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NOMINATION OF JANET L. YELLEN,
OF CALIFORNIA, TO BE CHAIRMAN OF THE
BOARD OF GOVERNORS OF THE FEDERAL
RESERVE SYSTEM

THURSDAY, NOVEMBER 14, 2013

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

The Committee met at 10:01 a.m., in room SD-106, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I call this hearing to order.

Today we consider the nomination of the Honorable Janet Yellen
to be Chair of the Board of Governors of the Federal Reserve Sys-
tem for a term of 4 years.

Dr. Yellen is an extraordinary candidate to lead the Federal Re-
serve. She currently serves as a Member and Vice Chair of the
Board of Governors; she previously served as a Member of the
Board of Governors in the 1990s; she was the Chair of President
Clinton’s Council of Economic Advisers; and she served 6 years as
the President of the San Francisco Fed.

In addition, Dr. Yellen has an impressive academic record. She
is a professor at Berkeley’s Haas School of Business and was pre-
viously a professor at Harvard University, as well as a faculty
member at the London School of Economics. Dr. Yellen graduated
summa cum laude from Brown University and received her Ph.D.
in economics from Yale.

Dr. Yellen’s nomination is especially timely as our Nation strug-
gles with high unemployment in the wake of the Great Recession.
She has devoted a large portion of her professional and academic
career to studying the labor market, unemployment, monetary pol-
icy, and the economy.

Dr. Yellen also has a strong track record in evaluating trends in
the economy; her economic analysis has been spot-on. The New
York Times recently noted that she was “the first Fed official, in
2005, to describe the rise in housing prices as a bubble that might
damage the economy. She was also the first, in 2008, to say that
the economy had fallen into a recession.”

These forecasts were not an anomaly. The Wall Street Journal
recently analyzed 700 predictions made between 2009 and 2012 in
speeches and congressional testimony by 14 Federal Reserve policy
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makers and found Dr. Yellen was the most accurate. Such accurate
economic judgment would be a tremendous quality of a Fed Chair.

Dr. Yellen has proven through her extensive and impressive
record in public service and academia that she is most qualified to
be the next Chair of the Federal Reserve. We need her expertise
at the helm of the Fed as our Nation continues to recover from the
Great Recession, completes Wall Street reform rulemakings, and
continues to enhance the stability of our financial sector.

I am excited to cast my vote to confirm her as the first woman
to serve as Chair of the Federal Reserve, and when we vote on the
nomination, I urge my colleagues to do the same.

I now turn to Ranking Member Crapo for his opening statement.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you, Mr. Chairman, for holding today’s
hearing on the nomination of Dr. Yellen to be the next Chair of the
Federal Reserve Board. Today’s hearing is an opportunity not only
to examine Governor Yellen’s qualifications but also her views on
the role and direction of the Federal Reserve.

In recent years the Fed has engaged in unprecedented policies,
including purchasing trillions of dollars in Treasuries and mort-
gage-backed securities. Current Fed purchases total up to $85 bil-
lion a month. As a result, the next Fed Chair will inherit a balance
sheet that currently stands at approximately $3.8 trillion, four
times higher than before the financial crisis.

As I think everyone knows, I have been a long-time critic of the
Fed’s quantitative easing purchases. Now that a reduction in asset
purchases finally seems to be on the horizon, I am concerned that
markets have become overly reliant on them. That is why it is es-
sential to know how Dr. Yellen, if confirmed, would manage the
process of normalizing our monetary policy. The Fed has indicated
that it will hold short-term interest rates low for an extended pe-
riod. In a speech in April, Governor Yellen stated, “The policy rate
should, under present conditions, be held lower for longer.” But
how long is too long?

The extended period of low rates is hurting individuals living on
fixed-income investments and defined benefit pension funds. The
International Monetary Fund cautioned that the actions taken by
central banks are associated with financial risks that are likely to
increase the longer the policies are maintained.

How would the Fed ensure that these risks are avoided under
Dr. Yellen’s chairmanship? In addition to unprecedented monetary
policy, the next Fed Chair will finalize several key financial regu-
latory reform rules. These rules must balance the financial stability
with the inherent need for markets to take on and accurately price
risk. They must be done without putting the U.S. markets at an
undue competitive disadvantage or harming consumers with unin-
tended consequences.

The Chair of the Federal Reserve must understand how different
rules interact with each other, what impact they have on the af-
fected entities and the economy at large. Just as some worried that
we did not have another regulations on the books to prevent the
economic crisis, some of us worry now that the post-crisis response



3

will result in a regulatory regime that stifles growth and job cre-
ation.

The Chair of the Federal Reserve must know and understand the
need for that balance and how to carefully manage competing de-
mands without harming the economy. The U.S. banking system
and capital markets must remain the preferred destination for in-
vestors throughout the world.

During previous hearings, I have asked Chairman Bernanke
what parts of Dodd-Frank could be revisited on a bipartisan basis.
The Chairman identified the end user and swaps push-out provi-
sions as well as the need for regulatory relief on small banks.
Chairman Bernanke also commented in July that legislation is
needed to allow the Fed flexibility to deal with the Collins amend-
ment and tailor appropriate capital requirements for insurance
companies.

I look forward to hearing Dr. Yellen’s views on what Dodd-Frank
fixes Congress ought to consider and how she intends to achieve an
appropriate balance between the prudential regulation and eco-
nomic growth, if confirmed.

In addition to the previously mentioned issues, the makeup of
the Board itself will change in the near future. Governor Sarah
Bloom Raskin has been nominated to a position at Treasury, and
Governor Elizabeth Duke resigned in August. If Governor Yellen is
confirmed as Chair, the Fed will need a new Vice Chair. Moreover,
Dodd-Frank created a Vice Chair of Supervision, which has not yet
been officially filled. These appointments will shape the direction
of the Federal Reserve policymaking for years to come.

I look forward to working with the Chairman to see these posi-
tions are filled in a way that provides the proper balance and ex-
pertise at the Fed.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Crapo.

Senator Crapo and I have agreed that, to allow for sufficient time
for questions, we are limiting opening statements to the Chair and
Ranking Member. All Senators are welcome to submit an opening
statement for the record.

We will now swear in Dr. Yellen. Please rise and raise your right
hand. Do you swear or affirm that the testimony that you are
about to give is the truth, the whole truth, and nothing but the
truth, so help you God?

Ms. YELLEN. I do.

Chairman JOHNSON. Do you agree to appear and testify before
any duly constituted committee of the Senate?

Ms. YELLEN. I do.

Chairman JOHNSON. Please be seated.

Please be assured that your written statement will be part of the
record. I invite you to introduce your family and friends in attend-
ance before beginning your statement.

Dr. Yellen, please proceed with your testimony.
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STATEMENT OF JANET L. YELLEN, OF CALIFORNIA, TO BE
CHAIRMAN OF THE BOARD OF GOVERNORS OF THE FED-
ERAL RESERVE SYSTEM

Ms. YELLEN. Thank you. I would like to introduce my husband,
George Akerlof; and my sister-in-law, Allison Brooks; and my
friend and a former San Francisco Fed Director, Karla Chambers,
who are here with me today.

Chairman Johnson, Senator Crapo, and Members of the Com-
mittee, thank you for this opportunity to appear before you today.
It has been a privilege for me to serve the Federal Reserve at dif-
ferent times and in different roles over the past 36 years and an
honor to be nominated by the President to lead the Fed as Chair
of the Board of Governors.

I approach this task with a clear understanding that the Con-
gress has entrusted the Federal Reserve with great responsibilities.
Its decisions affect the well-being of every American and the
strength and prosperity of our Nation. That prosperity depends
most, of course, on the productiveness and enterprise of the Amer-
ican people, but the Federal Reserve plays a role too, promoting
conditions that foster maximum employment, low and stable infla-
tion, and a safe and sound financial system.

The past 6 years have been challenging for our Nation and dif-
ficult for many Americans. We endured the worst financial crisis
and deepest recession since the Great Depression. The effects were
severe, but they could have been far worse. Working together, Gov-
ernment leaders confronted these challenges and successfully con-
tained the crisis. Under the wise and skilled leadership of Chair-
man Bernanke, the Fed helped stabilize the financial system, ar-
rest the steep fall in the economy, and restart growth.

Today the economy is significantly stronger and continues to im-
prove. The private sector has created 7.8 million jobs since the
post-crisis low for employment in 2010. Housing, which was at the
center of the crisis, seems to have turned a corner. Construction,
home prices, and sales are up significantly. The auto industry has
made an impressive comeback, with domestic production and sales
back to near their pre-crisis levels.

We have made good progress, but we have further to go to regain
the ground lost in the crisis and the recession. Unemployment is
down from a peak of 10 percent, but at 7.3 percent in October, it
is still too high, reflecting a labor market and economy performing
far short of their potential. At the same time, inflation is running
below the Federal Reserve’s goal of 2 percent and is expected to
continue to do so for some time.

For these reasons, the Federal Reserve is using its monetary pol-
icy tools to promote a more robust recovery. A strong recovery will
ultimately enable the Fed to reduce its monetary accommodation
and its reliance on unconventional policy tools such as asset pur-
chases. I believe that supporting the recovery today is the surest
path to returning to a more normal approach to monetary policy.

In the past two decades, and especially under Chairman
Bernanke, the Federal Reserve has provided more and clearer in-
formation about its goals. Like the Chairman, I strongly believe
that monetary policy is most effective when the public understands
what the Fed is trying to do and how it plans to do it. At the re-
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quest of Chairman Bernanke, I led the effort to adopt a statement
of the Federal Open Market Committee’s longer-run objectives, in-
cluding a 2-percent goal for inflation. I believe this statement has
sent a clear and powerful message about the FOMC’s commitment
to its goals and has helped anchor the public’s expectations that in-
flation will remain low and stable in the future. In this and many
other ways, the Federal Reserve has become a more open and
transparent institution. I have strongly supported this commitment
to openness and transparency, and I will continue to do so if I am
confirmed and serve as Chair.

The crisis revealed weaknesses in our financial system. I believe
that financial institutions, the Federal Reserve, and our fellow reg-
ulators have made considerable progress in addressing those weak-
nesses. Banks are stronger today, regulatory gaps are being closed,
and the financial system is more stable and more resilient. Safe-
guarding the United States in a global financial system requires
higher standards both here and abroad, so the Federal Reserve and
other regulators have worked with our counterparts around the
globe to secure improved capital requirements and other reforms
internationally. Today, banks hold more and higher-quality capital
and liquid assets that leave them much better prepared to with-
stand financial turmoil. Large banks are now subject to annual
“stress tests” designed to ensure that they will have enough capital
to continue the vital role they play in the economy, even under
highly adverse circumstances.

We have made progress in promoting a strong and stable finan-
cial system, but here, too, important work lies ahead. I am com-
mitted to using the Fed’s supervisory and regulatory role to reduce
the threat of another financial crisis. I believe that capital and li-
quidity rules and strong supervision are important tools for ad-
dressing the problem of financial institutions that are regarded as
“too big to fail.” In writing new rules, however, the Fed should con-
tinue to limit the regulatory burden for community banks and
smaller institutions, taking into account their distinct role and con-
tributions. Overall, the Federal Reserve has sharpened its focus on
financial stability and is taking that goal into consideration when
carrying out its responsibilities for monetary policy. I support these
developments and pledge, if confirmed, to continue them.

Our country has come a long way since the dark days of the fi-
nancial crisis, but we have farther to go. I believe the Federal Re-
serve has made significant progress toward its goals but has more
work to do.

Thank you for the opportunity to appear before you today. I
would be happy to respond to your questions.

Chairman JOHNSON. Thank you for your testimony.

b Vgill the clerk please put 5 minutes on the clock for each Mem-
er?

Dr. Yellen, you know, as I do, that unemployment is not just
numbers but real men and women who are ready to work if given
the chance. As Chair, how will you lead the Fed to continue reduc-
ing unemployment aggressively and improve the prospects of young
Americans and others who are unemployed?

Ms. YELLEN. Thank you, Senator. I would be strongly committed
to working with the FOMC to continue promoting a robust eco-
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nomic recovery. As you noted, unemployment remains high. A dis-
proportionate share of that unemployment takes the form of long
spells of unemployment. Around 36 percent of all those unemployed
have been unemployed for more than 6 months. This is a virtually
unprecedented situation, and we know that those long spells of un-
employment are particularly painful for households, impose great
hardship and costs on those without work, on the marriages of
those who suffer these long unemployment spells, on their families.
So I consider it imperative that we do what we can to promote a
very strong recovery.

We are doing that by continuing our asset purchase program
which we put in place with the goal of assuring a substantial im-
provement in the outlook for the labor market. We are taking ac-
count of the costs and efficacy of that program as we go along. At
this point I believe the benefits exceed the costs. As that program
gradually winds down, we have indicated that we expect to main-
tain a highly accommodative monetary policy for some time to come
thereafter, and the message that we want to send is that we will
do what is in our power to assure a robust recovery in the context
of price stability.

Chairman JOHNSON. What are the dangers of tapering asset pur-
chases too early? If confirmed, how should the FOMC move forward
on an exit strategy?

Ms. YELLEN. Senator, I think there are dangers, frankly, on both
sides of ending the program or ending accommodation too early.
There are also dangers that we have to keep in mind with con-
tinuing the program too long or more generally keeping monetary
policy accommodation in place too long. So the objective here is to
assure a strong and robust recovery so that we get back to full em-
ployment and that we do so while keeping inflation under control.
It is important not to remove support, especially when the recovery
is fragile and the tools available to monetary policy should the
economy falter are limited, given that short-term interest rates are
at zero. I believe it could be costly to withdraw accommodation or
to fail to provide adequate accommodation.

On the other hand, it will be important for us also, as the recov-
ery proceeds, to make sure that we do withdraw accommodation
when the time is appointed. My colleagues and I are committed to
our longer-run inflation goal of 2 percent, and we will need to en-
sure that, as the recovery takes hold and progresses, we also exit
or bring monetary policy back to normal in a timely fashion.

I believe we have the tools necessary to do so. We have been very
careful to make sure that we have the tools available at our dis-
posal and we also have the will and commitment, and I look for-
ward to leading, when the time is appropriate, the normalization
of monetary policy.

Chairman JOHNSON. Thank you.

Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman, and I would like to
follow up on the Chairman’s question with you, Ms. Yellen, with
regard to quantitative easing. You have indicated that you feel that
as long as the economy remains—well, I do not want to put words
in your mouth. But as the economy remains fragile, that we need
to continue the accommodation from the Federal Reserve.
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According to the July quarterly survey of the primary dealers by
the New York Fed, the Fed’s balance sheet will reach almost 24
percent of GDP in the first quarter of 2014. And I am concerned
about the size of the Fed’s balance sheet and its impact on the
economy and the unintended consequences of these accommoda-
tions.

It seems to me that there is a disconnect between what the Fed
intended to accomplish and the results. A PIMCO executive re-
cently stated that the $4 trillion in quantitative easing may have
contributed as little as one-quarter of 1 percent to GDP growth.
And even the Fed’s own economists estimates that the QE2 added
only about 0.13 percent to real GDP growth in 2010. And another
expert has indicated that Fed policies contribute to bubble-like
markets.

How do you respond to the concerns that quantitative easing has
limited impact on economic growth and is, in fact, creating very se-
rious risks in our financial markets?

Ms. YELLEN. A number of different studies have been done at-
tempting to assess what the contribution of our asset purchases
have been, and, of course, this is something we can only estimate
and cannot know with certainty. But my personal assessment
would be, based on all of that work, that these purchases have
made a meaningful contribution to economic growth and to improv-
ing the outlook.

Certainly long-term interest rates. The purpose of these pur-
chases was to push down longer-term interest rates. We have seen
interest rates fall very substantially. Lower interest rates, lower
mortgage rates particularly, I think have been a positive factor in
generating the recovery of the housing sector. House prices, after
having fallen very substantially, are moving up, and that is helping
substantially many households, including the large fraction of
American households who found themselves underwater on their
mortgages. It is improving their household finances.

We have seen a very meaningful recovery in automobile sales,
spurred in part by low interest rates.

Senator CRAPO. But how long can we artificially hold or operate
monetary policy in what I consider to be such extreme levels of the
quantitative easing?

Ms. YELLEN. Senator, when we initiated this program, the unem-
ployment rate was 8.1 percent, and the committee was somewhat
pessimistic about its expectations for what we would see in the
labor market over the ensuing year. In fact, the committee ex-
pected little or no meaningful progress in bringing down unemploy-
ment. And when we began this program, we indicated that our goal
was to see a substantial improvement in the outlook for the labor
market.

So the progress of this program, it is not on a set course. It is
data dependent, but we have seen improvement in the labor mar-
ket.

Senator CRAPO. But can it just continue indefinitely? I mean, if
the labor market does not improve to the point that you reach your
target, how long can this continue? Do you agree that there has to
be some point at which we return to normal monetary policy?
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Ms. YELLEN. I would agree that this program cannot continue
forever, that there are costs and risks associated with the program.
We are monitoring those very carefully. You noted potential risks
to financial stability, and those are risks that we take very seri-
ously.

The committee is focused on a variety of risks and recognizes
that the longer this program continues, the more we will need to
worry about those risks. So I do not see the program as continuing
indefinitely.

Senator CRAPO. Do you have any estimate right now as to when
there may be a beginning of the tapering?

Ms. YELLEN. Well, we at each meeting are attempting to assess
whether we have seen meaningful progress in the labor market,
and what the committee is looking for is signs that we will have
growth that is strong enough to promote continued progress. As the
FOMC indicated in its most recent statement, we do see strength
in the private sector of the economy, and we are expecting contin-
ued progress going forward. So while there is no set time that we
will decide to reduce the pace of our purchases, at each meeting we
are attempting to assess whether or not the outlook is meeting the
criterion that we have set out to begin to reduce the pace of pur-
chases.

Senator CRAPO. My time has expired. Thank you.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Well, thank you, Mr. Chairman. Thank you,
Dr. Yellen. I appreciated our visit together.

Let me ask you, as the Federal Reserve has engaged in measures
to strengthen our economy, some critics have argued that any
growth that results might somehow be artificial—I know we have
heard that here—or that low interest rates and cheaper credit
might lead to financial instability or asset bubbles if investors
make riskier investments in order to “reach for the yield.”

In the current environment, though, my question is: Isn’t weak
demand the greater concern? I look at consumers pulling back on
their spending because of high debt burdens, underwater mort-
gages from the financial crisis, businesses holding off on investing
because of weak consumer demand. Doesn’t that change the rel-
ative costs, benefits, and risks of different monetary policy actions?

Ms. YELLEN. Well, Senator, I completely agree that weak demand
for the goods and services that this economy is capable of pro-
ducing is a major drag holding back the economy. And, of course,
the purpose of our policies, all of them, is to bring down interest
rates in order to spur spending in interest-sensitive sectors, and if
we are capable of doing that, that will help to stimulate a favorable
dynamic in which jobs are created, incomes rise, and more spend-
ing takes place, which will create more jobs throughout the econ-
omy. So I agree with your diagnosis, and our programs are in-
tended to remedy the situation of weak demand.

On the other hand, it is very important for us to monitor finan-
cial risks that could be developing as a consequence of the program
or of low interest rates more generally or even more broadly of de-
veloping financial risks in the economy. No one wants to live
through another financial crisis, and the Federal Reserve is devot-
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ing substantial resources and time and effort at monitoring those
risks.

At this stage I do not see risks of financial stability. Although
there is limited evidence of reach for yield, we do not see a broad
buildup in leverage or the development of risks that I think at this
stage poses a risk to financial stability.

Senator MENENDEZ. Well, let me ask you—I appreciate that.
Some commentators have suggested that, in addition to managing
inflation and promoting full employment, the Fed should also mon-
itor an attempt to fight asset bubbles. Do you think it is a feasible
job and something that the Fed should be doing? And if so, how
would you go about it?

Ms. YELLEN. Well, Senator, I think it is important for the Fed,
hard as it is, to attempt to detect asset bubbles when they are
forming. We devote a good deal of time and attention to monitoring
asset prices in different sectors, whether it is house prices or equity
prices or farmland prices, to try to see if there is evidence of price
misalignments that are developing.

By and large, I would say that I do not see evidence at this point
in major sectors of asset price misalignments, at least of the level
that would threaten financial stability. But if we were to detect
such misalignments or other threats to financial stability, as a first
line of defense, we have a variety of supervisory tools, micro and
macro prudential, that we can use to attempt to limit the behavior
that is giving rise to those asset price misalignments.

I would not rule out using monetary policy as a tool to address
asset price misalignments, but because it is a blunt tool and be-
cause Congress has asked us to use those tools to achieve the goals
of maximum employment and price stability, which are very impor-
tant goals in their own right, I would like to see monetary policy
first and foremost directed toward achieving those goals Congress
has given us and to use other tools in the first instance to try to
address potential financial stability threats. But an environment of
low interest rates can induce risky behavior, and I would not rule
out monetary policy conceivably having to play a role.

Senator MENENDEZ. Thank you.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you. Welcome, Governor.

Would you describe the portfolio of the Federal Reserve as un-
precedented, the size of it today?

Ms. YELLEN. Yes, Senator.

Senator SHELBY. You are an economist, and you have been on
the Fed, and you were also the Chairman of the Economic Advisers
of President Clinton. Looking back in history, recent history, the
last 30, 40, 50 years, have you noticed any portfolio of the Fed ap-
proaching what it is today?

Ms. YELLEN. Not of the Federal Reserve, but——

Senator SHELBY. That is what I mean.

Ms. YELLEN. But other central banks——

Senator SHELBY. I am asking about the Federal Reserve of the
United States of America.

Ms. YELLEN. No, I have not, Senator.
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Senator SHELBY. OK. Would you describe what you are doing
here by—you call it “quantitative easing,” a term that has been
made up, I guess. We all make up terms. But is that a stimulus
toward the economy, a tool—you used the word, the term “mone-
tary tool.” Is that what you would call it?—to help augment, to
stimulate the economy?

Ms. YELLEN. It is a tool that is intended to push down longer-
term interest rates

Senator SHELBY. Yes, ma’am. I understand that.

Ms. YELLEN. —and to stimulate demand and spending in the
economy, yes.

Senator SHELBY. Is this, in the area of economics, something that
Keynes and Tobin and others have espoused over the years at
times when you have got high unemployment, to use a monetary
tool to stimulate the economy?

Ms. YELLEN. Well, Tobin and Friedman and others have——

Senator SHELBY. What about Keynes, too?

Ms. YELLEN. I do not know that Keynes actually thought about
this.

Senator SHELBY. OK.

Ms. YELLEN. But a number of economists have written about
something called the portfolio balance effect that is basically about
supply and demand, that by buying up a class of assets, it may be
possible to push up their prices and push down their yields and
thereby affect financial conditions in the economy.

Senator SHELBY. You know, it was said several years ago that
China was buying our bonds—in other words, we were totally de-
pendent on China to buy our paper, finance our deficits, and so
forth. But isn’t it true that the Federal Reserve in the last—since
you had quantitative easing, is basically the buyer of our bonds,
our paper?

Ms. YELLEN. Well, Senator, we are purchasing——

Senator SHELBY. For the most part.

Ms. YELLEN. We are purchasing a substantial, at this point,
quantity of both Treasury and mortgage-backed, agency mortgage-
backed securities. But we are certainly not doing so for the sake
of helping the Government finance the deficit. We are doing so to
achieve the goals that Congress has assigned to the Federal Re-
serve in circumstances where we have run out of scope for con-
ducting additional normal monetary policy. Once our overnight in-
terest rate target has hit zero, we really have to rely on alternative
techniques, and we are certainly not the only central bank that has
recognized this and undertaken similar programs.

Senator SHELBY. Now, you have alluded to other central banks,
but, of course, you look around the world, and I do not know of any
central bank that I think we should follow myself, and a lot of
economists do not. We should set the example here in the United
States, and the Fed has historically.

I will run out of time in a minute. Unemployment, you men-
tioned unemployment, stated unemployment is, what, 7.2 or 7.3
percent?

Ms. YELLEN. 7.3 percent.
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Senator SHELBY. What is the real unemployment, that is, people
that have given up looking for a job, working part-time, frustrated
by the whole system? Is it around 13, 14 percent?

Ms. YELLEN. Well, Senator, you are absolutely right that broader
measures of unemployment are much higher. Part-time employ-
ment among people who would prefer full-time jobs or more work
are at unprecedented levels, and we have seen a significant decline
in labor force participation. Part of it reflects an aging workforce.
But some of it may be a reflection of very weak labor market condi-
tions where people who have been unemployed for a long time feel
frustrated about their job prospects.

Senator SHELBY. Could you quickly mention your views on Basel
III, how important Basel III is, how important it is for our banks
to make the standards of capital and liquidity, and also the other
banks in Europe? How important is that?

Ms. YELLEN. Senator, it is extremely important for our banks to
have more capital, higher-quality capital. Basel III putting those
rules into effect has been an important step, and there are further
steps that we will be taking with other regulators down the line
to make sure that the most systemically important institutions,
those whose failure could create financial distress, will be asked to
hold more capital and meet higher standards of liquidity and pru-
dential supervision to make sure that they are more resilient.

Senator SHELBY. What have you learned since you were Presi-
dent of the San Francisco Bank? You were there during the hous-
ing bubble and the debacle. As a regulator, I hope that you and
others have learned a lot, not just the Federal Reserve but others,
that you cannot let a bubble continue to grow.

Ms. YELLEN. Senator, I think that in the aftermath of the crisis,
all of us have spent a great deal of time attempting to draw the
appropriate lessons. There have been many of them. The Federal
Reserve is very focused on a broad financial stability mandate, both
in terms of our monitoring of the economy, attempting to under-
stand the threats that exist broadly in the financial system, and to
improve our supervision especially of the largest institutions to
make sure that we are identifying those threats that can be risks
to the economy.

Senator SHELBY. Thank you.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Brown.

Senator BROWN. Thank you, Mr. Chairman. Welcome, Ms.
Yellen.

When Chairman Bernanke came before this Committee 3% years
ago, he noted that the two sectors that typically pull us out of re-
cession are housing and manufacturing—the Fed’s monetary policy
through large-scale purchases of mortgage-backed securities clearly
aimed at stimulating and promoting housing. You have spoken
compellingly about the real economy. I hope that that means a real
emphasis on manufacturing, particularly because of its impact rip-
pling through the entire economy.

But one of my concerns is that the Fed’s monetary policy does
not do enough to serve all Americans. Last year, a journalist de-
scribed the execution of monetary policy as a sort of trickle-down
economics; it boosts the price of assets like stocks and bonds and
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homes and can enrich the wealthy and Wall Street. But it is not
clear to me and, more importantly, it is not clear to the many
Americans who have not seen a raise in a number of years that
this policy increases wages and incomes for workers on Main
Street.

During your time as Chair, tell us how you will ensure that the
Fed’s monetary policy directly benefits families on Main Street in
places like Cleveland and Mansfield, Ohio?

Ms. YELLEN. Well, Senator, the objective of our policy is to broad-
ly benefit all Americans, especially those who were seeing harm
come to them and their families from high unemployment in a re-
covery that has taken a long time and been, frankly, disappointing.

It is true that in the first instance the policies that the Fed con-
ducts when we implement monetary policy drive down interest
rates, affect asset prices, and you used the term “trickle down.” We
tend to affect interest-sensitive spending—automobiles, housing—
but the ripple effects go through the economy and bring benefits to,
I would say, all Americans, both those who are unemployed and
find it easier to get jobs as the recovery is stronger, and also to
those who have jobs. You mentioned that wage growth has been
weak or nonexistent in real terms over the last several years. As
the economy recovers, my hope and expectation is that would
change, and if we can generate a more robust recovery in the con-
text of price stability, that all Americans will see more meaningful
increases in their well-being.

Senator BROWN. Thank you. I in my role on this committee spend
a lot of time talking to bankers, to community bankers, to the
regionals like bankers at Key and Huntington and PNC and Fifth
Third and some of the largest six or seven or eight banks, which—
and I hear a concern from so many of these bankers across the
board that too big to fail still has not been solved. In March, Chair-
man Bernanke said too big to fail is not solved and gone, it is still
here. Last Friday, you, I am sure, saw the comments of the Presi-
dent of the New York Fed, Bill Dudley, not exactly a populist fire-
brand. He said that there are deep-seated cultural and ethical fail-
ures at many large financial institutions. “They have an apparent
lack of respect for law, regulation, and the public trust.” He said
our current regulatory efforts may not solve these problems. His
view is reinforced by the fact that DOJ currently has eight sepa-
rate investigations open against the largest U.S. banks alone.

Do you agree with what I assume you are hearing from bankers,
too, and from others and do you agree with Chairman Bernanke
and Mr. Dudley that a system where too-big-to-fail institutions
have, in Dudley’s words, “an apparent lack of respect for law, regu-
lation, or the public trust,” do you agree we have not solved the
problem? And what do you do as Fed Chair to address too big to
fail?

Ms. YELLEN. Senator, I would agree that addressing too big to
fail has to be among the most important goals of the post-crisis pe-
riod. That must be the goal that we try to achieve. Too big to fail
is damaging. It creates moral hazard. It corrodes market discipline.
It creates a threat to financial stability, and it does unfairly, in my
view, advantage large banking firms over small ones.
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My assessment would be that we are making progress, that
Dodd-Frank put into place an agenda that, as we complete it,
should make a very meaningful difference in terms of too big to
fail. We have raised capital standards. We will raise capital stand-
ards further for the largest institutions that pose the greatest risk
by proposing so-called SIFI capital surcharges. We have on the
drawing boards the possibility of requiring that the largest banking
organizations hold additional unsecured debt at the holding com-
pany level to make sure that they are capable of resolution.

Right now the FDIC has the capacity and the legal authority to
resolve, possibly using orderly liquidation authority, a systemically
important firm that finds itself in trouble, and they have designed
an architecture that I think is very promising in terms of being
able to accomplish that.

So we are working with foreign regulators to improve the odds
of a successful resolution and continuing to put in place higher pru-
dential standards, capital and liquidity requirements. We have put
out a proposal for a supplementary leverage requirement for the
largest banks. So I think that this agenda will make a meaningful
difference, and we are hoping to complete this in the months
ahead.

Senator BROWN. You said you look for something potentially—
something maybe to do further. How will you assess the regs put
out, the higher capital standards by the Fed, the OCC, and FDIC?
How will you assess as they go into effect if you need higher capital
requirements, not just—I mean, certainly the surcharges, but how
will you assess the effectiveness of those?

Ms. YELLEN. There are, as you know, studies that attempt to es-
timate what the too-big-to-fail subsidy is in the market, and while
there are a lot of question marks around those studies, we can look
to see what is happening there.

Senator BROWN. Do you believe there is a subsidy, as——

Chairman JOHNSON. Would the Senator wrap it up?

Senator BROWN. I apologize. OK. That was the last question. Do
you believe there is a subsidy, as Bloomberg and so many others
]};avi Q)ointed out, of tens of billions of dollars a year for the largest

anks?

Ms. YELLEN. I think there are different methodologies that are
used in different studies, and it is hard to be definitive. But, yes,
I would say most studies point to some subsidy that may reflect too
big to fail, although other factors also may account for part of the
reason that larger firms tend to face lower borrowing costs.

Senator BROWN. Thank you. I am sorry, Mr. Chairman.

Chairman JOHNSON. Senator Vitter.

%enator VITTER. Thank you, Mr. Chairman. Thank you, Dr.
Yellen.

I want to pick up where my colleague left off because, as you
know, I share his and many others’ concerns about too big to fail
being alive and well.

As both of you noted, there are many studies that document,
even try to measure too big to fail and the market subsidy or ad-
vantage that the megabanks have. Another is coming out today.
GAO is releasing its first study that Senator Brown and I asked
for and again confirms this in general. It focuses on the huge dis-
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count that the Federal Reserve offered the megabanks during the
financial crisis and the huge market advantage that they got. And,
specifically, this GAO report coming out today said—it rec-
ommended “the Federal Reserve Board finalize policies and proce-
dures related to its emergency lending authority and establish in-
ternal timelines for developing those procedures to ensure timely
compliance with Dodd-Frank Act requirements.”

What that means, really, is Dodd-Frank gives you the ability to
wind down that emergency lending authority. The Board has not
acted on that or even established, as far as I know, internal
timelines to do that.

So one obvious question related to this study coming out today:
Will you do that as Chairman? And when will you do it?

Ms. YELLEN. Senator, I think that that guidance is in the works,
and we will try to get it out soon.

Senator VITTER. Do you have a general timeframe in mind?

Ms. YELLEN. I am not certain just what the timeframe is, but I
will try to make sure that that happens.

Senator VITTER. OK. If I could just ask you to supplement the
record following the hearing with more specifics about the Fed’s
plan to act on Dodd-Frank with regard to that.

Ms. YELLEN. Yes.

Senator VITTER. Thank you.

You also mentioned increased leverage ratios for the biggest
banks. I agree that the action you supported in July in terms of
supplementary leverage ratio for larger banks was very positive. I
do not agree that it is enough, and I think even when you consider
the SIFI surcharge and other things, more needs to be done.

Would you support going further in terms of leverage ratios for
the largest banks or not?

Ms. YELLEN. I think we will have a very meaningful improve-
ment in capital standards by going the approach that Dodd-Frank
has recommended, which is higher risk-based capital standards.
There will be a SIFI surcharge. We are contemplating a counter-
cyclical capital surcharge that would add to that. We are contem-
plating additional ways of dealing with problems of reliance on
short-term wholesale funding that could take the form of a capital
charge that is related to reliance on that kind of funding, or it
could take the role of margin requirements.

I think a belt-and-suspenders kind of approach in which we have
a leverage requirement that serves as a backup because there are
potential issues with risk-based capital requirements. Remember
that we also have stress tests which are yet another approach to
assessing whether or not the largest systemically important insti-
tutions have the wherewithal to be able to lend, and

Senator VITTER. I do not mean to cut you off, but if I can follow
up before my time is up, I understand those other categories, in-
cluding the SIFI surcharge. But considering all those, including the
SIFI surcharge, I personally, and others, think you should go fur-
ther with the supplementary leverage ratio. Would you support
that as we speak today or not?

Ms. YELLEN. I would want to see where we are when we have
implemented all of the Dodd-Frank requirements that we need to
put in place.
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Senator VITTER. OK. A final question. You have said in the past,
“Like Chairman Bernanke, I strongly believe that monetary policy
is most effective when the public understands what the Fed is try-
ing to do and how it plans to do it.”

A lot of us would agree with that, and many of us think the best
way to get there is through true openness and transparency at the
Fed, not just a better sort of managed PR campaign but real open-
ness and transparency.

Would you publicly support S.209? I am sure you are familiar
with that. And if not, what specific changes to that would be re-
quired to earn your public support?

Ms. YELLEN. I strongly, as I have indicated, support trans-
parency and openness on the part of the Fed, and I think with re-
spect to monetary policy, in terms of the range of information and
the timeliness of that information, we are one of the most trans-
parent central banks in the world. What I would not support is a
requirement that would diminish the independence of the Federal
Reserve in implementing and deciding on implementing in mone-
tary policy.

For 50 years Congress has recognized that there should be an ex-
ception to GAO ability to audit the Fed to avoid any political inter-
ference in monetary policy. I believe it is critically important to the
economic performance of this country—and we have seen this
around the world—that allowing a central bank to be independent
in formulating monetary policy is critical to assuring markets and
the public that we will achieve price stability. And I would be very
concerned about legislation that would subject the Federal Reserve
to short-term political pressures that could interfere with that inde-
pendence.

Senator VITTER. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Tester.

Senator TESTER. Yes, thank you, Mr. Chairman. I want to thank
you for being here, Vice Chair Yellen.

At the end of October, the Federal Reserve formally applied for
application in the—International Association of Insurance Super-
visors for membership. The United States already has membership
on that through the Federal Insurance Office created by Dodd-
Frank. Can you tell me why the Fed should have its own member-
ship on that board and, furthermore, why there should be a focus
on that when domestic oversight challenges seem to be a much
higher priority?

Ms. YELLEN. Well, my understanding, Senator, is that now that
the Federal Reserve has been charged with supervising some of the
largest insurance companies that have been designated by FSOC
as systemic, that we want to be in a position to work with regu-
lators in other countries, as we have in the case of banking rules,
to make sure that we have internationally compatible——

Senator TESTER. And the FIO

Ms. YELLEN. ——appropriate standards.
Senator TESTER. Excuse me, but the FIO cannot fill that need for
you?

Ms. YELLEN. I am not certain. I think we felt it would be bene-
ficial to participate in that group.
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Senator TESTER. OK. In our conversations about ensuring capital
standards are appropriately tailored to insurers, I raised concern in
this same vein with the FSOC, who I have encouraged to develop
industry-specific guidance and metrics for systemically important
financial institutions.

Do you agree that the FSOC has and should exercise its author-
ity to develop industry-specific guidance and metrics rather than
forcing insurers or asset managing firms, for example, into a bank-
centric regulatory model?

Ms. YELLEN. Senator, I do believe that one size fits all should not
be the model for regulation and that we need to develop appro-
priate models for regulation and supervision of different kinds of
institutions. Insurance certainly has some very unique features
that make them very different from banks, and we are taking the
time to try to study what the best way is to craft regulations that
would be appropriate for those organizations.

Senator TESTER. So what I am hearing you saying is that a bank-
centric regulatory model would not work for insurance companies
in this country?

Ms. YELLEN. Well, there certainly are critical differences in
terms of their business models that we want to understand and re-
spond to.

Senator TESTER. OK. I want to express a serious disappointment
with a recent decision by FSOC not to release for public comment
a study produced by the Office of Financial Research regarding the
asset management industry. While the Council has publicly indi-
cated that it would release any metrics or guidance on this indus-
try for public comment, it has declined to release this study, which
will presumably provide formal basis for future consideration.

If you are confirmed as Chairman of the Fed and a member of
the FSOC, will you ensure that the Council lives up to its commit-
ment of transparency? And will the Fed support efforts to make
any potential evaluation metrics and studies on which they may
based available for public comment?

Ms. YELLEN. Senator, I have not participated in FSOC, but if I
do so, I will try to take those concerns seriously.

Senator TESTER. If you are confirmed, you will be participating
in FSOC.

Ms. YELLEN. I will.

Senator TESTER. And the question is about transparency, and it
is the transparency of metrics that are going to be used that people
need to have the ability to comment on before they are applied.
And I guess my question to you is: Will you be willing to make that
commitment to transparency as it applies to the FSOC?

Ms. YELLEN. I will need to study this issue more closely in terms
of what FSOC’s procedures are, but I feel it should be clear why
a particular firm has been designated if that occurs.

Senator TESTER. And the metrics that they are using for that
designation. OK.

In closing, I just want to say thank you for your willingness to
work on the end user issue that we discussed last week. I very
much appreciate it.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Kirk.
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Senator KIRK. Dr. Yellen, I would like to ask you a technical
question on behalf of large insurance employers in Illinois, to ex-
tract a commitment from you to do a cost-benefit analysis if we are
to require them to switch from SAP to GAAP accounting, which
they have warned me could cost a couple hundred million dollars.

Ms. YELLEN. Senator, I am aware that there is an issue around
different accounting standards in insurance companies. I have not
had a chance to study that myself, but I would certainly agree that
this is something that we need to look into and to consider very
carefully, and pledge to do so.

Senator KiRK. Thank you, Dr. Yellen.

Mr. Chairman, thank you.

Chairman JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman, and thank you, Dr.
Yellen, for being here. I have a series of quick questions.

One, I guess I would like to make a comment. I understand some
of our colleagues’ concerns about, you know, some of the extraor-
dinary measures the Fed has had to take on quantitative easing.
I guess I would simply make a comment and ask for a short re-
sponse on this. Part of our political dysfunction in this town in
terms of the ability to actually grapple with getting our country’s
balance sheet right in terms of a so-called grand bargain or even
an actual budget in place, if we were able to actually perform our
functions, wouldn’t that allow you to move out of these extraor-
dinary measures in a quicker manner?

Ms. YELLEN. Well, Senator, it is certainly the case that the econ-
omy has suffered over the last year a substantial drag from fiscal
policy. The CBO estimates that the drag amounts to something like
1.5 percent on growth, and as we commented in our FOMC state-
ment most recently, taking account of that large amount of fiscal
drag, the economy, even though it has only been growing around
2 percent, is showing greater momentum. So I think it is fair to
say and I would expect that if there were less fiscal drag—and I
hope there will be less going forward—that the economy’s growth
rate is going to pick up.

So certainly that has been a headwind on the economy and some-
thing that we have tried to offset, but obviously our tools to do so—
it is not perfect, not

Senator WARNER. Right. And, obviously, Government shutdowns,
which cost, the latest estimate, $24 billion or potential default
threats, which result in spikes of interest rates, sure as heck do not
provide that predictability.

I want to actually follow up as well where Senator Tester left off.
I have to say, as someone, along with my friend Senator Corker,
we are very involved in Title I and Title II, I have been personally
disappointed in the FSOC’s ability to kind of be that interagency
arbiter around regulatory conflicts. I have also been somewhat dis-
appointed with the actions so far of the OFR, and I simply would
say I think it is a—I hope as you move into this role on the FSOC
there will be financial institutions, nonbank financial institutions
that will be SIFIs. Senator Tester mentioned asset management
firms. It did seem to me as well that the OFR’s report did not have
a lot of collaboration, did not have a lot of clarity, and I would hope
that in your role on the FSOC—and, again, I think one of the rea-
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sons why I wish we ended up with an independent chair on the
FSOC, but you will clearly have an outsized role as the Fed rep-
resentative—that we try to give some clarity that we do not think
we are going to view everything through a bank-centric regulatory
prism, that we realize as we look at nonbank institutions that
maybe require that SIFI designation, that we give some clarity
about how we are going to evaluate those nonbank institutions.

Ms. YELLEN. I think that is completely fair and a very reasonable
and logical objective for FSOC to have. Our staff have been work-
ing very closely with FSOC and the OFR, trying to participate con-
structively and facilitate the works of those groups.

Senator WARNER. Well, I would just add my voice to Senator
Tester’s that we would like to see that transparency as we start to
evaluate nonbank institutions for SIFI designation so we kind of all
know the rules going forward. I think that would be helpful.

One of the things—as we think about balance sheets and stimu-
lation or getting more private capital lent, one of the things I know
that the Fed pays interest on excess reserves of the banks, but I
believe now you are holding about $2.4 trillion of those banking ex-
cess reserves, and I think we pay 25 basis points. We have seen
other central banks, I think Denmark and others, start to lower
those payments. Would you consider that possibility of, in effect,
incenting the banks to get this capital not on your balance sheet
but back out into the marketplace to stimulate more loans and
more private capital into the market?

Ms. YELLEN. Senator, that is something that the FOMC has dis-
cussed and the Board has considered on past occasions, and it is
something we could consider going forward.

We have worried that if we were to lower that rate too close to
zero, we would begin to impair money market function, and that
has been a consideration on the other side. But it certainly is a pos-
sibility, Senator.

Senator WARNER. I would just say that I would ask you to look
at this as well because it is one of the ways, without necessarily
growing your balance sheet, that some of my colleagues have ex-
pressed a concern with.

Thank you.

Ms. YELLEN. Thank you, Senator.

Chairman JOHNSON. Senator Heller.

Senator HELLER. Thank you, Mr. Chairman, and, Dr. Yellen,
thank you very much for being here today. And I also want to
thank your family for taking time and showing their support. I
think that makes a real difference.

Question: Do you follow gold prices?

Ms. YELLEN. To some extent.

Senator HELLER. Do you believe there is any economic indicator
behind the rise and fall of gold prices?

Ms. YELLEN. Well, I do not think anybody has a very good model
of what makes gold prices go up or down, but certainly it is an
asset that people want to hold when they are very fearful about po-
tential financial market catastrophe or economic troubles entail
risks. And when there is financial market turbulence, often we see
gold prices rise as people flee into them.
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Senator HELLER. Well, that was a better than I got from Chair-
man Bernanke last July. I asked him the same question, and he
said that nobody really understands gold prices, and he went on to
say, “And I do not pretend to really understand them either.” Do
you share that view, clearly with the few extra tidbits that you just
shared with us?

Ms. YELLEN. Beyond what I shared, I do not have strong views
on what drives them. I have not seen a lot of models that have
been successful in predicting them.

Senator HELLER. Thank you. You talked in your general state-
ment at the beginning about the role of the Federal Reserve: pro-
moting conditions that foster maximum employment, low and sta-
ble inflation, safe and sound financial system. Do you believe we
have a safe and sound financial system today?

Ms. YELLEN. I think we have a much safer and sounder financial
system than we had pre-crisis, but as I indicated, we need to do
more. We are not at the end of the road in terms of putting in place
regulations and enhanced supervision that will make the system as
safe and sound as it needs to be to contain systemic risk.

Senator HELLER. The reason I raise the question is we had this
discussion when you were in my office about community banks, and
sitting as Chairwoman of the San Francisco Federal Board, you
have a pretty good understanding of what is going on out West—
California, Nevada. And as you are aware, and as I shared with
you, we have lost half of the community banks and credit unions
in our communities, making it very, very difficult for choices, mak-
ing it very difficult for housing recovery, getting loans for small
businesses. I guess the question is: What steps will you take to
avert a culture of consolidation of these major banks and the loss
of the small community banks?

Ms. YELLEN. Well, Senator, in the first place, to the extent that
the large banks have an advantage because they benefit from a too-
big-to-fail subsidy, I think our objective in regulation should be to
put in place tough enough regulations and capital and liquidity
standards that would level the playing field. Since those firms do
pose systemic risk to the financial system, we should be making it
tougher for them to compete and encouraging them to be smaller
and less systemic.

And with respect to the community banks, we need a model for
supervision of them that is different and much less onerous and
has much less regulatory burden and is appropriate to their busi-
ness model. We are obviously imposing on the largest systemic in-
stitutions much higher and more onerous prudential standards.

Senator HELLER. And I appreciate your comments, because I do
believe the one size fits all is what is really at a disadvantage for
the community banks and these smaller banks.

A quick question about quantitative easing. Do you see it causing
an equity bubble in today’s stock market?

Ms. YELLEN. Stock prices have risen pretty robustly, but I think
that if you look at traditional valuation measures, the kind of
things that we monitor akin to price equity ratios, you would not
see stock prices in territory that suggests bubble-like conditions.
When we look at a measure of what is called the “equity risk pre-
mium,” which is the differential between the expected return on
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stocks and safe assets like bonds, that premium is somewhat ele-
vated historically, which again suggests valuations that are not in
bubble territory.

Senator HELLER. Do you believe there is a Federal role to sup-
port the stock market?

Ms. YELLEN. A Federal role to support the stock market?

Senator HELLER. A Federal role.

Ms. YELLEN. No.

Senator HELLER. Thank you.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Well, thank you, Mr. Chair, and thank you,
Dr. Yellen. And I do not believe any nominee for this position has
come with such an extensive set of qualifications, and it is fas-
cinating to read the diversity of your writings over the last four
decades.

I wanted to give a special welcome to Karla Chambers, who rep-
resented Oregon very well on the Board of Directors of the Federal
Reserve Bank of San Francisco.

A number of issues have arisen in the international banking
community just since the meltdown in 2008, including LIBOR rate
manipulation, energy market manipulation, the London Whale,
massive issues related to money laundering, robo-signing fraud on
foreclosure documents. The Fed plays an important role in regula-
tion and supervision. Can the Fed under your leadership help re-
store public faith in our regulatory system?

Ms. YELLEN. Senator, I feel that that is an exceptionally impor-
tant goal and one that I am happy to espouse and work toward.
I absolutely feel that that is essential and appropriate, yes.

Senator MERKLEY. Thank you very much. And, second, I wanted
to ask you to address the rules that are being completed on the
Volcker Rule or firewall, which creates a wall between hedge funds
that make risky bets with funds from private investors and com-
mercial banks that have insured deposits and access to the dis-
count window and play an essential role in providing loans to indi-
viduals and businesses.

There has been a lot of concern that this firewall will be com-
promised with loopholes related to liquidity management, portfolio
hedging, and market making. Can we count on the Fed under your
leadership to work with the other regulators to produce a strong
Volcker Rule? And perhaps it will be completed before you are
there because they are in the final stages. But if so, to implement
it in a fashion that keeps faith with this goal of reducing systemic
risk by keeping the commercial banking world in the commercial
banking sphere?

Ms. YELLEN. Yes, Senator, we are working very closely and I be-
lieve constructively on this rulemaking with the other agencies. We
are certainly trying to be faithful to the intent of this rule, which
is to eliminate short-term financial speculation in institutions that
enjoy the protection of the safety net. The devil here is in the de-
tails. The rule does permit appropriate hedging in market-making
activities, and we are trying to devise a rule that will permit those
activities but absolutely be faithful to the intent that Congress had
here.
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Senator MERKLEY. Thank you. And, third, I wanted to ask you
to ponder an issue that received considerable attention regarding
commodities and the concern that under a certain situation, large
banks will be able to put their thumb on the scale through their
ownership of electric power generation facilities, pipelines, oil tank-
ers, warehouses for key metals. And there is certainly a history in
terms of Gramm-Leach-Bliley, in terms of grandfathered com-
modity investments, and in terms of related activities.

But there is concern that the ability to influence supply and de-
mand and affect price while at the same time as having the ability
to make bets on the price creates a conflict of interest that provides
essentially a hidden tax on the American economy. And the Fed
does have regulatory powers related to this, and can you maybe
chew on this a little bit in terms of your perspectives?

Ms. YELLEN. Senator, we are involved in a very comprehensive
review of commodities activities in financial holding companies. As
you indicated, we allowed some activities that we deemed to be
complementary to financial activities, and we are reviewing what
is appropriate there. In addition, Congress, as you noted, grand-
fathered certain activities in firms that later become financial hold-
ing companies. We want to make sure that these are conducted in
a safe and sound manner, and we may be involved in additional
rulemaking as we complete this review.

With respect to market manipulation, I would just note, though,
that it is the role and responsibility of market regulators, particu-
larly the CFTC here, to be looking into possibilities of market ma-
nipulation and we would certainly cooperate in any look there. Our
main role is prudential and safety and soundness.

Senator MERKLEY. Well, thank you so much for being willing to
consider taking on this role at the Fed and bringing your expertise
to bear and your past public service, and I certainly wish you well.
Thank you.

Ms. YELLEN. Thank you, Senator.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman. And, Dr. Yellen,
thank you for being here, and I appreciate the time in our office
and your transparency here today.

Just for the Committee’s record, if you would, share with all of
us how many rate increases you have voted for during your term
on the Federal Reserve.

Ms. YELLEN. I served as a Governor from 1994 to 1997, and we
had a cycle of rate increases during that time.

Senator CORKER. If you could just give me the number so I
can——

Ms. YELLEN. I believe 20 or more.

Senator CORKER. Twenty or more. I think it was maybe 27 or so.

Ms. YELLEN. It could be.

Senator CORKER. And how many have you voted against?

Ms. YELLEN. None.

Senator CORKER. OK. I thought that was just good to get into the
record, and I appreciate

Ms. YELLEN. I appreciate that.

Senator CORKER. you very much for being here. We talked
a little bit about monetary policy, maybe more than a little bit in
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the office, and I think one of the things that we discussed was my
concern—and I think yours, too—that in many ways easy money is
an elitist policy. It is the ultimate trickle-down, and that, you
know, it is based on the premise that you are going to have this
wealth creation. And what we have seen, obviously, is the largest
Wall Street institutions have done the best and that fund man-
agers have made a lot of money, but it generally has not trickled
down to the economy. And as you were mentioning earlier, it is a
blunt object.

Would you agree that while it has been an attempt to stimulate
the economy, the more well off have benefited much better than
those at the lower end of the spectrum?

Ms. YELLEN. Well, to the extent that low interest rates do have
an impact on asset prices, these policies have probably to some ex-
tent boosted the stock market, which may be an example of what
you are talking about. But it has also played an important role, I
think, in helping the housing sector and boosting housing prices.
And I think this is something that has been broadly beneficial to
all those Americans who own homes and has improved their sense
of financial well-being, and that is broad based.

Senator CORKER. We talked a little bit about the Fed in the early
summer began to talk about moderating the pace at which it was
going to be making purchases. And the market had a pretty strin-
gent reaction, and the Federal Reserve appeared as if it had
touched a hot stove and that this policy was going to greatly affect,
if you will, the wealth effect that you were trying to create the pol-
icy of moderating. And so the Fed jumped back, and it seemed to
me—and I think you discussed this a little bit in the office—that
the Fed had become a prisoner to its own policy, that to really try
to step away from QE3 was really going to shatter possibly the
markets and, therefore, take away from the wealth effect.

I wonder if you could talk a little bit about some of the discus-
sions that were taking place during that time.

Ms. YELLEN. Well, Senator, I do not think that the Fed ever can
be or should be a prisoner of the markets. Our job

Senator CORKER. But to a degree in this case, it did affect the
Fed, did it not?

Ms. YELLEN. Well, we do have to take account of what is hap-
pening in the markets, what impact market conditions are likely to
have on spending and the economic outlook.

So it is the case—and we highlighted this in our statement—
when we saw a big jump in rates, a jump that was greater than
we would have anticipated from the statements that we made in
May and June, and particularly saw mortgage interest rates rise
in the space of a few months by over 100 basis points, we had to
ask ourselves whether or not that tightening of conditions in a sec-
tor where we were seeing a recovery, and a recovery in housing
that could drive a broader recovery in the economy, we did have
to ask ourselves whether or not that could potentially threaten
what we were trying to achieve.

But overall we are not a prisoner of the markets. I continue to
feel that we are seeing an improvement in the labor market, which
was the goal of the program, and we will continue to evaluate in-
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coming data and to make decisions on the program in that light
going forward.

Senator CORKER. Thank you. I am just a little bit of a prisoner,
maybe not fully. I understand. I would just—my last question is:
You talked a little bit about monitoring sort of the financial mar-
kets, and I know that it is—again, monetary policy is a blunt in-
strument. I know that you have been credited with, back in 2005,
signaling that the housing market was bubbling, if you will, in that
part of the country.

I guess my question is: Do you believe that under your leader-
ship the Fed would have the courage to, when it saw asset bubbles,
even though you only have blunt instruments—and I realize that—
would it have the courage to actually prick those bubbles and en-
sure that we did not create another crisis?

Ms. YELLEN. Senator, no one who lived through that financial
crisis would ever want to risk another one that could subject the
economy to what we are painfully going through and recovering
from. And we have a variety of different tools that we could use
if we saw something like that occur. They include tools of super-
vision and monetary policy is a possibility

Senator CORKER. And you would have the courage to do that?

Ms. YELLEN. I believe that I would, and I believe that this is the
most important lessons learned from the financial crisis, Senator.

Senator CORKER. Mr. Chairman, thank you for having this hear-
ing, and, Dr. Yellen, I do want to tell you I very much appreciate
your candor and transparency. I really do. I appreciate the con-
versation both in the office—and I want to thank you for giving the
same answers to questioners here today that you gave in the office,
so thank you very much.

Ms. YELLEN. Thank you very much, Senator. I appreciate that.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman. Thank you, Ranking
Member Crapo. I want to echo what I am sure everybody has stat-
ed. I have been impressed by the depth of your background, your
experience, and your expertise. We are very honored to have you
here and thank you for your testimony.

I wanted to talk about Section 716 of the Dodd-Frank Wall
Street Reform and Consumer Protection Act. Section 716 requires
that banks with access to deposit insurance or the Federal Reserve
discount window to push out certain derivatives such as equity and
commodity-based swaps in to separately capitalized affiliates.

This move would raise cost to the end users without significantly
reducing risk to the financial system. Chairman Bernanke has con-
sistently stated that the Federal Reserve had concerns about the
swaps push-out rule prior to the enactment of Dodd-Frank and that
they still have concerns about it today.

Are your views on this issue consistent with Chairman
Bernanke’s? Would you share the view that it is a good idea to re-
peal parts of the swaps push-out rule?

Ms. YELLEN. Senator, as you indicated, the Federal Reserve and
other agencies did have concerns about this rule and they ex-
pressed them when Dodd-Frank was being considered. We are
working very hard to address some of the concerns around this
rule, and we think that we are likely to be able to do so. I certainly
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hope that in the final rule we will be able to effectively address
some of the concerns that people had. That is my hope. We are cer-
tainly trying to do that.

Senator HAGAN. What is your timeframe on that?

Ms. YELLEN. I believe this is something we hope to get out, hope-
fully, later this year.

Senator HAGAN. You could address some concerns, but not all,
without changing Section 7167

Ms. YELLEN. I believe that that is the case. We are hopeful that
we will be able to find ways to address the concerns.

Senator HAGAN. OK.

. 1V£1s YELLEN. We understand the concerns and we are trying very
ard to

Senator HAGAN. Do you share Chairman Bernanke’s viewpoint?

Ms. YELLEN. I believe so. About the concerns that are there and
the need to address them, I am hopeful that we will be able to do
so in the rule.

Senator HAGAN. OK. Thank you. Since the start of QE the finan-
cial markets have responded to pronouncements by the Federal
Open Markets Committee. Are you at all concerned that markets
are too driven by speeches and official pronouncements from cen-
tral banks around the world? If the suggestion of tapering can con-
tribute to volatility in asset prices, can we expect more volatility
in the future?

Ms. YELLEN. Well, at the Federal Reserve, and I think this is
true of other central banks, we are trying as hard as we can to
communicate clearly about monetary policy, both our goals and our
intentions in terms of how we carry out programs. Now, this is
challenging. We are in unprecedented circumstances. We are using
policies that have never really been tried before, and multiple poli-
cies, and we are trying to explain to the public how we intend to
conduct these policies.

So it is a work in progress, and sometimes miscommunication is
possible. But I think my own view would be we certainly want to
diminish any unnecessary volatility. Sometimes there is volatility
because we all learn news about the economy that changes our
views about the course of the economy and the course of policy, and
there it is natural to see a response.

But to diminish unnecessary volatility, I think we have to redou-
ble our efforts to communicate as clearly as we possibly can, and
that will be my emphasis.

Senator HAGAN. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Toomey.

Senator TOOMEY. Thank you, Mr. Chairman, and Dr. Yellen,
thank you for being here. Thanks for our chat earlier this week. I
appreciate that.

I want to get back to where—some of the issues Senator Corker
was raising regarding monetary policy. But first, I just think it is
important to stress, and I know you are very well aware of these,
but the adverse consequences that we are already experiencing di-
rectly as a result of the extraordinary monetary policy is really
problematic, I think.

We continue to have this artificially suppressed cost of funding
these excessively large deficits that we run. It contributes to, I
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would argue, fiscal imbalances. We are punishing middle class sav-
ers for years now, people who spent an entire working lifetime
choosing to forego consumption because they decided they would
save and they would have a little sum, a little bit of income in their
retirement and now they have no income because they earn noth-
ing on their savings, but they do watch as it gradually gets eroded,
even by a low level of inflation, when they have no income from
it.

We have exacerbated the problems of under-funded pension
plans and we have got distortions in financial markets. So these
are all the things that have been occurring, I would argue, and con-
tinue to occur. And yet, what worries me perhaps even more is the
point that Senator Corker was getting to, I think, which is, what
happens when this morphine drip starts to end?

At some point, some time, this is going to be—we are going to
move away from this, I assume. I think everybody believes that.
And the assumption seems to be that the markets will behave very
benignly when that occurs. And yet, we have seen, I think, some
worry, some glimpses that maybe that is not a safe assumption.

Back in June, the mere suggestion that some of the members of
the Fed might be contemplating stepping back a little earlier, and
10-year Treasury backs up 100 basis points. Yesterday, the release
of your testimony and the equity markets rally.

Does this not feel like there is something a little artificial here,
and is it not possible that while you have many tools available to
begin and unwind, to retreat from this, that the markets may not
respond very well and that we could end up creating a real problem
as we try to exit from this?

Ms. YELLEN. Senator, you made a number of different points and
I think the first point you mentioned is that low rates, in a way,
give rise to fiscal irresponsibility, that it takes the pressure off
Congress.

Senator TOOMEY. Make it easy.

Ms. YELLEN. You know, we have established low rates in order
to get the economy moving, which is Congress’s mandate to us. I
think it is important for Congress to recognize that as the economy
recovers and both short- and long-term rates move up, a situation
in which the Government’s funding costs remain as low as they
are, if we are successful in achieving our goal of getting the econ-
omy back on track, this is a very temporary situation.

And so, I believe Members of Congress should be looking out a
few years to a time when rates are going to be higher. Low interest
rates harm savers; it is absolutely true. And this is a burden on
people who were trying to survive on the income from a CD. There
is not much they can get.

But if you think about, how can we get rates back up to normal,
I would argue that we cannot have normal rates unless the econ-
omy is normal. At the moment, we have a lot of saving and not
very much investment, and there are fundamental reasons here
why rates are low.

So pursuing a policy of low rates to get the economy moving will
be enable us to normalize policy and to get rates back to normal
levels over time.
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In terms of jumps in rates, we will, as the economy recovers,
need to withdraw the monetary accommodation we have put in
place, and we will make every effort to do so at a pace that is ap-
propriate to continue the recovery and to maintain price stability,
and to communicate that plan to markets.

But as we have seen, and as you indicated, it is possible for rates
to jump. It is not just true now, but in previous tightening cycles
like the one we had from 1994 to 1995, where long rates moved up
over the span of 6 months over 100 basis points. We have tried to
make sure the financial system is more resilient.

In our stress tests, we have tested and continue to do so in this
round to make sure that banks are appropriately managing inter-
est rate risk. And that is a risk that we will try to mitigate. But
it is inherent in any tightening cycle.

Senator TOOMEY. Mr. Chairman, I know I am running out of
time. Just two quick points I would like to make. One is, I would
like to express my concern, which is the exact opposite of the con-
cern that was raised by Senator Merkley, which is, I think, the
danger of the implementation of the Volcker rule is actually—it
could be too restrictive and increase the cost of especially corporate
bond issuers.

I think the decision by Congress to exempt U.S. Treasuries was
an implicit acknowledgment that when you ban proprietary trading
in those instruments, you make them less liquid and more expen-
sive for issuers. I am told that the next rule might very well also
exempt other sovereign issuers, which is another implicit acknowl-
edgment of this problem.

This is a problem for corporate issuers in America and I am very
concerned that we not unnecessarily raise their cost of borrowing.

And the last point I would make 1s, I am deeply concerned about
the consolidation that is happening in small banks, the lack of new
small banks. As you know, we used to routinely launch sometimes
hundreds of new community banks. I am told by the FDIC there
is not a single new community bank that has been launched since
2010.

The regulatory compliance for institutions that have no systemic
risk to the economy is way overboard, and I hope you will make
an effort to diminish that burden.

Ms. YELLEN. I promise to do so, Senator.

Senator TOOMEY. All right. Thank you.

Chairman JOHNSON. Senator Warren.

%enator WARREN. Thank you, Mr. Chairman. Thank you, Dr.
Yellen.

There has been a lot of talk today about the Fed’s use of quan-
titative easing to try to help the economy get back on its feet. But
the truth is, if the regulators had done their jobs and reigned in
the banks, we would not need to be talking about quantitative eas-
ing because we could have avoided the 2008 crisis altogether.

So I want to focus on the Fed’s regulatory and supervisory re-
sponsibilities to keep the big banks in check. Now, I am concerned
that those responsibilities just are not a top priority for the Board
of Governors. Earlier this year, the Fed and the OCC reached a
settlement with 13 mortgage servicers that engaged in a long list
of illegal foreclosure activities, and the settlement was for over $9
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billion. It directly affected more than four million families. But the
Fed’s Board of Governors never voted on whether to accept the set-
tlement.

Instead, this decision was just left to the staff. Now, the Fed has
smart, hardworking staff, but the Board of Governors would never
delegate critical monetary policy to them. And yet, even now, after
the biggest financial crisis in generations, the Board seems all too
willing to delegate critical regulatory and supervisory decisions.

So I think we need to make reigning in the banks a top priority
for the Board. So I know the Board meets regularly to discuss mon-
etary policy. Do you think the Board should have regular meetings
on supervisory and regulatory issues as well, making it clear that
both of those are important to the Fed?

Ms. YELLEN. Well, Senator, I absolutely believe that our super-
visory responsibilities are critical and they are just as important as
monetary policy, and we need to take them just as seriously and
devote just as much time and attention to them as we do to mone-
tary policy.

The Board operates under a variety of restrictions. You may
know about the Government in the Sunshine Rule, and so when
you suggest that the Board meet to discuss regulatory matters, our
ability to do so outside of open meetings is very limited.

And so, we tend to handle those by meeting individually with
staff or meeting in small groups. We have a committee system
where committees are put in charge of managing particular areas
and making recommendations to the Board.

I remember in the 1990s that the Board did regularly meet to
discuss supervisory issues because there is confidential supervisory
information and it is easier for us to have a meeting. I did consider
those very valuable. And so, I think that is a very worthwhile idea.

I should just say, when there are delegations to staff and the
Board of Governors does not vote, that does not mean that Board
members are not consulted, and maybe those with expertise may
have played a critical role and had very important input, even
when there is no formal vote by the Board of Governors.

Senator WARREN. Fair enough. But I think it is an important sig-
nal here and I am glad to hear that you are thinking about this
and thinking about the question of the appropriate delegation to
staff and when it is appropriate to delegate to staff.

Could I ask you just to say something briefly about that, about
when it is appropriate to staff and when you have to retain for the
Board itself? Just very briefly, if you could, because I want to get
on to one other question.

Ms. YELLEN. I believe there are certain matters that, under law,
the Board must vote on, supervisory findings, mergers, and so
forth, or rule changes. Typically, we delegate enforcement matters
to the staff in the area of supervision.

Senator WARREN. And I am glad to hear, though, that you want
to continue to think about that, particularly when we are talking
about something this important.

Ms. YELLEN. Yes.

Senator WARREN. I want to ask you one other fundamental ques-
tion here, and that is, do you think that the Fed’s lack of attention
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to regulatory and supervisory responsibilities helped lead to the
crash of 2008?

Ms. YELLEN. In the aftermath of the crisis, we have gone back
and tried to look carefully at what we should have done differently,
and there have been important lessons learned. We have massively
revamped our supervision, particularly of the largest institutions,
where we are simultaneously reviewing all of the largest institu-
tions, and the Federal Reserve system works jointly on these re-
views. We no longer delegate to individual Reserve banks the su-
pervision of, say, one or two of these large institutions.

It has also become an interdisciplinary matter that the econo-
mists and lawyers and others are involved in. So we have learned
a lot there about supervision. I would say, one of our top priorities
now is ramping up our monitoring of the financial system as a
whole to detect financial stability risks. I think that is something
that we were not doing in an adequate basis before the crisis.

And so, we missed some of the important linkages whereby prob-
lems in mortgages would rebound through the financial system.

Senator WARREN. Thank you very much. Thank you, Mr. Chair-
man. I just want to say, Dr. Yellen, when you are confirmed, and
I very much hope you are confirmed, that I am glad to hear you
will make it a top priority for the Federal Reserve to engage in the
supervisory and regulatory responsibilities that help keep our fi-
nancial system safe, and that cannot be something that is merely
an afterthought, but has to be a primary effort on your part.

Ms. YELLEN. Thank you, Senator. I completely agree with that.

Senator WARREN. Good. Thank you. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

Senator REED. Well, thank you very much, Mr. Chairman, and
Governor, you demonstrated your wisdom early by going to Brown
University in Providence, Rhode Island.

Ms. YELLEN. Thank you, Senator.

Senator REED. Everything else after that is, I know, anti-
climactic, but when you are confirmed as the Chairman of the Fed-
eral Reserve, it will be consistent with your record of wise selec-
tions and wise choices.

Chairman Bernanke has indicated that many times our fiscal
policy and our monetary policy have been working at cross pur-
poses. The Federal Reserve has been quantitative easing. They
have been trying to get an expansive policy in place and we have
been contracting, shutting the Government down. We anticipate—
I hope we can avoid this—but we are going to end unemployment—
mercy unemployment insurance abruptly at December 31st.

How would your job and, obviously, the size and scope of your
portfolio and everything else, maybe the question has been asked
today, be affected if our fiscal policy was complementary to your
monetary policy?

Ms. YELLEN. Well, Senator, I agree that fiscal policy has been
working at cross purposes to monetary policy. I certainly recognize
the importance of the objective of putting the U.S. deficit and debt
on a sustainable path. Congress has worried about that and I think
it is important to do so.

But some of the near-term reductions in spending that we have
seen have certainly detracted from the momentum of the economy
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and from demand, making it harder for the Fed to get the economy
moving, making our task more difficult. And it certainly would be
helpful, going forward, if it were possible for deficit reduction ef-
forts to focus on achieving gains in the medium term horizon and
addressing those aspects of fiscal policy that give rise to concerns
about debt sustainability over the medium term while not sub-
tracting from the impetus that we need to keep a fragile recovery
moving forward.

Senator REED. And such a policy, a fiscal policy, would help you
in terms of what we all anticipate is the point at which you have
to begin your tapering, because basically this balance would allow
you more flexibility and more confidence that when you start to
}:‘ape‘z?r it, it would not lead to a reverse to a poor economy. Is that
air?

Ms. YELLEN. I think that is fair, Senator, because we are worried
about a fragile recovery and a more supportive fiscal policy or one
that, at least, had less drag that did no harm would make life easi-
er.
Senator REED. Let me switch gears slightly, and that is that we
were a few weeks ago discussing the possibility of default on our
debt and the markets were beginning to react. And given the cen-
tral role that Treasury securities play, not just in funding the Gov-
ernment, but also the tri-party repurchase markets, the collateral
markets across the globe. Were you beginning to see at the Fed
?‘or‘i gf ominous signs of a potential catastrophic impact of the de-
ault?

Ms. YELLEN. Well, Senator, I do believe that a default on the
U.S. debt would be catastrophic, and we did see some signs in the
run-up to the debt ceiling that suggested that financial markets
were taking notice and that there were preemptive protective ac-
tions that market participants were beginning to do to protect
themselves from what could have been catastrophic consequences.

More generally, I think we did see an impact on consumer and
business confidence that is not helpful to a general willingness to
make investments in the economy.

Senator REED. And just a final point. We have been talking a lot
about the size of your portfolio, but essentially—and I do not want
to over-simplify it—the benchmarks that typically you are looking
at is inflation and deflation and unemployment.

Ms. YELLEN. Correct.

Senator REED. And I think for a while under Chairman
Bernanke there was a real fear, particularly in 2009 and 2010, of
deflation, which would have had adverse consequences. We have
avoided that. We have avoided inflation pressures.

Ms. YELLEN. We have.

Senator REED. And what we have not yet done is got the employ-
ment numbers at a suitable level. So I think the focus, the tradi-
tional and appropriate focus is on those measures, rather than just
the absolute size of your portfolio. Is that sensible?

Ms. YELLEN. I think that is sensible, Senator. We are very fo-
cused on achieving our dual mandate, which is, we absolutely want
to avoid deflation. We have a 2 percent price stability objective. We
are trying to get the economy back to full employment. I do think
we have made progress, but we are not there yet.
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On the other hand, as we recognized from the outset of the asset
purchase program, there are costs and risks associated with a large
balance sheet.

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

Chairman JOHNSON. Senator Johanns.

Senator JOHANNS. Mr. Chairman, thank you. It is good to see you
again and thanks so much for stopping by the office the other day.

Ms. YELLEN. It is my pleasure.

Senator JOHANNS. I felt like we had a good conversation and I
would like to continue, if I could, with a few questions along the
lines of what we talked about in my office.

I found your testimony about asset bubbles to be interesting.
Just before the Chairman turned to me, I looked at where the dol-
lar is at. It is about 15,850, an economy that, quite honestly, most
everybody would recognize as too much unemployment, an economy
where people continue to struggle, an economy where it is kind of
hard to see where the growth is going to be.

We are now starting to see real estate bidding wars, just like the
old days. Now, that is confined to cities in certain areas of the
country. We are now starting to see private equity firms, who I
think are very good at looking where the economy is headed, and
lo and behold, they are buying single family houses.

That was a shocker to me, having owned a few rentals in the
past. I was kind of amazed that they would do that. But obviously,
they see something there. And so, Dr. Yellen, I kind of look at
these factors and I think I could go on and on with some other
items, and I must admit, what am I missing here?

I see asset bubbles. And I think if you were to announce today
that over the next 24 months you are going to bring that balance
sheet down from $4 trillion to zero, or $1 trillion, I think if you
even said over the next 4 years we are going to bring it down from
$4 trillion to zero, I think we would see how big those asset bub-
bles are. Would you not agree with me on that?

Ms. YELLEN. With respect to real estate, we certainly are seeing,
as you mentioned, private investors come in to invest and often use
all cash in certain markets in the country. Is that evidence of an
asset bubble?

If you look at the markets where that is occurring, it is in some
of the hardest hit, the markets where prices went up the most like
Las Vegas or Phoenix. In my part of the country that had the big-
gest crashes where you have the largest number of foreclosures
with houses being put on the market and many of these housing
markets where these investments are taking place are ones where
you have a substantial fraction of underwater borrowers and indi-
viduals who have lost houses, whose credit is impaired, who are
not in a position to be buying houses, and these investors are pur-
chasing these houses often at very low prices for cash and appear
to be in the business of renting them out over a reasonably long
period of time.

I would say, we have to watch this very carefully, but I do not
see that as an asset bubble. I see that as a very logical response
of the market to generate a recovery in very hard-hit areas.

Senator JOHANNS. Dr. Yellen, I do not want to be rude and inter-
rupt you, but I am also running out of time. Here is what I would
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offer, and I think you would agree with me, although you probably
will not want to agree with me in a public hearing setting.

But I think if I were to say to you, Why do you not announce
today that you are going to draw this down over the next 24
months from $4 trillion to zero? I think you would see the impact
of your policies on the value of real estate all across the United
States, not just in the hardest hit areas. I think the real estate
that I own and others own would go down in value.

I also think that the stock market would have the same sort of
reaction that it has had when Chairman Bernanke just suggested
that there might be a phase-down here. Here is what I am saying,
because now I am out of time. I think the economy has gotten used
to the sugar you have put out there and I just worry that we are
on a sugar high.

That is a very dangerous thing for the little person out there who
is just trying to pay the bills and maybe put a buck away for retire-
ment. The last thing I will say, the flip side of your policies that
you are advocating for are very, very hard on certain segments of
our society.

You know, explain to the senior citizen who is just hoping that
CD will earn some money so they do not have to dig into the prin-
cipal, what impact you are having on a policy that says we are
going to, for as far as the eye can see or foreseeable future, keep
interest rates low. They are hurt by that policy.

Ms. YELLEN. Senator, I agree and I understand that savers are
hurt by this policy, but, if we want to get back to business as usual
and a normal monetary policy and normal interest rates, I would
say we need to do that by getting the economy back to normal. And
that is what this policy, I hope, will succeed in doing.

The other thing I think is important is to recognize that savers
wear a lot of different hats. They play many different roles in the
economy. They may be retirees who were hoping to get part-time
work in order to supplement their income. They may be people who
have children who were out of work and who were suffering be-
cause of that, or grandchildren who were going to college and com-
ing out of college and hoped to be able to put their skills to work,
finding good jobs and entering the job market when it is strong.

I think when those people who worry about our policy, thinking
about themselves as savers, take into account the broader array of
interest they have in a strong economy, they would see that these
policies, even though they may harm them in one respect, are
broadly beneficial to them as I believe they are to all Americans.

Senator JOHANNS. My time has expired. Thank you, Mr. Chair-
man.

Chairman JOHNSON. Thank you. Senator Heitkamp.

Senator HEITKAMP. Thank you, Mr. Chairman. And thank you,
Dr. Yellen, for hanging in there with us. Those of us at the end of
theudesk will love an opportunity to ask you some questions, as
well.

I want to get back to the Fed goal of full employment, and I want
to ask you just some quick questions. Give me a number on what
you consider full employment?

Ms. YELLEN. We do not have a precise estimate, but every 3
months all of the participants in the FOMC indicate what they
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think the normal, longer-run level of unemployment is. And in our
most recent survey, in September, the range of opinion was 5 to 6
percent.

Senator HEITKAMP. OK. And tell me, what do you believe the
real unemployment rate is today?

Ms. YELLEN. Well, the measured unemployment rate is 7.3 per-
cent

Senator HEITKAMP. I know what the measured unemployment
rate is. That was not the question.

Ms. YELLEN. ——but as we have discussed previously, we have
very high incidents of involuntary part-time employment. We have
all too many people who appear to have dropped out of the labor
force because they are discouraged——

Senator HEITKAMP. I do not want to belabor this Committee
hearing any longer than what I have to but would you agree that
it is at least close to or probably over 10 percent?

Ms. YELLEN. Well, certainly by broader measures, it is that high.

Senator HEITKAMP. And would you also agree that right now in
America we have the greatest income disparity that we have had
since the Great Depression, right before the Great Depression?

Ms. YELLEN. We have had widening wage inequality and income
inequality in this country going back to the mid- to late-1980s, and
that continues.

Senator HEITKAMP. So I just want to take a moment to speak for
maybe those folks who are on the lower end who look at the Fed
policy and look at the stock market, do not have a stake as they
see it—as you just explained to Senator Johanns. We all have a
stake in this economy, but they are day-to-day. They do not see a
stake. They do not see their economic condition getting any better.
And certainly, they do not see their employment opportunities get-
ting any better, especially for those with low job skills. I will not
say low education but low job skills.

So what can you do or what you done to address income dis-
parity, unemployment disparity in this country? And what would
you suggest that the Fed pursue to avoid the consequences long-
term of that income disparity?

Ms. YELLEN. Senator, I think that you are asking about some-
thing that is a very deep problem that has afflicted the U.S. econ-
omy and other advanced economies. Economists have spent a lot of
time trying to understand what is responsible for widening inequal-
ity.

Many of the underlying factors are things that are outside of the
Federal Reserve’s ability to address.

Senator HEITKAMP. Do you believe your policies have added to
the problem?

Ms. YELLEN. I believe that the policies we have undertaken have
been meant to generate a robust recovery. I would like to see the
U.S. economy and the job market recovering more rapidly than
they are, but I believe our policies have helped.

I think, as we saw during the 1990s, when we still had trends
toward widening inequality, we did have real wage gains and we
did have a reduction in inequality when we had an exceptionally
strong and getting ever stronger job market.
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So faster growth in the United States is going to help, a stronger
job market. And you know, when the economy recovers, we are
going to see firms be more willing to undertake training when they
cannot find workers. They are going to be willing more to invest
in people, to hire, to make capital investments that will make
workers more productive when they are on the job, and we will see
greater wage gains.

Senator HEITKAMP. Just a final comment. I would suggest that
those at the bottom are not feeling the effects of these policies. The
trickle down has not happened for them. And so they struggle
every day and they may not see their wealth grow because they do
not hold a lot of assets.

And so anything that you can do, taking a look at this broader
issue—because this is an issue that will affect the American econ-
omy for years to come and affect our competitiveness in years to
come. They are the consuming class. When you look at why con-
sumers are not consuming, because we are not getting resources to
those who do consume.

And so I thank you for your willingness to serve and look for-
ward to a long relationship with you.

Ms. YELLEN. Thank you, Senator.

Chairman JOHNSON. Senator Manchin.

Senator MANCHIN. Thank you, Mr. Chairman. And thank you,
Ms. Yellen. I enjoyed our visit and you have done a great job today.

Let me just say this, that I look at you and think if there is a
person who involved the last time we had a balanced budget, the
last time that we would have been on track to be debt free, if you
go back to those days I am sure there was naysayers then said we
could not do it, it will never happen. But you all did it.

And then we went off the tracks. What I am asking is how we
get back on the tracks.

I know quantitative easing, you and I have a little difference of
opinion on this, or concern. I have a concern but you have a con-
cern. You have a little, I think, broader view of what has worked
or not worked around the world. I think we spoke about Japan and
why you believe that what we are doing needs to be done.

I would only say this, if $85 billion a month in quantitative eas-
ing has not really given us the results that we desired, why would
you not recommend doing $200 billion a month? Why just $85 bil-
lion? We know that has not worked.

Of course, I have concerns with continuing it because I do not
think—as I think that Senator Johanns had said—we are on a
sugar high. The bottom line is you all have done your job. You have
done everything possible to prop up this economy. We have failed
miserably, as Congress, to do our job.

And to me, to get even a budget—we do not even have a budg-
et—and then to say that we could have a balanced budget where
people think we are crazy, it cannot happen, it will be too harmful,
a balanced budget.

Those of us who were Governors and come from the executive
branch, that is all we understand. We had to, by law.

And then to even thing that we could be debt free in the next
generation or beyond. Do you think those are impossible or
unreachable goals?
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Ms. YELLEN. Well, Senator, I feel achieving debt sustainability
over the medium term for this country is an exceptionally impor-
tant goal.

Senator MANCHIN. Could we balance a budget again?

Ms. YELLEN. It requires very tough decisions, as you know——

Senator MANCHIN. Well, you all made decisions back in the
1990s. I remember the dialog, it could not be done.

Ms. YELLEN. Well, we did make tough decisions. Congress and
the Administration made very tough decisions in the 1990s. They
did it in a way that I would think would set a model, in a sense,
for this Congress. When President Clinton was elected, the econ-
omy had high unemployment. It was just beginning to recover. The
Administration and Congress wanted to achieve deficit reduction
but to do so in a way that would not harm the economic recovery.

And so they agreed on a set of tax increases and spending cuts,
not all of which came into effect immediately but were phased in
over time.

There has been, at that time, a lot of uncertainty among busi-
nesses and in the markets, among households, about whether or
not the Government would ever balance its budget. And the re-
sponse was very positive. Long-term interest rates came down.
Now the Fed had scope to use monetary policy to offset any adverse
impact on the economy. But we really did not see a lot of adverse
impact because of the fiscal tightness was phased in over a period
of years and the economy enjoyed a long and robust boom.

Senator MANCHIN. Let me just say this, that you having that ex-
perience and lived through it, worked through it, and was success-
ful with it. And we have the utmost respect for the Reserve, your-
self, and I am sure that you see the Committee has that much re-
spect for you.

We just need you to speak out and help us a little bit more and
challenge us to do our job. If people like yourself, who are in the
know, are unwilling to challenge us I will guarantee you we do not
have the political will, it seems like, to do what needs to be done.

We have got to get our financial house in order. Every citizen in
America has to face a budget. Every one of them has to live within
that budget. And we are unwilling to make that difficult decision.
We are on not only a sugar high, we are going to go into sugar
shock pretty soon. That is what I have been talking—but unless we
hear the unbridled truth from people in the know, people who have
been there. They said you could not do it and you did it.

So it is not like it is the impossible dream. We have had budg-
ets—we have not had one for five, going on 6 years. We have bal-
anced budgets. And we have had surpluses. I would like to get back
to that again, and I think people like yourself can help us be
steered in that direction.

So be bold.

Ms. YELLEN. Thank you, Senator.

Senator MANCHIN. Be bold.

Ms. YELLEN. Thanks, I appreciate that.

Chairman JOHNSON. Senator Schumer.

Senator SCHUMER. Hi, thank you, Madame Chair, and thank ev-
erybody.
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I just want to follow up first on a question that Heidi Heitkamp
talked about. And I agree with Senator Manchin that the deficit is
a serious problem. It is less of a problem than it was a year or two
ago, and I know you acknowledge that. But it is not our greatest
problem.

Our greatest problem is that middle class incomes are declining
in America for the first time in American history, in my judgment,
in terms of our political economy. And the amazing thing is they
declined not just because of the recession but they actually declined
between 2001 and 2007. And serendipitously, if that is a word, the
person who alerted me to this tension was a professor at Harvard
Law School named Elizabeth Warren, who wrote articles about this
long before being a Senator was a gleam in her eye.

But it is our most serious problem. And if middle class incomes
continue to decline, they declined close to 10 percent between 2001
and today, this is going to be a different America. I tell this par-
ticularly to business executives I meet. I get in New York, “what
is all of this populism about?”

Well, I say you know, the American people are a generous people.
And they do not mind if the people at the top income goes up 20
percent if theirs goes up 3 or 4 percent. When theirs starts going
down, it is a different story. We have never had that in America.

So my question to you is how concerned are you about this?
What impact will it have on growth and our economic potential?
And does the Fed have tools to do this? I understand this relates
to some of my Republican colleagues’ skittishness about continuing
some policies that maintain growth, but I do think—given the seri-
ousness, at least, which I regard this problem—that the Fed has
really a dual mandate which I know you observe, which is not sim-
ply keeping inflation down and not simply monitoring the budget
deficit and its effects on our economy, but in trying to get jobs and
middle class incomes back up again.

It is so serious, and frankly no one gives it the attention that it
needs.

Ms. YELLEN. Well, Senator, I want to echo my agreement with
you that this is a very serious problem. It is not a new problem.
It is a problem that really goes back to the 1980s, in which we
have seen a huge rise in income inequality with, as you said, for
many, many years the middle and those below the middle actually
losing absolutely. And frankly, a disproportionate share of the
gains. It is not that we have not had pretty strong productivity
growth for much of this time in the country. But a disproportionate
share of those gains have gone to the top 10 percent, and even to
the top 1 percent. So this is an extremely difficult and, to my mind,
very worrisome problem.

There is a lot of research, a lot of debate about exactly what the
causes of this problem are, perhaps having to do in part with the
nature of technological change with globalization, with institutional
changes in the United States including the decline of unions. But
there are many things that are involved in this problem.

What can the Fed do? We cannot change all of those trends. The
solutions involve a multitude of things, including education, maybe
early childhood education, job training, other things.
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But what we can do is try to achieve, as we are, a robust recov-
ery so that we create jobs, we have a stronger job market. And in
a stronger job market people who are having a lot of trouble get-
ting jobs will be drawn into jobs. They will get better jobs. There
will be more training. People will move up job ladders and opportu-
nities will increase.

It is not going to put an end to the problems, these long-term
structural problems that are driving this. But it will be helpful.
An(lli I think it is the contribution the Federal Reserve can try to
make.

Senator SCHUMER. Just related to that, but in a specific, some of
my colleagues have criticized for keeping rates “artificially low.”
But is not the zero lower bound on the short-term interest rates in
some way also artificial? So let us say rates were 5 percent today
but we had high unemployment, very low inflation. Would you not
lower rates? And is not QE2 just another way to influence interest
rates when you get close to the zero mark?

So if you did not do QE, would not real interest rates be artifi-
cially high, so to speak?

Ms. YELLEN. I think that is fair, if you judge what is high or low
by the needs of the economy. People sometimes talk about a con-
cept called the equilibrium real rate, it is what is natural given the
levels of saving and investment in the economy. When there is a
lot of saving and not very much investment, which is where we are
now in a weak economy, the natural forces of the economy are
pushing interest rates down. And it is these forces that we are try-
ing to go with to—if we were to try to push rates up when the econ-
omy has that much saving and such weak investment, we would
truly harm the recovery.

And of course, having pushed rates to zero, according to many es-
timates we would ideally have negative short-term interest rates.
Of course, we cannot achieve that. And as you indicate, that is why
we are trying to push down longer term interest rates.

Senator SCHUMER. I think you will—I think you will make a
great Chair and your Brooklyn wisdom shines through.

[Laughter.]

Ms. YELLEN. Thank you, very much. I never forget my roots and
I appreciate that.

Chairman JOHNSON. Thank you, Dr. Yellen, for your excellent
testimony.

I ask the Members of this Committee to submit any written
questions for the record for Dr. Yellen by close of business tomor-
row. Dr. Yellen, please respond promptly so that the Committee
may proceed to a markup as soon as possible.

This hearing is adjourned.

[Whereupon, at 12:16 p.m., the hearing was adjourned.]

[Prepared statement, biographical sketch of nominee, and re-
sponses to written questions supplied for the record follow:]
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PREPARED STATEMENT OF JANET L. YELLEN
To BE CHAIRMAN OF THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

NOVEMBER 14, 2013

Chairman Johnson, Senator Crapo, and Members of the Committee, thank you for
this opportunity to appear before you today. It has been a privilege for me to serve
the Federal Reserve at different times and in different roles over the past 36 years,
and an honor to be nominated by the President to lead the Fed as Chair of the
Board of Governors.

I approach this task with a clear understanding that the Congress has entrusted
the Federal Reserve with great responsibilities. Its decisions affect the well-being
of every American and the strength and prosperity of our Nation. That prosperity
depends most, of course, on the productiveness and enterprise of the American peo-
ple, but the Federal Reserve plays a role too, promoting conditions that foster max-
imum employment, low and stable inflation, and a safe and sound financial system.

The past 6 years have been challenging for our Nation and difficult for many
Americans. We endured the worst financial crisis and deepest recession since the
Great Depression. The effects were severe, but they could have been far worse.
Working together, Government leaders confronted these challenges and successfully
contained the crisis. Under the wise and skillful leadership of Chairman Bernanke,
the Fed helped stabilize the financial system, arrest the steep fall in the economy,
and restart growth.

Today the economy is significantly stronger and continues to improve. The private
sector has created 7.8 million jobs since the post-crisis low for employment in 2010.
Housing, which was at the center of the crisis, seems to have turned a corner—con-
struction, home prices, and sales are up significantly. The auto industry has made
an impressive comeback, with domestic production and sales back to near their pre-
crisis levels.

We have made good progress, but we have farther to go to regain the ground lost
in the crisis and the recession. Unemployment is down from a peak of 10 percent,
but at 7.3 percent in October, it is still too high, reflecting a labor market and econ-
omy performing far short of their potential. At the same time, inflation has been
running below the Federal Reserve’s goal of 2 percent and is expected to continue
to do so for some time.

For these reasons, the Federal Reserve is using its monetary policy tools to pro-
mote a more robust recovery. A strong recovery will ultimately enable the Fed to
reduce its monetary accommodation and reliance on unconventional policy tools such
as asset purchases. I believe that supporting the recovery today is the surest path
to returning to a more normal approach to monetary policy.

In the past two decades, and especially under Chairman Bernanke, the Federal
Reserve has provided more and clearer information about its goals. Like the Chair-
man, I strongly believe that monetary policy is most effective when the public un-
derstands what the Fed is trying to do and how it plans to do it. At the request
of Chairman Bernanke, I led the effort to adopt a statement of the Federal Open
Market Committee’s (FOMC) longer-run objectives, including a 2 percent goal for in-
flation. I believe this statement has sent a clear and powerful message about the
FOMC’s commitment to its goals and has helped anchor the public’s expectations
that inflation will remain low and stable in the future. In this and many other
ways, the Federal Reserve has become a more open and transparent institution. I
have strongly supported this commitment to openness and transparency, and will
continue to do so if I am confirmed and serve as Chair.

The crisis revealed weaknesses in our financial system. I believe that financial in-
stitutions, the Federal Reserve, and our fellow regulators have made considerable
progress in addressing those weaknesses. Banks are stronger today, regulatory gaps
are being closed, and the financial system is more stable and more resilient. Safe-
guarding the United States in a global financial system requires higher standards
both here and abroad, so the Federal Reserve and other regulators have worked
with our counterparts around the globe to secure improved capital requirements and
other reforms internationally. Today, banks hold more and higher-quality capital
and liquid assets that leave them much better prepared to withstand financial tur-
moil. Large banks are now subject to annual “stress tests” designed to ensure that
they will have enough capital to continue the vital role they play in the economy,
even under highly adverse circumstances.

We have made progress in promoting a strong and stable financial system, but
here, too, important work lies ahead. I am committed to using the Fed’s supervisory
and regulatory role to reduce the threat of another financial crisis. I believe that
capital and liquidity rules and strong supervision are important tools for addressing
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the problem of financial institutions that are regarded as “too big to fail.” In writing
new rules, however, the Fed should continue to limit the regulatory burden for com-
munity banks and smaller institutions, taking into account their distinct role and
contributions. Overall, the Federal Reserve has sharpened its focus on financial sta-
bility and is taking that goal into consideration when carrying out its responsibil-
ities for monetary policy. I support these developments and pledge, if confirmed, to
continue them.

Our country has come a long way since the dark days of the financial crisis, but
we have farther to go. Likewise, I believe the Federal Reserve has made significant
progress toward its goals but has more work to do.

Thank you for the opportunity to appear before you today. I would be happy to
respond to your questions.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JANET L. YELLEN

Q.1. The Federal Reserve is currently developing the regulatory
framework for the first nonbank financial institutions designated
by the Financial Stability Oversight Council. Chairman Bernanke
and Governor Tarullo have stated that the Collins Amendment lim-
its the Fed’s ability to regulate insurance companies differently
than bank holding companies. Do you agree that the Fed is con-
strained by the Collins Amendment? If the Fed is required to apply
bank-like capital requirements to insurers, would you support bi-
partisan legislation to address that?

A.1. Section 171 of the Dodd-Frank Act, by its terms, requires the
appropriate Federal banking agencies to establish minimum risk-
based and leverage capital requirements for bank holding compa-
nies (BHCs), savings and loan holding companies (SLHCs), and
nonbank financial companies supervised by the Board (supervised
nonbank companies) on a consolidated basis. This statutory provi-
sion further provides that these minimum capital requirements
“shall not be less than” the generally applicable capital require-
ments for insured depository institutions. In addition, the min-
imum capital requirements cannot be “quantitatively lower than”
the generally applicable capital requirements for insured depository
institutions that were in effect in July 2010. Section 171 does not
contain an exception from these requirements for an insurance
company (or any other type of company) that is a BHC, SLHC, or
supervised nonbank company (Board-regulated company), or for a
Board-regulated company that has an insurance company sub-
sidiary. This requirement constrains the scope of the Board’s dis-
cretion in establishing minimum capital requirements for Board-
regulated companies.

The final capital rule approved by the Board earlier this year,!
did, however, take into consideration differences between the bank-
ing and insurance business within these constraints. The final cap-
ital rule included specific capital treatment for policy loans and
separate accounts, which are assets typically held by insurance
companies but not by banks. Additionally, the Board determined to
defer application of the final capital rule to SLHCs with significant
insurance activities (i.e., those with more than 25 percent of their
assets derived from insurance underwriting activities other than
credit insurance) and to SLHCs that are themselves State regu-
lated insurance companies.

To the extent permitted by law, the Board continues to carefully
consider how to design capital rules for Board-regulated companies
that are insurance companies or that have subsidiaries engaged in
insurance underwriting in determining how to design an appro-
priate capital framework for these companies.

Q.2. The Dodd-Frank Act created an expanded regulatory structure
in which the Fed plays a significant role. Dodd-Frank significantly
expanded the Board’s regulatory authority over banking institu-
tions, financial firms, and their subsidiaries, and new authority
over several types of other institutions, as well as to monitor finan-

18See, 11 FR 62018 (October 11, 2013).
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cial system risk. How will you balance these expanded responsibil-
ities with the Fed’s traditional mandate and political independ-
ence?

A.2. The Dodd-Frank Act instituted substantial changes to finan-
cial sector supervision and regulation. For instance, the Act estab-
lished the multiagency Financial Stability Oversight Council
(Council), of which the Chairman of the Board is a member, in
order to promote a more comprehensive approach to monitoring
and mitigating systemic risk. In addition to the Board’s role as a
member of the Council, the Dodd-Frank Act gives the Board other
new important responsibilities. These responsibilities include su-
pervising nonbank financial firms that are designated as system-
ically important by the Council, supervising thrift holding compa-
nies, and developing enhanced prudential standards—including
those for capital, liquidity, stress tests, single-counterparty credit
limits, and living will requirements—for large bank holding compa-
nies and systemically important nonbank financial firms des-
ignated by the Council. In addition, the Dodd-Frank Act expanded
the supervisory responsibilities of the Board and the other Federal
banking agencies to include consideration of the effects on financial
stability in the United States of the operations of banking organi-
zations that we each supervise.

The Board’s duty to supervise financial institutions for safety
and soundness and financial stability is complementary to the
Board’s monetary policy mandate to pursue maximum employment,
stable prices, and moderate long-term interest rates. While the
Dodd-Frank Act expanded the Board’s supervisory and financial
stability duties, the Federal Reserve’s role as a supervisor of bank-
ing organizations is longstanding and dates from the founding of
the Federal Reserve System a century ago. The Federal Reserve
has long operated in the role of a banking supervisor as an inde-
pendent agency.

The Board has made a number of internal changes to better
carry out its responsibilities. Prior to the enactment of the Dodd-
Frank Act, we had begun to reorient our supervisory structure to
strengthen supervision of the largest, most complex financial firms,
through the creation of the Large Institution Supervision Coordi-
nating Committee, a centralized, multidisciplinary body. Relative
to previous practices, this body makes greater use of horizontal, or
cross-firm, evaluations of the practices and portfolios of firms. It re-
lies more on additional and improved quantitative methods for
evaluating the performance of firms, and it employs the broad
range of skills of the Federal Reserve staff more efficiently.

In addition, we have reorganized to more effectively coordinate
and integrate policy development for and supervision of system-
ically important financial market utilities. As the Dodd-Frank Act
recognizes, supervision should take into account the overall finan-
cial stability of the United States, in addition to the safety and
soundness of each individual firm. Our revised internal organiza-
tional structure facilitates our implementation of this
macroprudential approach to oversight.

Q.3. In December of 2012, the GAO issued a report on Dodd-Frank
implementation and found deficiencies with most agencies’ cost
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benefit analyses. One concern is that agencies are not considering
the cumulative burden of the new rules. The Board does not have
an express mandate to conduct economic analysis in connection
with its rulemakings. However, economic analysis is a useful tool
for tracking the impacts of all of these new rules. Are you willing
to perform economic and regulatory analysis for new Fed rules?

A.3. I agree that economic analysis is a useful tool for evaluating
the potential impacts of rulemakings and support the Federal Re-
serve’s continued use of this tool.

The Federal Reserve takes quite seriously the importance of eval-
uating the burdens imposed by our rulemaking efforts. To become
informed about these benefits and costs, before we develop a regu-
latory proposal we often collect information directly from parties
that we expect will be affected by the rulemaking through surveys
of affected parties and meetings with interested parties and their
representatives. This helps us craft a proposal that is both effective
and minimizes regulatory burden. In the rulemaking process, we
also generally seek comment from the public on the costs and bene-
fits of our proposed approach as well as on a variety of alternative
approaches to the proposal. In adopting the final rule, we consider
a variety of alternatives and seek to adopt a regulatory alternative
that faithfully reflects the statutory provisions and the intent of
Congress while minimizing regulatory burden. We also provide an
analysis of the costs to small depository organizations of our rule-
making consistent with the Regulatory Flexibility Act and compute
the anticipated cost of paperwork consistent with the Paperwork
Reduction Act.

Q.4. With several rulemakings affecting foreign banking organiza-
tions, including under Section 165 of Dodd-Frank and the Volcker
rule, some have argued that these proposals could risk a protec-
tionist backlash from foreign Governments that could make it more
difficult and costly for U.S. banks to operate abroad. What would
you do differently to encourage and foster international coopera-
tion?

A.4. Since the financial crisis, the Federal Reserve has consistently
worked with its international counterparts to increase the stability
of the global financial system and to promote economic growth.
U.S. and global financial stability and the preservation of competi-
tive equity among U.S. and foreign banks can be best achieved by
reaching global agreements on the core financial sector reforms. In
the core reform areas, our efforts have led to a number of inter-
nationally agreed regulatory approaches, such as the Basel III cap-
ital and liquidity frameworks for global banks. In some instances,
however, it has been appropriate for countries to develop different
solutions that are tailored to their unique risks, institutional situa-
tions, and industry structures.

The Board’s foreign bank proposal under section 165 of the Dodd-
Frank Act was designed to provide a consistent platform for the su-
pervision and regulation of the U.S. operations of foreign banks
and to help ensure that the U.S. operations of foreign banks have
sufficient capital and liquidity. The proposal was responsive to the
evolution of the foreign banking sector in the United States over
the past couple decades and to lessons learned in the financial cri-
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sis. Although the impact of potential reciprocal actions in other
markets on U.S. banking firms is difficult to forecast with preci-
sion, we do not expect the impact of such potential actions on U.S.
banking firms to be significant—principally because most of the
material foreign subsidiaries of U.S. banking firms are already sub-
ject to local, bank-like risk-based capital and other prudential re-
quirements.

Q.5. In late 2011 the regulators issued a highly complex and
lengthy proposal to implement the Volcker rule. Because of the size
and complexity, it is essential that the regulators get this right.
Otherwise, there will be significant unintended consequences for
our financial system and economy. Some regulators are in favor or
reproposing the rule if it differs significantly from the initial pro-
posal. Are you in favor of reproposing the Volcker rule? How would
you distinguish hedging from proprietary trading? Would you allow
portfolio-wide hedging limit risks? How would you propose that fi-
nancial firms comply by 2014?

A.5. The Federal Reserve is committed to getting the rules imple-
menting section 619 of the Dodd-Frank Act right and has been
working for some time with the FDIC, OCC, SEC, and CFTC to de-
velop a final rule that effectively implements that section in a man-
ner faithful to the words and purpose of the statute. We are striv-
ing to consider this rule before year-end in order to provide clarity
and certainty to the affected members of the industry and to the
public more broadly about the requirements of section 619. In de-
veloping the rule, the Federal Reserve has met with numerous
members of the public about a wide variety of issues raised by the
statute and the original agency proposal and has considered more
than 18,000 comments on the proposal.

As you note, section 619 of the DFA provides an exception from
the prohibition on proprietary trading for “risk-mitigating hedging
activities in connection with and related to individual or aggre-
gated positions, contracts, or other holdings of the banking entity
that are designed to reduce the specific risks to the banking entity
in connection with and related to such positions, contracts and
other holdings.” 12 U.S.C. 1851(d)(1)(C). By its terms, the statute
permits risk-mitigating hedging of individual positions or aggre-
gated positions of the banking entity. Risk-mitigating hedging fo-
cuses on reducing risk associated with individual or aggregated po-
sitions of the banking entity as distinguished from proprietary
trading, which focuses on attempting to achieve short-term profits
or gains. The agencies are working hard to ensure this exception
is implemented as written.

By its terms, section 619 became effective on July 21, 2012. Sec-
tion 619 provides banking entities an additional 2 year period fol-
lowing the statute’s effective date to conform activities and invest-
ments to the prohibitions and restrictions of that section and any
final implementing regulation. 2 Under the statute, the Board may,
by rule or order, extend the 2-year conformance period for up to
three, 1-year periods, if in the judgment of the Board, an extension
is consistent with the purposes of section 619 and would not be det-
rimental to the public interest. The statute provides that the Board

28See, 12 U.S.C. 1851(c).
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may grant these extensions for not more than 1 year at a time. As
it considers the merits of adopting a final rule, the Board will also
consider the public interest in granting an extension of the con-
formance period.

Q.6. With a number of Fed rulemakings affecting capital in a pro-
posed or final stage, much emphasis has been placed on increasing
the quantity of capital. Is it possible that we can end up with a
higher capital ratio but lower quality of capital? If so, what would
be the implication of that scenario on financial stability? Liquidity
and capital rules work in concert but also serve overlapping ends.
How do you view the trade-offs between higher capital and liquid-
ity rules and, in that light, how do you view progress in both of
these areas to date?

A.6. Higher capital and liquidity standards work in concert to bol-
ster the stability of individual institutions and the financial sys-
tem, and the Federal Reserve has made significant progress in both
of these areas. We believe that it is important that large banking
firms have both sufficient capital to absorb losses and a sufficiently
strong liquidity risk profile to prevent creditor and counterparty
runs. The financial crisis demonstrated that preventing the insol-
vency or material financial distress of large banking firms requires
regulating both their capital adequacy and liquidity risk.

Our final Basel III capital rule strengthens the quantity and
quality of banking organizations’ capital, thus enhancing their abil-
ity to continue functioning as financial intermediaries, particularly
during stressful periods. Accordingly, the Basel III capital rule
should reduce risks to the deposit insurance fund and the chances
of taxpayer bailouts and improve the overall resilience of the U.S.
financial system. The capital requirements in the final Basel III
rule would serve as the foundation for other key initiatives de-
signed to strengthen financial stability, including the capital plan
rule, Dodd-Frank Act stress testing, and capital surcharges for sys-
temically important financial institutions. The Basel III capital re-
forms are a very important part of the global regulatory commu-
nity’s effort to improve financial stability.

Our recent Basel III liquidity coverage ratio (LCR) proposal is
also a core element in our effort to strengthen the resiliency of
large banking firms. The LCR would impose standardized min-
imum liquidity requirements on large banking firms for the first
time. The LCR would require large banking firms to hold an
amount of high-quality liquid assets that is sufficient to meet ex-
pected net cash outflows over a 30-day time horizon in a standard-
ized supervisory stress scenario.

There is more to be done on both the capital and liquidity fronts,
however. In particular, the Board intends to supplement the new
Basel III capital rules with a proposal to implement a risk-based
capital surcharge for the largest global systemically important
banking institutions, and is working with the Basel Committee to
develop a longer-term structural liquidity requirement.

Q.7. In the recent Basel III rule the Fed adhered to the standard
set by the Basel Committee for banks. With regard to the capital
standards for insurers, the Fed said that it is limited by the Collins
amendment in Dodd-Frank. In the recently proposed liquidity cov-
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erage ratio rule, the Fed went beyond the criteria set forth by the

Basel Committee. Can you explain when is it appropriate for the

Fed to adhere to the Basel Committee, Dodd-Frank or go beyond

11;?he Il"{q?quirements set by either the Basel Committee or Dodd-
rank?

A.7. The Federal Reserve is bound by the applicable statutes in all
cases; accordingly, our Basel III capital rules for bank holding com-
panies and savings and loan holding companies reflect the require-
ments of section 171 of the Dodd-Frank Act (the Collins amend-
ment) and section 939A of the Dodd-Frank Act, which prohibits ref-
erences to credit ratings in Federal regulations. Future capital
rules for such companies and nonbank SIFIs with substantial in-
surance activities will also reflect the requirements of the Collins
amendment and section 939A.

We work with our international colleagues on the Basel Com-
mittee on Banking Supervision to develop global regulatory and su-
pervisory standards for internationally active banks. However, the
baseline standards developed by the Basel Committee do not al-
ways reflect the unique legal, supervisory, and market conditions
present in the United States and do not always provide sufficient
protection for the safety and soundness of U.S. banking firms or
U.S. financial stability. Therefore, when drafting U.S. banking
rules, we analyze the provisions of the relevant Basel standards
and in cases where it is warranted, we decide to apply different re-
quirements in the United States. When analyzing whether to go be-
yond the requirements of the Basel Committee in a particular regu-
latory regime, we weigh the safety and soundness and financial
stability benefits of implementing stricter provisions against the
competitive equity and other potential adverse effects of the strict-
er provisions.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM JANET L. YELLEN

Q.1. On October 9th, the IAIS announced its plan to develop a
“risk based global insurance capital standard” by 2016. These
bank-like capital standards would be imposed on U.S. insurers that
have not been designated nonbank systemically important financial
institutions (SIFIs) under U.S. law and were not among the insur-
ance groups designated as Global Systemically Important Insurers
(G=SIIs) in July by the FSB. The IAIS stated in its announcement
that the development and testing in 2014 of new capital require-
ments for the G—SIIs will be used to inform the development of the
insurance capital standard for other internationally active insurers.
Does the Fed support this development? If not, did it voice its
concerns? If so, why are we allowing the imposition of European-
based, bank-centric capital standards on U.S. insurance companies
that (a) were not responsible for the financial crisis, and (b) have
not been designated as nonbank SIFIs under Dodd-Frank or among
the insurance groups designated as G—SIIs in July by the FSB?
A.1. The Federal Reserve participated in, and supported, the FSB’s
July decision to endorse the enhanced policy measures promulgated
by the IAIS for G-SIIs, including the plan to develop capital re-
quirements for G-SIIs. As a new member of the TAIS, we plan to
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work in a coordinated manner with the other U.S. members on cur-
rent IAIS initiatives, including development of international capital
standards for G-SIIs and other internationally active insurance
groups. The TAIS is comprised of insurance regulators, supervisors
and central banks from more than 130 countries around the world,
including the United States. The Federal Reserve recently became
a member of the IAIS. The Federal Insurance Office, the National
Association of Insurance Commissioners and the State insurance
departments are also members of the IAIS. The IAIS works in a
collaborative way to develop supervisory and regulatory standards
to address the solvency and financial stability risks inherent in
global insurance firms. Participation by the Federal Reserve and
other U.S. members in the IAIS helps us to better understand the
global insurance industry and to influence the development of glob-
al insurance supervisory and regulatory standards.

The TAIS is undertaking work to develop international capital re-
quirements for G-SIIs and other internationally active insurance
groups. The work of the IAIS is conducted principally by insurance
supervisors—supervisory agencies with substantial insurance ex-
pertise and responsibility for the supervision of insurance firms. It
is my understanding the capital requirements under development
by the IAIS will be insurance-based and will address the types of
assets held and liabilities incurred by insurance firms.

Q.2. What will the Federal Reserve’s process be for developing cap-
ital standards for insurance savings and loan holding companies
and insurance SIFIs? Will the Federal Reserve propose rules that
are specific to insurance companies, and will there be a notice and
comment period and opportunity for public input? How will the Fed
ensure that these companies have a sufficient transition period to
adjust to a new capital regime?

A.2. The Board is taking additional time to evaluate the appro-
priate capital framework for insurance nonbank SIFIs and savings
and loan holding companies (SLHCs) that are significantly engaged
in insurance activities. We have been carefully evaluating public
comments (including industry feedback) on how to design such a
capital framework. The business model and associated risk profile
of insurance companies can differ materially from those of banking
organizations, and the Board is taking these differences into ac-
count. The Board is committed to taking the necessary amount of
time to develop workable capital requirements for insurance-re-
lated firms. To the extent permitted by law, the Board continues
to carefully consider how to design capital rules for Board-regu-
lated companies that are insurance companies or that have subsidi-
aries engaged in insurance underwriting in determining how to de-
sign an appropriate capital framework for these companies.

We do not have a specific deadline for issuing a proposal, but
once we have developed a proposal, we will issue it for public notice
and comment.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN
FROM JANET L. YELLEN

Q.1. In today’s hearing you indicated that the Federal Reserve
Board was taking steps to address certain concerns about Section
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716 of the Dodd-Frank Act through rulemaking and that a final
rule could be completed as early as this year.

As a clarification of your comments, were you referring to the
Federal Reserve Board’s interim final rule issued on June 5, 2013,
regarding the treatment of uninsured U.S. branches and agencies
of foreign banks under Section 716, or were you referring to some

other regulatory effort to interpret or address concerns about Sec-
tion 716?

A.l. T was referring in my testimony to the interim final rule
issued by the Federal Reserve to address the problem created by
section 716 for U.S. branches and agencies of foreign banks. As you
know, U.S. branches and agencies of foreign banks, by statute,
have access to the Federal Reserve discount window in the same
manner as insured depository institutions. It is this treatment of
U.S. branches and agencies of foreign banks that causes them to
become subject to section 716. Consequently, the Federal Reserve
proposed to treat these branches and agencies as insured deposi-
tory institutions for all purposes under section 716. We have re-
ceived a few comments on this interim rule and, as I mentioned at
the hearing, we expect to consider final action on it by year-end.

Q.2. In today’s hearing you discussed the Financial Stability Over-
sight Council’s process for the consideration and designation of
nonbank systemically important financial institutions with Senator
Tester.

Senator Tester: If you’re confirmed, you will be partici-
pating in FSOC. And the question is about transparency
and it’s the transparency of metrics that will be used that
people need to have the ability to comment on before they
are applied. And I guess my question to you is will you be

willing to make that commitment to transparency as it ap-
plied to FSOC?

Governor Yellen: 1 will need to study this issue more close-
ly in terms of what FSOC’s procedures are, but I feel it
should be clear why a particular firm has been designated
if that occurs.

As a clarification, if you are confirmed, will you support a trans-
parent process for the consideration and designation of nonbank
systemically important financial institutions that includes the re-
lease of any determination metrics for asset managers before those
metrics are applied—as Senator Tester stated and regulators have
indicated—and not after the designation has occurred, as your an-
swer suggests.

A.2. Designation has significant implications for a company, so it
is important that the designation framework and process is careful
and deliberative. To implement this authority, the FSOC developed
a framework and criteria and sought public comments twice on the
designation framework. After publishing guidance, FSOC began the
process of assessing individual companies from a list of companies
that met the quantitative criteria set out in the guidance. The
guidance is available at: Attp:/ /www.treasury.gov / initiatives /fsoc/
documents | nonbank%20designations%20-%20final%20rule%
20and%20guidance.pdyf.



60

The OFR study on Asset Management and Financial Stability did
not propose any metrics for the FSOC to use to consider asset man-
agement firms for designation. If the FSOC develops metrics for
asset manager firms beyond the metrics in the current guidance,
if confirmed, I would support that it provide the public an oppor-
tunity to review and comment on any proposed metrics.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN
FROM JANET L. YELLEN

Q.1. As you know, Congress has mandated that the Federal Re-
serve use monetary policy to achieve maximum employment while
maintaining price stability and moderate long-term interest rates.
At its December 2012 meeting, the Federal Reserve stated that it
would continue to keep interest rates low until the unemployment
rate reached 6.5 percent. Yet a 6.5 percent unemployment rate does
not reflect maximum employment. As you testified, members of the
Federal Open Market Committee stated in response to a September
2013 survey that an unemployment rate of between 5 percent and
6 percent would more accurately represent maximum employment.

The difference between a 6.5 percent unemployment rate and an
unemployment rate between 5 percent and 6 percent is hundreds
of thousands of jobs. Do you think the Federal Reserve must lower
its unemployment rate target to fulfill its statutory mandate of
pursuing maximum employment?

A.1. In December of 2012, the FOMC established economic thresh-
olds to provide greater clarity to the public about the period over
which short-term interest rates could be expected to remain at cur-
rent exceptionally low levels. In particular, the committee indicated
that an exceptionally low range for the Federal funds rate would
remain appropriate at least as long as the unemployment rate re-
mained above 6.5 percent and projected inflation between 1 and 2
years ahead remains below 2.5 percent. It is important to note that
these economic thresholds for the Federal funds rate are not our
long-run goals for monetary policy. Rather, they are intended as
useful benchmarks for the public in understanding how the level
of the Federal funds rate may evolve over time.

Indeed, in its September economic projections, FOMC partici-
pants’ estimates of the longer-run normal rate of unemployment
had a central tendency of 5.2 percent to 5.8 percent. In essence,
this is the unemployment range that the committee believes that
the economy can achieve over the longer run.

It is also important to note that the thresholds are not triggers—
that is, once a threshold has been crossed, the committee will not
necessarily raise the Federal funds rate target immediately. In-
stead, crossing a threshold will lead the committee to consider
whether an increase in rates would be appropriate, with the FOMC
determining the appropriate stance of monetary policy based on its
assessment of the economic outlook. We will, as always, follow a
balanced approach in fostering our objectives of maximum employ-
ment and stable prices. Under that approach, as Chairman
Bernanke has said, monetary policy is likely to remain highly ac-
commodative long after one of the economic thresholds for the Fed-
eral funds rate has been crossed. For example, in their economic
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and policy projections prepared for the September FOMC meeting,
many FOMC participants anticipated that the Federal funds rate
at the end of 2016 would be at or below a level of about 2 percent,
well below the anticipated long-run level of the Federal funds rate
of about 4 percent. These FOMC participants judged that continued
highly accommodative policy over an extended period would likely
be appropriate to achieve and maintain our congressionally man-
dated objectives of maximum employment and stable prices.

Q.2. I am interested in your views on the following question, which
I asked Governor Tarullo on dJuly 11, 2013. Under 12 U.S.C.
§1818(e), Federal banking agencies may remove “institution-affili-
ated parties” from participation in the affairs of an insured deposi-
tory when they directly or indirectly violate banking laws or regu-
lations. Were officers or directors of any bank that was party to the
mortgage servicer settlements removed because they directly or in-
directly participated in the violations that led to the settlements?
If no officer or director was removed, can you explain why?

A.2. 1 fully support the use of the full range of the Federal Re-
serve’s enforcement tools, including actions to bar insiders of bank-
ing organizations from the banking business, where appropriate.
The statutory requirements to bring a removal or prohibition action
are rigorous. Under 12 U.S.C. §1818(e), the Board must initially
find that the insider engaged in a violation of law, unsafe or un-
sound practice, or a breach of fiduciary duty that resulted in a ben-
efit to the insider, a loss to the institution, or prejudice to the
bank’s depositors. In addition, the Board must determine that the
conduct involved personal dishonesty or willful or continuing dis-
regard for the safety and soundness of the institution. This stand-
ard does not permit an action against an insider whose conduct
only involved poor, or even negligent, business decisions that re-
sulted in losses to an institution. There must be additional evi-
dence showing heightened culpability, such as personal dishonesty
or reckless or willful disregard for safety and soundness.

Applying these standards, the Federal Reserve has not, to date,
taken any actions removing or prohibiting insiders of the mortgage
servicing organizations that were subject to the 2011 and 2012
mortgage servicing enforcement actions for their conduct in connec-
tion with servicing or foreclosure activities. We are, however, con-
tinuing to investigate whether such removal or prohibition actions
are appropriate.

In the past 5 years, the Federal Reserve has issued 68 prohibi-
tion orders, including several orders that also assessed a civil
money penalty. Also in the past 5 years, the Federal Reserve has
notified more than 200 individuals that they are banned by statute
from banking under section 19 of the Federal Deposit Insurance
Act (12 U.S.C. §1829). Section 19 prohibits a person convicted of a
criminal offense involving dishonesty or a breach of trust from di-
rectly or indirectly owning, controlling, or participating in the af-
fairs of any insured depository institution, or a bank or savings and
loan holding company without the consent of the FDIC in the case
of an insured depository institution, or of the Federal Reserve in
the case of a holding company. The Federal Reserve has worked
with the Department of Justice as it determines whether to bring
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criminal actions against individuals, including in connection with
mortgage servicing and foreclosure activities.

Q.3. You testified that the Federal Reserve’s supervisory respon-
sibilities should be just as important as its monetary policy respon-
sibilities. If that is to be the case, the Federal Reserve needs to
dedicate enough staff to supervision—particularly for the largest,
most complex financial institutions. Otherwise, significant prob-
lems will likely remain undetected until it is too late.

According to the Federal Reserve System’s 2013 Budget, there
are 412 staff budgeted for Bank Supervision and Regulation at the
Board of Governors, and another 3,904 staff budgeted for Super-
vision and Regulation at the Federal Reserve Banks. How many of
these staff are assigned full-time to supervision of the six largest
bank holding companies (JPMorgan Chase & Co., Bank of America
Corporation, Citigroup, Inc., Wells Fargo & Company, The Gold-
man Sachs Group, and Morgan Stanley), which collectively hold far
more than half of the total banking assets in the country? Given
that a bank holding company like Citigroup dedicates several thou-
sand of its employees to risk management and internal auditing,
do you think the Federal Reserve needs to significantly increase
the number of staff dedicated to supervising the largest financial
institutions in order to carry out its supervisory responsibilities?

A.3. As a result of lessons learned from the financial crisis, the
Federal Reserve has taken a number of steps to strengthen its on-
going supervision of the largest, most complex banking firms. Most
importantly, we established the Large Institution Supervision Co-
ordinating Committee (LISCC) to ensure that oversight and super-
vision of the largest firms incorporates a broader range of internal
perspectives and expertise; involves regular, simultaneous, hori-
zontal (cross-firm) supervisory exercises; and is overseen through a
centralized process to facilitate consistent supervision and the reso-
lution of issues that may be present at more than one firm.

The LISCC is chaired by the Director of the Board’s Division of
Banking Supervision and Regulation and includes senior bank su-
pervisors from the Board and relevant Reserve Banks as well as
senior Federal Reserve staff from the financial stability, research
and legal divisions, as well as from each of the other divisions at
the Board and from the Markets and payment systems groups at
the Federal Reserve Bank of New York. The LISCC provides stra-
tegic and policy direction for supervisory activities at the largest
bank holding companies (BHCs) across the Federal Reserve System
and, to date, has developed and administered important new super-
visory exercises focused on the largest firms, most notably includ-
ing the Federal Reserve’s annual supervisory stress tests and the
related annual reviews of capital adequacy and internal capital
planning practices at the Nation’s largest BHCs.

At the largest BHCs, the Federal Reserve has on-site teams in
place full time. At the six firms mentioned in your question, there
are approximately 215 Federal Reserve staff members on the on-
site teams. The work of these teams, however, is just one piece of
the supervision program for these firms. The work of the on-site
teams is supported and complemented by System-wide teams of
specialists, including those focused on credit, market and oper-
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ational risk management, compliance, capital adequacy and capital
planning assessments, liquidity and funding, and stress testing
practices. All of these System-wide teams participate in the super-
vision of the firms in the LISCC portfolio.

In addition to the on-site teams, we have approximately 200 ex-
perts from across the Federal Reserve involved in the annual com-
prehensive capital analysis and review (CCAR) that focus on as-
sessments of the risk measurement, stress testing and internal cap-
ital planning practices supporting the 8 largest firms’ capital plan-
ning processes. Also, there are approximately 100 economists, su-
pervisors, and other specialists that carry out the annual super-
visory stress testing, which is applied to the 30 largest domestic
BHCs, including those mentioned in your question. Furthermore,
the Office of the Comptroller of the Currency also has supervisory
staff that supervise large national banks, including Wells Fargo,
JPMorgan Chase, Citigroup, Inc., and Bank of America Corpora-
tion. We coordinate with the OCC in supervisory planning and the
execution of supervisory activities of these firms.

We are still adding more personnel that will be devoted to super-
vision of systemically important firms. Staffing needs are being
driven by further focus on and enhancements to the supervision
program for the largest U.S. banking firms, FSOC-designated
nonbank SIFIs, and the U.S. operations of large foreign banking or-
ganizations.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM JANET L. YELLEN

Q.1. The GAO reports that “Although the Dodd-Frank Act requires
the Federal Reserve Board to promulgate regulations that establish
policies and procedures governing any future lending under section
13(3) authority, Federal Reserve Board officials told us that they
have not yet drafted these policies and procedures and have not set
timeframes for doing so.” At the hearing, I asked you to submit for
the record the Federal Reserve’s detailed plans for how the it will
implement the Dodd-Frank requirements to limit the Federal Re-
serve’s bailout including a time line for drafting and implementing
these rules along with how the Fed proposes to implement these
rules. Please submit those details here for the record.

A.1. The Dodd-Frank Act made several major changes to the statu-
tory text of section 13(3). The Federal Reserve believes that the
provisions enacted in the Dodd-Frank Act governing its emergency
lending authority have governed the use of that authority since en-
actment of that act. The Federal Reserve has undertaken substan-
tial work both internally and with other agencies on the policies
and procedures intended to implement the Dodd-Frank Act amend-
ments to section 13(3). The Board expects to issue a proposal for
public comment on the section 13(3) policies and procedures short-
ly.

Q.2. I have heard from many, including Senator Collins and a
number of lawyers, that the minimum capital requirements of Sec-
tion 171 of Dodd-Frank, commonly referred to as the Collins
amendment, that the Federal Reserve Board of Governors has suf-
ficient flexibility as to how it will apply the minimum capital



64

standards to nonbank financial companies primarily engaged in the
insurance business that are designated as SIFIs by FSOC. It seems
that the Federal Reserve lawyers are the only ones who believe the
Fed needs additional legislation passed to give them flexibility in
how to apply this capital requirement to insurance companies. Are
you aware of the issue?

e Do you believe that insurance companies should have bank-
like capital standards or is that a different industry, holding
different assets and needing a different set of requirements?

e Some attorneys of insurance companies have argued that the
Board could determine the application of bank-centric capital
requirements under the Collins amendment would be duplica-
tive of the Risk-Based Capital framework and that the Board
could take appropriate action to avoid that duplication. Or,
since section 171 does not provide proscriptive capital stand-
ards the Board has the ability to tailor standards for insurance
companies differently. Have you looked at that issue and do
you think that argument has merit?

e Has the Federal Reserve fully taken into consideration the
clear congressional intent embodied in Section 165 of the Dodd-
Frank Act that requires the Board to “tailor” prudential rules,
including capital requirements, that are applied to nonbank
SIFIs? Why exactly do you believe the Collins Amendment
overrides the clear statutory language in Section 165?

e In addition to the clear directive to the Board in Section 165
to “tailor” the rules for insurer nonbank SIFIs, Section 616 of
Dodd-Frank includes a general directive that gives the Board
sufficient discretion to ensure that capital standards for insur-
ers—both nonbank SIFI and thrift insurers—are appropriately
aligned with insurance risk, rather than bank risk. It is clear
that Congress did not intend for bank-centric capital rules to
be applied to insurers. And no one seems to be arguing that
a bank capital regime is appropriate for insurers. So what is
the Board’s plan for addressing this issue? Will you issue a
proposed rule specifically for insurance capital requirements,
and if so, when?

A.2. Section 171 of the Dodd-Frank Act, by its terms, requires the
appropriate Federal banking agencies to establish minimum risk-
based and leverage capital requirements for bank holding compa-
nies (BHCs), savings and loan holding companies (SLHCs), and
nonbank financial companies supervised by the Board (supervised
nonbank companies) on a consolidated basis. This statutory provi-
sion further provides that these minimum capital requirements
“shall not be less than” the generally applicable capital require-
ments for insured depository institutions. In addition, the min-
imum capital requirements cannot be “quantitatively lower than”
the generally applicable capital requirements for insured depository
institutions that were in effect in July 2010. Section 171 does not
contain an exception from these requirements for an insurance
company (or any other type of company) that is a BHC, SLHC, or
supervised nonbank company (Board-regulated company), or for a
Board-regulated company that has an insurance company sub-
sidiary. This requirement constrains the scope of the Board’s dis-
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cretion in establishing minimum capital requirements for Board-
regulated companies.

The final capital rule approved by the Board earlier this year,!
did, however, take into consideration differences between the bank-
ing and insurance business within these constraints. The final cap-
ital rule included specific capital treatment for policy loans and
separate accounts, which are assets typically held by insurance
companies but not by banks. Additionally, the Board determined to
defer application of the final capital rule to SLHCs with significant
insurance activities (i.e., those with more than 25 percent of their
assets derived from insurance underwriting activities other than
credit insurance) and to SLHCs that are themselves State regu-
lated insurance companies.

To the extent permitted by law, the Board continues to carefully
consider how to design capital rules for Board-regulated companies
that are insurance companies or that have subsidiaries engaged in
insurance underwriting in determining how to design an appro-
priate capital framework for these companies.

Q.3. On Tuesday, Andrew Huszar published a piece in the Wall
Street Journal entitled “Confessions of a Quantitative Easer”. It is
a significant piece because of the job that Mr. Huszar used to hold.
In 2009-10, he managed the Federal Reserve’s $1.25 trillion agency
mortgage-backed security purchase program. As the person respon-
sible for executing the Fed’s experimental and risky monetary pol-
icy known as “quantitative easing” he had a simple message, “I'm
sorry, America.” And, that the Fed “has allowed QE to become Wall
Street’s new ‘too big to fail’ policy.”

Mr. Huszar described the primary goal in rolling the dice with
QE was to “to drive down the cost of credit so that more Americans
hurting from the tanking economy could use it to weather the
downturn.” And he laments that when the trading for the first
round of QE ended on March 31, 2010, “[t]he final results con-
firmed that, while there had been only trivial relief for Main
Street, the U.S. central bank’s bond purchases had been an abso-
lute coup for Wall Street. The banks hadn’t just benefited from the
lower cost of making loans. They’d also enjoyed huge capital gains
on the rising values of their securities holdings and fat commis-
sions from brokering most of the Fed’s QE transactions. Wall
Street had experienced its most profitable year ever in 2009, and
2010 was starting off in much the same way.” However, more than
3V years later the Fed continues to purchase about $85 billion in
bonds each month and delaying any reduction in its purchases. Do
you disagree with Mr. Hauser’s assertion that QE is Wall Street’s
new “Too Big to Fail” policy, if so, why?

A.3. The FOMC’s asset purchases are aimed at promoting the Fed-
eral Reserve’s statutory objectives of maximum employment and
stable prices. By putting downward pressure on longer-term inter-
est rates and helping to make financial conditions more accom-
modative, the Federal Reserve’s asset purchases have supported a
stronger economic recovery, improved labor market conditions, and
helped keep inflation closer to its 2 percent objective. In particular,
lower interest rates have allowed many homeowners to refinance

18See, 11 FR 62018 (October 11, 2013).
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their mortgages at lower rates and thus supported growth in con-
sumer spending. Lower mortgage rates also have helped to
strengthen home sales and housing construction. In addition, lower
interest rates have boosted auto sales. Through these channels, our
asset purchases have helped strengthen growth and employment.
Moreover, the Federal Reserve’s asset purchases have helped to
guard against disinflationary pressures that could otherwise have
exacerbated the debt burdens faced by some households and busi-
nesses. In all of these ways, our asset purchases have benefited
American families and Main Street businesses.

It is important to emphasize our asset purchases have been con-
ducted in the open market and have followed a competitive process.
The changes in overall financial conditions spurred by our asset
purchases have not been directed toward benefiting any particular
institution or class of institutions. Rather, by strengthening the
economic recovery, fostering improved labor market conditions, and
maintaining stable inflation and inflation expectations, the Federal
Reserve’s asset purchase programs have benefited all Americans.

Q.4. At Jackson Hole speech Chairman Bernanke talked about the
tradeoffs associated with this experimental monetary policy—
namely higher liquidity premiums on Treasury securities, lack of
confidence in the Fed’s ability to exit smoothly from its extremely
accommodative policies, and risk to financial stability by driving
longer-term yields lower incentivizing risky behavior in the mar-
kets. It seems to me that Mr. Huszer and Mohammed El Erian at
the PIMCO investment firm are right when they point out—“that
the Fed may have created and spent over $4 trillion for a total re-
turn as little as 0.25 percent of GDP, that QE really isn’t working.”
As someone who is viewed as very dovish, in favor of continuing
or being more aggressive with these accommodative monetary poli-
cies, why haven’t we reached the tipping point where the costs and
risks associated with this experiment outweigh the benefits?

A.4. A growing body of research by economists at central banks
and academic institutions has found that asset purchases by cen-
tral banks help to lower longer-term interest rates and ease finan-
cial conditions. These developments, in turn, help to foster a
stronger economic recovery, improved labor market conditions, and
stable inflation and inflation expectations. While monetary policy is
not a panacea for all of the Nation’s economic difficulties, our eco-
nomic situation would almost certainly be far worse had the Fed-
eral Reserve not acted aggressively to address the severe economic
shock stemming from the financial crisis and the continuing
headwinds that have slowed the economic recovery. The historical
precedents of the United States in the 1930s and Japan since the
1990s provide sobering examples of the potential costs when cen-
tral banks fail to adequately address severe economic and financial
shocks.

While a strong majority of the FOMC judges that asset pur-
chases have been effective in fostering its macroeconomic objec-
tives, the committee is aware of the potential costs and risks asso-
ciated with asset purchases. As noted in the minutes of recent
FOMC meetings, policy makers have noted various potential risks
of asset purchases, including possible challenges in removing policy
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accommodation at the appropriate time and the possibility of en-
couraging imprudent risk-taking in the financial sector. Regarding
challenges associated with exit, the Federal Reserve has developed,
and is continuing to refine, a range of tools that will allow the Fed-
eral Reserve to remove policy accommodation at the appropriate
time. Regarding excessive risk-taking in financial markets, there
are few signs to date of the types of financial imbalances and exces-
sive reliance on leverage that were evident in the runup to the fi-
nancial crisis. That said, the Federal Reserve is monitoring finan-
cial markets very carefully for signs of excessive risk-taking and is
prepared to take supervisory and other policy actions as appro-
priate to address developments that could pose a threat to financial
stability.

On balance, the FOMC has judged that the economic benefits of
continued asset purchases outweigh the potential costs. However,
asset purchases are not on a preset course and the pace of asset
purchase will remain contingent on the economic outlook and the
FOMC’s ongoing assessment of their likely efficacy and costs.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR JOHANNS
FROM JANET L. YELLEN

Q.1. How active is the Federal Reserve with the Financial Stability
Board (FSB) on insurance issues? How does the Fed coordinate its
insurance-related work within the FSB with Treasury and State
regulators?

A.1. As a member of the FSB, the Federal Reserve participates ac-
tively in discussions and decisions with respect to insurance-related
issues. The Federal Reserve recently joined the International Asso-
ciation of Insurance Supervisors (IAIS), the international standard
setting body for insurance. The Federal Reserve is working with
the other U.S. members of the IAIS to provide a coordinated U.S.
perspective in the development of standards by the IAIS.

The FSB was established to coordinate at the international level
the work of national financial authorities and international stand-
ard setting bodies and to develop and promote the implementation
of effective regulatory, supervisory and other financial sector poli-
cies to promote financial stability. The U.S. Treasury, the Federal
Reserve, and the SEC are the U.S. members of the FSB. Governor
Daniel Tarullo serves as the Federal Reserve’s representative to
the FSB Plenary and is the chairman of the FSB’s standing com-
mittee on Supervisory and Regulatory Cooperation (SRC).

As the international standard-setting body for insurance, the
IAIS reports to the FSB through the SRC with respect to super-
visory and regulatory matters. The IAIS includes insurance regu-
lators, supervisors, and central banks from around the world, in-
cluding the United States. The U.S. members of the IAIS include
the Federal Insurance Office, the Federal Reserve, the National As-
sociation of Insurance Commissioners, and the State insurance de-
partments.

Q.2. The bank-centric Basel 3 framework was developed by bank-
ing regulators for banks, not for insurers. Do you think it is appro-
priate for insurers to be subject to bank-centric Basel 3 capital
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rules that were never intended for them, or does it make more
sense to have an insurance-based framework for insurers?

A.2. The Board’s final revised capital framework for bank holding
companies and savings and loan holding companies from summer
2013 does not apply to savings and loan holding companies that are
engaged substantially in insurance activities. The Board decided to
take more time to develop appropriate capital requirements for in-
surance holding companies, including insurance nonbank SIFIs. We
want to get this right—it is important that we have strong con-
sistent capital requirements for all depository institution holding
companies and that we have a treatment for insurance risks that
is economically sensible.

Q.3. Will you work with Congress to ensure that an insurance-
based framework is applied to the insurance companies under Fed
supervision? If you are confirmed, will you revisit the Fed’s inter-
pretation of the statute to determine if the Fed has the authority,
as many in the Senate believe that it does, to avoid the negative
impact of bank rules applied to insurance companies, and instead
apply a more appropriate insurance framework? Do you support bi-
partisan legislation that my colleague Senator Brown and I drafted
that clarifies that the Fed does have the flexibility to distinguish
capital standards between banks and insurance companies?

A.3. The Board recognizes that insurance companies that are sav-
ings and loan holding companies (SLHCs) or are designated by the
Council as nonbank financial companies may present different
business models and risks than bank holding companies. Section
171 of the Dodd-Frank Act, by its terms, requires the appropriate
Federal banking agencies to establish minimum risk-based and le-
verage capital requirements for bank holding companies (BHCs),
savings and loan holding companies, and nonbank financial compa-
nies supervised by the Board on a consolidated basis. This statu-
tory provision further provides that these minimum capital require-
ments “shall not be less than” the generally applicable capital re-
quirements for insured depository institutions. In addition, the
minimum—capital requirements cannot be “quantitatively lower
than” the generally applicable capital requirements for insured de-
pository institutions that were in effect in July 2010. Section 171
does not contain an exception from these requirements for an in-
surance company (or any other type of company) that is a BHC,
SLHC, or supervised nonbank financial company (Board-regulated
company), or for a Board-regulated company that has an insurance
company subsidiary. This requirement therefore constrains the
scope of the Board’s discretion in establishing minimum capital re-
quirements for Board-regulated companies.

The final capital rule approved by the Board earlier this year!?
took into consideration differences between the banking and insur-
ance business within these constraints. The final capital rule in-
cluded specific capital treatment for policy loans and separate ac-
counts, which are assets typically held by insurance companies but
not by banks. Additionally, the Board determined to defer applica-
tion of the final capital rule to SLHCs with significant insurance

18See, 11 FR 62018 (October 11, 2013).
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activities (i.e., those with more than 25 percent of their assets de-
rived from insurance underwriting activities other than credit in-
surance) and to SLHCs that are themselves State regulated insur-
ance companies.

To the extent permitted by law, the Board continues to carefully
consider how to design capital rules for Board-regulated companies
that are insurance companies or that have subsidiaries engaged in
insurance underwriting in determining how to design an appro-
priate capital framework for these companies. The Board remains
willing to work with Congress on this important matter.

Q.4. The Federal Reserve has oversight for nonbank financial insti-
tutions that are designated as systemically important by the Finan-
cial Stability Oversight Council (FSOC). How will you ensure that
the Fed does not apply a one-size-fits-all approach to regulating
these entities? Is the Fed limited in its ability to tailor require-
mentli?by the Collins Amendment or any other provision of Dodd-
Frank?

A.4. The Dodd-Frank Act directs the Board to apply prudential
standards to nonbank financial companies that have been des-
ignated by the FSOC for supervision by the Board that are more
stringent than the standards applied to banking organizations that
do not pose such significant risks to financial stability. The pruden-
tial standards must include enhanced risk-based capital, leverage,
liquidity, stress test, resolution planning, and risk management re-
quirements as well as single-counterparty credit limits, and a debt-
to-equity limit for companies that pose a grave threat to the finan-
cial stability of the United States.

In establishing enhanced prudential standards for BHCs and
nonbank financial companies under section 165 of the Dodd-Frank
Act, section 165(a)(2) provides that the Board may tailor applica-
tion of the standards imposed under that section on an individual
basis or by category. The Board intends, in prescribing prudential
standards for a particular nonbank financial company under sec-
tion 165, to thoroughly assess the business model, capital struc-
ture, and risk profile of the designated company to determine how
the proposed enhanced prudential standards should apply, and if
appropriate, would tailor application of the standards by order or
regulation to that nonbank financial company or a category of
nonbank financial companies.

The Board recognizes that insurance companies that are SLHCs
or are designated by the Council as nonbank financial companies
may present different business models and risks than bank holding
companies. The final capital rule the Board issued this summer im-
plementing the Basel III capital standards included specific capital
treatment for policy loans and separate accounts held by insurance
companies, which are assets not held by banks. Additionally, the
Board determined to defer application of the final capital rule to
SLHCs with significant insurance activities (i.e., those with more
than 25 percent of their assets derived from insurance under-
writing activities other than credit insurance) and to SLHCs that
are themselves State regulated insurance companies.

To the extent permitted by law, the Board continues to carefully
consider how to design capital rules for Board-regulated companies
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that are insurance companies or that have subsidiaries engaged in
insurance underwriting in determining how to design an appro-
priate capital framework for these companies.

Q.5. The U.S. Department of the Treasury’s Office of Financial Re-
search (OFR) recently delivered a report to the FSOC on ways that
activities in the asset management industry may create, amplify,
or transmit systemic risk. While the OFR report stops short of call-
ing for SIFI designations for asset managers, it does lay out poten-
tial factors that could be used to determine if an asset manager
poses systemic risk. Many have commented publicly that the proc-
ess for the OFR study and FSOC’s review of asset managers is
flawed and lacks transparency.

As a voting member of FSOC, if the FSOC undertakes to des-
ignate asset managers as systemically important, would you sup-
port the metrics for designation being put out for public comment?

If the FSOC ultimately designates asset managers as system-
ically important, do you agree that asset managers should be regu-
lated differently than bank holding companies and that a one-size-
fits-all approach is not appropriate?

A.5. The study on Asset Management and Financial Stability was
written by the OFR in response to a request by the FSOC to iden-
tify data gaps and provide analysis to better inform the FSOC’s
analysis of how to consider asset management firms for enhanced
prudential standards and supervision under Section 113 of the
Dodd-Frank Act. The study is not an FSOC publication. The OFR
study did not propose any metrics for the FSOC to use to consider
asset management firms for designation. If the FSOC develops
metrics for asset manager firms beyond the metrics in the current
guidance (available at: http://www.treasury.gov /initiatives/fsoc/
documents [ nonbank%20designations%20-%20final %20rule%
20and%20guidance.pdf), if confirmed, I would support that it pro-
vide the public an opportunity to review and comment on any pro-
posed metrics.

Section 165 of the Dodd-Frank Act requires the Federal Reserve
to establish enhanced prudential standards both for bank holding
companies with total consolidated assets of $50 billion of more and
for nonbank financial companies designated by the Council. In the
Federal Reserve’s proposed rule, we may tailor the application of
the enhanced standards to different companies on an individual
basis or by category, taking into consideration each company’s cap-
ital structure, riskiness, complexity, financial activities, size, and
any other risk-related factors that the Federal Reserve deems are
appropriate. This commitment to tailoring is reflected in the re-
cently finalized capital rules in which the Federal Reserve excluded
savings and loan holding companies that are predominantly en-
gaged in insurance activities in order to allow for the development
of more appropriate capital standards. Still, our ability to tailor the
enhanced standards may be limited by the Collins Amendment and
other provisions of the Dodd-Frank Act.

Q.6. As chairman of the Fed, what specifically will you do to in-
crease the transparency of the Fed with regard to insurance regu-
lators and the insurance industry? How will you consult with State
insurance regulators before taking a position on insurance regu-
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latory matters and will that position be consistent with the advice
you receive from State insurance regulators?

A.6. The Federal Reserve has a long history of cooperation, con-
sultation, and engagement with Federal and State regulators, key
stakeholders, and other interested parties.

To raise transparency with respect to the development of our su-
pervisory programs and regulations for the insurers under Federal
Reserve supervision, Federal Reserve staff regularly meets with
the Federal Insurance Office, insurance industry groups and com-
pany representatives, the National Association of Insurance Com-
missioners, State insurance regulators, and others regarding issues
related to insurance capital requirements, supervision, risk man-
agement, and other insurance matters.

The Federal Reserve considers and assesses the views of industry
groups and State regulators and has made adjustments in our ap-
proach to supervising and regulating insurers to reflect such input.
The Federal Reserve recognizes the differences between banking
and insurance, and is committed to tailoring its supervisory and
regulatory regime for insurance holding companies to reflect the
unique business lines and risks of insurance—to the extent per-
mitted by law. We will continue to engage the industry and State
regulators to further expand the Board’s expertise and gain addi-
tional perspectives regarding the regulation and supervision of in-
surance companies, with the goal of continuing to promote a finan-
cially safe and sound financial system.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR KIRK
FROM JANET L. YELLEN

Capital Rules for Insurance Companies

Q.1. While many of us believe that the Dodd-Frank Act already
gives the Federal Reserve the authority to distinguish between in-
surance companies and banks when promulgating capital stand-
ards under the Collins Amendment, the Federal Reserve has made
statements publicly that it does not believe it has the statutory au-
thority to do so. Therefore, a number of Senators on this Com-
mittee introduced legislation, S.1369 to codify and clarify that the
Federal Reserve can and should make distinctions between insur-
ance companies and banks when setting capital standards. Is it
your interpretation that this authority currently exists?

A.1. Section 171 of the Dodd-Frank Act, by its terms, requires the
appropriate Federal banking agencies to establish minimum risk-
based and leverage capital requirements for bank holding compa-
nies (BHCs), savings and loan holding companies (SLHCs), and
nonbank financial companies supervised by the Board (supervised
nonbank companies) on a consolidated basis. This statutory provi-
sion further provides that these minimum capital requirements
“shall not be less than” the generally applicable capital require-
ments for insured depository institutions. In addition, the min-
imum capital requirements cannot be “quantitatively lower than”
the generally applicable capital requirements for insured depository
institutions that were in effect in July 2010. Section 171 does not
contain an exception from these requirements for an insurance
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company (or any other type of company) that is a BHC, SLHC, or
supervised nonbank company (Board-regulated company), or for a
Board-regulated company that has an insurance company sub-
sidiary. This requirement therefore constrains the scope of the
Board’s discretion in establishing minimum capital requirements
for Board-regulated companies.

The final capital rule approved by the Board earlier this year,!
did, however, take into consideration differences between the bank-
ing and insurance business within these constraints. The final cap-
ital rule included specific capital treatment for policy loans and
separate accounts, which are assets typically held by insurance
companies but not by banks. Additionally, the Board determined to
defer application of the final capital rule to SLHCs with significant
insurance activities (i.e., those with more than 25 percent of their
assets derived from insurance underwriting activities other than
credit insurance) and to SLHCs that are themselves State regu-
lated insurance companies.

The Board continues to carefully consider how to design capital
rules for Board-regulated companies that are insurance companies
or that have subsidiaries engaged in insurance underwriting in de-
termining how to design an appropriate capital framework for
these companies.

Q.2. This ability for distinction should also transfer to the Fed’s
ability to distinguish between insurance companies and banks for
purposes of accounting practices. I have at least two insurance
companies in my State that are supervised by the Fed as savings
and loan holding companies. These companies are not publicly
traded and do not prepare financial statements in accordance with
GAAP—but rather, in accordance with GAAP-based insurance ac-
counting known as Statutory Accounting Principles (SAP). Every
person I consult tells me that SAP is the most effective and pru-
dential way to supervise the finances of an insurance company. It
is my understanding that the Federal Reserve may want to force
these insurance companies that have used SAP reporting for many
decades to spend hundreds of millions of dollars preparing GAAP
statements—primarily because the Fed is comfortable with GAAP
and understands it since it’s what banks use. Is this is true? If it
is true, is it simply because the Fed is so accustomed to bank regu-
lation and not insurance regulation that it simply wants to make
things easier for itself? Do you agree with this one-size-fits-all ap-
proach to regulation? Can you provide a cost benefit analysis to
this as it seems to not add any additional supervisory value and
only adds astronomic costs to these companies?

A.2. The Federal Reserve is still considering regulatory capital and
financial reporting requirements for companies with significant in-
surance activities in light of the Collins amendment requirement
that we institute consolidated capital requirements for all bank
holding companies (BHCs), savings and loan holding companies
(SLHCs), and nonbank SIFIs. SLHCs with significant insurance ac-
tivities are not covered by the new regulatory capital rules pub-
lished this summer.

18See, 11 FR 62018 (October 11, 2013).
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Our willingness to take more time to develop a capital rule for
insurance holding companies is an acknowledgement that the busi-
ness model and associated risk profile of insurance companies can
differ materially from those of banking organizations and that fur-
ther evaluation of the appropriate capital framework for these enti-
ties is warranted.

Because the calculation of insured depository institution capital
requirements begins with consolidated GAAP measurements, and
because statutory accounting has a legal entity rather than a con-
solidated basis, the Collins amendment is an impediment to use of
statutory accounting as the basis for consolidated capital require-
ments for BHCs, SLHCs, and nonbank SIFIs with insurance oper-
ations.

Q.3. Each Chairman of the Federal Reserve can appoint other Gov-
ernors to specific posts and issues—such as representation to the
Financial Stability Oversight Council, representing the Federal Re-
serve to the Financial Stability Board (FSB), etc. Do you have a
written list of any changes in Fed governors you will make to these
posts that you can provide in writing?

A.3. No, I do not have a list at this point. If confirmed as Chair-
man, I look forward to working with my fellow governors to fulfill
the important responsibilities of the Federal Reserve.

FSOC

Q.4. FSOC has been in existence for more than 3 years. Since that
time, three companies have been deemed systemically significant
and a second round of companies appear to be under consideration.
There have been a number of calls, supported by a 2012 GAO re-
port, on the FSOC to provide greater transparency about the proc-
ess used for designation and the criteria followed. Can you provide
greater details on why more transparency has not been achieved?

A.4. Although I have not participated in the Financial Stability
Oversight Council (Council) matters, I understand it is firmly com-
mitted to promoting transparency and accountability in connection
with its activities. In November 2012, the Council and the Office
of Financial Research jointly provided a response to Congress and
the GAO with a description of the actions planned and taken in re-
sponse to each of the recommendations in the report. The report
made a number of recommendations on ways in which the Council
could further enhance its transparency, including improving the
Council’s Web site.

Subsequently, the Council’s Web site was reintroduced, in De-
cember 2012, to improve transparency and usability, to improve ac-
cess to Council documents, and to allow users to receive email up-
dates when new content is added. The Council is firmly committed
to holding open meetings and closes its meetings only when nec-
essary. However, the Council must continue to find the appropriate
balance between its responsibility to be transparent and its central
mission to monitor emerging threats to the financial system. Coun-
cil members frequently discuss supervisory and other market-sen-
sitive data during Council meetings, including information about
individual firms, transactions, and markets that require confiden-
tiality. In many instances, regulators or firms themselves provide
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nonpublic information that is discussed by the Council. Continued
protection of this information, even after a period of time, is often
necessary to prevent destabilizing market speculation or other ad-
verse consequences that could occur if that information were to be
disclosed.

Congress authorized the FSOC to designate nonbank financial
companies whose material financial distress could threaten U.S. fi-
nancial stability. Congress provided the FSOC with a list of 10 fac-
tors for consideration but left it to FSOC to determine how these
factors, such as interconnectedness, size, leverage, and activities,
should be considered in determining whether a company posed a
threat to financial stability.

Designation has significant implications for a company, so it is
important that the designation framework and process is careful
and deliberative. To implement this authority, FSOC developed a
framework and criteria and sought public comments twice on the
framework. After publishing guidance, FSOC began the process of
assessing individual companies from a list of companies that met
the quantitative criteria set out in the guidance. The guidance is
available at: http:/ /www.treasury.gov /initiatives/fsoc/documents/
nonbank%20designations%20-%20final%?0rule%
20and%20guidance.pdyf.

As described in the guidance, FSOC screens companies through
a three-stage process which provides a company with more due
process than set forth in the enabling provisions of Dodd-Frank.
This authority is focused on individual companies, not categories of
activities or industries. Because being considered for designation is
an important event for a firm, and the process may involve evalua-
tion of proprietary information, there may be some costs to pro-
viding too much information to the public.

Q.5. The methodology and blanket statements made in the OFR
Study on Asset Management and Financial Stability have been
highly criticized as making broad assumptions, blanket statements,
and for a misuse/misstatement and misunderstanding of data to
analyze the industry. Can you speak to the reports’ accuracies and/
or if there are errors how best to address these since these reports
are presumably part of the basis for designation?

A.5. The study on Asset Management and Financial Stability was
written by the OFR in response to a request by the FSOC to iden-
tify data gaps and provide analysis to better inform the FSOC’s
analysis of how to consider asset management firms for enhanced
prudential standards and supervision under Section 113 of the
Dodd-Frank Act. The study is not an FSOC publication. In addi-
tion, because the designation authority is focused on individual
companies rather than industries, it will be only one of many in-
puts used by the FSOC in its analysis.

Q.6. In terms of Asset Management companies, the Council has
previously stated that in any additional metrics are developed “it
intends to provide the public with an opportunity to review and
comment on any such metrics and thresholds.” Why was it the SEC
then and not the FSOC that released these for public comment?
Can you speak to other reports/studies that the OFR may do and
if there will be some kind of open/regular process that will be fol-
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lowed for the public to review and comment? In terms of the OFR’s
Study on Asset Management and Financial Stability, do you know
how many comments were received and the general nature/issues
raised in these comments?

A.6. The study on Asset Management and Financial Stability was
written by the OFR in response to a request by the FSOC to pro-
vide data and analysis to better inform the FSOC’s analysis of how
to consider asset management firms for enhanced prudential stand-
ards and supervision under Section 113 of the Dodd-Frank Act. The
OFR study did not propose any metrics for the FSOC to use to con-
sider asset management firms for designation. If the FSOC devel-
ops metrics for asset manager firms beyond the metrics in the cur-
rent guidance (available at: Atip://www.treasury.gov/initiatives /
fsoc/documents | nonbank%20designations%20-%20final%20rule%
20and%20guidance.pdf, 1 would support that it provide the public
an opportunity to review and comment on any proposed metrics.

Volcker

Q.7. Can you update me on the timing of the rule and will the con-
formance period be extended for firms to implement it?

A.7. The Federal Reserve is committed to getting the rules imple-
menting section 619 of the Dodd-Frank Act right and has been
working for some time with the FDIC, OCC, SEC, and CFTC to de-
velop a final rule that effectively implements that section in a man-
ner faithful to the words and purpose of the statute. We are striv-
ing to consider this rule before year-end in order to provide clarity
and certainty to the affected members of the industry and to the
public more broadly about the requirements of section 619.

By its terms, section 619 became effective on July 21, 2012. Sec-
tion 619 provides banking entities an additional 2-year period fol-
lowing the statute’s effective date to conform activities and invest-
ments to the prohibitions and restrictions of that section and any
final implementing regulation. 2 Under the statute, the Board may,
by rule or order, extend the 2-year conformance period for up to
three, 1-year periods, if in the judgment of the Board, an extension
is consistent with the purposes of section 619 and would not be det-
rimental to the public interest. The statute provides that the Board
may grant these extensions for not more than 1 year at a time. As
it considers the merits of adopting a final rule, the Board will also
consider the public interest in granting an extension of the con-
formance period.

Q.8. Can you assure me that the rule will be structured so it
doesn’t negatively impact small issuers?

A.8. Among other things, section 619 of the Dodd-Frank Act pro-
hibits banking entities from engaging in proprietary trading, which
is defined by the statute to be trading in financial instruments for
the purpose of selling in the near term or the intent to resell in
order to profit from short-term price movements. Section 619 also
provides an exception from this prohibition for underwriting activi-
ties and for market-making activities that are designed not to ex-
ceed the reasonably expected near term demands of clients, cus-

28See, 12 U.S.C. 1851(c).
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tomers, and counterparties. Underwriting activities and market-
making activities serve a very important role in providing capital
to businesses and liquidity to markets.

The Federal Reserve has been working for some time with the
FDIC, OCC, SEC, and CFTC to develop a final rule that effectively
implements section 619, including the exceptions for underwriting
and market-making activities and the other activities permitted by
the statute, in a manner faithful to the words and purpose of the
statute. In developing the rule, the Federal Reserve has met with
numerous members of the public about a wide variety of issues
raised by the statute and the original agency proposal, including
the issues you have raised, and has considered more than 18,000
comments on the proposal. We are striving to consider this rule be-
fore year-end in order to provide clarity and certainty to the af-
fected members of the industry and to the public more broadly
about the requirements of section 619.

Enhanced Banking System: Ending Too Big to Fail and Pro-
tecting Against Future Collapses

Q.9. It is safe to say that in 2008 the U.S. Government did not
have the tools to wind down a large failing financial institution.
This inability is one of the primary reasons behind the Orderly Lig-
uidation Authority (OLA) enacted in the Dodd-Frank Act. Recently,
Bank of England’s Paul Tucker stated, “ . . . the U.S. authorities
have the technology—via Title II of Dodd-Frank; and just as impor-
tant, most U.S. bank and dealer groups are, through an accident
of history, organized in a way that lends them to top—down resolu-
tion on a group-wide basis. I don’t mean to it would be completely
smooth right now; it would be smoother in a year or so as more
progress is made, but in extremis, it should be done now. That
surely is a massive signal to bankers and markets.” Do you agree
with Mr. Tucker’s statement and what does progress on this front
mean for those arguing large banks benefit from an implicit sub-
sidy?

A.9. The Dodd-Frank Act and Basel III approach to addressing sys-
temically important financial institutions (SIFIs) involves much
stricter regulation of SIFIs and improving the resolvability of
SIFIs. This is a sensible path that will lower the probability of fail-
ure of SIFIs, improve market discipline of SIFIs, and reduce the
damage to the system if a SIFI does fail. The Board, the FDIC, and
other regulators have made much progress on this path. Market
participants and some rating agency actions for large bank holding
companies have recognized this progress.

The FDIC’s orderly liquidation authority (OLA) is effective today
and its core regulatory implementation architecture is in place. The
FDIC’s single-point-of-entry approach to implementing Title II of
the Dodd-Frank Act is a big step forward in this regard. More work
remains to be done around the world to maximize the prospects for
an orderly SIFI resolution, but the basic framework has been es-
tablished in the United States.

Potential impediments to an orderly SIFI resolution remain—in-
cluding the need for other countries to adopt workable statutory
resolution regimes for SIFIs, the need to ensure that SIFIs have
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sufficient gone concern loss absorption capacity and resolution-
friendly internal organizational structures, the need to provide host
regulators of SIFIs with credible assurances that local operations
will be protected in a resolution, and the need to address the poten-
tial disorderly unwind of cross-border derivative contracts. The
Federal Reserve is committed to working with the FDIC and our
supervised firms to remove these impediments.

The Fed, in consultation with the FDIC, has been developing a
regulatory proposal that would require the largest, most complex
U.S. banking firms to maintain a minimum amount of outstanding
long-term unsecured debt that could be converted to equity in reso-
lution. Such a requirement would increase the prospects for an or-
derly resolution under OLA by ensuring that shareholders and
long-term debt holders of a systemic financial firm can bear poten-
tial future losses at the firm and sufficiently capitalize a bridge
holding company in resolution. In addition, by increasing the credi-
bility of OLA, a minimum long-term debt requirement should help
counteract the moral hazard arising from taxpayer bailouts and im-
prove market discipline of systemic firms.

U.S. regulators are in active discussions with their foreign coun-
terparts with respect to crisis planning around potential future
SIFI failures. In particular, the U.S. and U.K. resolution authori-
ties—the FDIC and the Bank of England—together with the Fed-
eral Reserve Board, the Federal Reserve Bank of New York and the
U.K. Financial Services Authority, have been working closely to de-
velop contingency plans for the failure of global SIFIs with signifi-
cant operations on both sides of the Atlantic.

Q.10. There have been some that have expressed concerns that
winding down a large bank is impossible because of cross border
problems. One solution offered has been the Single Point of Entry
(SPOE) approach. Does this approach significantly mitigate the
challenge posed by winding down a firm that has operations in
multiple jurisdictions?
A.10. The FDIC’s single-point-of-entry approach to resolution of a
systemic financial firm does mitigate the challenges posed by wind-
ing down a large, cross-border banking firm. Under the single-
point-of-entry approach, the FDIC will be appointed receiver of only
the top-tier parent holding company of the failed firm. After the
parent holding company is placed into receivership, the FDIC will
transfer assets of the parent company to a bridge holding company.
The firm’s operating subsidiaries (foreign and domestic) will re-
main open for business as usual. To the extent necessary, the FDIC
will then use available parent holding company assets to recapi-
talize the firm’s critical operating subsidiaries. Equity claims of the
failed parent company’s shareholders will effectively be wiped out,
and claims of its unsecured debt holders will be written down as
necessary to reflect any losses or other resolution costs in the re-
ceivership. The FDIC will ultimately exchange the remaining
claims of unsecured creditors of the parent for equity or debt
claims of the bridge holding company and return the restructured
firm back to private sector control.

This conceptual approach to resolution under Title II of the
Dodd-Frank Act represents an important step toward addressing
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the market perception that any U.S. financial firm is too big or too
complex to be allowed to fail. The aim of the single-point-of-entry
approach is to stabilize the failed firm quickly, in order to mitigate
the negative impact on the U.S. financial system, and to do so
without supporting the firm’s equity holders and other capital li-
ability holders or exposing U.S. taxpayers to losses. The single-
point-of-entry approach offers the best potential for the orderly res-
olution of a systemic financial firm under Title II, in part because
of its potential to mitigate run risks and credibly impose losses on
parent holding company creditors and, thereby, to enhance market
discipline.

As noted in my previous answer, although use of the single-
point-of-entry resolution approach materially improves the pros-
pects for the orderly resolution of a cross-border banking firm as
compared to alternative implementation paths, impediments to
such an orderly resolution remain. The Federal Reserve is com-
mitted to working with the FDIC in the coming months and years
to mitigate those residual impediments.

Q.11. Liquidity and capital rules work in concert, but also serve
overlapping ends. How do you view the trade-offs between higher
capital and liquidity rules and in that light, how do you view
progress in both of these areas?

A.11. Higher capital and liquidity standards work in concert to bol-
ster the stability of individual institutions and the financial sys-
tem, and the Federal Reserve has made significant progress in both
of these areas. We believe that it is important that large banking
firms have both sufficient capital to absorb losses and a sufficiently
strong liquidity risk profile to prevent creditor and counterparty
runs. The financial crisis demonstrated that preventing the insol-
vency or material financial distress of large banking firms requires
regulating both their capital adequacy and liquidity risk.

The new capital framework published by the U.S. banking agen-
cies this summer will increase the quantity and quality of banks’
required capital, whereas the proposed liquidity coverage ratio will
establish for the first time a standardized minimum liquidity re-
quirement for large banking organizations. Both measures enhance
banking organizations’ ability to continue functioning as financial
intermediaries, particularly during stressful periods, thereby reduc-
ing risks to the deposit insurance fund and the chances of taxpayer
bailouts and improving the overall resilience of the U.S. financial
system.

There is more to be done on both the capital and liquidity fronts,
however. In particular, the Board intends to supplement the new
Basel III capital rules with a proposal to implement a risk-based
capital surcharge for the largest global systemically important
banking institutions, and is working with the Basel Committee to

develop a longer-term structural liquidity requirement for global
banks.

Macro Economic

Q.12. To what extent could potential challenges within the Chinese
banking and “shadow” banking industry transmit credit risk into
the global financial markets?
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A.12. The Chinese economy has experienced very rapid credit
growth in recent years. Along with bank loans, nonbank (shadow)
financing has expanded substantially, which includes lending via
trust companies, corporate bond issuance, and off-balance sheet
lending undertaken by banks. This rapid and sizable credit expan-
sion has raised concerns about asset quality at banks and in the
shadow banking sector. A future rise in problem loans could lead
to capital shortfalls in the banking sector and potentially large ex-
penses for the Government. That said, currently banks report
sound capital buffers, and the Chinese Government has extensive
resources to meet potential shortfalls in capital. In addition, Chi-
nese authorities appear to recognize the potential risks of excessive
credit growth to their economy, and have signaled intentions to
curb it. However, notable risks remain and the situation bears
monitoring closely. Although China has a relatively closed financial
system with fewer financial links to other countries than many
other major economies, a sharp slowdown in the Chinese economy
would slow growth in other countries as well.

Q.13. How do you view the bond purchase program orchestrated by
the Bank of Japan? How does it differ from quantitative easing?
Does it appear that the Japanese are attempting to manipulate
their currency, or is this a proper response to Japan’s more than
20 years of economic stagnation and deflation?

A.13. Japan has experienced low growth coupled with mild defla-
tion or very low inflation for nearly two decades. It is important to
address this problem, and the Bank of Japan (BOJ) has recognized
that aggressive action is necessary. The BOJ has taken a couple of
steps. In January, the BOJ introduced an inflation target of 2 per-
cent, similar to that of other major central banks. In April, the
Bank of Japan announced it would be greatly expanding its exist-
ing asset purchase program and increasing the maturity of its pur-
chases (a break from prior quantitative easing, which was focused
on shorter-term maturity assets) with the goal of raising inflation
to the 2 percent goal in 2 years. These asset purchases are mainly
concentrated in Japanese Government bonds.

These measures have already contributed to supporting economic
activity in Japan—with real GDP accelerating in the first half of
the year—and deflationary pressures have also begun to recede.
However, ultimately Japan will need to take steps to restore fiscal
sustainability and implement pro-growth structural reforms.

Q.14. Do you believe that the recent increases in mortgage interest
rates this past summer—that went up nearly 100 basis points from
May 20123 were an overreaction to the Fed’s June statements on
“tapering” the stimulus? Do you believe that these moves are indic-
ativrt)a that housing sector is being over-stimulated by economic poli-
cies?

A.14. The increase in longer-term interest rates over the summer
reflected a number of factors. First, the incoming economic data
suggested a somewhat stronger economic outlook, which boosted
rates. Second, as you note, in June the FOMC provided additional
information on its expectations regarding its current purchase pro-

3 http: | |www.bankrate.com [ finance | mortgages | mortgage-analysis.aspx
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gram, offering a conditional outlook for reductions in the pace of
purchases over coming quarters if the incoming economic data con-
tinued to be consistent with the outlook for ongoing improvement
in labor market conditions. The committee was clear that the policy
outlook was conditional on economic and financial developments—
our purchases are by no means on a preset course. Nonetheless,
some investors who had taken on leveraged positions in longer-
term instruments reportedly decided to exit those positions, putting
additional upward pressure on rates. While the resulting tight-
ening of financial conditions was unwelcome, and could slow the re-
covery in the housing sector to some degree, the reduction in lever-
aged positions should reduce the risks to financial stability going
forward. The committee will continue to adjust policy as appro-
priate to foster our dual objectives of maximum employment and
price stability.

Q.15. After the initial round of the Federal Reserve’s monetary
measures to keep the financial system solvent during the financial
crisis, the threshold for additional central bank easing action has
become lower and lower, especially with each successive round of
QE. We now see loose central bank policies in the U.S., Japan, Eu-
rope, and elsewhere. Policy makers appear to be relying on mone-
tary manipulation as a substitute for necessary tough decisions to
structurally reform our tax, spending, and trade policies that would
make for long-term, true economic growth. Do you believe that the
U.S. Federal Reserve can continue to be a shining example of Cen-
tral Bank independence? Do you anticipate that you will have the
courage to end the stimulus programs and make some of the more
difficult decisions to get our economy back to a “true” functioning
economy rather than an economy that only functions with Govern-
ment stimulus?

A.15. Americans can be confident that the FOMC has both the abil-
ity and the will to slow our asset purchases and eventually end our
asset purchase program, and ultimately to begin to remove policy
accommodation, when the economy is strong enough to make doing
so appropriate. We have clearly indicated that the purchase pro-
gram is conditional on economic and financial developments. We
anticipate ending our purchases once we have seen a substantial
improvement in the outlook for the labor market in a context of
price stability. More broadly, we are providing a high degree of
monetary policy accommodation in order to support a stronger eco-
nomic recovery and move inflation back toward its 2 percent
longer-run objective—that is, to foster our congressionally man-
dated objectives of maximum employment and price stability.

That said, as economic conditions normalize, it will become ap-
propriate to begin removing policy accommodation. In considering
the timing of such a step, our objective will be to assure a strong
and robust recovery while keeping inflation under control. On the
one hand, it is important not to remove support too soon, especially
when the recovery is fragile. On the other hand, it is crucial not
to wait too long to withdraw accommodation, and so allow an unde-
sirable rise in inflation. My colleagues and I are committed to our
longer run inflation goal of 2 percent, and we will need to ensure
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that, as the recovery takes hold and progresses, we bring monetary
policy back to normal in a timely fashion.

Q.16. The Federal Reserve’s recent monetary actions have created
somewhat of an unfair recovery, where investors and banks seem
to be fairing quite well while the middle and lower classes seem to
continue to struggle. Do you agree that the monetary policies put
into place by the Federal Reserve since the financial crisis have
been a “top—down” approach to bolstering the economy? Do you
think that the Fed’s easy money policies punish savers? We've seen
a growth and love spawned in the equities market—Do you think
that this artificial “boom” in equities will falter once the Fed begins
tapering?

A.16. It is certainly true that savers and those who rely on invest-
ments such as certificates of deposit and Government bonds are re-
ceiving very low returns. However, savers typically wear many eco-
nomic hats. For example, many savers are homeowners or would
like to be homeowners, and low interest rates make it easier to own
a home and contribute to rising house prices. In addition, many
savers own stocks and other assets through pension funds and
401(k) accounts; low interest rates are supporting the economic re-
covery and are thus good for businesses’ sales and earnings, and
so for stock investors. And a stronger economy will help people who
need jobs to find them. Without a job, it is difficult to save for re-
tirement or to buy a home or to pay for an education, irrespective
of the current level of interest rates.

More broadly, we cannot have a more normal configuration of in-
terest rates until the economy returns to a more normal state. Cur-
rently, interest rates are low for fundamental economic reasons,
not just because the Federal Reserve and other central banks are
providing accommodative monetary policy. Those fundamental rea-
sons include slow growth and low inflation in the U.S. and other
major economies. Pursuing an accommodative monetary policy now
will help to get the economy moving and so will best enable us to
normalize policy and to get rates back to normal levels over time.
Indeed, an improved economic outlook has contributed to the rise
in interest rates we have seen of late, and most forecasters antici-
pate that rates will rise further as the economy strengthens.

Q.17. When does the Fed plan to begin tapering?

A.17. As we have emphasized, our purchase program is not on a
pre-set course. Instead, our decisions regarding the purchase pro-
gram are data dependent. Our goal for the purchase program, as
stated in September 2012 and reiterated since then, is to achieve
a substantial improvement in the outlook for the labor market.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR MORAN
FROM JANET L. YELLEN

Q.1. Community banking is undergoing a change, especially in
rural America. There are fewer banks in Kansas, but the banks
that remain are growing due to mergers and acquisitions. One con-
sequence of this growth is that the bank holding companies absorb-
ing these smaller institutions fall under greater regulatory thresh-
olds due to their increasing asset size. These small bank holding
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companies (SBHCs) are increasingly exposed to the current $500
million threshold under the Federal Reserve’s Small Bank Holding
Company Policy Statement. For example, an SBHC located in Kan-
sas has seven branches. These branches are located in rural com-
munities where they are, in some instances, one of the only re-
maining businesses located on Main Street. But since an SBHC
brought those small banks under its purview and kept a branch
open for these small communities, that SBHC is now very close to
exceeding that $500 million threshold. As I understand it, the Fed-
eral Reserve has the discretion to alter the Small Bank Holding
Company Policy Statement and has exercised that discretion in
raising the threshold in the past.

I have introduced legislation along with Sen. Tester and Sen.
Kirk along with an additional 13 of our Senate colleagues as co-
sponsors. Section 3 of the CLEAR Relief Act, S.1349, would require
the Federal Reserve to raise that threshold. This seems to me a
commonsense reform we could make that would ensure that small
communities across the country will maintain access to hometown
banking services. This is only one example of a regulatory burden
the Federal Reserve could lift for the betterment of community
banking. Would you comment on how you will go about reducing
the regulatory burden on small banks, utilizing the Federal Re-
serve’s discretionary regulatory framework, so that communities in
Kansas will still have access to a hometown bank?

A.1. Community banks play a critical role in the U.S. economy, and
the Federal Reserve is committed to implementing a supervisory
and regulatory regime for community banks that is appropriate for
their business model and economic function. To better tailor our
oversight framework to the specific characteristics of community
banks, the Federal Reserve has formed a Community Depository
Institutions Advisory Council and a small bank subcommittee of its
Committee on Bank Supervision.

The Federal Reserve has been very focused on addressing too-
big-to-fail (TBTF) and protecting financial stability by strength-
ening the regulatory regime for systemically important financial in-
stitutions (SIFIs). TBTF is a damaging economic phenomenon that
corrodes market discipline of our largest banking firms and contrib-
utes to an unlevel playing field between large banks and small
banks. The much stricter regulatory regime that the Federal Re-
serve and other U.S. and global regulators are implementing for
SIFIs should help level that playing field. Consistent with this
principle, our recent final Basel III capital rule also created sub-
stantial differences between the regulatory capital regime that will
apply to large U.S. banking firms as compared to community
banks.

The Federal Reserve periodically reviews the scope of application
of its Small Bank Holding Company Policy Statement. The Federal
Reserve raises the asset threshold when appropriate in light of
changes to U.S. banking markets and the economy.

Q.2. The drafting process of the Volcker Rule has caused some con-
fusion among investors and regulators alike. Without delving into
the specifics of the rule, I would simply mention that I have heard
concerns as to where market making ends and proprietary trading



83

begins. As you well know, market making serves a very important
role in providing liquidity. I am concerned that an overly restrictive
Volcker Rule could damage a business’s ability to operate and ex-
pand. I have also heard discussions about certain asset classes,
namely non-U.S. sovereign debt, that may be under consideration
for an exemption from the Volcker rule. If you believe the Volcker
Rule is structured in a way to not have an overly negative impact
on liquidity and the costs of issuing debt, for what purpose would
certain asset classes require exemptions? Could not an asset class
exemption of this nature be viewed as favoring foreign countries
over American companies?

A.2. Among other things, section 619 of the Dodd-Frank Act pro-
hibits banking entities from engaging in proprietary trading, which
is defined by the statute to be trading in financial instruments for
the purpose of selling in the near term or the intent to resell in
order to profit from short-term price movements. Section 619 also
provides an exception from this prohibition for market-making ac-
tivities that are designed not to exceed the reasonably expected
near term demands of clients, customers and counterparties. As
you note, market-making activities serve a very important role in
providing liquidity to markets.

The statute also provides exceptions from the proprietary trading
prohibition for trading in certain asset classes. In particular, the
statute permits trading by banking entities in obligations of the
United States, obligations of any agency of the United States (in-
cluding the Federal National Mortgage Association, the Federal
Home Loan Mortgage Corporation, the Federal Home Loan Banks,
and the Government National Mortgage Association) and obliga-
tions of any State or political subdivision thereof.

The Federal Reserve has been working for some time with the
FDIC, OCC, SEC, and CFTC to develop a final rule that effectively
implements section 619, including the exception for market-making
activities and the other activities permitted by the statute, in a
manner faithful to the words and purpose of the statute. In devel-
oping the rule, the Federal Reserve has met with numerous mem-
bers of the public about a wide variety of issues raised by the stat-
ute and the original agency proposal, including the issues you have
raised, and has considered more than 18,000 comments on the pro-
posal. We are striving to consider this rule before year-end in order
to provide clarity and certainty to the affected members of the in-
dustry and to the public more broadly about the requirements of
section 619.

Q.3. Among the concerns that have been raised about Basel III, the
possibility of bank-centric capital standards being applied to insur-
ance companies is among the most difficult to justify. I realize the
Federal Reserve may feel it is obligated to regulate certain compo-
nents of the insurance industry due to the Collins Amendment lan-
guage of the Dodd-Frank Act. However, I believe, as do many of my
Senate colleagues, that the Federal Reserve does have flexibility in
the statute to develop insurance-based standards. I am concerned
that the very different capital accounting methods utilized by the
insurance industry will make bank-centric Basel III standards un-
workable and disruptive if applied to insurers. Are you able to pro-
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vide any insight as to whether the Federal Reserve intends to sad-
dle insurance companies with bank-centric prudential standards,
and do you believe there is a way to develop strong insurance-
based standards that would make more sense? Could you elaborate
on the process moving forward?

A.3. Section 171 of the Dodd-Frank Act, by its terms, requires the
appropriate Federal banking agencies to establish minimum risk-
based and leverage capital requirements for bank holding compa-
nies (BHCs), savings and loan holding companies (SLHCs), and
nonbank financial companies supervised by the Board (supervised
nonbank companies) on a consolidated basis. This statutory provi-
sion further provides that these minimum capital requirements
“shall not be less than” the generally applicable capital require-
ments for insured depository institutions. In addition, the min-
imum capital requirements cannot be “quantitatively lower than”
the generally applicable capital requirements for insured depository
institutions that were in effect in July 2010. Section 171 does not
contain an exception from these requirements for an insurance
company (or any other type of company) that is a BHC, SLHC, or
supervised nonbank company (Board-regulated company), or for a
Board-regulated company that has an insurance company sub-
sidiary. In addition, because the calculation of insured depository
institution capital requirements begins with GAAP measurements,
and because statutory accounting is on a legal entity rather than
a consolidated basis, consideration of accounting methods is part of
the analysis in determining whether capital regulations meet the
requirements of section 171 of the Dodd-Frank Act.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR COBURN
FROM JANET L. YELLEN

Q.1. Was there any task more important for the Fed since the
1930s than understanding the financial system, understanding the
financial institutions which were using more and more leverage
and building massive opaque books of complicated derivatives posi-
tions, and heading off the next financial collapse? Fed minutes
from 2006 and 2007 show that the Fed did not understand the
risks of the modern financial system. Now, the Fed contends that
its policy of quantitative easing does not present a serious inflation
risk. However, considering the failure of the Federal Reserve to an-
ticipate broad changes in the economy—including the 2008 finan-
cial crash and the worst recession in 50 years—why should Ameri-
cans have confidence in that judgment?

A.1. Americans can be confident that the FOMC has both the abil-
ity and the will to prevent inflation. Everyone on the committee,
including myself, is firmly committed to our 2 percent longer-run
goal for inflation. Over the past 5 years inflation has averaged
near, but a bit below, our goal of 2 percent. More recently, inflation
has generally been running more significantly below our 2 percent
objective, and falling inflation has been a concern.

At some point as economic conditions normalize, maintaining
price stability will require removing accommodation. At that time,
the Federal Reserve will tighten the stance of monetary policy by
raising its target for the Federal funds rate and the interest rate
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it pays on reserve balances, which will put upward pressure on
short-term market interest rates to avoid an overheated economy
and higher-than-target inflation in the historically normal and well
understood way. The Federal Reserve has also developed a number
of tools that it can use if necessary to help keep market rates near
the interest rate on reserve balances. Moreover, the FOMC intends
to gradually reduce its securities holdings once the economy is
strong enough so that it no longer needs the support provided by
the committee’s large scale asset purchases. We are confident we
have the tools to normalize the stance of policy when doing so be-
comes appropriate, and that we can do so in a way that will avoid
inflationary consequences down the road.

Q.2. Fiat money is very difficult to preserve in value, and genera-
tions of central bankers have tried hard to project an image of so-
briety and proprietary regarding the purchasing power of paper
money. Do you think the Fed has put at risk the confidence of in-
vestors and citizens in paper money by its zero-percent-interest-
rates and successive rounds of QE?

A.2. Investors and citizens can be confident that the FOMC has
both the will and the ability to prevent rapid inflation. Everyone
on the committee, including myself, is firmly committed to our 2
percent longer-run goal for inflation. The FOMC has employed its
nontraditional policy tools in order to support a stronger recovery
and move inflation back toward its longer-run goal—that is, to bet-
ter foster its Congressionally established goals of maximum em-
ployment and price stability. Investors would only have reason to
lose confidence in the purchasing power of the dollar if inflation
had been excessive or was at risk of being excessive in the future.
However, as described in my answer to the previous question, infla-
tion has been low in recent years and remains below our 2 percent
target, and the committee has the tools necessary to remove policy
accommodation when doing so becomes appropriate.

Q.3. Are the Fed’s statements that it could snuff out inflation in
15 minutes by raising rates consistent with past historical experi-
ence? This past spring the mere mention of slightly reducing the
Fed’s pace of bond-buying sent global fixed income markets into a
panic, and prices of long-term debt reversed almost all of the price
elevation caused by QE since the spring of 2009. It is impossible
to know whether this market reaction was the beginning of an an-
ticipation of serious inflation, or the beginning of a loss of con-
fidence in long-term claims on paper money that are seen as being
debased by the Fed’s policies. What do you think about what hap-
pened in the markets this past spring, and what is the support for
the Fed’s statement that if inflation arises, the Fed can get rid of
it in 15 minutes?

A.3. As you note, last spring, the FOMC provided additional infor-
mation on its expectations regarding its purchase program, sug-
gesting a conditional outlook for reductions in the pace of pur-
chases. That outlook was explicitly conditional on economic and fi-
nancial developments—our purchases are by no means on a preset
course. Partly in response to the information the committee pro-
vided about the possible path for policy, but also reflecting some
strengthening in the economic data at that time, interest rates
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rose. In addition, some investors who had taken on leveraged posi-
tions in longer-term instruments reportedly decided to exit those
positions, putting additional upward pressure on rates. However,
measures of inflation expectations, such as the difference between
yields on nominal Treasury securities and those on Treasury Infla-
tion Protected Securities, did not change appreciably and remained
close to 2 percent, indicating that investors did not anticipate high
inflation.

As I noted above, the FOMC is firmly committed to its 2 percent
longer-run goal for inflation. The committee has the tools it needs
to address incipient inflation risks, should they develop, and it can
take steps to address unwelcome increases in inflation very rapidly
if required. Such steps would include increases in our target for the
Federal funds rate and in the interest rate paid on reserve bal-
ances as well as the use of other tools to tighten the relationship
between short-term market interest rates and the rate paid on re-
serves.

Q.4. After the first round of the Fed’s emergency monetary meas-
ures to keep the financial system afloat, the threshold for addi-
tional central bank easing action has become lower and lower with
successive rounds of QE. As a result, loose central bank policies in
the U.S., in Japan, and elsewhere, has resulted in policy makers
relying on monetary policy as a substitute for necessary tough deci-
sions to structurally reform our tax, spending, and trade policies
that would allow for long lasting growth. Do you believe it is a crit-
ical role of the Fed Chair to tell the President and Congress that
monetary policy can only go so far, and that it is up to the Presi-
dent and Congress to do everything they can to remove the impedi-
ments to strong sustainable growth so that the Fed can discontinue
itskugprecedented monetary accommodations and their associated
risks?

A.4. Policy makers should understand that monetary accommoda-
tion is not a panacea, and that other parts of the Government need
to take the necessary steps to address the challenges our economy
faces. In particular, I have emphasized that it would be helpful to
the economy to put in place a strategy for fiscal policy that is not
as restrictive in the near term, but that focuses on the longer-term
fiscal issues that are at the heart of achieving fiscal sustainability,
and that over the longer run can boost the capacity of the economy
through greater national saving, higher investment and, in turn,
increased productivity and long-run economic growth.

Q.5. The Fed’s policies of zero-percent interest rates and QE have
created a distorted, unfair recovery. Investors in bonds and stocks
are doing great, with record highs in stock prices and very high
prices of bonds across the yield curve. At the same time, ordinary
people are experiencing just about recessionary unemployment and
underemployment conditions, and millions of Americans have be-
come discouraged by long-term unemployment and are no longer
even looking for work. Moreover, QE has boosted the prices of some
of the necessities of life and has made it impossible for savers to
earn a safe fair return on their savings, forcing them to take higher
risks. This set of distortions naturally creates resentment in those
not experiencing a full economic recovery. Do you count this wid-
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ening of inequality as a cost of QE and zero-percent interest rate
policy?

A.5. Too many people remain unemployed or have stopped looking
for work, and the extent of long-term unemployment is still very
troubling. However, only a stronger economy will allow people who
need jobs to find them. It is certainly true that savers and those
who rely on investments such as certificates of deposit and Govern-
ment bonds currently are receiving low returns. But savers also
participate in the economy in many other ways as well. Many are
workers or would-be workers, and low interest rates boost economic
growth and help create jobs throughout the economy. Many are
borrowers or would-be borrowers, and Federal Reserve policy has
kept mortgage and other interest rates lower than they would have
been otherwise, helping those who want to buy homes, automobiles,
and other durable goods. Many are investors in stocks and other
financial investments, and a stronger economy will naturally gen-
erate better returns on those other investments. More generally, in
light of the continued headwinds restraining economic growth, the
FOMC judges that low interest rates are needed at this time to
provide support to the ongoing recovery. Unequivocally, the goal of
our accommodative monetary policy is to foster a more rapid return
to an economy that works better for everyone, by promoting a re-
turn to maximum employment in a context of price stability.

Q.6. Since 2008, our Nation’s largest banks are even larger than
prior to the crisis, and studies have found they can raise money at
lower rates due to their TBTF status. A major reason these firms
retain the perception of TBTF is that even the most sophisticated
market participants cannot understand the complex risks embed-
ded in their derivatives books, which were at the heart of the re-
cent crisis and which still contain trillions of dollars of potentially
volatile positions. In the absence of adequate derivatives disclo-
sures, the market will continue to lack confidence that these firms
are actually safe and sound and won’t threaten a breakdown of the
financial system. Dodd-Frank gave the Fed vast new powers to end
TBTF. A key component of ending TBTF is ensuring that the mar-
ket understands the risk exposures of these multi-trillion dollar de-
rivatives books. Will you commit to using the Fed’s new powers to
make sure that the market has significantly more robust access to
the derivatives exposures of financial institutions?

A.6. I agree that TBTF is a damaging economic phenomena, and
regulators around the world need to work to address TBTF. We
have made progress in reducing the TBTF problem since the finan-
cial crisis by reducing the probability of failure of systemically im-
portant financial institutions (SIFIs), by reducing the damage to
the system if a SIFI were to fail, and by strengthening the broader
financial markets and infrastructure. For example, we have sub-
stantially raised bank capital requirements, implemented stress
tests for large bank holding companies and disclosed results,
strengthened our approach to large bank supervision, and agreed
on new liquidity rules for global banking firms. Progress also has
been made to address the failure of a SIFI, through the resolution
planning process and through the development of the FDIC’s sin-
gle-point-of-entry approach to orderly liquidation authority. In ad-
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dition, the Federal Reserve is now required to consider financial
stability when reviewing merger and acquisition applications by
bank holding companies. Finally, we have strengthened financial
markets and infrastructures by, among other things, improving the
tri-party repo settlement infrastructure, strengthening the super-
vision of financial market utilities, moving more over-the-counter
derivatives to central clearing, and substantially improving trans-
parency in the derivatives markets.

Market participants and some rating agency actions for large
bank holding companies have recognized this progress. But we still
have work to do to eliminate residual TBTF subsidies. We are com-
mitted to that work. If the existing regulatory reform efforts in
train prove to be insufficient to solve the TBTF problem, we are
willing to look at the costs and benefits of other approaches.

On the specific issue of disclosure of bank derivatives activities,
the Federal Reserve has been working in concert with other agen-
cies—in particular the CFTC and SEC—to implement the broad set
of derivatives reforms mandated by the Dodd-Frank Act. These re-
forms should substantially increase transparency regarding bank-
ing firms’ derivatives activities, as more derivatives trading takes
place through central counterparties (CCPs) and data regarding
such activity is stored and accessible via trade repositories (TRs).
This information should augment existing data on firms’ deriva-
tives activities publicly disclosed in regulatory filings (e.g., Y-9Cs
and 10-K/Qs).

In addition, firms’ derivatives exposures are included in the Fed-
eral Reserve’s Dodd-Frank Act Stress Test and Comprehensive
Capital Analysis and Review (CCAR) exercises, the results of which
are released publicly each year.

The Federal Reserve has a long history of supporting enhance-
ments in bank disclosure practices.

Q.7. The Bank for International Settlements noted in its annual re-
port that “in the years ahead, exiting from the extraordinarily ac-
commodative policy stance will raise significant challenges for cen-
tral banks. They will need to strike the right balance between the
risks of exiting prematurely and the risks associated with delaying
exit further. While the former are well understood, it is important
not to be complacent about the latter just because they have not
yet materialized.” Do you believe there could be a tendency to delay
exiting because the risks related to waiting too long (asset bubbles,
inflation, misallocation of credit) are not clear until it is too late?
A.7. There are risks associated with both keeping monetary policy
accommodative for too long and tightening policy too soon. As you
note, keeping policy accommodative for too long could result in an
unwelcome increase in inflation and could encourage excessive risk-
taking that might eventually lead to financial instability. Tight-
ening policy too soon could cut off an incipient strengthening of the
recovery, preventing a beneficial decrease in unemployment, and
possibly causing inflation to move further below the FOMC’s target
of 2 percent. In order to determine the appropriate setting of mone-
tary policy, the Federal Reserve assesses the outlook for economic
conditions as well as the risks around that outlook on an ongoing
basis.
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I agree that there are unique risks associated with the unconven-
tional monetary policy instruments the FOMC is currently employ-
ing, including its large-scale asset purchases and forward guidance
for the Federal funds rate, but I do not believe those risks result
in a tendency for the FOMC to keep policy accommodative for too
long. The Federal Reserve is carefully monitoring the sources of
risk associated with accommodative policy. In particular, the Fed-
eral Reserve has increased considerably the resources it is devoting
to monitoring risks to financial stability. While there are currently
some indications of “reach for yield” in the low-rate environment,
there does not appear to be a widespread increase in excessive risk
taking.

It is important to note that there are also unique risks associated
with removing policy accommodation too soon because of the cur-
rent policy situation. Indeed, I think the best way to bring about
an expeditious end to unconventional monetary policy is to avoid
a premature removal of accommodation.

Q.8. In a speech this spring, Fed Board Governor Jeremy Stein in-
dicated that certain sectors of the credit market are showing signs
of overheating due to the extended period of low interest policy. He
noted these risks are developing in the corporate junk bond mar-
kets, the mortgage REIT sector, and commercial bank securities,
and he concluded that these risks may need to be dealt with
through rate increases. FSOC also identified the extended period of
low-interest as potentially causing banks to push further out along
the risk curve to “reach for yield,” increasing credit risk for near-
term earnings but sacrificing long term stability in the event of a
sudden large rise in rates or widening in credit spreads. Do your
views of the overheating of certain markets differ from Governor
Stein’s? Do you believe there is a potential that we can experience
a boom and bust in asset prices without ever experiencing a full
economic recovery?

A.8. We follow a great many markets and overall, I do not think
we see very much evidence of troubling excesses. I agree with Gov-
ernor Stein, however, that we saw some issues in some markets
this spring and that these warrant careful monitoring. The rise in
interest rates over the summer may have helped reign in some be-
havior that might otherwise have grown even more concerning.
Still we continue to monitor a number of areas. We are mindful of
the fact that financial excesses can appear even before a full recov-
ery is complete.

As Governor Stein noted, we have a number of tools for dealing
with such problems should they reach the point that a response is
required. My preferred first lines of defense involve supervisory
and regulatory tools. This is because monetary policy is a very
blunt tool for addressing excesses in particular markets. Raising
the price of credit for everyone in the economy may help to reign
in some troubling behavior, but would also impose costs on all
those behaving prudently. Thus, while it is important to maintain
the monetary policy option for dealing with financial excesses, I be-
lieve it should be a backstop used if more directed approaches fail.

Q.9. How much are the Fed’s tools to lower interest rates to stimu-
late consumer spending on durable goods and mortgages dimin-



90

ished by the fact that the private sector is deleveraging from recent
overleveraging and massive asset bubbles? To what extent is
incentivizing consumer debt counterproductive to a stable long-run
economy? How could fixing our fiscal, tax, and regulatory policies
impact the economy as compared to accommodative monetary poli-
cies?

A.9. One key factor shaping the contours of the recovery has been
the effort of the private sector to reduce its leverage. Substantial
progress in that direction has been accomplished, and that progress
helps lay the groundwork for a more secure economic expansion
going forward. Another important factor helping to lay that ground-
work is a highly accommodative monetary policy. These factors are
complementary, in that they both help to boost consumer con-
fidence, boost hiring above where it would otherwise be, and in-
crease business demand for capital. That said, monetary policy is
not a panacea, and policy makers of all types should be endeavor-
ing to align their policies similarly toward bolstering the recovery
and ensuring a solid foundation for growth and stability going for-
ward.
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