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(1) 

WHAT IS CENTRAL ABOUT CENTRAL 
BANKING?: A STUDY OF 

INTERNATIONAL MODELS 

Wednesday, November 13, 2013 

U.S. HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON MONETARY 

POLICY AND TRADE, 
COMMITTEE ON FINANCIAL SERVICES, 

Washington, D.C. 
The subcommittee met, pursuant to notice, at 2:27 p.m., in room 

2128, Rayburn House Office Building, Hon. Bill Huizenga [vice 
chairman of the subcommittee] presiding. 

Members present: Representatives Huizenga, Pearce, Posey, 
Fincher, Stutzman, Mulvaney, Pittenger, Cotton; Clay, Perlmutter, 
Carney, and Kildee. 

Ex officio present: Representative Hensarling. 
Mr. HUIZENGA [presiding]. The subcommittee will come to order. 

And without objection, the Chair is authorized to declare a recess 
of the subcommittee at any time. It appears that we will be having 
votes somewhere around 4:15 or 4:30, is the indication that we 
have. 

So with that, we are going to get moving, because we have a lot 
of very interesting stuff ahead of us as a committee today. And the 
Chair is going to recognize himself for 5 minutes for the purpose 
of an opening statement. 

So we have to ask ourselves, what is central about central bank-
ing? What works? What doesn’t? What thinking went into forming 
the European Central Bank 80 years after the formation of our 
own Federal Reserve and how has it lived up to expectations so 
far? Did it perform better or worse among its peer institutions in 
the wake of the financial crisis? 

It is these questions and others that our committee is interested 
in exploring as we consider potential reforms of our own Federal 
Reserve System, which is posting its 100th anniversary this year. 

This afternoon, we welcome our witnesses: Dr. Desmond 
Lachman from the American Enterprise Institute; Dr. Athanasios 
Orphanides from the Massachusetts Institute of Technology; Dr. 
John Makin from the American Enterprise Institute as well; and 
Dr. Adam Posen from the Peterson Institute for International Eco-
nomics. 

Gentlemen, thank you very much for being here today. We appre-
ciate your time. 
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Today’s hearing will examine the central banks of the other ad-
vanced economies around the world, focusing on their governance 
and policy tools, as well as their successes and failures in imple-
menting monetary policy. 

The Federal Reserve prides itself on being an independent cen-
tral bank here in the United States. However, independence is 
hard to measure and even more difficult to demonstrate. The ap-
pointment process of policymakers, reporting requirements, and 
policy review processes all play a role in defining the relationship 
that central banks have with their own national governments. 
Even still, the most independent central banks are ones where 
there is very little coordination or interference by fiscal policy deci-
sions. 

In 2009, the Bank of International Settlements (BIS) surveyed 41 
central banks and reported on both the broad commonalities in the 
structures and roles of these institutions as well as the differences 
among them. The BIS reported that all the central banks it sur-
veyed have full or partial responsibility for monetary policy. Over 
half are given policy objectives, usually specified in domestic law or 
international treaty, but some policy objectives come by published 
statements that do not have the force of law. Many have either a 
‘‘single mandate’’ of pricing stability or a primary goal of price sta-
bility with secondary macroeconomic objectives. The United States 
and Canada are the only two countries identified as having a price 
stability mandate equally weighted with other macroeconomic ob-
jectives. I think this dual mandate is what we will be discussing 
quite a bit. Nearly all central banks have full responsibility for for-
mulating and implementing monetary policy. 

Specifically, we will explore today international models of central 
banking. Some central bank models, like our own U.S. Federal Re-
serve System, have a ‘‘dual mandate’’ of enacting monetary policy 
with a goal of maximizing employment while simultaneously mini-
mizing inflation. Other countries’ central banks work under a more 
focused or prioritized mandate or set of mandates. And that is 
what I am hoping to personally hear today from all of you. 

Some, like myself, also believe that the employment component 
at a minimum has diverted the Fed’s attention from the more im-
portant issue of inflation, which in my opinion should be the sole 
focus. In the worst case, an equal price stability and employment 
mandate has the potential of a moral hazard, with the Fed playing 
off its regulatory role against its monetary role. 

I look forward to hearing from our witnesses today as we com-
pare and contrast with other international banking models. What 
we will learn today should not only inform our own understanding 
of the increasingly global and complex macroeconomy, but should 
also contribute to our efforts to enact reforms on our own Federal 
Reserve System as it hits its 100th anniversary milestone. 

And with that, the Chair is going to yield back the rest of his 
time. 

The Chair now recognizes the distinguished ranking member of 
the subcommittee, Mr. Clay of Missouri, for 5 minutes. 

Mr. CLAY. Thank you, Mr. Chairman, and thank you for holding 
this hearing regarding central banks of other advanced economies 
and focusing on their governance. 
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In the United States, the Full Employment and Balanced Growth 
Act of 1978, better known as the Humphrey-Hawkins Act, set four 
benchmarks for the economy: full employment; growth in produc-
tion; price stability; and balance of trade and budget. Also, Hum-
phrey-Hawkins charges the Federal Reserve with a dual mandate: 
maintaining stable prices; and full employment. 

The Bank of International Settlements report found that many 
nations have either a single mandate of price stability or a primary 
goal of price stability with a secondary macroeconomic objective 
like full employment. The United States and Canada are the coun-
tries identified as having a price stability mandate equally weight-
ed with other macroeconomic objectives. Many central banks have 
sole inflation targets, sole exchange rate targets, and others have 
price stability targets. Also, asset portfolios of central banks vary 
considerably. Some hold foreign assets, government debt, and 
claims on financial institutions. And during the financial crisis, the 
Federal Reserve purchased commercial paper, made loans, and pro-
vided dollar funding through liquidity swaps with foreign central 
banks. 

Due to this action, the Federal Reserve Bank balance sheet has 
expanded. When you look at the European Central Banks (ECBs), 
their main objective for the euro system is price stability and safe-
guarding the value of the euro. During the financial crisis and the 
euro crisis, the ECB used several policy tools, including long-term 
liquidity, refinancing liquidity swaps with the Federal Reserve, and 
purchase of the euro denominating covered bonds and other gov-
ernment bonds on the secondary market. The ECB’s balance sheet 
has expanded. 

The Bank of Japan set monetary policy to achieve price stability. 
During the financial crisis, the Bank of Japan purchased private 
debt security, offered long-term refinancing operation, and provided 
dollar funding through liquidity swaps with the Federal Reserve. 
The Bank of Japan’s balance sheet has expanded. 

And one more example. The Swiss National Bank’s primary goal 
is to ensure price stability. During the financial crisis, its balance 
sheet has expanded. 

Mr. Chairman, I will conclude there with my opening statement. 
And I look forward to the witnesses’ comments. I don’t know if the 
gentleman from Colorado wants me to yield—I yield the rest of my 
time to the gentleman from Colorado. 

Mr. PERLMUTTER. I thank the gentleman. 
Just a couple of points. Listening to the Chair’s opening, I per-

sonally think that you can’t operate in a vacuum, that you have to 
compare your price stability inflation versus how many people are 
working and what the economy is doing. And we have enjoyed a 
very low inflation rate now for a number of years, even with pretty 
expansionary monetary policy. But we have had very checkered fis-
cal policy in the process. 

And so, I do appreciate the gentlemen for testifying today. I look 
forward to your testimony. But I, for one, support sort of the Hum-
phrey-Hawkins approach, which is you don’t look at just any one 
thing. And I know certain central banks, that is their sole focus. 
I appreciate the fact that the Federal Reserve in our country gets 
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to look at more than just one thing and has the responsibility to 
address more than just one thing. 

With that, I yield back. 
Mr. HUIZENGA. The gentleman yields back. 
With that, the Chair would like to recognize Mr. Stutzman from 

Indiana for 3 minutes for an opening statement. 
Mr. STUTZMAN. Thank you, Mr. Chairman. 
And I want to thank each of you for being here, and also thank 

the chairman and the ranking member for holding this hearing to 
evaluate various central bank structures throughout the world, 
many of which look very different than our own U.S. Federal Re-
serve System. 

I want to thank each of you for being here and for bringing your 
expertise in order to examine the ways we might analyze these dif-
ferent central banking systems. Conducting an honest evaluation 
here will allow us to better understand how well our own systems 
function. 

I remain particularly interested in those governments without a 
dual mandate, which is most of the world. As you may know, Mr. 
Chairman, I have authored a bill, the FFOCUS Act, which elimi-
nates the Fed’s dual mandate in order to focus on price stability. 
I have said before that the American people can ill afford the infla-
tion, debt, and insecurity that this misguided approach threatens. 
Now is the time to repeal the dual mandate and break this destruc-
tive cycle and return to a predictable, rules-based system. 

Numerous economists and scholars have come before our com-
mittee supporting this position and reiterating that the dual man-
date undermines any attempt to fashion predictable monetary pol-
icy. I agree with those who say the dual mandate underpins the 
Fed’s rationale for greater discretion when forming monetary pol-
icy, creating a troubling lack of accountability and oversight. 
Today, I look forward to examining other global models and how 
they seek to strike the right balance of independence and oversight. 

Lastly, I remain troubled at the Fed’s bloated balance sheet and 
I remain unconvinced that there is a viable exit strategy from the 
Fed’s policy of quantitative easing. So in this light, I am in inter-
ested in how other central banks handle the makeup of their bal-
ance sheets and what lessons we can take away from them. 

Again, thank you for holding this hearing, and I look forward to 
the testimony of our witnesses. And I yield back, Mr. Chairman. 

Mr. HUIZENGA. The gentleman yields back. 
And with that, I would like to extend a warm welcome to our 

panel of distinguished witnesses today. We are going to be starting 
from our left to right here with Dr. Desmond Lachman. He is a 
resident fellow at the American Enterprise Institute. He has pre-
viously taught at Georgetown and Johns Hopkins Universities. He 
served as a deputy director of policy development review at the 
International Monetary Fund and has worked as a managing direc-
tor and chief emerging market economic strategist at Solomon 
Smith Barney. 

We also have Dr. Athanasios Orphanides, a professor of the prac-
tice for global economics and management at MIT Sloan School of 
Management. He served a 5-year term on the European Central 
Bank Governing Council as a governor of the Central Bank of Cy-
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prus. He also served as a senior adviser to the Federal Reserve 
Board of Governors and taught courses at Georgetown and Johns 
Hopkins Universities as well. 

Dr. John Makin is a resident scholar at the American Enterprise 
Institute. Previously, he worked as the chief economist at Caxton 
Associates. He has served in capacities at the Bank of Japan, the 
U.S. Treasury Department, the International Monetary Fund, and 
the Federal Reserve Banks of both San Francisco and Chicago. He 
has also taught courses at the University of Wisconsin, Milwaukee, 
the University of Virginia, and the University of British Columbia. 

Finally, last but not least, Dr. Adam Posen is president of the 
Peterson Institute for International Economics. Previously, he has 
served as a member of the Bank of England’s Monetary Policy 
Committee and also worked as an economist at the U.S. Treasury 
Department. 

Gentleman, you will be recognized for 5 minutes each to give 
your oral presentation of your testimony. And, without objection, 
your written statements will also be made a part of the record. 

On your table right in front of you, you see lights. It will start 
out green. When it turns yellow, you have 1 minute to sum up. And 
when it turns red, you will be hearing my gavel shortly after that. 
So we would like you to wrap that up and pay attention to that 
timing. And once each of you has finished presenting, each member 
of the committee will have up to 5 minutes within which to ask any 
or all of you questions. 

And with that, Dr. Lachman, you are recognized now for 5 min-
utes. And welcome. 

STATEMENT OF DESMOND LACHMAN, RESIDENT FELLOW, 
AMERICAN ENTERPRISE INSTITUTE 

Mr. LACHMAN. Thank you, Mr. Chairman, Ranking Member 
Clay, and members of the subcommittee for affording me the honor 
of testifying before you today. I am going to talk about the four 
major central banks of the world: the United States; Japan; Eu-
rope; and the Bank of England. 

Over the past 5 years, all of those banks have pursued unor-
thodox monetary policies on an unprecedented scale. This has led 
to massive expansion in these central banks’ balance sheets and it 
has taken monetary policy into entirely uncharted waters. 

Since September 2008, with the Lehman crisis, the motivation 
for the pursuit of unorthodox monetary policies in all of the major 
industrialized economies has broadly been similar. All of these 
countries’ central banks needed to intervene aggressively in finan-
cial markets to repair the damage wrought by the Lehman crisis. 
In addition, with policy interest rates having reached their zero 
lower bound, and with unusually weak economic recoveries and 
very low inflation, these central banks have all felt obliged to re-
sort to policies aimed at reducing long-term interest rates, increas-
ing asset prices, and encouraging risk-taking. 

While unorthodox monetary policies have led to a dramatic ex-
pansion in all four major central banks’ balance sheets to a range 
of between 20 and 30 percent of the respective countries’ GDPs, 
there has been a marked difference in the manner in which these 
central banks have implemented their policies. Underlying these 
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differences have been basic differences in the structure of these 
countries’ financial systems, as well as in the specific problems that 
these individual central banks have been trying to address. 

Assessing the relative success of unorthodox monetary policy pur-
sued by the major industrialized countries is rendered difficult and 
subject to debate for two basic reasons. The first is that we cannot 
know what the counterfactual would have been had these policies 
not been pursued. The second is that it is still far too early to know 
what the longer run consequences of these policies will be since we 
do not yet know what will happen once these policies are unwound. 

Having said that, there would seem to be little room for debate 
about the success of these policies in restoring the proper func-
tioning of the global financial system in the immediate aftermath 
of the Lehman crisis. There also seems to be little room for doubt 
that the world’s major central banks have succeeded in lowering 
long-term interest rates and in boosting asset prices. 

In addition, it would seem that the ECB’s Outright Monetary 
Transaction program, announced in August 2012, was highly suc-
cessful in substantially reducing sovereign borrowing costs in Eu-
rope’s troubled economic periphery, while the Bank of Japan’s more 
aggressive round of quantitative easing, announced in 2012, has 
succeeded in substantially weakening the Japanese yen, thereby in-
creasing Japanese inflationary expectations. 

Now, critics of qualitative easing observe that despite the large 
decline in long-term borrowing rates and the strong increasing 
local asset prices, the economic recovery in industrialized countries 
is the weakest of the post-war period. While true, this criticism 
would not seem to be a serious indictment of recent quantitative 
easing policies. It overlooks the fact that absent forceful central 
bank action, it is highly probable that the industrialized countries 
would have again leapt into serious recession. 

A more serious line of criticism of the unorthodox monetary poli-
cies being pursued by the world’s major central banks is that too 
little regard is being paid to the unintended longer run con-
sequences flowing from these policies. These consequences could 
materially compromise the longer run global economic outlook. 

Among these unintended consequences are, first, the risk that 
these policies might be giving rise to excessive risk-taking and to 
bubbles in asset and credit markets. In this context, one has to 
wonder whether historically low yields on junk bonds in industri-
alized countries now understate the risk of owning those bonds and 
whether yields on sovereign bonds in European periphery have not 
become disassociated from those countries’ economic fundamentals. 

The second unintended consequence is that there have been large 
spillovers to other economies through capital flows and exchange 
rate movements that have given rise to the charge of currency war. 
This is of particular concern to the dynamic emerging markets’ 
economies, whose growth prospects have been compromised. 

The third drawback of these policies is the moral hazard to 
which they give rise by reducing the urgency of governments to un-
dertake necessary but painful economic reforms. This would seem 
to be particularly apparent in both Europe and Japan. 

Since the Lehman crisis, the U.S. economy has performed rel-
atively well in relation to those of the eurozone, Japan, and the 
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United Kingdom. Nevertheless, it would seem at least two lessons 
for the Federal Reserve can be drawn from the experience of the 
central banks in those countries. First, Europe’s particularly poor 
economic performance in the aftermath of the Lehman crisis would 
suggest that a single inflation objective mandate and a high degree 
of central bank independence do not guarantee meaningful eco-
nomic recovery. 

Second— 
Mr. HUIZENGA. I’m sorry, Dr. Lachman, but your time has ex-

pired. So I will let you wrap up with one quick sentence, and then 
we are going to have to move on. We can explore that further in 
questions. 

Mr. LACHMAN. All right. The final point I would make is that 
aside from the experience of other central banks, I think that the 
United States’ own experience would also caution it against the 
danger of running up very large assets and credit market bubbles, 
and that in the conduct of this policy, one really has to be mindful 
not simply of the short run effects of policy, but also of the longer 
run costs that we might yet find that we are going to pay. 

Mr. HUIZENGA. Thank you. With that, the gentleman’s time has 
expired. 

[The prepared statement of Dr. Lachman can be found on page 
36 of the appendix.] 

Mr. HUIZENGA. Dr. Orphanides, you are recognized for 5 minutes. 

STATEMENT OF ATHANASIOS ORPHANIDES, PROFESSOR, 
PRACTICE OF GLOBAL ECONOMICS AND MANAGEMENT, 
SLOAN SCHOOL OF MANAGEMENT, MASSACHUSETTS INSTI-
TUTE OF TECHNOLOGY 

Mr. ORPHANIDES. Thank you, Mr. Chairman. I appreciate the op-
portunity to testify at this hearing. As requested, my testimony will 
focus on differences and similarities between the Fed and the ECB. 
I think the 100-year anniversary of the Fed is an apt occasion for 
reflecting on the structure of the institution. Historical experience 
suggests that a well-functioning monetary system is a prerequisite 
for the greatness of any nation, and this is what has been achieved 
since the creation of the Federal Reserve 100 years ago. 

Since its founding, the Fed has evolved into a very powerful cen-
tral bank and serves a leading role in global central banking. As 
a public institution, the Federal Reserve is unparalleled in the pro-
fessional integrity, technical expertise, dedication to public service, 
and collegiality that has characterized its staff and leadership. 

Over its first 100 years, the Fed has contributed, I believe, to the 
welfare of the Nation, but has not always managed to avoid major 
errors. The Great Depression of the 1930s and the great inflation 
of the 1970s are the most noticeable examples. I am certain that 
historians will reflect on the most recent crisis over the next many 
years. In my view, the Fed’s actions in late 2008 and 2009 were 
decisive for averting what could have become an economic collapse 
of Great Depression dimensions. 

However, the easy money policies that have been pursued do cre-
ate additional challenges. And right now we do see that the central 
bank’s balance sheet and associated continued easing are unprece-
dented. 
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What I would like to draw attention to is three elements between 
the Fed and euro system. One is in the decentralized nature of the 
institutions. This is a common characteristic that is quite impor-
tant in that the inclusiveness and incorporation of regional per-
spectives ensures that monetary policy better reflects the needs of 
a broad economy, which we have in both cases. 

The second element is the independence of both institutions. 
Both the Federal Reserve and the ECB are very independent cen-
tral banks, but the ECB is more independent than the Federal Re-
serve in that its operations are governed by treaty and not by law, 
and as a result it cannot be changed very easily by modifying a 
piece of legislation. 

There is another difference that has to do with the appointment 
process of Board Members. Both in the United States and in Eu-
rope, once appointed, the Board Members are independent; how-
ever, the reappointment process and turnover in the United States 
arguably makes that aspect of independence less in the United 
States relative to Europe. 

I believe that the independence of the Federal Reserve could be 
strengthened, and that would be an improvement, if its Board 
Members were appointed similarly to the ECB Executive Board 
Members for just one nonrenewable 8-year term. 

The third element I would like to draw attention to is the dif-
ference in the mandates of the two institutions where, as has been 
pointed out already in the introductory remarks, the Federal Re-
serve is governed by a dual mandate that emphasizes, in addition 
to price stability, full employment. Whereas, in the case of the 
ECB, price stability is the primary focus of the institution. There 
I believe that the ECB’s mandate better reflects the accumulated 
knowledge we have had in central banking experience over the 
20th Century. It is generally accepted that better results, both in 
terms of economic stability and in terms of price stability, can be 
delivered by a central bank that can focus its attention better and 
be held accountable for what it can do, and that is price stability. 

So in this sense, I would share concerns that have been ex-
pressed, for instance, recently by Chairman Volcker, who pointed 
out that if the Federal Reserve is trying to pursue multiple objec-
tives, it runs the risk of losing sight of its basic responsibility for 
price stability that would end up delivering worse results in all of 
its objectives together. I believe that these risks could be mitigated 
by Congress with a clarification that explicitly recognizes the pri-
macy of price stability as an operational goal for the FOMC. And 
I believe that subject to that objective, the Fed would be in a better 
position to attain additional objectives such as full employment for 
the Nation. 

Thank you. 
[The prepared statement of Dr. Orphanides can be found on page 

62 of the appendix.] 
Mr. HUIZENGA. Thank you, Dr. Orphanides. 
With that, we have Dr. John Makin for 5 minutes. 

STATEMENT OF JOHN H. MAKIN, RESIDENT SCHOLAR, 
AMERICAN ENTERPRISE INSTITUTE 

Mr. MAKIN. Thank you, Mr. Chairman. 
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I want to briefly review the experience of the Fed and the experi-
ence of other central banks since the financial crisis. Given that 
time is somewhat limited, I have tried to lay out some of the ap-
proaches that central banks have taken to the crisis. I would re-
mind the committee that the Fed was originally formed after a se-
ries of financial crises, the last of which was the crisis of 1907, 
which underscored the need for some kind of an institution to pro-
vide adequate liquidity in order to avoid the negative effects of fi-
nancial crises, such as those that followed from the numerous cri-
ses that occurred in the 30 to 40 years before the Fed was formed. 

The Lehman crisis was unique. I bring to it the perspective both 
of an academic and a think tanker, but also someone who was in 
the middle of the crisis, working at a hedge fund at the time. And 
I can assure you that the role of the central bank as an institution 
designed to avoid a total financial meltdown was one of the pri-
mary activities that emerged. The typical goals of the Fed, that is 
price stability and full employment, were subsumed beneath or 
among the more primary objective of the Fed to try to staunch the 
severe bleeding that had emerged in the financial sector. 

In order to follow up and try to restore the growth of employment 
and to maintain stable prices, the Fed extemporized, using the zero 
interest rate policy, the quantitative easing, forward guidance. All 
of these measures were pioneered by the Fed in response to the cri-
sis that was facing them. Other central banks to some degree fol-
lowed the example of the Fed. You may remember that initially the 
European Central Bank felt that they had avoided the financial cri-
sis and its fallout. And that outlook was changed in 2009 when it 
was revealed that the Greek Government was concealing the 
amount of fiscal deficits that it was undertaking. 

So basically, central banks have tended to stylize their responses 
to the crisis, again, as measures designed to try to avoid financial 
meltdowns. The Bank of Japan this year, as most of you know, ini-
tiated measures that were quite similar to what the Fed had un-
dertaken, that is they set a goal for 2 percent inflation and they 
undertook aggressive additions to their balance sheet in order to 
try to effect that goal. 

The outcomes have varied, and I have tried to actually summa-
rize them in my testimony in terms of evaluating what central 
bank has performed best. In the first figure, I look at the path of 
gross domestic product from 2008 to the present, and the winner 
is the United States. Although growth has been slow to somewhat 
lagging—it is on page 7 of the testimony—the United States has 
seen a total increase, cumulative increase in output of about 8 per-
cent since 2008. The biggest loser is Spain in this picture because 
Spain is part of a monetary union in which it does not belong; that 
is the ECB sets monetary policy for Germany, the rest of Europe 
has to struggle, and the result is a rapid drop in output. 

Inflation has not been a big problem so far. In fact, disinflation 
is emerging as a big problem in Europe and the United States. Fig-
ure 2 looks at price levels. The cumulative increase in the price 
level in the United States, in spite of heavy quantitative easing 
since 2008, is something on the order of, again, 8 percent. In Swit-
zerland and Japan, prices have actually fallen. And one of their big 
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problems has been to intervene heavily to avoid currency apprecia-
tion intensifying their deflation problem. 

The second wing of the mandate, that is employment, is looked 
at in terms of figure 3. Central banks have not been terribly suc-
cessful at engendering growth of employment. And here again, in 
terms of what the committee is considering, I, too, share the idea 
that it is probably best to have the central bank target a stable 
price level. And by that, I mean that inflation should not be above 
2 percent, but it should not be below 1 percent. And in an environ-
ment where you can get deflation, it is important to put a floor on 
that range. But in general, the behavior of employment suggests 
that the central banks have not been terribly successful in pur-
suing that goal. 

I see my time is up, so I will stop. 
[The prepared statement of Dr. Makin can be found on page 49 

of the appendix.] 
Mr. HUIZENGA. Thank you, Dr. Makin. 
Dr. Posen, you are also recognized for 5 minutes. 

STATEMENT OF ADAM S. POSEN, PRESIDENT, PETERSON 
INSTITUTE FOR INTERNATIONAL ECONOMICS 

Mr. POSEN. Thank you, Mr. Chairman. Since my colleagues, 
Athanasios, Desmond, and especially John, have taken you through 
the basics comparisons, I am going to make slightly more pointed 
remarks. I am going to talk about the operational structure of cen-
tral banks and what the Fed is doing right and wrong in two major 
areas, The first issue is of governance and how its goals are set, 
which goes to the mandate issues and Humphrey-Hawkins issues 
that people have raised, and the second is about the tools that are 
available for policy implementation. 

I would argue that the differences between central banks are 
going to actually become more important in the next couple of 
years. In the midst of a crisis, whatever a country’s mandate, what-
ever a central bank’s mandate, everybody is going in the same di-
rection, pretty much. And if they don’t go in the same direction, 
they realize very quickly that they have to catch up, and you throw 
everything you have at the problem. 

And if you look back, particularly at John, but also at the other 
testimony, you will see that the central banks did largely the same 
thing. All this talk about the difference in mandate and uncer-
tainty caused by the Fed’s dual mandate is absolute nonsense. 
There is no evidence econometrically that it makes a difference ei-
ther to the perceived uncertainty in financial markets or to the lev-
els of inflation you see. 

So what does matter? Let’s talk a bit about goals. The central 
banks, as Stanley Fischer has pointed out, should not have goal 
independence, but should have instrument independence. In other 
words, all of you here as the elected officials should be setting what 
the central bank’s goals are, debating them, resetting them as nec-
essary, but then leaving the central bank alone to get on with the 
job and not worry too much about how they get on with it, only 
checking for competence and results after the fact. 

Perhaps this sounds evident, but this distinction matters greatly. 
Athanasios mentioned that the ECB has an extreme form of inde-
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pendence and insulation from political oversight. Back in 1993, I 
predicted that this would be the case and would lead to excessively 
rule-based behavior. And that is exactly what we saw with the 
ECB running the European economy partway into the ground. 

We know that in the Bank of England, and then more recently 
in the Bank of Japan, we have seen resetting of the policy goals 
by elected officials in an explicit, transparent manner, taking ad-
vantage of the crisis and saying, what have we learned? And this 
has suffered no shock to inflation, nor stability; it is the way it 
should work. 

So does the Fed have it right? I think largely we can say yes. 
But I think there are three points I would make. First, an atmos-
phere of extreme distrust from Congress towards the Fed is harm-
ful and unnecessary. We have the whole notion of auditing the Fed, 
which is looking as though the Fed isn’t totally transparent about 
its balance sheet, which it is. We have the idea of minutes having 
to be very explicit and tell you everything that was said exactly, 
which has the effect of making people ashamed to really debate in 
the FOMC because they are worried about being caught up. We 
have the fact that capital in the central bank is not guaranteed and 
therefore the Fed restricts itself from engaging in policies it should, 
such as potentially selling off assets, because they don’t want to 
have to come to you and explain an on-paper loss. You could in-
demnify the Fed against losses incurred in the operation of its du-
ties, as Her Majesty’s Treasury does for the Bank of England. 

Most importantly and harmfully, Congress has put increasing re-
strictions on what the Fed can purchase. This is a terrible step 
backwards in policy. Every central bank in the world except the 
Fed can purchase a broader range of assets than the Fed currently 
does. Every central bank in the world for centuries has purchased 
private assets and a wide range of assets. It was only this brief 
interlude from the late 1970s to the early 2000s when central 
banks made the mistake of thinking they could affect the whole 
economy by playing at the short end of the yield curve in the gov-
ernment bond market. That has been demonstrated to be com-
pletely wrong by the experience of the last few years. Look at the 
fact that in Europe right now, you have a total crushing of small 
business credit in southern Europe because the ECB chooses only 
to purchase certain things at the international level. 

Let’s talk for 1 minute left on tools. Building on this point about 
where the central bank—Congress has fruitlessly and destructively 
restricted the Fed’s purchases. We have the fact that we get this 
demonization of purchases and large balance sheets and so-called 
unconventional monetary policy. Now, the fact is, unless you buy 
the right things, your policies will be ineffective. The Bank of 
Japan proved this with its quantitative easing in the mid-2000s 
when it only bought short duration debt and had no effect on the 
economy. Once they shifted to buying private and longer term debt, 
they have managed to reverse deflation. 

It is wrong in the United States to think that there has been any 
mistake here. If the United States hadn’t been lucky in the fact 
that Congress has allowed the Fed to buy guaranteed mortgage- 
backed securities, we would not have had an effective policy re-
sponse. Had we not had that effective policy response, we would 
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not have the housing-led recovery, such as it is that we have today. 
And that was sheer luck that Congress happened to have approved 
of MBS purchases. 

To repeat, no other major central bank is constrained the way 
Congress has constrained the Fed in its purchases. This is taking 
the Fed in exactly the wrong direction. 

Thank you, Mr. Chairman. 
[The prepared statement of Dr. Posen can be found on page 68 

of the appendix.] 
Mr. HUIZENGA. I appreciate that input. 
And I need to make sure that I get my notes here for a moment. 

Because of the shutdown that had occurred, we had a well-known 
expert on the subject who we invited to the original scheduled Oc-
tober hearing, but he is unable to attend today. And without objec-
tion, I would like to put Dr. Larry Lindsey’s prepared testimony 
into the record. So without objection, we will do so. 

And with that, the Chair is going to recognize himself for 5 min-
utes. 

Mr. Posen, you are on a bit of a roll against Congress here, and 
I would add that you are not unique in that in many ways lately. 

Mr. POSEN. My complaints are more narrow, sir. 
Mr. HUIZENGA. Yes, yes. I understand your complaints are more 

narrow. Come to a town hall meeting sometime, and you will have 
your world broadened. 

But I just wanted to make sure that you had a chance to express 
that fully about the limits on the purchases and those kinds of 
things. And then I would like the rest of the panel to maybe touch 
on that and whether they would agree with that. 

Mr. POSEN. Very kind of you, Mr. Chairman. And again, obvi-
ously, I am working in shorthand; there is no one entity of Con-
gress, and there are obviously people like you and this committee 
who want to thoughtfully try to do the best possible job. And that 
is why I am grateful that we are having this hearing. 

Mr. HUIZENGA. Duly noted, the buttering up. I appreciate it, 
though. So I thank you. 

Mr. POSEN. Transparency. The issue is pretty straightforward in 
my eyes. Central banks literally did most of their operations on pri-
vate loans and private securities throughout the 19th Century and 
throughout much of the 20th Century. They did so in an environ-
ment with many different things going on, but rarely resulting in 
inflation, rarely resulting in hyperinflation, rarely resulting in in-
stability. And they did this because it had two advantages. First, 
it directly went after issues in the markets where there were 
blockages in the markets. And second, this helped to make markets 
and create more liquid conditions more broadly that you could in-
tervene. 

Now, there are costs to doing this because it does of course ben-
efit specific holders of given assets at a given time, which you don’t 
want to do. And there are costs because if it is a narrow market 
you happen to buy into, it is not that easy to get in and out and 
the Fed can have too large, or whatever central bank, can have too 
large an effect on the asset prices. So it is not costless, but it is 
a tool. 
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Mr. HUIZENGA. Would anybody else on the panel care to com-
ment on that quickly? Dr. Lachman? 

Mr. LACHMAN. I would just make the point that the size of the 
asset purchases by central banks is without any precedent. It is on 
a scale that is humongous. So I think not to have congressional 
oversight on the particular assets that are being made when you 
are getting distributional effects, I am not sure that I would go 
along fully with Mr. Posen’s point. 

Mr. HUIZENGA. Okay. And I would like to just quickly, I am 
going to take a moment. I would like to submit this into the record, 
without objection. 

This is from yesterday’s Wall Street Journal, ‘‘Confessions of a 
Quantitative Easer.’’ This was Andrew Huszar, who is a senior fel-
low at Rutgers Business School, and a former Morgan Stanley 
managing director. In 2009 and 2010, he managed the Federal Re-
serve’s $1.25 trillion agency mortgage-backed securities purchase 
program. And I don’t know if anybody else has read this. If so, I 
would love to get a comment on it. But basically, a little headline: 
‘‘We went on a bond-buying spree that was supposed to help Main 
Street. Instead, it was a feast for Wall Street.’’ 

Dr. Makin? 
Mr. MAKIN. The ‘‘feast for Wall Street’’ rhetoric is popular, but 

I think it obscures a problem that the Fed faces. And that is, on 
the one hand, they want to make sure that they keep the recovery 
going. And so, they are buying assets. I agree that they should be 
able to buy a wider range of assets. But given the constraints they 
are facing, they have to buy the assets in order to keep the recov-
ery going. On the other hand, they are supposed to avoid affecting 
asset prices, which of course is impossible. 

And the dilemma they face was highlighted last May when Fed 
Chairman Bernanke suggested that perhaps they should taper or 
they should reduce the rate at which they are purchasing securi-
ties. The result was a 1.5 percentage point increase in mortgage 
borrowing rates. So I think perhaps the author of the Journal 
piece, it is easy to criticize, but, on the other hand, if you withdraw 
what the Fed is doing, you risk some serious problems in the finan-
cial markets. And so in summary, what the central bank, especially 
the Fed is trying to do is to find a way out of providing a large 
amount of support for financial markets without disrupting the be-
havior of the economy and causing a sharp rise in interest rates. 
It is very difficult to do. 

Mr. HUIZENGA. Dr. Orphanides, for the last 30 seconds. 
Mr. ORPHANIDES. Thank you, Mr. Chairman. I would also agree 

that it is an unfair criticism both for the Federal Reserve and for 
other major central banks to claim that they have been trying to 
help the banking system and not Main Street. In order to best help 
Main Street, central bank policies often have to focus on the finan-
cial sector. This is what we have seen both in this country and in 
other countries. 

With regard to the purchases of securities, I would agree with 
Dr. Posen that it would be useful for the Federal Reserve to have 
the authority to make purchases of other instruments. This is ex-
ceptionally important in times of crisis when even very small inter-
ventions by the central bank could unclog markets. 
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In the case of Europe, this proved very important. For example, 
in 2008, 2009, the ECB made small purchases in the covered bond 
markets just for a short while, and that helped stabilize the market 
and restore stability. So you don’t need many purchases, you need 
it as a crisis management tool. That said— 

Mr. HUIZENGA. I’m sorry. Unfortunately, my time has expired. So 
we are going to have to allow one of my colleagues to explore that. 

The last thing I would like to do, without objection, is also put 
into the record an article entitled, ‘‘ECB’s Praet: All Options on 
Table, Central Bank Could Adopt Negative Deposit Rate, Asset 
Purchases If Needed.’’ So without objection, it is so ordered. 

With that, I would like to recognize Mr. Clay for 5 minutes. 
Mr. CLAY. Thank you, Mr. Chairman. 
Today, it is widely acknowledged that over the past few decades 

the United States experienced a sharp rise in income inequality, 
levels of inequality not seen since the late 1920s. Moreover, a re-
cent study out of Berkeley has shown that most of the benefits of 
growth experienced during the recent recovery have accrued to the 
wealthiest in society. 

And when you talk about Fed policies having important distribu-
tional impacts on society, do you believe these policies in any way 
contribute to the problem of growing inequality? Can you give us 
some examples of Fed decisions that have impacted different seg-
ments of society differently and how? I want to start with Dr. 
Posen. 

Mr. POSEN. Thank you, Mr. Clay. 
The ongoing rise in income inequality, and particularly wealth 

inequality in the United States, is largely driven by the U.S. Tax 
Code, which you are well familiar with, obviously. It is secondarily 
driven by a global trend that low-skilled Americans and low-skilled 
workers are getting less and less ability to bargain for wages, while 
people at the high end of the scale in terms of perceived skill or 
opportunity get to bargain at superstar status. Those are the two 
main drivers, and those continued through the crisis. 

The crisis made things worse in the United States and elsewhere 
because of course the most vulnerable become unemployed and you 
see fiscal cutbacks on the provisions that go out to them. Particu-
larly in the United States we saw at the State and local govern-
ment level, that it was a big cutback and cutback opportunities 
through the community college and other such systems. Again, this 
committee is well familiar with that. 

Where does the Fed come into this? The Fed basically is contrib-
uting to inequality. But similar to what Athanasios, Dr. 
Orphanides just said, it is contributing to inequality in a minor 
way to prevent a very concentrated blow to inequality in a major 
way. 

Let me spell that out. The way the Fed policy is working is it 
is benefiting stockholders and relatively middle-income house-
holders, people with mortgages, disproportionately. And then you 
hope that by benefiting those, that will lead to growth in the rest 
of the economy. And that isn’t going for equality. 

Had the Fed not taken the course it did, you would have seen 
a much higher increase in small business failures and in unemploy-
ment. And so the overall inequality picture might not have been 
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that different, but the concentration of very bad outcomes would 
have been very high. 

Mr. CLAY. I see. 
Dr. Makin? 
Mr. MAKIN. I agree that the tax system is a much more effective 

way to address problems of inequality than the Fed. The Fed’s 
goals are already perhaps more than instruments they have to 
achieve them with, that is to maintain inflation at a low and stable 
level and to try to minimize unemployment. To that extent, they 
are trying to deal with all sectors of the economy. But for the Fed 
to be charged in any specific way, I don’t know what instrument 
the Fed would use to affect income distribution. So I would turn 
to the Tax Code to effect that outcome, and suggest that perhaps 
a flatter schedule of tax rates would be a good idea. 

Mr. CLAY. Thank you. 
Dr. Orphanides, would you have any comment on the income in-

equality? 
Mr. ORPHANIDES. Thank you. I would like to emphasize that cen-

tral banks do not have the tools to achieve all that society might 
wish that government institutions might be able to contribute to. 
The best way central banks can contribute to even an element such 
as the reduction of inequality is by ensuring stability in the econ-
omy, the preconditions for economic growth that can then allow 
households and corporations and businesses to prosper and allow 
the Congress with fiscal policy to select distributional policies it 
would have with high income. 

We cannot expect central banks to deal with this problem. I be-
lieve that in the last few years, we have been overburdening cen-
tral banks already. We expect them to keep interest rates low and 
help fiscal policy as well. We expect them to contribute much more 
than they can to full employment. We expect them to fix all the 
problems of the financial system. We cannot have all of these ex-
pectations simultaneously. 

Mr. CLAY. Dr. Lachman? 
Mr. LACHMAN. Yes, I would basically agree— 
Mr. HUIZENGA. The Chair is going to take a prerogative here. My 

time went a little long, so without objection, I will grant just this 
answer. 

Mr. CLAY. Thank you. 
Mr. LACHMAN. I will keep it really brief. I would certainly agree 

that you don’t want to overburden the central bank with too many 
things to do, that price stability is a big enough task that will do 
a lot of good. So I would think that other policies, fiscal policies, 
stuff of that sort, is a more appropriate way to deal with the dis-
tribution issue. 

Mr. CLAY. Thank you, Mr. Chairman. 
Mr. HUIZENGA. No problem. Thank you. 
With that, the Chair is going to recognize Mr. Pearce of New 

Mexico for 5 minutes. 
Mr. PEARCE. Thank you, Mr. Chairman. 
Mr. Makin, you had made a comment there in response to the 

gentleman from St. Louis’ question about income inequality. Would 
you state that again? I am just not sure that I heard the whole 
thing. 
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Mr. MAKIN. Very briefly, as the other panel members have sug-
gested, the central bank is really not equipped to address issues of 
income distribution. And the tax system is a better way to do that. 

Mr. PEARCE. And would you have any ideas, understanding it is 
not the Federal Reserve or central bank’s job, but what would you 
recommend on the tax policy if you were going to make a rec-
ommendation? 

Mr. MAKIN. I would prefer a kind of textbook approach, which 
was followed in the 1986 tax reform, which was to have the lowest 
possible rate on the broadest possible base. So that would partly 
involve financing lower marginal tax rates by closing loopholes, 
among other things. 

Mr. PEARCE. Mr. Posen, the Federal Reserve has driven interest 
rates to almost zero—or to actually zero. Is that a good policy long 
term for the United States? 

Mr. POSEN. Congressman, it was a good policy and it remains a 
good policy given the economic context in which we find ourselves, 
and it is a policy that has very little in the way of long-term impli-
cations. Despite the comments made by Dr. Lachman earlier, there 
is no statistically significant evidence across countries that low in-
terest rates lead to bubbles. It is just not there in the data. It re-
quires a combination of regulatory changes and animal spirits to 
get bubbles. Low interest rates don’t cause them. And if it is not 
about bubbles, it is not clear what it does. 

There are second order, meaning existing but not huge distribu-
tional effects. My mother, who is a retiree, who has mostly invested 
all her savings in government bonds has less income now because 
the Fed did that. Other retirees who happen to have 401(k)s have 
more income because the stock market went up. The Fed can’t fine 
tune that without getting into deep trouble. And I think on net, it 
is not a big deal one way or the other. The interest rate only— 

Mr. PEARCE. If I could take back my time right there, I would 
invite you to come to my town halls. 

Mr. POSEN. Okay. 
Mr. PEARCE. I have seniors, we have a little bit older population 

in New Mexico, they come there for the hot, dry weather. They say, 
we lived our life correctly, we paid for our houses, we have cash 
equivalents. We used to get 4 percent income—this statement was 
made this past week—on our investments, and now we are getting 
one quarter of 1 percent. So for every $16 they used to live on, now 
they have $1. And they are spending into their capital. 

And to hear you describe that as not significant, I would like you 
to use that terminology in front of the hostile people that I get to 
face at our town halls. Because I will guarantee you, my friend, it 
is a significant impact on the lives of seniors who have lived cor-
rectly, and because of the policies of this government and this Ad-
ministration, they cannot even live in retirement. And to have that 
described as nonsignificant statistically just drives people insane 
when they hear folks in Washington say crap like that. Statistically 
not important. 

Do you have a response? 
Mr. POSEN. Yes, indeed. 
Mr. PEARCE. Yes? 
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Mr. POSEN. I have two responses. First, when I was serving at 
the Bank of England I did those town halls myself, without the 
protection of some local Congressman or MP. I talked to over 8,000 
individual U.K. citizens while I was there. And I held myself ac-
countable to people. And I explained to them that just as you think 
about the 4 percent you used to have wasn’t controlled by you and 
wasn’t set by the government, it was a market effect. In reality, if 
this economy is not growing, there is no interest rate out there. 
And it is not for the Federal Reserve to subsidize people just be-
cause they happened to have done what you call living correctly. 
Secondly— 

Mr. PEARCE. I have 24 seconds, sir. And the Federal Reserve is 
subsidizing Wall Street, because zero interest rates are a boon to 
the big bankers. They get money for free, and they are able to then 
charge more. 

Mr. Chairman, I yield back my time. Thank you. 
Mr. HUIZENGA. The gentleman yields back his 5 seconds. All 

right. 
With that, the Chair recognizes— 
Mr. PERLMUTTER. The gentleman from Colorado. Ed Perlmutter, 

the gentleman from Colorado. 
Mr. HUIZENGA. Yes, my former neighbor who moved away from 

me. 
Mr. PERLMUTTER. How soon you forget. 
Mr. HUIZENGA. Yes. With that, the gentleman has 5 minutes. 
Mr. PERLMUTTER. Mr. Posen, I have a bunch of questions. Do you 

want to finish your second point to Congressman Pearce? 
Mr. POSEN. That is very generous. I will be brief. The definition 

of living correctly is in the eye of the beholder. Most human beings 
in the United States live correctly. And whether it is the children 
of the unemployed; they don’t deserve to bear the burden of the cri-
sis any more than the people you are meeting with in your town 
halls. I wouldn’t make a moral judgment. 

Mr. PERLMUTTER. And I thank the gentleman for that. I thought 
you might want to say they ought to take a look at the value of 
their homes, which had dropped like a rock. And because there has 
been some effort to stabilize and grow the economy again, really 
only on the backs of monetary policy, that they can look at their 
house and see some value returned to their house that fell like a 
rock in 2008 and 2009 and 2010. That is where I thought you 
might go. 

Mr. POSEN. That is better. 
Mr. PERLMUTTER. I appreciated a couple of words that were used. 

Dr. Lachman, you used one, and, Dr. Makin, you used one. One 
was ‘‘humongous.’’ I understand the word humongous. And the 
other was extemporize. And, through this recession, crash, fall on 
Wall Street, whatever you want to call it, we saw some constric-
tions in the stock market and in the financial market that we 
hadn’t seen at least—maybe ever, but certainly not since the De-
pression or before then. It was a different kind of a constriction. 

And I appreciated the comments of all the panelists that some 
very difficult steps, some new steps were taken by the Federal Re-
serve, as well as a number of the other central banks, because they 
are looking at the whole economy crashing. And then it is like, 
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price stability, we saw prices drop in 2008 and 2009, certainly in 
the real estate market, and in other markets, oil and gas. It went 
from $4 during the summer of 2008 in Colorado down to about $2 
or less. 

So I guess I would ask just as a general comment, and I know 
all of you were focused on this, have we as legislators, where we 
really have not had much of a fiscal policy over the last 2 years 
except for a very contractionary fiscal policy, and we put restraints 
on our Federal Reserve, have we done the right thing? And I will 
start with you, Dr. Posen, but I definitely want to get to the other 
gentlemen to get their response. 

Mr. POSEN. I should defer to the other people’s time. Just quick-
ly, we have basically done the right thing. It doesn’t fix everything. 
It doesn’t fix everyone. But putting the restrictions on means when 
the next crisis hits outside the housing market, we are not going 
to be able to respond to it, and you are just going to have very indi-
rect means of responding to it. 

Mr. PERLMUTTER. Dr. Makin? 
Mr. MAKIN. Yes, let me pick up on the word ‘‘extemporize.’’ A fi-

nancial crisis presents policymakers with unprecedented problems. 
We have seen a combination of measures undertaken by the Fed, 
as well as fiscal stimulus packages undertaken by the Congress. 
Putting it all together, the outcome is okay, the best, actually, 
among the industrial countries. 

Mr. PERLMUTTER. And looking at your graphs, I think your 
graphs verify that or support that. 

Mr. MAKIN. Right. We have had about 2 percent growth without 
a lot of inflation. The employment picture hasn’t improved a lot, 
but that is partly because of some major changes that have oc-
curred in the labor market. But so we have extemporized in a dif-
ficult situation and done better than most industrial countries. We 
certainly do need to do better. And we will eventually need to 
abandon these extreme policies, as the Congress has already done 
on the fiscal side. It just takes a very cautious and gradual ap-
proach. 

But for example, if we were to want to abandon the quantitative 
easing and the zero interest rate policy, interest rates would shoot 
up, the stock market would collapse, owners of bonds would get a 
higher return on their savings, but they might be faced with sub-
stantial wealth losses in terms of the value of some of their other 
assets. So we are in a difficult period now, but so far we have ex-
temporized and done reasonably well. 

Mr. PERLMUTTER. Dr. Orphanides? 
Mr. ORPHANIDES. Thank you. 
Central banks are incredibly powerful institutions, especially 

during crises when using the balance sheet of a central bank can 
paper over a lot of problems that you wouldn’t have thought about 
that could be done during the crisis. 

I am worried that with the additional restrictions that have been 
placed on the Federal Reserve in light of the actions that they took 
in 2008, the Federal Reserve may be overly constrained. And be-
cause of the need to coordinate with the Treasury, and in some in-
stances with Congress, the additional delay might actually create 
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problems if we had a crisis such as the one we had in 2008. That 
is the concern. 

Mr. PERLMUTTER. Thank you, Doctor. 
And I’am sorry, Dr. Lachman, that I didn’t get to you. Maybe one 

of my colleagues can let you respond. Thanks. 
Thanks, Mr. Chairman. 
Mr. HUIZENGA. And my apologies to my friend from Colorado for 

totally being the deer in the headlights and blanking. So, 2 years 
of being directly next to each other and I am blank. 

With that, we are going to go to Mr. Mulvaney for 5 minutes. 
Mr. MULVANEY. Thank you, Mr. Chairman. 
Gentlemen, I will read you a statement from last year’s meeting 

of the Joint Economic Committee. It says, ‘‘With respect to employ-
ment, monetary policy as a general rule cannot influence the long 
run level of employment or unemployment.’’ That is a true state-
ment, isn’t it? That is economic orthodoxy, correct? Does anyone 
disagree with that? 

Mr. MAKIN. I will jump in. I essentially agree with that, that 
what monetary policy can do is to move employment increases for-
ward, but they tend to get lost. 

Mr. MULVANEY. I think the general consensus is they can affect 
short run, but not long run. 

Dr. Posen, you had a look on your face like maybe you disagreed 
with that statement. 

Mr. POSEN. I disagree slightly, sir. If you go to the most recent 
paper issued by the Federal Reserve by Mr. Wilcox and co-au-
thors— 

Mr. MULVANEY. I am familiar with it. 
Mr. POSEN. —it talks about the idea of hysteresis, that if you 

have a negative shock it could become self-fulfilling; that people 
who are out of work for a long time don’t get to get back into work 
at the same rate, say, of a young person. We saw monetary policy 
have a positive lasting effect on employment in the mid-1990s. We 
had welfare reform in the United States that increased the incen-
tives for people to go to work. Monetary policy was allowed to run 
hotter for longer than it normally would have under the leadership 
of Chairman Greenspan. The unemployment rate dropped much 
lower than what people thought the limit was because of that. So 
under certain conditions, I think it can matter. 

Mr. MULVANEY. All right. There is another quotation I will read 
very briefly: ‘‘In the longer run, increasing the potential growth of 
the economy, that is not really the Fed’s job. That is the private 
sector’s job and Congress’ job in terms of things like the Tax Code, 
investment, infrastructure, and training.’’ That is Chairman 
Bernanke. Both of those quotations are from him. 

So my question to you is this: Why are we one of the only two 
countries that has the dual mandate? Is it because it is economic 
orthodoxy that you cannot impact—the Chairman of the Federal 
Reserve says that we cannot impact long-term employment with 
monetary policy. Yet, it is our mandate. And that is what I don’t 
understand. Why are we one of two countries that has the mandate 
when we know that monetary policy can’t influence it in the long 
run? 

Dr. Lachman? 
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Mr. LACHMAN. I think one really has to be cautious. One really 
doesn’t want to have a single mandate that you pursue with great 
vigor to the exclusion of what you are doing to the economy. That 
really gives the incentive for being too vigorous in the pursuit of 
the inflation. And I would just take a look at the European experi-
ence, where the single mandate right now is leading them down a 
path towards deflation— 

Mr. MULVANEY. No, I don’t know about that, because I went on 
to ask Dr. Bernanke on a similar line and what he told me was 
very clear. It is actually consistent with what Dr. Posen said ear-
lier today, which is that the activities of the Fed over the course 
of the last several years since the crisis would have been essen-
tially the same, because you could have undertaken the same poli-
cies for the last 4 or 5 years in the name of fighting deflation. We 
happen to be saying we are doing it in pursuit of full employment, 
or close to full employment, but really without the dual mandate, 
the Federal Reserve would have undertaken the same couple of 
steps. So I understand that. 

I am just worried about the situation where those two things di-
verge. And that is what the paper is about, are we going to tolerate 
higher inflation in the future in order to pursue this lower rate of 
employment? And I guess my question is, why would we do that 
if we know that we cannot impact long-term employment. 

But I am going to move on to my question, because Dr. Posen 
said some very interesting things in his testimony, his written tes-
timony about limiting the tools. If I can very quickly recognize, we 
have a minute to cover two very important things. Limiting the 
tools. Should we limit some of the tools? If Detroit comes to Con-
gress and asks for us to lend them money and we tell them no, 
shouldn’t we restrict the Federal Reserve from participating in 
that? Wouldn’t that be crossing the line into fiscal policy? 

Mr. POSEN. Yes. But I am not sure you need to restrict it in ad-
vance. I think you can afford to wait and then call up the chair-
person and say you made a bad judgment there, I wish you hadn’t 
done that. 

Mr. MULVANEY. Fair enough. I guess the cows are a little bit out 
of the barn after that, though, aren’t they? 

Mr. POSEN. No. Because just as happened in Japan, sir, you can 
make a major change. Obviously, it is like with the military, like 
with the FDA, at some point you let them do their job, and if they 
don’t do their job right then you hold them accountable. You have 
to allow for that. 

Mr. MULVANEY. Secondly, and I am sorry to cut you off, you rec-
ognize the fact we are limited on time, you mentioned indemnifying 
the Fed against the losses. Your paper says that of course they 
have made so much money over their lifetime that they would 
never eat into that surplus. I think it was actually a Bloomberg re-
port recently that projects could lose as much as $537 billion, 
which would absorb all of the money that they have made. Tell me 
again how this indemnification would work. I am not familiar with 
that. 

Mr. POSEN. Thank you. I will just be very quick. What has hap-
pened in the U.K. and a few other places is they say the balance 
sheet, any profits belong to the government, the elected govern-

VerDate Nov 24 2008 16:55 Apr 17, 2014 Jkt 086685 PO 00000 Frm 00026 Fmt 6633 Sfmt 6633 K:\DOCS\86685.TXT TERRI



21 

ment, as it should. And we reckon those at a set term, whether it 
is once a year, once every 2 years, once every 6 months. There is 
a fixed, transparent term that doesn’t get played with. 

If in the operation of your duties, not just benefiting Detroit be-
cause you happen to have a Governor of the Fed from Detroit, but 
in the operation of your general duties you take a loss on the bal-
ance sheet, there will be some buffer of the Fed’s capital. You don’t 
want to have that go to zero. It doesn’t really matter if it does in 
economic terms, but it is seen as a problem. And so the Treasury 
or the Congress would say if that capital drops below a certain 
number, we will replenish it. 

Mr. MULVANEY. Thank you, sir. 
Mr. HUIZENGA. The gentleman’s time has expired. 
With that, we go to Mr. Carney of Delaware for 5 minutes. 
Mr. CARNEY. Thank you, Mr. Chairman. 
And thank you to each of the witnesses for being here today. 

This is a very interesting conversation. But I think at the end of 
the day the question is what is the role of Congress, what is the 
role of elected officials? Dr. Posen, you said that elected officials 
should set the goals and then check for results. And we have been 
talking, Mr. Mulvaney has been talking about the dual mandate of 
price stability and employment. Is there a general agreement 
among the panelists that ought to be the goals for the Fed? 

Mr. MAKIN. Price stability and employment? 
Mr. CARNEY. Yes. 
Mr. MAKIN. I would disagree. I think I indicated earlier that 

price stability is something the Fed can achieve. There is not much 
evidence to indicate that they can achieve either a long-term reduc-
tion in the rate of unemployment or a long-term increase in the 
rate of employment growth. 

Mr. CARNEY. How do you answer Dr. Lachman’s answer to the 
last question, where he said if you get overboard like the European 
central banks have recently, you very negatively affect employment 
and the economy? Dr. Makin? 

Mr. MAKIN. I am not quite sure that I understand Dr. Lachman’s 
point. In other words, what the central bank is responding to in 
that type of a situation, it seems to me, based on what was hap-
pening in 2008, is the situation in the asset markets where you 
have a threat to the functioning of the financial system. So they 
are stepping in to try to sustain the financial system. 

Mr. CARNEY. Okay. Fair enough. 
How about the other two gentlemen and then Dr. Posen? 
Mr. ORPHANIDES. If I may provide my response as well to Dr. 

Lachman’s remark earlier on, I think that with regard to the euro 
area, we should not confuse what is happening, that is quite dra-
matic and unfortunate, as a failure of monetary policy. Unfortu-
nately, it had nothing do with monetary policy. Monetary policy 
cannot fix it. We have a governance problem where the States are 
essentially fighting with each other and do not coordinate in a 
proper manner, because really they do not have a Federal Govern-
ment and they do not have the equivalent of the U.S. Congress 
that can hold things together. 

Mr. CARNEY. Okay. Fair enough. 
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Mr. ORPHANIDES. I would not really attribute to mistakes of mon-
etary policy what we see in Europe. With that said, I would agree 
with Dr. Makin that in my view as well, price stability should be 
the primary objective of the central bank, because this is what they 
can be held accountable for. And then beyond that, I think what 
is critical for Congress is to watch the appointment process so that 
the independent officials who are appointed to make the tough de-
cisions are the best possible. 

Mr. CARNEY. Okay. Fair enough. 
Dr. Lachman, how about you, where do you fall on this? 
Mr. LACHMAN. I would just say that Europe has just emerged 

from its longest post-war recession, that inflation in Europe has 
gone down to levels that are now threatening deflation, and the 
central bank has been very slow in either reducing interest rates 
or taking measures to improve the monetary transmission mecha-
nism in Europe. So to me it looks like the European Central Bank, 
with its single-minded mandate of getting prices very low, is risk-
ing the economy in terms of deflation. 

Mr. CARNEY. So if you have a dual mandate, you are keeping 
your eye on two different things. And what does that require that 
central bankers do that mitigate against the severe kind of effect? 

Mr. LACHMAN. I guess if they have a balanced approach towards 
meeting their target. 

Mr. CARNEY. Thank you. 
Dr. Posen, would you like to weigh in? 
Mr. POSEN. Yes, really quickly. In an ideal world, it would be a 

dual mandate of price stability and avoiding excess volatility in the 
real economy, meaning huge swings in employment and growth, 
but not a level target for unemployment. I would still rather have 
Humphrey-Hawkins and the dual mandate as it is than a single 
mandate. I differ with Athanasios Orphanides on this. I think cen-
tral banks that have the single mandate, I am echoing Dr. 
Lachman here, tend to become inflation nutters and not live up to 
their needed role. We also need to think about financial stability, 
whether it is said explicitly or not. Central banks have to worry 
about that. 

Mr. MAKIN. Could I add a quick— 
Mr. CARNEY. Sure. 
Mr. MAKIN. The problem in Europe is not so much the lack of 

a dual mandate as it is that the European Central Bank is the cen-
tral bank for over 20 very different countries. 

Mr. CARNEY. So they effectively would have a difficult time af-
fecting employment across those boundaries anyway. 

Mr. MAKIN. Their policy is fine for Germany; it is terrible for 
Spain. 

Mr. CARNEY. Thank you. Thank you all very much. I wish I had 
more time to carry on this conversation. 

Mr. HUIZENGA. The gentleman yields back. 
The Chair now recognizes Mr. Stutzman of Indiana for 5 min-

utes. 
Mr. STUTZMAN. Thank you, Mr. Chairman. 
I have really enjoyed this conversation. And I appreciate each of 

your perspectives. 
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Dr. Posen, you just made a comment, and I want to see if you 
could expound on it a little bit. You said price stability and then 
excessive volatility. Could you expound on that a little bit? Because 
I agree with you. I think certainty and stability is what is going 
to help middle income, help folks of lower income get to the next 
bracket, find the next rung on the ladder. Because right now that 
is what they don’t have. They don’t have certainty. Could you ex-
pound on that a little bit? 

Mr. POSEN. I will try, Congressman. And I know from your past 
proposals that you are concerned about uncertainty generated by 
monetary policy, and I respect that concern. 

Essentially what the issue is, as Dr. Orphanides on this panel 
and others have written about, is in the 1970s we made a huge 
mistake, as you are well aware, because we assumed there was this 
stable tradeoff between inflation and unemployment and that if we 
just were willing to accept higher inflation we would get lower un-
employment. And that was doubly mistaken. First, we underesti-
mated how costly the higher inflation would be. And second, we 
didn’t get permanent employment gains; we just got temporary 
ones. 

And so since that time there is a lot of academic work and a lot 
of policy work that has tried to get central bankers to not talk 
about employment at all. For various reasons that we have dis-
cussed, that seems to be something of a mistake. It takes it too far. 
But there is a truth there that if you target a specific rate of unem-
ployment or you pretend that you can really control the unemploy-
ment rate through monetary policy, you probably are going to in-
duce either inflation or uncertainty. 

So what I found in practice, and this is something we did at the 
Bank of England, and which other central banks have done in the 
past, is to say we may not know precisely what the rate of unem-
ployment is, and we may not be able to push it to where people 
beg us to push it, but we can see when there is a big swing in the 
economy, a very rapid change, be it a runup because there is some 
uncontrolled boom, say, through a housing bubble, or a rundown 
like we had in 2008 because of a financial crisis, and the real econ-
omy, meaning real people, real businesses, real savers are being 
put through the wringer, we should try and offset that. And doing 
that in a short-term way should not conflict with price stability. 

Mr. STUTZMAN. Thank you. I appreciate that a lot. 
I would like to go to Dr. Orphanides. I would like to ask about 

some of the experiences that have developed under the European 
Central Bank, which is the most recent central bank that stood up 
a developed economy or economies. Given your experience on the 
ECB Governing Council, what did the architects look to when de-
termining how to structure the ECB? And then also, did they look 
to existing central banks as a model? 

Mr. ORPHANIDES. Indeed, they did. And I have to say that I be-
lieve that the Federal Reserve did have an influence on the design, 
institutional design of the European Central Bank in two ways, 
both directly—the Fed is the closest they could look at in terms of 
a Federal institution that would bring together Federal Reserves, 
Federal Reserve banks, and the central banker in the middle, and 
coordinate this view—and also indirectly—so many of the elements 
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that the ECB drew on were from the Bundesbank that was set up 
in the 1950s. But the Bundesbank, when it was set up in the 
1950s, actually had a structure that also drew on the Federal Re-
serve. 

So the ECB did try, and the founders of the ECB did try to bring 
the best they could find internationally in their experience. Indeed, 
this is why they selected to have the lexicographic mandate that 
places price stability first, because this is what had been recog-
nized as the state of the art when this was done in the late 1980s 
and early 1990s. And I believe that is still the state of the art. 

If I contrast that with the Fed, I think that the reason that the 
Fed has a dual mandate right now is simply because its own man-
date was written in the 1970s, before we developed a consensus 
that suggests that focusing on price stability and helping central 
bankers not target real variables is best practice. 

Mr. STUTZMAN. If I could quickly, Dr. Makin, if you could com-
ment on Japan’s QQE. Will it produce any different results from 
just the QE program in Japan? 

Mr. MAKIN. I believe it will. The Bank of Japan has frequently 
attempted to get out of their deflationary trap. And until this year, 
the bank was very conservative when they announced more aggres-
sive asset purchases. They said, we will be very cautious, we are 
worried about hyperinflation, it probably won’t work. 

This year, the Bank of Japan, under new leadership, undertook 
to set an inflation target of 2 percent, which is very important to 
do when you are trying to end deflation, which is a very different 
game, and they have suggested that they will follow through until 
they achieve the goal. The ironic result I think that the Bank of 
Japan came to realize is that a necessary condition to end deflation 
is to promise inflation, a sufficient condition as to make it happen, 
and then have the presence of mind to throttle back when the in-
flation actually picks up. 

Mr. STUTZMAN. Thank you. I yield back, Mr. Chairman. 
Mr. HUIZENGA. The gentleman’s time has well expired. 
I do appreciate everyone’s charity as we are getting into some of 

these very important issues. And without objection, I think if the 
panel is willing to stay, we can maybe do another slightly quicker, 
if possible, lightning round of questions. I know I have some. And 
with that, I would like to recognize myself—and I don’t anticipate 
using the 5 minutes—but I will recognize myself for 5 minutes. 

Mr. Makin, I think I got your quote down, and I believe it was 
extemporaneous, I don’t think it was in your written testimony, but 
eventually we need to abandon these extreme policies—this is the 
Fed, as you are talking about—just as Congress has done fiscally. 
There are a number of us who might be concerned that we haven’t 
exactly abandoned our extreme policies on stimulus spending. In 
fact, we are having this debate right now dealing with unemploy-
ment going to be expiring at the end of the year, the extended 2 
years instead of the much shorter time of almost a year. We have 
had that with additional funding that went into nutrition pro-
grams, WIC, and others. 

And the political lesson that I have been learning out of this is 
that it is very difficult to extract out of that. And I think what you 
might have been hearing from Mr. Pearce and some of my other 
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colleagues is it seems like we are taking care of Daddy Warbucks 
on Wall Street, and with quantitative easing we are, I think as Dr. 
Posen was pointing out, oftentimes that might be the vehicle you 
need to make sure you have a strong financial center to let that 
all trickle down, but there are a lot of us I think who are ques-
tioning, can we ever really get out of that cycle? And I am curious 
how the Fed is going to extract itself out of a QA position when 
you see markets and Wall Street and maybe markets around the 
world say, oh, no, no, we can’t move off of $85 billion a month be-
cause that might mean we are going to have some movement here 
in a direction we don’t like in the short term. 

So if you care to answer that, and then Dr. Lachman, I would 
like you to, really quickly. 

Mr. MAKIN. Mr. Chairman, you have certainly hit the nail on the 
head in terms of the dilemma. When I was thinking of fiscal policy, 
I was thinking that in spite of many complaints the Congress has 
managed to reduce the budget deficit by about a third over the past 
year through a combination of the sequestration cuts and the tax 
increases. And I was thinking of that progress. 

The Fed’s problem is perhaps just as difficult. And as I men-
tioned earlier, it is highlighted by what happens in the market-
place when, as Chairman Bernanke did in May, they hint they 
might buy less, and interest rates go up and security prices go 
down, and everybody gets very nervous. So the short answer is I 
don’t know exactly how to do this. But neither does— 

Mr. HUIZENGA. I think part of the problem, exactly right, is that 
neither does the Fed. Now, we are caught in this hamster wheel. 

Mr. MAKIN. Nobody does. So I think in terms of being very prac-
tical, slowly and cautiously, and having reversibility as you go 
along, which is what I think the Fed is trying to engineer here. 
There is no book that tells you how to exit the Fed’s current strat-
egy. 

Mr. HUIZENGA. Dr. Lachman? 
Mr. LACHMAN. Yes, I would agree that we are in uncharted 

waters. But I think a crucial point is that the longer that we delay 
the decision, the bigger the chance that we get asset price bubbles, 
credit bubbles. We are at some point going to have to exit. By de-
laying it, we just are going to make the exit all the more difficult. 
We have been to this dance a number of times before. 

So my fear is that if you keep printing $85 billion a month, and 
you have the Japanese printing $70 billion a month, what you are 
going to do is you are just going to create a very large asset and 
credit bubble that when you unwind it is going to be all the more 
difficult. So I think that you really have to be mindful that the ben-
efits you get from the short run you might be getting at the price 
of large costs in the longer run. 

Mr. HUIZENGA. I think I will do this in writing, because, Dr. 
Posen, we only have a minute left. But I would love to get a reac-
tion from you at some point of how you envision that we are going 
to pull this liquidity out. 

As Dr. Lachman is pointing out, Japan is at $70 billion a month, 
and we are at $85 billion a month. We don’t know what the ECB 
is going to do. But apparently they are prepared to do something 
as well. And how do we extract ourselves. 
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I do want to ask a very specific question, and maybe we can get 
some answers in writing as well on that. What are those reforms 
that you would like to see us do as we are approaching this 100th 
anniversary? I think it was Dr. Posen, I am not sure, but there was 
some discussion about an 8-year—is this what the European Cen-
tral Bank—maybe it was Dr. Orphanides—European Central Bank 
you get an appointment for an 8-year period, and then you are cy-
cled out, correct, you are done? That to me sounds like something 
that might be a positive. I am curious if anybody has a reaction? 

Mr. ORPHANIDES. There are two suggestions I would make. One 
is on the appointment process, that it would simplify and reduce 
the political battles we have right now with multiple rounds of po-
tential appointments if you have a one-term, nonrenewable, longer 
term for all Board Members. Eight years is what is being done at 
the ECB. I think that would work better in the United States as 
well. 

The most important change, however, I think is to clarify the 
mandate. I am concerned that the lack of clarity of the mandate 
will be creating difficulties going forward precisely because we have 
the uncharted territory and the humongous, I think was the tech-
nical term used earlier, size of the balance sheet of the Federal Re-
serve. 

Mr. HUIZENGA. All right. Thank you. 
Mr. Carney is recognized for 5 minutes. 
Mr. CARNEY. Thank you. I am not sure I will need the whole 5 

minutes. But I do want to go back to— 
Mr. HUIZENGA. That is what I thought, too. 
Mr. CARNEY. —our discussion again. 
Not long after our discussion, Dr. Posen, you made an argument 

against the dual mandate I think when referring to the experience 
of the 1970s. Was that what that was? 

Mr. POSEN. It was an argument, sir, against setting a specific 
level of unemployment target. So, I am in favor of the dual man-
date that there has to be concern for the real economy for growth 
and employment as well as price stability. 

Mr. CARNEY. Because it creates a sense of balance in the think-
ing of the Members? 

Mr. POSEN. Exactly. And it gives you room to respond to very 
large short-term fluctuations in the economy. And I would still, as 
I said to you, I would still rather have a dual mandate with an un-
employment level than a single mandate. 

Mr. CARNEY. Great. 
Dr. Lachman, in your testimony you talk about the Lehman cri-

sis and what you considered the effective response of the central 
banks and the Fed and how it avoided a global meltdown and a lot 
worse conditions than we saw. And you reference certain programs, 
including TARP. Have we eliminated tools that the Fed needs to 
address a crisis in the future? 

Mr. LACHMAN. I don’t know whether you have eliminated them, 
but I think that the Dodd-Frank Act might put certain limits on 
what they can do or that their room for maneuver isn’t quite as 
what it would be prior to the Lehman crisis. 

Mr. CARNEY. Notwithstanding some of the rhetoric in this com-
mittee, we can’t bail out banks in the way that was done in 2008. 

VerDate Nov 24 2008 16:55 Apr 17, 2014 Jkt 086685 PO 00000 Frm 00032 Fmt 6633 Sfmt 6633 K:\DOCS\86685.TXT TERRI



27 

There is an orderly liquidation process, as you may know, that 
banks are required to go through once it is determined that they 
are dying, I guess. Is that a good thing or a bad thing from the per-
spective of the broader economy? Forget about the politics of it. 

Mr. LACHMAN. My concern is that if we really do build up very 
large credit and asset bubbles, we have a chance that we are back 
into the kind of situation that we were at the Lehman crisis, in 
which case you would want a Federal Reserve that had wide capa-
bilities of dealing with the mess when it occurred. 

Mr. CARNEY. Lastly, what should our role be as a subcommittee 
of Congress? Or what should Congress’ role be? Just, in a sentence 
or two each, each of you. 

Dr. Posen? 
Mr. POSEN. As I tried to say in my written testimony, which I 

apologize for delivering so late, I think Congress’ role should be 
very aggressive control of two things. First, what the stated goals 
of the Federal Reserve are, and changing those every couple of 
years as needed. Not, obviously, every day. That would be counter-
productive. But as needed. And second, as I tried to say to the gen-
tleman—sorry, I don’t remember what State you are from, I apolo-
gize. 

Mr. CARNEY. New Mexico. 
Mr. POSEN. Thank you. The gentleman from New Mexico, the 

Congressman from New Mexico, that you need to have much more 
retrospective accountability of holding Fed officials, did you do your 
job well or not? What specifically did you do? And are you account-
able for that? But doing it in a holistic, retrospective way, not a 
starting off and saying there are things we want the Fed to do and 
not do. It has to be context and results based. 

Mr. CARNEY. Dr. Makin? 
Mr. MAKIN. Yes, I would like to see a directive for the Fed to 

pursue price stability, but not to ignore other goals. In other words, 
to emphasize that the Fed consistently pursues price stability and 
minimizes uncertainty, and thereby helps to improve the picture 
for employment and asset prices. In other words, I don’t think the 
Fed should be seen as saying, hey, we don’t care what happens. 
But they should be seen as saying, we want to continue to main-
tain low and stable inflation. There is a lot of empirical evidence 
to suggest that the economy performs better under those cir-
cumstances and that labor markets perform better as well. 

Mr. CARNEY. Dr. Orphanides? 
Mr. ORPHANIDES. I am a supporter of the primacy of price sta-

bility as an objective. And something we did not discuss sufficiently 
today, I believe, is that financial stability should be elevated as one 
of the explicit secondary mandates of the Federal Reserve rather 
than growth and employment. Those come naturally once you have 
price stability and financial stability. 

Mr. CARNEY. Dr. Lachman, a last word? 
Mr. LACHMAN. Yes. I agree with the way Dr. Posen posed the 

idea that the dual mandate should be working without a specific 
unemployment target. I am not sure that Congress should limit 
itself to retroactive review of the purchases that the Fed is doing 
given the scale of the purchases and given that it does have a dis-
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tribution effect. I would think that Congress should have some 
input into those decisions. 

Mr. CARNEY. Thank you. 
Mr. HUIZENGA. The gentleman’s time has expired. 
With that, we will go to the gentleman from New Mexico, Mr. 

Pearce, for 5 minutes. 
Mr. PEARCE. Thank you, Mr. Chairman. 
So we began this process—and Dr. Lachman, I am probably 

going to come to you—of quantitative easing, printing money, 
whatever you are going to call it, and now it looks like we have ini-
tiated maybe that kind of an effect worldwide, that if it is good for 
us, everybody can do it. What are the downside effects of everybody 
beginning to create money out of thin air? 

Mr. LACHMAN. I think the reason that everybody has to do it is 
it does have impact on their currencies. That cheapens certain cur-
rencies, puts countries at a disadvantage. They will find them-
selves in the same position, so they go ahead with doing it. 

My view is that if all of us do this to a very large degree, and 
we have global financial markets, the risk is that what you get is 
you get global bubbles, and that when you begin withdrawing from 
that policy you are going to be paying a heavy price. I am not say-
ing that quantitative easing wasn’t the right thing to do at the 
time that it was initiated. But I am saying that now that the bal-
ance sheets are so large and it looks like there is froth in the mar-
kets, I think that there has to be pause as to whether you just con-
tinue this indefinitely or do you start the process of unwinding. 

Mr. PEARCE. But then when we started unwinding we had one 
Member of the Federal Reserve saying at one point the same day 
we need to start tapering, and another Member of the Federal Re-
serve shrieked that we can’t start tapering. And so you get this 
mixed signal, and the markets are a little bit volatile. 

What is going to happen, Dr. Orphanides, if we get dropped as 
the world’s reserve currency? What will the effect of the quan-
titative easing be on the currency inside the United States? 

Mr. ORPHANIDES. I would put this in reverse. Of course, it would 
be catastrophic for the United States if the dollar loses the status 
of reserve currency. 

Mr. PEARCE. And so, it would be catastrophic. 
Mr. ORPHANIDES. This is one of the risks of continuously expand-

ing the balance sheet of the Federal Reserve without having— 
Mr. PEARCE. If I can reclaim my time, it would be catastrophic. 

You can look at Argentina. They don’t have a currency. They can’t 
export inflation like we do. We get to export to 200 other countries, 
and so we diminish the effects inside. And so Argentina a couple 
of years ago had a 1,500 percent inflation rate, and so your state-
ment that it would be catastrophic. So it really got my attention 
this year, maybe it was late last year, that the BRIC nations said 
they were going to start trading in other currency—Brazil, Russia, 
India, and China—and then two of them actually did that. 

So we are getting these warning signs from the rest of the world 
that you are creating some very unstable things with very cata-
strophic effects. We have started a printing war. And nobody 
knows the way out. Any hope? So what stops it all? Anyone? Dr. 

VerDate Nov 24 2008 16:55 Apr 17, 2014 Jkt 086685 PO 00000 Frm 00034 Fmt 6633 Sfmt 6633 K:\DOCS\86685.TXT TERRI



29 

Makin, I will just come to you next. Dr. Posen, I give you the last 
shot to wrap it up. 

Mr. MAKIN. There would be much more cause for urgent concern 
if we were seeing all this money printing and observing a big pick-
up in inflation. In fact, we are seeing the reverse, that inflation is 
actually slowing down. It is below 1 percent in Europe. It is about 
1.2 percent in the United States. And so, you have a deflationary 
situation that was kind of akin to what was happening in the early 
1930s, and central banks tend to want to export deflation by print-
ing money, causing their currencies to depreciate, which means 
other currencies appreciate. 

So we have to avoid a kind of overt currency war of that type 
and at the same time try to get past a situation where everybody 
is using easy money to get a bigger piece of world trade. In other 
words, avoid a trade war, which is one of the things that made the 
Depression worse. 

Mr. PEARCE. Thank you. 
Dr. Posen, I assume that was your saying. You didn’t really have 

a comment to make on this. 
I guess the final thing is, what does this look like to the Amer-

ican family? My dad raised 6 of us on $2.62 an hour, the entry level 
in the oil field. Today, what his dollar would buy it takes $12 to 
buy. I think that is one of the reasons we are having such great 
stress in the American economy, that the value of what people 
make is being diminished radically by policies that the government 
is setting. 

I yield back, Mr. Chairman. 
Mr. HUIZENGA. The gentleman yields back. 
Seeing none on my over side of the dais here, we will go to Mr. 

Mulvaney for 5 minutes. 
Mr. MULVANEY. Thank you. 
Mr. HUIZENGA. And I should also announce we have just gotten 

notice that we will have votes at about 4:15. So if it is all right 
with you gentlemen, we will be wrapping up shortly after this 
round. 

Mr. MULVANEY. Thank you, Mr. Chairman. And thank you for 
the opportunity to do a second round of questions. 

Dr. Posen, this gives us an opportunity to spend a little more 
time on the last topic we had to sort of rush through at the end. 
I think I misspoke on a couple of numbers. And I want to give you 
the opportunity to speak at some length as well. We are talking 
about losses on the Federal Reserve’s balance sheet. I asked you 
previously about the concept of indemnification. I want to point out 
in your testimony the thing that caught my attention and re-ask 
my question. 

It is on page 10, the last paragraph: ‘‘Worries about losses on 
risky assets are nothing but a distraction. Whether the Fed tempo-
rarily loses money on a small portion of its portfolio or temporarily 
distorts a hypothetical pure market outcome for a particular asset 
class in service of that greater good should not be a constraint on 
doing the right thing.’’ 

You go on to close by saying, ‘‘And of course, the cumulative 
gains that the Fed has transferred to the U.S. Treasury over the 
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decades outweigh by two orders of magnitude any potential losses 
on the Fed’s balance sheet.’’ 

I guess we could have had a long conversation of a day about 
whether or not losses that the Fed faces now, the potential losses, 
and the number was actually $547 billion that Bloomberg esti-
mated the Federal Reserve could lose in a higher interest rate envi-
ronment, whether or not that is a temporary loss on a small part 
of its portfolio or whether or not we are simply seeing a temporary 
distortion in the pure market for, say, mortgages, or whether or not 
there is a larger, more significant distortion. 

I want to come to the issue about the cumulative gains and 
losses. The point that I was making is that I think of the cumu-
lative gains last year, the combined earnings of the Fed, out of the 
combined earnings they were able to return back to the Treasury 
about $89 billion, $90 billion. And this is, as you mentioned, the 
case with other central banks, the policy, which is they take much 
of their combined earnings, they give it back to the Treasury. 

But now we are facing, and I had several Members of the Fed-
eral Reserve actually admit that they were facing the likelihood of 
large losses over a longer period of time. In a higher interest rate 
environment and a $4 trillion balance sheet, these losses could be 
substantial. Again, as Bloomberg estimated, on the order of half a 
trillion dollars. 

So I would ask you again to walk me through this process of in-
demnification. And I am seriously asking a question to which I 
don’t know the answer, which is a dangerous thing to do in Con-
gress, but I have not heard that before. And I would like you to 
walk me through it. Maybe we can talk about it a little bit. 

Mr. POSEN. Thank you, sir. I will try to be responsive. 
Just one note on the numbers. I don’t remember the particular 

Bloomberg report you are discussing. You can create, and I don’t 
mean that in a bad way, you can on some reasonable assumptions 
create loss numbers that big. I would suggest that those loss num-
bers are pretty much the upper bounds. 

Mr. MULVANEY. I will tell you, and I don’t mean to cut you off, 
but I will tell you that we actually had witnesses in another hear-
ing say that 100 basis points would lead to roughly $100 billion in 
losses. 

Mr. POSEN. That sounds about right. But again, you have to 
spread that over several years probably. But, yes. I think that is 
fair. 

So onto the point of the indemnification. The idea is not that the 
Congress and therefore the American people are writing a check to 
the Fed to fill up its balance sheet in total. 

Mr. MULVANEY. That is what it sounded like, so I am glad you 
went there first. 

Mr. POSEN. I tried to say, and I apologize for being unclear or 
too cryptic, there is a core level of the balance sheet, just like with 
a private business, that is essentially the Fed’s capital. It needs a 
certain amount of equity in order to conduct its operations. That 
amount is a tiny fraction of the $2 trillion balance sheet we now 
have. The Fed was able to do its operations back before 2008 with 
a balance sheet that was a very small portion of what it now is. 

Mr. MULVANEY. Balance sheet is $4 trillion, right? 
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Mr. POSEN. Sorry, $4 trillion. 
Mr. MULVANEY. $2 trillion, $4 trillion, pretty soon it is real 

money. Right. I get it. 
Mr. POSEN. The point being that all you would be indemnifying 

the Fed for is that it wouldn’t have to at some point under duress 
come to Congress or come to the executive and say, we have no 
money left in the kitty. 

Mr. MULVANEY. Can’t they just conjure it up? 
Mr. POSEN. They can, but that would be inflationary. And then 

also there would be room for people to say, oh, the Fed is a rogue 
entity. It is just making up its own policy. It is unconstrained. I 
think it is legitimate for Congress to have the control of saying we 
own, in some sense, the Fed. We own the equity. But the amount 
you need to identify, again, I want to stress this, is a very small 
amount. I don’t know what the exact number is, but it would prob-
ably— 

Mr. MULVANEY. If the Fed were to lose $100 billion, Dr. Posen, 
who loses that money? I understand who gains. They make $100 
billion, their combined earnings are $100 billion, they remit that to 
the Fed, the deficit goes down, the taxpayers are better off. When 
they lose that same $100 billion, who loses? 

Mr. POSEN. Unless and until they run out of money for their op-
erations, on paper they lose that asset. Right? So the balance sheet 
of the Fed shrinks. And that is it. The balance sheet of the Fed 
shrinks. 

Mr. MULVANEY. Thank you. Again, I appreciate the opportunity 
for the longer discussion. Thank you, Mr. Chairman. 

Mr. HUIZENGA. I appreciate that. 
And with that, we will recognize Mr. Stutzman for the last 5 

minutes. 
Mr. STUTZMAN. Thank you, Mr. Chairman. 
Dr. Makin, I would like to come back to you about the Japanese 

policy and quantitative and qualitative easing. How is it that the 
Japanese Government can be so involved in the Bank of Japan’s 
policy decisions? 

Mr. MAKIN. The Bank of Japan is not that independent. And so 
the Prime Minister—it is a parliamentary government—was very 
clear when he was elected that he was going to appoint people at 
the Bank of Japan who would be very aggressive about pursuing 
an inflation target, and did appoint Mr. Kuroda, who promptly fol-
lowed that line. So the Bank of Japan is obviously not independent, 
because we wouldn’t see in the United States, for example, a simi-
lar directive. 

Mr. STUTZMAN. Okay. 
Dr. Lachman, how does the Bank of England or the Swiss Na-

tional Bank remain accountable to their national government if 
they are an independent entity? There has to be some sort of expec-
tations and accountability between the two at some point, doesn’t 
there? 

Mr. LACHMAN. Absolutely. And Dr. Posen can probably talk bet-
ter to it with the Bank of England. But the government is very 
much involved in setting what the goals are for the Bank of Eng-
land in terms of an inflation target. And the Bank of England has 
to report at regular intervals on how it is doing with respect to the 
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inflation target. So you are granting them what one would call in-
strument independence, but you are setting for them what the 
goals are. 

Mr. STUTZMAN. And, Dr. Posen, if you would want to comment 
on this as well, because it just seems to be fascinating, especially 
even with the European Central Bank, the challenges that they 
would have within the European Union could be even greater. But, 
Dr. Posen, if you could maybe talk a little bit about the Bank of 
England and how their government relates to the different commit-
tees that they have structured? 

Mr. POSEN. Thank you. My colleague, Dr. Lachman, has it essen-
tially right. There is an explicit inflation target set for the Bank 
of England. That target is set by the elected government. They can 
review it at any time, although for practical reasons of not wanting 
to seem too inflationary or too disruptive to markets, they gen-
erally review it every few years. 

Mr. STUTZMAN. And you mentioned that earlier. Is that some-
thing that appears to work for them? 

Mr. POSEN. A colleague of mine, Kenneth Kuttner from Williams 
College, and I just did a paper in which we showed that there is 
really no difference in inflation performance between central banks 
like the Bank of England, but not just the Bank of England, where 
the target gets reset by Parliament or the executive, versus central 
banks like the ECB, where you have very little control. It is just 
a question of legal structure. 

And if I may, I had the privilege to co-author with current Fed 
Chairman Bernanke a book on inflation targeting that came out 
back in 1999. And one of the main arguments we made for it was 
not to solely focus on inflation, because that would provide more ac-
countability for the Fed. 

Mr. STUTZMAN. So you think that creates not only accountability 
for the Fed, but you think that by resetting they can refocus on 
what the environment is for the day. How often would they poten-
tially or have they historically reset, maybe at the Bank of England 
or some other— 

Mr. POSEN. Let me give you just three quick examples. At the 
Bank of England, they have reset it approximately 4 times in 16 
years. One was a purely definitional thing. There was a particular 
inflation series. They switched the inflation series. Actually, it is 
only 3 times. And the most recent one was explicitly telling the 
bank not to worry about fluctuations in output as long as you don’t 
really imperil inflation. So, that was a change in focus. 

The Swiss National Bank, which is very independent, had a 
reset. There is a speech the current Swiss Bank Governor gave at 
our institute that is available on our Web site, they were facing, 
as I think Dr. Makin mentioned, huge capital inflows out of Europe 
that were driving up their currency and causing them deflation. 
And they explicitly changed their goal to doing with the exchange 
rate to try to keep a lid on that imported deflation. And that re-
quired parliamentary approval. 

Mr. STUTZMAN. Thank you. I find it very fascinating. 
I yield back, Mr. Chairman. 
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Mr. HUIZENGA. The gentleman yields back. And I, too, actually 
sat down with the Swiss Ambassador right about that time. And 
it was interesting. It was a flight of capital. 

Mr. POSEN. Yes. 
Mr. HUIZENGA. Flight of capital to something that was solid, the 

Swiss franc, and that was the reaction that they were having to 
deal with. 

All right. I would like to thank each one of our witnesses again 
for your testimony today. This was I think very helpful, very illu-
minating. 

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous 
materials to the Chair for inclusion in the record. 

This hearing is now adjourned. 
[Whereupon, at 4:13 p.m., the hearing was adjourned.] 
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