of 2010 and Early 2011

The Federal Open Market Committee (FOMC) main-
tained 2 target range for the federal funds rateof 0 10
Y percent throughout the second half of 2010 and into
2011 (figure 58). In the statement accompanying each
regularly scheduled FOMC meeting, the Committee
noted that economic conditions, including low rates of
resource utilization, subdued inflation trends, and
stable inflation expectations, were likely to warrant
exceptionally low levels of the federal funds rate for an
extended period, With the unemployment rate elevated
and measures of underlying inflation somewhat low
relative to levels that the Committee judged to be con-
sistent, over the long run, with its dual mandate of
maximum employment and price stability, the FOMC
took steps during the second half of 2010 to provide
additional monetary accommuodation in order to pro-
mote  stronger pace of economic recovery and to help
ensure that inflation, over time, returns 1o levels consis-
tent with its mandate. In August, the FOMC
announced that it would keep constant the Federal
Reserve's holdings of longer-term securities at their

58, Selected interest rates, 2008-11

then-current level by reinvesting principal pavments
from agency debt and agency mortgage-backed securi-
ties (MBS) in longer-term Treasury securities. Then, in
November, the FOMC announced that it intended to
purchase an additional 3600 billion of longer-term
Treasury securities by the end of the second quarter of
2011, The Commitiee noted that it would regularly
review the pace of its securities purchases and the over-
all size of the asset purchase program in light of
incoming information.

The information reviewed at the August 10 FOMC
meeting indicated that the pace of the economic recov-
ery had stowed in recent months and that inflation
remained subdued. Private employment had increased
slowly in June and July, and industrial production was
litthe changed in June after a large increass in May,
Consumer spending continued to rise at 4 modest rate
in June, However, housing activity dropped back, and

ial construction 1 weak. In addi-
tion, the trade deficit widened sharply in May. Condi-
tions in financial markets had become somewhat more
supportive of economic growth since the June meeting,
in part reflecting perceptions of diminished risk of
financial dislocations in Europe. M  partici-
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pants saw some indications that credit conditions for
households and smaller ¢ were beginning to
improve, albeit gradually. A further decline in en
prices and unchanged prices for core goods and ser-
vices led to a fall in headline consumer prices in June
Against this backdrop, the Committee agreed 10
make no change in its target range for the federal funds

for larger corporations with access to capital markets,
and some reports suggested that credit conditions had
begun to improve for smaller firms Asset prices had
been relatively sensitive to incoming economic data
over the intermeeting period but generally ended the
period little changed on net. Stresses in European
financial markets were seen by participants as broadly

rate at the August meeting. The P

was seen as continuing, and most members believed
that inflation was likely to stabilize in coming quarters
at rates near recent low readings and then gradually
rise toward levels they considered more consistent with
the Committee’s dual mandate. Nonetheless, members
generally judged that the economic outlook had soft-
ened somewhat more than they had anticipated, and
some saw increased downside risks to the outlook for
both economic growth and inflation. The Committee
noted that the decline in mortgage rates since the
spring was generating increased mortgage refinancing
activity, which would accelerate repayments of princi-
pal on MBS held in the System Open Market Account
(SOMA), and that private investors would have to hold
more longer-term securities as the Federal Reserve's
holdings ran off, making longer-term interest rales
somewhat higher than they would have been otherwise,
The Committee concluded that it would be appropriate
1o begin reinvesting principal payments received from
agency debt and MBS held in the SOMA by purchas-
ing longer-term Treasury securities; such an action
would keep constant the face value of securities held in
the SOMA and thus avoid the upward pressure on
longer-term interest rates that might result if those
holdings were allowed to decline,

Asof the September 21 FOMC meeting, the data
continued to suggest that the cconomic expansion was
decelerating and that inflation remained low. Private
businesses increased employment modestly in August,
but the length of the workweek was unchanged and
the unemployment rate remuained elevated. The rise in
business outlays for equipment and software seemed to
have moderated following outsized gains in the first
half of the vear. Housing activity weakened further,
and idential construction remained def |
Industrial production advanced at a solid pace in July
and rose further in August. Consumer spending con-
tinued to increase at a moderate rate in July and
appeared 10 be moving up again in August, After fall-
ing in the previous three months, headline consumer
prices had risen in July and August as energy prices
retraced some of their earlier declines, and prices for
core goods and services edged up slightly. Credit was
viewed by participants as remaining readily available

1 but were thought 1o bear watching going
forward. Although participants did not expect that the
economy would reenter a recession, many expressed
concern that output growth, and the associated prog-
ress in reducing the level of unemployment, could be
slow for some time. Participants noted a number of
factors that were restraining economic growth, includ-
ing low levels of household and business confidence,
heightened risk aversion, and the still-weak financial
conditions of some households and small businesses.

The Committee agreed at the September meeting to
maintain the target range for the federal funds rate of
(10 Y% percent and 10 leave unchanged the level of its
combined holdings of Treasury securities, agency debt,
and agency MBS in the SOMA, In addition, members
agreed that the statement to be released following the
meeting should be adjusted to clarify their assessment
that underlying inflation had been running below levels
that the Committes judged to be consistent with its
dual mandate for maximum employment and price
stability. The clarification was intended, in part, to
help anchor inflation expectations and to reinforce the
indication that economic conditions were likely to war-
rant exceptionally low levels of the federal funds rate
for an extended period. In light of the considerable
uncertainty about the trajectory of the econony, mem-
bers saw merit in accumulating further information
before reaching a decision about providing additional
monetary stimulus In addition, members wanted to
consider further the most effective framework for cali-
brating and communicating any additional steps to
provide such stimulus They noted that unless the pace
of economic recovery strengthened or underlying infla-
tion moved up toward levels consistent with the
FOMC's mandate, the Committee would consider tak-
ing appropriate action soon,

On October 15, the Committee met by videoconfer-
ence to discuss issues associated with its monetary
policy framework, including alternative ways to express
and communicate the Committee's objectives, possi-
bilities for supplementing the Committee's communi-
cation about its policy decisions, the merits of making
smaller and more-frequent adjustments in the Federal
Reserve's intended securities holdings rather than
larger and less-frequent adjustments, and the potential
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costs and benefits of targeting a term interest rate, The
agenda did not encompass consideration of any policy
actions, and none were taken.

The infe reviewed at the November 2-3
FOMC meeting continued to indicate that the eco-
nomic recovery was proceeding at a modest rate, with
only a gradual improvement in labor market condi-
tions. Moreover, measures of underlying inflation were
somewhat low relative to levels that the Committee
Judged 1o be consistent, over the longer run, with its
dual mandate. Consumer spending, business invest-
ment in equipment and software, and exports posted
further gains in the third quarter, and nonfarm inven-
tory investment stepped up. However, construction
activity in both the residential and nonresidential sec-
tors remained depressed, and a sig) portion of
the rise in domestic demand was again met by imports
U8, industrizl preduction slowed noticeably in August
and September, hiring remained modest, and the
unemployment rate stayed elevated. While participants
considered it quite unlikely that the economy would
slide back into recession, they noted that continued
slow growth and high levels of resource slack could
leave the economic expansion vulnerable to negative
shocks Participants saw financial conditions as having
become more supportive of economic growth over the
course of the intermeeting period; most, though not
all, of the change appeared to reflect investors'
increased anticipation of a further easing of monetary
policy. Headline consumer price inflation had been
subdued in recent months, despite a rise in energy
prices, as core consumer price inflation trended lower.

Though the economic recovery was continuing,
FOMC members considered progress tloward meeting
the Committee’s dual mandate of maxi I

changes in financial conditions were expected to pro-
mote 2 somewhat stronger recovery in output and
employment while also helping return inflation, over
time, to levels consistent with the Committee’s
mandate.

The data presented at the December 14 FOMC
meeting indicated that economic activity was increas-
ing at a moderate rate but that the unemployment rate
remained elevated. The pace of consumer spending
picked up in October and November, exports rose rap-
idly in October, and the recovery in business spending
on equipment and software appeared 1o be continuing,
In contrast, residential and nonresidential construction
activity was still depressed. Manuf: i
registered a solid gain in October. Nonfarm businesses
continued to add workers in October and November,
and the average workweek moved up, The fiscal pack-
age agreed to by the Administration and the Congress
was generally expected by participants to support the
pace of recovery in 2011, Participants noted that inter-
est rates at intermediate and longer maturities had
risen substantially over the intermeeting period, while
credit spreads were roughly unchanged and equity
prices had risen moderately. Financial pressures in
peripheral Europe had increased, leading to a financial
assistance package for Ireland. Longer-run inflation
expectations were stable, but core inflation continued
10 trend lower. Overall, the information received dur-
ing the intermeeting period pointed to some improve-
ment in the near-term outlook, and participants
expected economic growth to pick up somewhat going
forward. A number of factors, however, were scen as
likely to continue restraining the recovery, including
the depressed housing market, employers' continued

L0

Lt
ment and price stability as having been disappointingly
slow. Moreover, members generally thought that prog-
ress was likely to remain slow. Accordingly, most mem-
bers judged it appropriate to provide additional policy

dation. In their di of monetary
policy for the period immediately ahead, Committee
members agreed to maintain the target range for the
federal funds rate at 0 10 % percent and 1o continue the
Committee's existing policy of reinvesting principal
pavments from its securities holdings into longer-term
Treasury securities The Committes also announced its
intention to purchase a further S800 billion of longer-
term Treasury securities at a pace of about §75 billion
per month through the second quarter of 2011, Pur-
chases of additional Treasury securities were expected
1o put downward pressure on longer-term interest
rates, boost asset prices, and lead to a modest reduc-
tion in the foreign exchange value of the dollar. These

| ¢ to add to payrolls, and ongoing efforts by
some households and businesses to reduce leverage.
Moreover, the recovery remained subject to some
downside risks, such as the possibility of a more
extended period of weak activity and lower prices in
the housing sector as well as potential financial and
economic spillovers if’ the banking and sovereign debt
problems in Europe were to worsen further.

Members noted that, while incoming information
over the intermeeting period had increased their confi-
dence that the economic recovery would be sustained,
progress toward the Committee's dual objectives of
maximum employment and price stability continued to
be modest, and unemployment and inflation appeared
likely to deviate from the Committee's objectives for
some time. Accordingly, in their discussion of mon-
etary policy for the period immediately ahead, Com-
mittee members agreed to continue expanding the Fed-
eral Reserve's holdings of longer-term securities as
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announced in November, The Committee also decided
to maintain the target range for the federal funds rate
a1 0 10 % percent and to reiterate its expectation that
economic conditions were likely to warrant exception-
ally low levels of the federal funds rate for an extended
period. While the economic outlook was seen as
improving, members generally felt that the change in
the outlook was not sufficient to warrant any adjust-
ments to the asset purchase program, and some noted
that more time was needed to accumulate information
on the economy before considering any adjustment.
Members emphasized that the pace and overall size of
the purchase program would be contingent on eco-
nomic and financial developments; however, some indi-
cated that they had a fairly high threshold for making
changes to the program.

On December 21, the Federal Reserve announced an
extension through August 1, 2011, of its temporary
U.S. dollar liquidity swap arrangements with the Bank
of Canada, the Bank of England, the European Cen-
tral Bank, the Bank of Japan, and the Swiss National
Bank. The authorization of the swap arrangements
had previously been set to expire on January 31, 2011,

The data reviewed at the January 25-26 FOMC
meeting indicated that the economic recovery was
gaining a firmer footing, though the expansion had not
yet been sufficient to bring about a significant
improvement in labor market conditions. Consumer
spending had risen strongly late in 2010, and the ongo-
ing expansion in business outlays for equipment and
software appeared to have been sustained in recent
menths Industrial production had increased solidly in
November and December. However, construction
activity in both the residential and nonresidential sec-
tors remained weak, Modest gains in employment had
continued, but the unemployment rate remained
elevated. Conditions in financial markets were viewed
by participants as having improved somewhat further
over the intermeeting period, as equity prices had risen
and credit spreads on the debt of nonfinancial corpo-
rations had continued to narrow while yields on
longer-term nominal Treasury securities were little
changed, Credit conditions were still tight for smaller,
bank-dependent firms, although bank loan growth had
picked up in some sectors. Despite further increases in
commodity prices, measures of underlying inflation
remained subdued and longer-run inflation expecta-
tions were stable,

The information received over the intermeeting
period had increased members’ confidence that the
economic recovery would be sustained, and the down-
side risks to both economic growth and inflation were
viewed as having diminished. Nevertheless, members

noted that the pace of the recovery was insufficient to
bring about 4 significant improvement in labor market
conditions, and that measures of underlying inflation
were trending d 1M, the ic pro-
jections submitted for this meeting indicated that
unemployment was expected to remain above, and
inflation to remuin somewhat below, levels consistent
with the Committee's abjectives for some time.
Accordingly, the Committee decided to maintain its
existing policy of reinvesting principal payments from
its securities holdings and reaffirmed its intention to
purchase $600 billion of longer-term Treasury securi-
ties by the end of the second quarter of 2011, Mem-
bers emphasized that the Committes would continue
1o regularly review the pace of its securities purchases
and the overall size of the asset purchase program. In
addition, the Committee maintained the target range
of 0 1o % percent for the federal funds rate and reiter-
ated its expectation that economic conditions were
likely to warrant exceptionally low levels of the federal
funds rate for an extended period.

Tools for the Withdrawal
of Monetary Policy Accommodation

Although the FOMC continues to anticipate that eco-
nomic conditions are likely to warrant exceptionally
low levels of the federal funds rate for an extended
period, ultimately the Federal Reserve will need to
begin to tighten monetary conditions to prevent the
development of inflationary pressures as the economy
recovers, The Federal Reserve has the tools it needs to
remove palicy accommodation at the appropriate time.
One tool is the interest rate paid on reserve balances.
By increasing the rate paid on reserves, the Federal
Reserve will be able to put significant upward pressure
on short-term market interest rates because banks will
not supply short-term funds to the money markets at
rates significantly below what they can earn by simply
leaving funds on deposit at the Federal Reserve Banks
Two other tools, executing term reverse repurchase
agreements (RRPs) with the primary dealers and other
counterparties and issuing term deposits to depository
institutions through the Term Deposit Facility (TDF),
can be used 1o reduce the large quantity of reserves
held by the banking systemy such a reduction would
improve the Federal Reserve's control of financial con-
ditions by tightening the relationship between the
interest rate paid on reserves and other short-term
interest rates. The Federal Reserve could also reduce
the quantity of reserves in the banking system by
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redeeming maturing and prepaid securities held by the
Federal Reserve without reinvesting the proceeds or by
selling some of its securities holdings.

Druring the second halfl of 2010, the Federal Reserve
Bank of New York (FRBNY) conducted a series of
small-scale triparty RRP transactions with primary
dealers using all eligible collateral types, including, for
the first time, agency debt and agency MBS from the
SOMA portfolio.* The Federal Reserve also con-
ducted a series of small-scale triparty RRP transac-
tions with 2 set of counterparties that had been
expanded to include approved money market mutual
funds, using Treasury securities, agency debt, and
agency MBS as collateral.

On September 8, the Federal Reserve Board author-
ized a program of regularly scheduled small-value
offerings of term deposits under the TDE' The auc-
tions, which are to occur about every other month, are
intended to ensure the operational readiness of the
TDF and to increase the familiarity of eligible partici-
pants with the auction procedures. Since September,
the Federal Reserve has conducted three auctions, each
of which offered $5 billion in 28-day deposits All of
these auctions were well subscribed.

Recent Steps to Increase Transparency

Transparency is an essential principle of modern cen-
tral banking because it appropriately contributes to the

the Federal Reserve began issuing detailed monthly
reports on these programs'”

Recently, the Federal Reserve has taken further steps
10 enhiance its transparency and expand the amount of
information it provides to the public. First, on Decem-
ber 1, the Federal Reserve posted detailed information
on its public website about the individual credit and
other transactions conducted to stabilize markets dur-
ing the financial crisis, restore the flow of credit to
American families and businesses, and support eco-
nomic recovery and job creation in the aftermath of
the crisis** Asmandated by the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010
(Dodd-Frank Act), transaction-level details from
December 1, 2007, to July 21, 2010, were provided
about entities that participated in the agency MBS pur-
chase program, used Federal Reserve liquidity swap
lines, borrowed through the Term Auction Facility, or
received loans or other financial assistance through a
program authorized under section 13(3) of the Federal
Reserve Act. Many of these transactions were con-
ducted through a variety of broad-based lending facili-
ties and provided liquidity to financial institutions and
markets through fully secured, mostly short-term
loans. Other transactions involved purchases of agency
MBS and supported morigage and housing markets;
these transactions lowered longer-term interest rates
and fostered economic growth. Dollar liquidity swap
lines with foreign central banks posed no financial risk
1o the Federal Reserve because the Federal Reserve's

accountability of central banks to the g and
the public and becausz it can enhance the effectiveness
of central banks in achieving macroeconomic objec-
tives. The Federal Reserve provides detailed informa-
tion concerning the conduct of monetary policy.'®
During the financial crisis, the Federal Reserve devel-
oped & public website that contains extensive informa-
tion on its credit and liquidity programs, and, in 2009,

14. I 3 triparty repurchase agnoesnent, both parties 1o the agree-
ment mist have cash and collateral accounts at the same triparty
agent, which is by defimition also a clearing bank. The triparty agent
will ensure that colluteral pledged & sufficient and meets eligibality

i and all parties agree llateral prices supphied by
the triparty agent.

13. A few TDF auctions had occurred previously, but they were
oot part of a regular program.

16. Immediately following each meeting, the FOMC releases a
statement that lays cut the raticnak for the policy decision. Detailed
mizutes of gach FOMC meeting are made public three weeks follow-
g the meeting. Lightly edited transeripts of FOMC meetings are
released to the public with a five-year lag. FOMC statements,

parties were the foreign central banks them-
selves, not the institutions to which the foreign central
banks then lent the funds; these swap facilities helped
stabilize dollar funding markets abroad, thus contrib-
uting to the restoration of stability in ULS. markets.
Other transactions provided liquidity to particular
institutions whose disorderly failure could have
severely stressed an already fragile financial system.

A second step toward enhanced transparency
involves disclosures going forward. The Dodd-Frank
Act established a framework for the disclosure of
information on credit extended after July 21, 2010,
through the discount window under section 10B of the
Federal Reserve Act or from a section 13(3) facility, as

17. See Board of Governors of the Federal Reserve System,
“Cratit and Liquidity Programs and the Babincs Sheet ™ webpage,
It ? policybsthim;: and Board of

Governors of the Federal Reserve System, “Monthly Report on
Credit and Liquidity Programs and the Balance Sheet,” webpage,

mimes, a5 well as ather are
available on the Federal Reserve Board's website. See Board of
Governars of the Federal Reserve System, “Federal Open Market
Committee” webpage, wwm federalreserve govmonetarypolicy/
forme. hime.

18, These dauta are available at Hoard of Governors of the Federal
Reserve Systeny, “Regulatory Reforne Usage of Federal Reserve
Credit and Liquidity Faciities™ webpage, worw federakreserve.gov!
pewseventsireform_transaction. hitm.
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well as information on all open market operation
(OMO) transactions Generally, this framework
requires the Federal Reserve to publicly disclose cer-
tain information about discount window borrowers
and OMO counterparties approximately two years
after the relevant loan or transaction; information
about borrowers under future section 13(3) facilities
will be disclosed one year after the authorization for
the facility is terminated. The information to be dis-
closed includes the name and identifying details of
each borrower or counterparty, the amount borrowed,
the interest rate paid, and information identifying the
types and amounts of collateral pledged or assets
transferred in connection with the borrowing or
transaction.

Finally, the Federal Reserve has also inereased trans-
parency with respect to the implementation of mon-
etary policy. In particular, the Federal Reserve took
steps to provide additional information about its secu-

rity purchasz op with the obj of encour-
aging wider participation in such operations, The
FRENY publishes, on an ongoing basis, schedules of
purchase operations expected to take place over the
next four weeks; details provided include lists of
operation dates, settlement dates, security types to be
purchased, the maturity date range of eligible issues,
and an expected range for the size of each operation.
Results of each purchase operation are published
shortly after it has concluded. In addition, the
FRENY has commenced publication of informaticn
on the prices paid for individual securities in its pur-
chase operations."”

19, General mformation oo OMOs, inchoding fnks to the prices
paid in recent purchases of Treasury securities, is available on the
FRENY's website at kfed } fisy
imdex.cfm.
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Part4

Summary of Economic Projections

The following material appeared as an addendum to the
minutes of the Jamiary 25-26, 2011, meeting of the
Federal Open Marker Commitiee.

In conjunction with the January 25-26, 2011, Federal
Open Market Committee (FOMC) meeting, the mem-
bers of the Board of Governors and the presidents of
the Federal Reserve Banks, all of whom participate in

As depicted in figure 1, FOMC participants’ projec-
tions for the next three years indicated that they expect
a sustained recovery in real economic activity, marked
by a step-up in the rate of increase in real gross domes-
tic product (GDP) in 2011 followed by further modest
acceleration in 2012 and 2013, They anticipated that,
over this period, the pace of the recovery would exceed

the delib of the FOMC, submitted projections
for growth of real output, the unemployment rate, and
inflation for the years 2011 to 2013 and over the longer
run. The projections were based on informetion avail-
able through the end of the meeting and on each par-
uclpanl s assumptions about factors likely to affect
including his or her of
appropriate monetary policy. “Appropriate monetary
policy” is defined as the future path of policy that each
participant deems most likely to foster outcomes for
economic activity and inflation that best satisfy his or
her interpretation of the Federal Reserve's dual objec-
tives of maximum employment and stable prices.
Longer-run projections represent each participant’s
assessment of the rate to which each variable would be
expected to comverge over time under appropriate
monetary policy and in the absence of further shocks.

their { the longer-run sustainable rate of
increase in real GDP by enough to gradually lower the
unemm]nymcm rate. However, by theendol' 2013, par-
projected that the ploy rate would

sill exceed their estimates of the longer-run unemploy-
ment rate. Most participants expected that inflation
would likely move up somewhat over the forecast
period but would remain at rates below those they see
as consistent, over the longer run, with the Commit-
tee’s dual mandate of maxi ployment and price
stability.

As decated in table 1, relative to their pm’nuus pm-
jections in November 2010, partici
somewhat more rapid gmwlh in real GDP thsyear.
but they did not significantly alter their expectations
for the pace of the expansion in 2012 and 2013 or for
the langer run. Participants made only minor changes
1o their forecasts for the path of the unemployment

Table 1. Bconomic projections of Federal Reserve Governors and Reserve Bank presidents, January 2011
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Figure 1. Central tendencies and ranges of economic projections, 2011-13 and over the longer run
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rate and for the rate of inflation over the next three
years. Although most participants anticipated that the
economy would likely converge to sustainable rates of
increase in real GDP and prices over five or six years, a
number of participants indicated that they expected
that the gence of the ployment rate to its
longer-run level would require additional time,

As they did in November, participants judged the
level of uncertainty associated with their projections
for real economic activity and inflation as unusually
high relative to historical norms, Most continued to see
the risks surrounding their forecasts of GDP growth,
the unemployment rate, and inflation over the next
three years 1o be generally balanced. However, fewer
noted downside risks to the likely pace of the expan-
sion and, accordingly, upside risks to the unemploy-
ment rate than in November; fewer also saw downside
risks to inflation.

The Outlook

The central tendency of participants’ forecasts for the
change in real GDP in 2011 was 3.4 to 3.9 percent,
somewhat higher than in the November projections
Participants stated that the economic information
received since November indicated that consumer
spending, business investment, and net exports
increased more strongly at the end of 2010 than
expected earlier; industrial production also expanded
more rapidly than they previously anticipated. In addi-
tion, after the November projections were prepared,
the Congress approved fiscal stimulus measures that
were expected to provide further impetus 1o household
and business spending in 2011, Moreover, participants
noted that financial conditions had improved since
November, including a rise in equity prices, a pickup in
activity in capital markets, reports of easing of credit
conditions in some markets, and an upturn in bank
lending in some sectors Many participants viewed the
stronger tenor of the recent information, along with
the additional fiscal stimulus, as suggesting that the
recovery had gained some strength—a development
seen as likely 10 carry into 2011—and that the expan-
sion was on firmer footing. Participants expected that
the expansion in real economic activity this year would
to be supported by lative monetary
policy and by ongoing improvement in credit and
financial market conditions. The strengthening in pri-
vate demand was anticipated to be led by increasesin
consumer and business spending; over time, improve-
ments in household and business confidence and in
Iabor market conditions would likely reinforce the rise

in domestic demand. Nonetheless, participants recog-
nized that the information available since November
also indicated that the exp ined uneven
across sectors of the economy, and they expected that
the pace of economic activity would continue to be
moderated by the weakness in residential and nonresi-
dential construction, the still relatively tight credit con-
ditions in some sectors, an ongoing desire by house-
holds to repair their balance sheets, business caution
about hiring, and the budget difficulties faced by state
and local governments

Participants expected that the economic expansion
would strengthen further in 2012 and 2013, with the
central tendencies of their projections for the growth in
real GDP moving up to 3.5 to 4.4 percent in 2012 and
then to 3.7 1o 4.6 percent in 2013, Participants cited, as
among the likely contributors to 4 sustained pickup in
the pace of the expansion, a continued improvement in
financial market conditions, further expansion of
credit availability to households and ¢
increasing household and business confidence, and a
Tavorable outlook for 1.8, exports. Several participants
noted that, in such an environment, and with labor
market conditions anticipated to improve gradually,
the restraints on household spending from past
declines in wealth and the desire to rebuild savings
should abate. A number of participants saw such con-
ditions fostering a broader and stronger recovery in
business investment, with a few noting that the market
for commercial real estate had recently shown signs of
stabilizing. Nonetheless, participants saw a number of
factors that would likely continue to moderate the pace
of the ion. Most particip pected that the
recovery in the housing market would remain slow,
restrained by the overhang of vacant properties, pros-
pects for weak house prices, and the difficulties in
resolving foreclosures In addition, some participants
expected that the fiscal strains on the budgets of state
and local governments would damp their spending for
a time and that the fderal government sector would
likely be a drag on economic activity after 2011.

Participants anticipated that a gradual but steady
reduction in the unemployment rate would accompany
the pickup in the pace of the economic expansion over
the next three years. The central tendency of their fore-
casts for the unemployment rate at the end of 2011 was
8.8 10 9,0 percent—a decline of less than 1 percentage
point from the actual rate in the fourth quarter of
2010, Although participants generally expected further
declines in the unemployment rate over the subsequent
wo years—io a central tendency of 6.810 7.2 percent
atthe end of 2013—they anticipated that, at the end of
that period, unemployment would remain noticeably
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higher than their estimates of the longer-run rate.

Table 2. Average historical projection error ranges

Many participants thought that, with appropri
monetary policy and in the absence of further shocks,
the I rate would continue 1o

gradually toward its longer-run rate within five m six
years, but a number of participants indicated that the
convergence process would likely be more extended.
While participants viewed the projected pace of the
expansion in economic activity as the principal factor
underlying their forecasts for the path of the unem-
ployment rate, they also indicated that their projections
were influenced by a number of other factors that were
likely to contribute to a relatively gradual recovery in
the labor market. In that regard, several participants
noted that dislocations associated with the uneven
recovery across sectors of the economy might retard the
matching of workers and jobs, In addition, a number
of participants viewed the modest pace of hiring in
2010 as, in part, the result of business caution about
the durability of the recovery and of employers' efforts
to achieve additional increases in productivity; several
participants also cited the particularly slow recovery in
demand experiznced by small businesses as a factor
restraining new job creation, With demand expected to
strengthen across 4 range of businesses and with busi-
ness confidence expected to improve, participants antic-
ipated that hiring would pick up over the forecast period.
Participants continued to expect that inflation would
be relatively subdued over the next three years and
kept their longer-run projections of inflation
unchanged. Many participants indicated that the per-
sistence of large margins of slack in resource utiliza-
tion should contribute to relatively low rates of infla-
tion over the forecast horizon, In addition, participants
noted that appropriate monetary policy, combined
with stable longer-run inflation expectations, should
help keep inflation in check. The central tendency of
their projections for overall personal consumption
expenditures (PCE) inflation in 2011 was 1.3 10
1.7 percent, while the central tendency of their fore-
casts for core PCE inflation was lower—1.0 to 1.3 per-
cent. Increases in the prices of energy and other com-
miodities, which were very rapid in 2010, were
anticipated to continue to push headline PCE inflation
above the core rate this year. The central tendency of
participants’ forecasts for inflation in 2012 and 2013
widened somewhat relative to 2011 and showed that
inflation was expected to drift up modestly. In 2013,
the central tendency of forecasts for both the total and
core inflation rateswas 1.2 to 2.0 percent. For most
participants, inflation in 2013 was not expected to have
converged to the longer-run rate of inflation that they
individually considered most consistent with the Fed-

Variable am | w2 | 3

Changein mal GDP' ... 4130 217 218

Unemploymest eate’ .. 07 113 5

Total consumer prives’ . E3 WIS ¥ Y B
Nare: Ervoc neoges

sqoased ervee of peojections for I%mwmmlmmduww
tef by vasions peivate and government forecarters. Ax desceibed i the box *Foees
car Uncertainty” eoder certain azremptions, there i abou( 270 percent probabil
real GDP, rize will

be|n.am|;=:m1ph?l the srerage size of pnr:lﬂumu:nﬂmrm past. Fire
e informatine it mwmmm nmp[m 'ﬁlllF-(lh!
Jn(ulmnlyo{lm}l.ﬂncml.&..mﬁc vl Foercaning
Finasee and Eecwomics Dusourion Series 200750 (Washingtoa: E.:m! o! Govers
nors of the Federal Reseror System, November)

1. Foe definiticns, tefer 1o genenl ote in table 1

1. Mearue iv 1he overall convemer price index, the price meazare that has beea
moal widely nsed s govermment aad prrvate eoonoms: forecastn Projection i pes-
exct changs, fourth quaster of the previcus year to the fourth quaner of the yeur
indicated

eral Reserve's dual mandate for maximum employment
and stable prices. However, a number of participants
anticipated that inflation would reach its longer-run rate
within the next three years,

Uncertainty and Risks

Most participants continued to share the view that
their projections for economic activity and inflation
were subject to a higher level of uncertainty than was
the norm during the previous 20 years™ They identi-
fied a number of uncertainties that compounded the
inherent difTiculties in forecasting output growth,
unemployment, and inflation. Among them were
uncertainties about the nature of economic recoveries
from recessions associated with financial crises, the
effects of unconventional monetary policies, the persis-
tence of structural dislocations in the labor market, the
future course of federal fiscal policy, and the global
economic cutlook.

Almost all participants viewed the risks to their fore-
casts for the strength of the recovery in real GDP as
broadly balanced. By contrast, in November, the distn-
bution of views had been somewhat skewed to the
downside. In weighing the risks to the projected growth
rate of real economic activity, some participants noted
the upside risk that the recent strengthening of aggre-
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gate spending might mark the beginning of a more
normal eyclical rebound in economic activity in which
consumer spending might be spurred by pent-up
demand for household durables and in which business
investment might be accelerated by the desire to
rebuild stocks of fied capital. A more-rapid-than-
expected easing of credit availability was also seen as 2
factor that might boost the pickup in private demand.
As to the downside risks, many participants pointed to
the recent declines in house prices and the potential for
a slower resolution of existing problems in mortgage
and real estate markels as factors that could have
more-adverse-than-expected consequences for house-
hold spending and bank balance sheets In addition,
several participants expressed concerns that, in an envi-
ronment of only gradual improvement in labor market
and credit conditions, households might be unusually
focused on reducing debt and boosting saving. A num-
ber of participants also saw a downside risk in the pos-
sibility that the fiscal problems of some state and local
governments might lead to a greater retrenchment in
their spending than currently anticipated. Finally, sev-
eral participants expressed concerns that the financial
and fiscal strains in the euro area might spill over 1o
U8, financial markets,

The risks surrounding participants' forecasts of the
unemployment rate were also broadly balanced and
generally reflected the risks attending participants'
views of the likely strength of the expansion in real
activity. However, 2 number of participants noted that
the unemployment rate might decline less than they
projected if businesses were to remain hesitant to
expand their workforces because of uncertainty about
the durability of the expansion or about employment
costs or if mismatches of workers and jobs were more
persistent than anticipated.

Most participants judged the risks to their inflation
outlook over the pericd from 2011 to 2013 to be
broadly balanced as well. Compared with their views in
November, several participants no longer saw the risks
as tilted to the downside, and an additional participant
viewed the risks as weighted to the upside. In assessing
the risks, 2 number of participants indicated that they
saw the risks of deflation or further unwanted disinfla-
tion to have diminished. Many participants identified
the persistent gap between their projected unemploy-
ment rate and its longer-run rate as a risk that inflation
could be lower than they projected, A few of those
who indicated that inflation risks were skewed to the
upside expressed concerns that the expansion of the

Federal Reserve's balance sheet, if left in place for too
long, might erode the stability of longer-run inflation
expectations, Alternatively, several participants noted
that upside risks 1o inflation could arise from persis-
tently rapid increases in the costs of energy and other
commodities.

Diversity of Views

Figures 2.A and 2.B detail the diversity of partici-
pants’ views regarding the likely outcomes for real
GDP growth and the unemployment rate in 2011,
2012, 2013, and over the longer run. The dispersion in
these projections reflected differences in participants’
assessments of many factors, including the likely evolu-
tion of conditions in credit and financial markets, the
timing and the degree to which various sectors of the
economy and the labor market will recover from the
dislocations associated with the deep recession, the
outlook for ic and financial develop

abroad, and appropriate future monetary policy and
its effects on economic activity. For 2011 and 2012, the
dispersions of participants’ forecasts for the strength in
the expansion of real GDP and for the unemployment
rate were somewhat narrower than they were last
November, while the ranges of views for 2013 and for
the longer run were little changed,

Figures 2.C and 2.1 provide the corresponding
information about the diversity of participants' views
regarding the outlook for total and core PCE inflation.
These distributions were somewhat more tightly con-
centrated for 2011, but for 2012 and 2013, they were
much the same as they were in November, In general,
the dispersion in the participants” inflation forecasts
for the next three years represented differences in judg-
mients regarding the fund Id i of
inflation, including estimates of the degree of resource
slack and the extent to which such slack mfluences
inflation outcomes and expectations as well as esti-
mates of how the stance of monetary policy may influ-
ence inflation expectations Although the distributions
of participants’ inflation forecasts for 2011 through
2013 continued to be relatively wide, the distribution of
projections of the longer-run rate of overall inflation
remained tightly concentrated. The narrow range illus-
trates the broad similarity in participants’ assessments
of the approximate level of inflation that is consistent
with the Federal Reserve's dual objectives of maximum
employment and price stability.
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Figure 2.A. Distribution of participants’ projections for the change in real GDP, 2011-13 and over the longer rn
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Figure 2.B. Distribution of participants’ projections for the nnemployment rate, 2011-13 and over the longer mn
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Figure 2.C. Distribution of participants’ projections for PCE inflation, 2011-13 and over the longer ran
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Figure 2.0 Distribution of participants” projections for core PCE inflation, 2011-13
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Forecast Uncertainty

The ecanomic projections provided by the mem-
bess of the Board of Governors and the presidents
of the Federal Reserve Banks inform discussions of
monetary palicy among policymakers and can aid
public understanding of the basis for policy
actions, Considerable uncerainty attends these
projections, however. The economic and statistical
models and relationships used to help produce
ecanomic forecasts are necessarily imperfect
deseriptions of the real world. And the future path
of the econony can be affected by myriad unfore-
seen developments and events. Thus, in setting the
stance of monetary policy, participants consider
notonby what appears 1o be the most likely eco-
nomic cutcome a5 embodied in their projections,
but also the range of aternative possibilities, the
likelthood of their occurming, and the potential
costs to the economy should they occur.

Table 2 summarizes the average historical accu-
racy of a range of forecasts, including those
reported in past Monefary Policy Reports and those
prepared by Federal Reserve Board staff in advance
of meetings of the Federal Open Market Commt-
tee. The projection ermor ranges shown in the table
illustrate the considerable uncerainty associated
with economic forecasts. For example, suppose a
participant projects that real gross domestic prod-
uct {GDP) and total consumer prices will rise:
steadily atannual rates of, respectively, 3 percent
and 2 percent, If the uncertainty attending those

projections is similar to that experienced in the
past and the nsks arounid the projections are
broadly balanced, the numbers reported in table 2
woulld imply a probability of about 70 percent that
actual GOP would expand within a range of 1.7 to
4.3 percent in the current year, 1.3 10 4.7 percentin
the second year, and 1.2 to 4.8 percent in the third
year. The ponding 70 percent confidence
intervals for overall inflation would be 1.0 to

3.0 percent in the current and second years, and
0.910 31 percent in the third year,

Because current conditions may differ from those
that prevailed, on average, over history, partic
pants provide judgments as to whether the uncer-
tainty attached to their projections of each vanable
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 judg:
ments as 1o whether the risks to thewr projections
areweighted to the upside, are weighted to the
downside, or are broadly balanced. That s, partici-
parts judge whether each variable is more likely to
be above or below their projections of the most
likely outcome. These judgments about the uncer-
tainty and the risks attending each participant’s pro-
jections are distinet from the diversity of pasticipants’
views about the most likely outcomes: Forecast
uncertainty is concerned with the risks associated
with a particular projection rather than with diver-
gences across a number of different projections.




130

53

Abbreviations

ABS
AIG
ARRA
c&l
CMBS
CRE
Credit Card
Acat
DPI
ECB
ECI
EME
EU
FASB
FOMC
FRENY
GDP
GSE

IRA

Libor
LLC

MBS

NFIB
NIPA
NOW
oMO

asset-backed securities

American International Group, Inc.
American Recovery and Reinvestment Act
commercial and industrial

commercial mortgage-backed securities
commercial real estate

Credit Card Accountability Responsibility and Disclosure Act
disposable personal income

European Central Bank

employment cost index

emerging market econony

European Union

Financial Accounting Standards Board

Federal Open Market Committee; also, the Committes
Federal Reserve Bank of New York

gross domestic product

government-sponsored enterprise

International Monetary Fund

individual retirement account

information technology

London interbank offered rate

limited liability company

morigage-backed securities

National Federation of Independent Business

national income and product accounts

negotiable arder of withdrawal

open market operation

personal consumption expenditures

repurchase agreement

reverse repurchase agreement

Senior Credit Officer Opinion Survey on Dealer Financing Terms
Senior Loan Officer Opinion Survey on Bank Lending Practices
System Open Market Account

Term Asset-Backed Securities Loan Facility

Troubled Asset Reliel Program

Term Deposit Facility

West Texas Intermediate
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