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MONETARY POLICY AND THE
STATE OF THE ECONOMY

Wednesday, July 17, 2013

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10:02 a.m., in room
2128, Rayburn House Office Building, Hon. Jeb Hensarling [chair-
man of the committee] presiding.

Members present: Representatives Hensarling, Miller, Bachus,
King, Royce, Lucas, Capito, Garrett, Neugebauer, McHenry, Bach-
mann, Pearce, Posey, Fitzpatrick, Luetkemeyer, Huizenga, Duffy,
Hurt, Stivers, Fincher, Stutzman, Mulvaney, Hultgren, Ross,
Pittenger, Wagner, Barr, Cotton, Rothfus; Waters, Maloney, Velaz-
quez, Watt, Sherman, Meeks, Clay, Lynch, Scott, Green, Cleaver,
Perlmutter, Himes, Peters, Carney, Sewell, Foster, Kildee, Murphy,
Delaney, Beatty, and Heck.

Chairman HENSARLING. The committee will come to order.

Without objection, the Chair is authorized to declare a recess of
the committee at any time.

The Chair now recognizes himself for 5 minutes for an opening
statement.

Chairman Bernanke, welcome. We all know your term as Chair-
man of the Federal Reserve is up at year’s end, and, to paraphrase
Twain, we do not know if the rumors of your departure are greatly
exaggerated. I will not ask you to comment, but I at least know
there is a possibility this could be your last appearance before the
committee. I certainly hope it is not. We have other matters to dis-
cuss with you and the Fed.

But on the off possibility that it is, I did not want to let the mo-
ment pass without stating clearly for the record that, as one who
has been in public office for 10 years, this chairman considers you
to be one of the most able public servants that I have ever met.

I suspect that history will record that at a very perilous point in
our Nation’s economic history, you acted boldly and decisively and
creatively, very creatively I might add, and kept your head. And
under your leadership, the Fed took a number of actions that cer-
tainly staved off an even worse economic event, and for that I be-
lieve our Nation will always be grateful.

Now, my words are sincere, but they do not negate my concern
over the state of the economy today and the role that the Fed is
playing in it. In today’s semi-annual Humphrey-Hawkins hearing
on the state of the economy, we once again face the legacy of the
President’s economic policies, a failed experiment in fiscal policy
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that will forever be remembered for its three central pillars: per-
sistent weak economic growth; higher taxes on working families;
and unsustainable, record trillion-dollar deficits that one day our
children must pay off. Witness the debt clock on either side of the
hearing room.

The Federal Reserve has, regrettably, in many ways enabled this
failed economic policy through a program of risky and unprece-
dented asset purchases that has swollen its balance sheet by more
than $3 trillion. Our committee has an obligation to carefully scru-
tinize the Federal Reserve’s decisions and the way it communicates
those decisions to the American people.

Chairman Bernanke has correctly observed that credible guid-
ance about the future course of monetary policy is a vital tool that
the Fed must use to ensure that markets, consumers, and pro-
ducers can plan their own economic futures. My constituents back
in Texas are concerned about how much they must save for retire-
ment or for their children’s college tuition. They are left to wonder
how much longer they will have to endure the paltry, paltry re-
turns on the savings created by the Fed’s current interest rate pol-
icy, which favors borrowers over savers.

And yet, recent panicked responses by financial markets to mon-
etary policy communications and observations from a range of
economists suggest the Federal Reserve’s forward guidance clearly
needs some improvement. The market’s recent extreme volatility
resulting from the offhanded comments of one individual, our wit-
ness today, is not healthy for an economy. Again, it indicates a
monetary policy guidance system that is not working, and it begs
the question: Are current equity market values based upon the fun-
damentals or unprecedented quantitative easing?

Former Fed Chairman William McChesney Martin once observed
that the Fed “should always be engaged in a ruthless examination
of its own record.” Today, we will ask Chairman Bernanke to en-
gage in such a ruthless examination of the Fed’s QE exit strategy,
which is both untested and clearly not well understood by market
participants.

Based upon the economy’s performance since the Federal Reserve
embarked upon its unprecedented campaign of monetary stimulus,
many economists have observed, and I would tend to agree, that
it is fair to conclude that rarely has so much been spent in pursuit
of so little, and rarely has so much been risked in return for so lit-
tle. The extraordinary measures of 2008 have become the ordinary,
albeit unsustainable, measures of 2013 and beyond. Again, as re-
cent events demonstrate, it remains very much an open question
whether the Fed can orchestrate an orderly withdrawal of mone-
tary stimulus.

Finally, as the Federal Reserve approaches its 100th anniversary
later this year, it is incumbent upon this committee to engage in
an honest assessment of the Fed’s performance and consider just
how we can improve the Federal Reserve over the next century.

Chairman Bernanke, I appreciate your cooperation with the com-
mittee’s work. Thank you for being here today.

At this time, I will recognize the ranking member for an opening
statement.
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Ms. WATERS. Thank you very much, Mr. Chairman. I would first
would like to thank you, Mr. Chairman, for the words in support
of Chairman Bernanke’s chairmanship.

And Chairman Bernanke, I would like to thank you for being
with us today.

Chairman Bernanke, under your leadership and actions taken by
the Federal Open Market Committee (FOMC), the recovery con-
tinues to strengthen. Treasury yields and mortgage rates have fall-
en to their lowest levels in decades, and home values have in turn
risen between 5 and 12 percent over the 12-month period ending
in April, resulting in a substantial reduction in the number of bor-
rowers with negative equity. Without the dramatic actions you
have taken to restore economic growth, the economy simply could
not have recovered to the extent it has today.

Since your last appearance before this committee to discuss the
economy and the outlook for monetary policy back in February,
there has been much debate about when and to what extent the
FOMC might begin to slow the current pace of asset purchases. As
the economic outlook improves, I would urge you not to scale back
your monetary stimulus until it is absolutely clear that the now-
fragile recovery will hold and real progress has been made in re-
ducing unemployment.

Thanks to your efforts, the number of people who are unem-
ployed has steadily fallen since the height of the crisis. However,
we still have a long way to go before we have achieved any reason-
able measure of full employment. More than 11 million Americans
continue to search for work, and countless others have either given
up looking altogether or are stuck working fewer hours than they
need to get by. With inflation in check, well below the 2 percent
target, I would ask that you and your colleagues on the FOMC con-
tinue to give the employment aspect of your dual mandate the crit-
ical attention it deserves.

In addition to the important work you are doing to foster eco-
nomic growth, the Federal Reserve has also made significant
progress in implementing key reforms aimed at strengthening our
financial system. In particular, I was very pleased to see—

Chairman HENSARLING. Would the gentlelady suspend?

Mr. Chairman and the audience, forgive us. As my 9-year old
fv‘vou(id say, “Awkward.” But it appears that the problem has been
ixed.

If the ranking member wishes to start over, we would—

Ms. WATERS. Thank you very much, Mr. Chairman. I would like
to start over.

Chairman Bernanke, under your leadership and through the ac-
tions taken by the FOMC, the recovery continues to strengthen.
Treasury yields and mortgage rates have fallen to their lowest lev-
els in decades, and home values have in turn risen between 5 and
12 percent over the 12-month period ending in April, resulting in
a substantial reduction in the number of borrowers with negative
equity. Without the dramatic actions you have taken to spur eco-
nomic growth, the economy simply could not have recovered to the
extent it has today.

Since your last appearance before this committee to discuss the
economy and the outlook for monetary policy back in February,
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there has been much debate about when and to what extent the
FOMC might be able to slow the current pace of asset purchases.
As the economic outlook improves, I would urge you not to scale
back your monetary stimulus until it is absolutely clear that the
now-fragile recovery will hold and real progress has been made in
reducing unemployment.

Thanks to your efforts, the number of people who are unem-
ployed has steadily fallen since the height of the crisis. However,
we still have a long way to go before we have achieved any reason-
able measure of full employment. More than 11 million Americans
continue to search for work, and countless others have either given
up looking altogether or are stuck working fewer hours than they
need to get by. With inflation in check, well below your 2 percent
target, I would ask that you and your colleagues on the FOMC con-
tinue to give the employment aspect of your dual mandate the crit-
ical attention it deserves.

In addition to the important work you are doing to foster eco-
nomic growth, the Federal Reserve has also made significant
progress in implementing key reforms aimed at strengthening our
financial system. In particular, I was very pleased to see the bal-
anced approach taken by the Federal Reserve in issuing the final
Basel III rule, which appropriately takes into account the unique
needs of our Nation’s community banks.

I look forward to your testimony today, and I yield back the bal-
ance of my time.

And thank you, Mr. Chairman.

Chairman HENSARLING. The chairman now recognizes the vice
chairman of the Monetary Policy and Trade Subcommittee, Mr.
Huizenga of Michigan, for 3 minutes.

Mr. HUiZENGA. Thank you, Chairman Hensarling, and Ranking
Member Waters. I appreciate you holding this hearing today to dis-
cuss the semi-annual report on the state of the economy and our
fiscal welfare.

Additionally, Chairman Bernanke, I do want to thank you for
your distinguished service to our country. Certainly, as the Chair-
man of the Board of Governors over the last 7 years, no one ques-
tions your desire to help our country through some of its most dif-
ficult times that we have seen in recent history.

Today, I am particularly eager to hear your insights on monetary
policy and the state of the economy. As I hear from small-business
owners across Michigan, and, frankly, being a small-business
owner myself in the construction and real estate fields, it is abun-
dantly clear that small businesses are still feeling the negative im-
pacts of the 2008 financial crisis.

The economy has been painfully slow to recover—in fact, the
weakest of any of the recent recoveries. And, in turn, job creation
has lagged. Too many Americans remain out of work, while others
have simply stopped looking for work altogether.

These are the forgotten casualties that are oftentimes buried in
government statistics. I am here to be their voice, and not be a
voice of Wall Street but to be a voice for Main Street.

Additionally, Washington’s addiction to spending remains evi-
dent. As we can see up here, we are exceeding $17 trillion in debt,
and our chances for recovery as well as the outlook for our chil-
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dren’s prosperity dims. For too long, government has in many
forms looked upon itself to solve the social and economic ills that
our country faces. The Federal Reserve hasn’t been any different.
Some would argue that may be because of the dual mandate and
other things.

The Federal Reserve has chosen to implement government-based
solutions instead of employing a market-based approach, I would
argue, whether it is artificially lowering and sustaining a near-zero
interest rate, QE2, Operation Twist, QE3, QE Infinity, as some
have quipped about, the government-knows-best approach has only
prolonged high levels of unemployment and perpetuated a lack of
consumer confidence that has, outside of Wall Street, created an
?_lc%nomic environment where investment and growth remain sti-

ed.

With our GDP stagnating and unemployment remaining at 7.5
percent or more since President Obama has taken office in 2009,
you don’t see very many economists predicting the economy to take
off in the near future. The policies implemented and prolonged by
the Federal Reserve, I believe have worked hand-in-glove with
that, and have failed.

So when are these failed policies going to come to an end? We
know we have had lots of indications. I have already gotten an up-
date from The Wall Street Journal and a number of others who are
looking at your comments. But the FOMC says they are planning
on keeping the near-zero rate at least until sometime in 2015, with
a target of a 6.5 percent unemployment rate.

Questions that I think a lot of us have are: At what cost? And
if not at what cost, at what benefit? And there are many who look
at this analysis and have determined that you are tilting to a
“dovish monetary easing policy,” away from where we have been
going. As a proponent of the free market and reducing the size of
government, let me point out that is just one of the many problems
with the Administration’s policies.

Chairman Bernanke, I thank you, and I appreciate, again, your
service and I look forward to today’s hearing. Thank you.

Chairman HENSARLING. The Chair now recognizes the gentlelady
from New York, Mrs. Maloney, for 2 minutes.

Mrs. MALONEY. Thank you.

I understand this may be Mr. Bernanke’s last testimony on
Humphrey-Hawkins, as his term expires in January, although I
hope it is not—I hope you are reappointed—but I did want to join
my colleagues in thanking you for your extraordinary service dur-
ing one of the most painful periods in the United States’ economic
history.

You have been a creative, innovative leader. The one area where
you have always been consistent is you have never been boring. As
a former teacher, I appreciate your ability and willingness to ex-
plain the Fed’s extraordinary measures in clear terms that all
Americans can understand.

While talk of the Fed’s tapering its asset-buying program has
dominated the headlines recently, and the United States is still
suffering from an unemployment crisis, it was reassuring to read
in your prepared testimony that the Fed will continue its asset-
buying program as long as economic conditions warrant. So I am
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glad to see you are shaping Fed policy to help people and not just
based on rigid ideological dogma.

I also thank you for listening to the concerns in our letter from
Chairwoman Capito on the concerns we have for small community
and regional banks. We asked you to treat them differently from
large international banks, and that is precisely the approach that
the Basel III rules took. Community banks did not cause the finan-
cial crisis, and I am glad that the Fed came around to seeing our
view on this issue.

Thank you for your extraordinary service.

Chairman HENSARLING. The gentlelady yields back.

The Chair now recognizes the gentlelady from New York, Ms.
Velazquez, for 172 minutes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Welcome, Chairman Bernanke. Thank you for your public serv-
ice.

When I am in my district each week, I hear from people who are
truly struggling in the current labor market. Some are unem-
ployed, others are underemployed, and many have stopped looking
for work altogether.

Adding insult to injury, they hear that the stock market has re-
cently achieved new highs and the housing market is recovering.
But for many, this has not translated into new opportunities. Cuts
to education and worker retraining programs as well as reduced in-
vestment in job-creating infrastructure projects have exacerbated
what was an already dire situation. The truth is that it is hard for
many to remember that just 6 years ago, the unemployment rate
was less than 4.5 percent.

And while these are anecdotes, the data shows that they are re-
flective of the Nation as a whole. Unemployment has remained
above 7 percent since December 2008. Gallup is reporting that 17.2
percent of the workforce is underemployed, and the labor participa-
tion rate is at a historical low.

While the Federal Reserve has a dual mandate, it is this unem-
ployment backdrop that must be given the greatest weight in its
deliberations. As the Fed considers when and how to transition
away from QE3, it must make certain that it does so without mak-
ing a challenging employment situation worse.

Thank you, Mr. Chairman.

Chairman HENSARLING. The Chair now recognizes the gentleman
from North Carolina, Mr. Watt, for 1%2 minutes.

Mr. WaTT. Thank you, Mr. Chairman. And I want to—

Chairman HENSARLING. If the gentleman would suspend, if staff
would please shut the door?

The gentleman is recognized.

Mr. WATT. I certainly join in the complimentary statements
about the chairman’s service. And I have a prepared statement
which I will submit for the record, but I thought it might be helpful
to just reminisce about some of the changes that this Chairman
has made.

I was on this committee for a long, long time and never knew
where the Federal Reserve was until Chairman Bernanke became
the Chairman of the Fed. He opened up the process and
demystified what the Fed does.
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Since that time, we have gone through this whole debate about
auditing the Federal Reserve, and substantially more of the records
and proceedings of the Federal Reserve are open to the public. He
speaks in plain language, as opposed to some of the prior Chairs,
who tried to make everything seem so complicated and made it im-
possible for people to understand, either on the committee or cer-
tainly in the public.

So I think he has contributed greatly to the image of the Fed,
and I just wanted to thank him for his service.

I will submit my official statement for the record.

Chairman HENSARLING. Today, we welcome back to the com-
mittee, in the words of the gentlelady from New York, the never-
boring, Honorable Ben Bernanke, Chairman of the Board of Gov-
ernors of the Federal Reserve System. I believe we all agree he
needs no further introduction, so he will not receive one.

I do wish to all Members that the Chairman will be excused
promptly at 1:00 p.m. And I wish to inform Members on the Major-
ity side that those who were not able to ask questions during the
Chairman’s last appearance will be given priority today.

Without objection, Chairman Bernanke, your written statement
will be made a part of the record. So, you are now recognized for
your oral presentation.

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

Mr. BERNANKE. Thank you. Chairman Hensarling, Ranking
Member Waters, and other members of the committee, I am
pleased to present the Federal Reserve’s semi-annual “Monetary
Policy Report to the Congress.” I will discuss current economic con-
ditions and the outlook and then turn to monetary policy, and I
will finish with a short summary of our ongoing work on regulatory
reform.

The economic recovery has continued at a moderate pace in re-
cent quarters, despite strong headwinds created by Federal fiscal
policy. Housing has contributed significantly to recent gains in eco-
nomic activity. Home sales, house prices, and residential construc-
tion have moved up over the past year, supported by local interest
rates and improved confidence in both the housing market and the
economy. Rising housing construction and home sales are adding to
job growth, and substantial increases in home prices are bolstering
household finances and consumer spending while reducing the
number of homeowners with underwater mortgages.

Housing activity and prices seem likely to continue to recover
notwithstanding the recent increases in mortgage rates, but it will
be important to monitor developments in this sector carefully.

Conditions in the labor market are improving gradually, yet the
unemployment rate stood at 7.6 percent in June, about a half per-
centage point lower than in the months before the Federal Open
Market Committee initiated its current asset purchase program in
September. Nonfarm payroll employment has increased by an aver-
age of about 200,000 jobs per month so far this year. Despite these
gains, the job situation is far from satisfactory, as the unemploy-
ment rate remains well above its longer-run normal level and rates
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of underemployment and long-term unemployment are still much
too high.

Meanwhile, consumer price inflation has been running below the
committee’s longer-run objective of 2 percent. The price index for
personal consumption expenditures rose only 1 percent over the
year ending in May. This softness reflects, in part, some factors
that are likely to be transitory. Moreover, measures of longer-term
inflation expectations have generally remained stable, which
should help move inflation back up toward 2 percent.

However, the committee is certainly aware that very low infla-
tion poses risks to economic performance—for example, by raising
the real cost of capital investment—and increases the risk of out-
right deflation. Consequently, we will monitor this situation close-
ly, as well, and we will act as needed to ensure that inflation
moves back toward our 2 percent objective over time.

At the June FOMC meeting, my colleagues and I projected that
economic growth would pick up in the coming quarters, resulting
in gradual progress toward the level of unemployment and inflation
consistent with the Federal Reserve’s statutory mandate to foster
maximum employment and price stability.

Specifically, most participants saw real GDP growth beginning to
step up during the second half of this year, eventually reaching a
pace between 2.9 and 3.6 percent in 2015. They projected the un-
employment rate to decline to between 5.8 and 6.2 percent by the
final quarter of 2015, and they saw inflation gradually increasing
toward the committee’s 2 percent objective.

The pickup in economic growth predicted by most committee par-
ticipants partly reflects their view that Federal fiscal policy will
exert somewhat less drag over time, as the effects of the tax in-
creases and the spending sequestration diminish. The committee
also believes that risks to the economy have diminished since the
fall, reflecting some easing of the financial stresses in Europe; the
gains in housing and labor markets that I mentioned earlier; the
better budgetary positions of State and local governments; and
stronger household and business balance sheets.

That said, the risks remain that tight Federal fiscal policy will
restrain economic growth over the next few quarters by more than
we currently expect or that the debate concerning other fiscal pol-
icy issues, such as the status of the debt ceiling, will evolve in a
way that could hamper the recovery. More generally, with the re-
covery still proceeding at only a moderate pace, the economy re-
mains vulnerable to unanticipated shocks, including the possibility
thatdglobal economic growth may be slower than currently antici-
pated.

With unemployment still high and declining only gradually and
with inflation running below the committee’s longer-run objective,
a highly accommodative monetary policy will remain appropriate
for the foreseeable future. In normal circumstances, the commit-
tee’s basic tool to provide monetary accommodation is its target for
the Federal funds rate. However, the target range for the Federal
funds rate has been close to zero since late 2008 and cannot be re-
duced meaningfully further.

Instead, we are providing additional policy accommodation
through two distinct yet complementary policy tools. The first tool
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is expanding the Federal Reserve’s portfolio of longer-term Treas-
ury securities and agency mortgage-backed securities. We are cur-
rently purchasing $40 billion per month in agency MBS and $45
billion per month in Treasurys. The second tool is forward guidance
about the committee’s plans for setting the Federal funds rate tar-
get over the medium term.

Within our overall policy framework, we think of these tools as
having somewhat different roles. We are using asset purchases and
the resulting expansion in the Federal Reserves’s balance sheet pri-
marily to increase the near-term momentum of the economy, with
the specific goal of achieving a substantial improvement in the out-
look for the labor market in a context of price stability.

We have made some progress toward this goal, and, with infla-
tion subdued, we intend to continue our purchases until a substan-
tial improvement in the labor market outlook has been realized. In
addition, even after purchases end, the Federal Reserve will be
holding its stock of Treasury and agency securities off the market
and reinvesting the proceeds from maturing securities, which will
continue to put downward pressure on longer-term interest rates,
support mortgage markets, and help to make broader financial con-
ditions more accommodative.

We are relying on near-zero short-term interest rates, together
with our forward guidance that rates will continue to be exception-
ally low—this is our second tool—to help maintain a high degree
of monetary accommodation for an extended period after asset pur-
chases end, even as the economic recovery strengthens and unem-
ployment declines toward more normal levels. In appropriate com-
bination, these two tools can provide the high level of policy accom-
modation needed to promote a stronger economic recovery with
price stability.

In the interest of transparency, the committee participants
agreed in June that it would be helpful to lay out more details
about our thinking regarding the asset purchase program—specifi-
cally, provide additional information on our assessment of progress
to date as well as the likely trajectory of the program if the econ-
omy evolves as projected.

This agreement to provide additional information did not reflect
a change in policy. The committee’s decisions regarding the asset
purchase program and the overall stance of monetary policy depend
on our assessment of the economic outlook and of the cumulative
progress toward our objectives. Of course, economic forecasts must
be revised when new information arrives and are, thus, necessarily
provisional.

As I noted, the economic outcomes that the committee partici-
pants saw as most likely in their June projections involved con-
tinuing gains in labor markets, supported by moderate growth that
picks up over the next several quarters as the restraint from fiscal
policy diminishes. The committee participants also saw inflation
moving back toward our 2 percent objective over time.

If the incoming data were to be broadly consistent with these
projections, we anticipated that it would be appropriate to mod-
erate the monthly pace of purchases later this year. And if the sub-
sequent data continued to confirm this pattern of ongoing economic
improvement and normalizing inflation, we expected to continue to
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reduce the pace of purchases in measured steps through the first
half of next year, ending then around midyear.

At that point, if the economy had evolved along the lines we an-
ticipated, the recovery would have gained further momentum, un-
employment would be in the vicinity of 7 percent, and inflation
would be moving toward our 2 percent objective. Such outcomes
would be fully consistent with the goals of the asset purchase pro-
gram that we established in September.

I emphasize that, because our asset purchases depend on eco-
nomic and financial developments, they are by no means on a pre-
set course. On the one hand, if economic conditions were to improve
faster than expected and inflation appeared to be rising decisively
back toward our objective, the pace of asset purchases could be re-
duced somewhat more quickly. On the other hand, if the outlook
for employment were to become relatively less favorable, if inflation
did not appear to be moving back toward 2 percent, or if financial
conditions, which have tightened recently, were judged to be insuf-
ficiently accommodative to allow us to attain our mandated objec-
tives, the current pace of purchases could be maintained for longer.

Indeed, if needed, the committee would be prepared to employ all
of its tools, including an increase in the pace of purchases for a
time, to promote a return to maximum employment in the context
of price stability.

As I noted, the second tool the committee is using to support the
recovery is forward guidance regarding the path of the Federal
funds rate. The committee has said that it intends to maintain a
high degree of monetary accommodation for a considerable time
after the asset purchase program ends and the economic recovery
strengthens. In particular, the committee anticipates that its cur-
rent exceptionally low target range for the Federal funds rate will
be appropriate at least as long as the unemployment rate remains
above 6.5 percent and inflation expectations remain well-behaved
in the sense described in the FOMC’s statement.

As I have observed on several occasions, the phrase, “at least as
long as,” is a key component of the rate policy guidance. These
words indicate that the specific numbers for unemployment and in-
flation in the guidance are thresholds, not triggers. Reaching one
of the thresholds would not automatically result in an increase in
the Federal funds rate target. Rather, it would lead the committee
to consider whether the outlook for the labor market, inflation, and
the broader economy justifies such an increase.

For example, if a substantial part of the reductions in measured
unemployment were judged to reflect cyclical declines in labor force
participation rather than gains in employment, the committee
would be unlikely to view a decline of unemployment to 6.5 percent
as a sufficient reason to raise its target for the Federal funds rate.
Likewise, the committee would be unlikely to raise the funds rate
if inflation remained persistently below our longer-run objective.

Moreover, so long as the economy remains short of maximum em-
ployment, inflation remains near our longer-run objective, and in-
flation expectations remain well-anchored, increases in the target
for the Federal funds rate, once they begin, are likely to be grad-
ual.
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I will finish by providing you with a brief update on progress on
reforms to reduce the systemic risk of the largest financial firms.
As Governor Tarullo discussed in his testimony last week before
the Senate Banking, Housing and Urban Affairs Committee, the
Federal Reserve, with the other Federal banking agencies, adopted
a final rule earlier this month to implement the Basel III capital
reforms. The final rule increases the quality and quantity of re-
quired regulatory capital by establishing a new minimum common
](;qlf%f@ty Tier 1 capital ratio and implementing a capital conservation
uffer.

The rule also contains a supplementary leverage ratio and a
countercyclical capital buffer that apply only to large and inter-
nationally active banking organizations, consistent with their sys-
temic importance.

In addition, the Federal Reserve will propose capital surcharges
on firms that pose the greatest systemic risk and will issue a pro-
posal to implement the Basel III quantitative liquidity require-
ments as they are phased in over the next few years.

The Federal Reserve is considering further measures to strength-
en the capital positions of large, internationally active banks, in-
cluding the proposed rule issued last week that would increase the
required leverage ratios of such firms.

The Fed also is working to finalize the enhanced prudential
standards set out in Sections 165 and 166 of the Dodd-Frank Act.
Among these standards, rules relating to stress-testing and resolu-
tion planning already are in place, and we have been actively en-
gaged in stress tests and reviewing the first wave of resolution
plans. In coordination with other agencies, we have made signifi-
cant progress on the key substantive issues relating to the Volcker
Rule and are hoping to complete it by year end.

Finally, the Federal Reserve is preparing to regulate and super-
vise systemically important nonbank financial firms. Last week,
the Financial Stability Oversight Council (FSOC) designated two
nonbank financial firms. It has proposed the designation of a third
firm, which has requested a hearing before the Council.

We are developing a supervisory and regulatory framework that
can be tailored to each firm’s business mix, risk profile, and sys-
temic footprint, consistent with the Collins amendment and other
legal requirements under the Dodd-Frank Act.

Thank you, Mr. Chairman. I would be pleased to take questions.

[The prepared statement of Chairman Bernanke can be found on
page 61 of the appendix.]

Chairman HENSARLING. Thank you, Mr. Chairman.

The Chair will recognize himself for 5 minutes for questions.

Mr. Chairman, the first question is probably, in some respects,
the most obvious question. You are aware better than most that,
as you testified before the Joint Economic Committee on May 22nd,
as The Wall Street Journal reports, the stock market “moved up
when Mr. Bernanke’s congressional testimony was released in the
morning, near-triple-digit gains when he began taking questions,
turned negative when the minutes were released.” On June 19th,
at the mere hint of tapering, the Dow Jones dropped almost 600
points in 2 days. And then recently, your comments on July 10th
have seen the S&P hit record highs.
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A couple of questions result from this—a couple of quotes, first.
Warren Buffett has described our stock market as waiting “on a
hair trigger” from the Fed. Dallas Fed President Richard Fisher de-
scribes stock markets as “hooked on the drug” of easy money.

You have described your thresholds as providing guidance to the
market, but you have also qualified that the thresholds provide no
guidance as to when or how the policy will change once those
thresholds have been reached. A recent survey of 55 economists by
The Wall Street Journal gives the Fed a D-minus for its guidance.

So can you comment on your guidance, and can you comment on
Mr. Buffett’s and President Fisher’s comments?

Mr. BERNANKE. Certainly, Mr. Chairman.

We are in a difficult environment economically, financially, and,
of course, we are dealing with unprecedented monetary policy de-
velopments. I continue to believe that we should do everything we
can to apprise the markets and the public about our plans and how
we expect to move forward with monetary policy. I think not speak-
ing about these issues would risk a dislocation, a moving of market
expectations away from the expectations of the committee. It would
have risked increased buildup of leverage for excessively risky posi-
tions in the market, which I believe the unwinding of that is part
of the reason for some of the volatility that we have seen.

And so I think it has been very important that we communicate
as best we can what our plans and our thinking is. I think the
markets are beginning to understand our message, and that vola-
tility has obviously moderated.

Chairman HENSARLING. I hope you are right.

Let me change subjects. This committee tomorrow will have a
hearing on a bill designed to reform Fannie and Freddie. The FHA
put us on a path toward a sustainable housing policy in America.

The Fed, a number of years ago, released a study that estimated
that Fannie and Freddie passed on a mere 7 basis points subsidy
in their interest rates. That was by economists Passmore,
Sherlund, and Burgess.

Does the Fed still stand by that study?

Mr. BERNANKE. It was a good study, yes.

Chairman HENSARLING. You have been quoted in the past with
respect to the GSEs, stating, “Privatization would solve several
problems associated with the current GSE model. It would elimi-
nate the conflict between private shareholders and public policy
and likely diminish the systemic risk, as well. Other benefits are
that private entities presumably would be more innovative and effi-
cient than a government agency, in that they could operate with
less interference from political interests.”

Do you still stand by that statement?

Mr. BERNANKE. I stand by the view that the GSEs, as constituted
before the crisis, had very serious flaws in terms of the implicit
guarantee from the government that was not compensated, the lack
of capital, and the fact that they were torn between public and pri-
vate purposes. So I agree that the GSEs were a significant prob-
lem.

Chairman HENSARLING. Let me ask you about another one of
your statements. In 2008, you observed, “GSE-type organizations
are not essential to successful mortgage financing. Indeed, many
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other industrial countries without GSEs have achieved homeowner-
ship rates comparable to that of the United States. One device that
has been widely used is covered bonds.”

Do you still stand by that statement?

Mr. BERNANKE. Yes.

Chairman HENSARLING. Now, as I understand it, you do believe
that it is advisable to retain some type of government backstop in
times of great turmoil, as we saw in 2008. The Fed, I believe, has
put forth its own plan; is that correct?

Mr. BERNANKE. No, the Fed hasn’t put forth a plan.

Chairman HENSARLING. Maybe it is Federal Reserve economists
Hancock and Passmore?

Mr. BERNANKE. That would be an independent piece of research
that is not endorsed by the Board of Governors.

Chairman HENSARLING. Okay.

Regrettably, I see my time has come to an end. The Chair now
recognizes the ranking member for 5 minutes.

Ms. WATERS. Thank you, Mr. Chairman.

Mr. Chairman, I am interested in the survey that was done by
the IMF where they reported that the United States could spur
growth by adopting a more balanced and gradual pace of fiscal con-
solidation, especially at a time when monetary policy has limited
room to support the recovery further.

Specifically, the IMF recommended that Congress repeal the se-
quester, raise the debt ceiling to avoid any severe shocks, and
adopt a comprehensive, backloaded set of measures to restore long-
run fiscal sustainability.

Would you agree with the IMF’s conclusion that the austerity
policies currently in place have significantly depressed growth in
the United States? And to what extent can monetary policy offset
the adverse consequences of the current contractual fiscal policy?

Mr. BERNANKE. As I have said many times, I think that fiscal
policy is focusing a bit too much on the short run, and not enough
on the long run. The near-term policies, which include not only the
sequester but the tax increases and other measures, according to
the CBO, are cutting about a percentage point and a half, about
1.5 percentage points from growth in 2013. That would mean, in-
stead of 2 percent growth, we might be enjoying 3.5 percent
growth. At the same time, Congress has not addressed a lot of long-
run issues, where sustainability remains not yet achieved.

So, yes, my suggestion to Congress is to consider possibilities
that involve somewhat less restraint in the near term and more ac-
tion to make sure that we are on a sustainable path in the long
run. And I think that is broadly consistent with the IMF’s perspec-
tive.

Ms. WATERS. I would like to ask you a question about housing
finance, since the chairman mentioned that we will be meeting to
hear about his bill that, among other things, winds down the GSEs
and effectively ends the government’s guarantee.

While I support reducing the current government footprint in the
housing market, I am concerned that such a drastic reduction will
adversely affect homeowners, depress the broader economy, and
eliminate the 30-year, fixed-rate mortgage as we know it.
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How might ending the 30-year, fixed-rate mortgage affect access
to affordable mortgage credit, the housing markets generally, and
the Fed’s need to continue its extraordinary support of the housing
market through quantitative easing?

Mr. BERNANKE. I think it is very important that average people
in America have access to mortgage credit which allows them to
buy a home if that is what their financial situation and their needs
require. As long as the product is consumer-friendly, consumer-
safe, protected in that respect, and is financially affordable, I don’t
think it necessarily has to be in a specific form. I think there are
different ways. Many people use different types of mortgage struc-
tures.

I think the main thing, again, it is not the instrument itself but,
rather, the access of the average American to homeownership and
to mortgage credit.

Ms. WATERS. To what extent is the structure of a country’s hous-
ing finance system a prime contributor to macroeconomic volatility?
Would you agree that housing finance systems with variable-rate
mortgages are the dominant product and more vulnerable to ex-
treme bubble-bust cycles in the housing market?

Mr. BERNANKE. That is a good question. I haven’t really seen evi-
dence on that. In the United States, unfortunately, adjustable-rate
mortgages were often sold to people who weren’t really able to
manage the higher payments when the payments rose, and they
weren’t very well disclosed. There are other countries that have ad-
justable-rate mortgages where they haven’t had quite the same
problems.

And I guess one small advantage is that when the central bank
changes interest rates, it shows up immediately in costs of housing,
and may be more powerful in that respect.

But I think the most important issue is disclosure and under-
writing, making sure that people can afford the costs of the mort-
gage even when the payments go up.

Ms. WATERS. Thank you very much.

I appreciate your comments about the different types of struc-
tures. And I suppose your comments about variable-rate mortgages
are probably consistent with concerns we have about no-docu-
mentation loans and other kinds of things where we know we can’t
guarantee that those people taking out the mortgages are able to
repay them.

Mr. BERNANKE. Was there a question? Sorry. I can’t hear very
well.

Chairman HENSARLING. The time of the gentlelady has expired.

Ms. WATERS. Thank you very much.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Michigan, Mr. Huizenga, for 5 minutes.

Mr. HUIZENGA. Thank you, Mr. Chairman.

And, Mr. Chairman, I want to quickly cover three areas: one,
talk a little bit about interest rates; two, talk about too-big-to-fail;
and three, briefly talk about the Taylor Rule.

Now, I would be reticent if I didn’t pass along a question one of
my friends had: Should he refinance right now? I think that is
probably a question a lot of people have. I know I did, not that long
ago. You may answer if you would like.
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Mr. BERNANKE. I am not a qualified financial advisor.

Mr. HuizeNGA. That would be part of the problem with Dodd-
Frank. If you don’t qualify, then nobody qualifies.

But I think there is that fear out there, with the increase in
mortgage interest rates. A lot of us, me coming out of a real estate
background, I think a lot of us finally said, maybe we should be
watching what your comments were going to be and maybe get
clued in.

But what I am really concerned about is that—and this is at
some risk to myself of maybe not having a very warm welcome next
time I am up in New York City visiting some of my friends up
there. But I am concerned that Wall Street is too dependent on the
Fed and sort of the signals that you are having, while Main Street
is really getting buffeted about, whether it is interest rates, tax pol-
icy, certainly regulatory policy as well. And we need to make sure
that we are moving beyond that.

I am sure, who knows, maybe the market just took an uptick
based on my comments. Or maybe they took a downtick; who
knows. We know that they are going to be following your comments
much more closely. But we have to make sure that this is about
Main Street, not about Wall Street, and how this is going to be af-
fecting people back home.

On too-big-to-fail, we had a hearing last week regarding too-big-
to-fail, and President Lacker from the Federal Reserve in Rich-
mond testified about the new restrictions in Dodd-Frank imposed
on Section 13.3 of the Federal Reserve Act, an emergency provision
the Fed used to bail AIG out at the time.

And he said, “I think it is an open question as to how con-
straining it is. It says it has to be a program of market-based ac-
cess, but it doesn’t say that more than one firm has to show up to
use it. But it certainly seems conceivable to me that a program
could be designed that essentially is only availed of by one firm.”

Now, do you agree with President Lacker and the new restric-
tions added in 13.3 will not be effective in limiting the Fed’s free-
dom to carry out future bailouts? Or even if it did, would you have
the authority to enforce those limitations?

Mr. BERNANKE. So, on your first point, I just want to emphasize
that we are very focused on Main Street. We are trying to create
jobs, we are trying to make housing affordable. Our low interest
rates have created a lot of ability to buy automobiles.

Mr. HUIZENGA. Is it fair to say, though, that Wall Street has ben-
efited more than Main Street has?

Mr. BERNANKE. I don’t think so. We are working through the
mechanisms we have, which, of course, are financial interest rates
and financial asset prices. But our goals are Main Street, our goals
are jobs, our goals are low inflation. And I think we have had not
all the success we would like, but we have had some success.

I would like to respond to your second one, though, from Presi-
dent Lacker.

Mr. HUIZENGA. Yes.

Mr. BERNANKE. I don’t think that 13.3, as significantly modified
by Dodd-Frank, could be used to bail out an individual firm. Ac-
cording to Dodd-Frank, 13.3 has to be a broadly based program. It
has to be open to a wide variety of firms within a category. It can-
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not be used to lend to an insolvent firm. It requires both the ap-
proval of the Board and of the Secretary of the Treasury to be used.
And it must be immediately communicated to the Congress.

I do not think that 13.3 could be used in that way.

Mr. HUIZENGA. Obviously, there may be some disagreement with-
in your organization, but I would love to work with you on trying
to tighten that up.

The other item, very quickly, in our last minute here, on the Tay-
lor Rule. A recent survey of 55 economists by The Wall Street Jour-
nal gave the Federal Reserve a grade of D-minus for its guidance.
Now, I would hate to see what it had been previously, 10 years ago,
let’s say.

But do you believe that these facts indicate a monetary policy
guidance function that needs more work?

Mr. BERNANKE. I don’t know what the grade refers to. It could
be the fact that there are many different voices at the Fed. There
are a lot of different views. And I think there is a benefit to having
a lot of different views. People can hear the debate. On the other
f}‘1and, if people are looking for a single signal, it can be a little con-
using.

I think we are doing a reasonable job of communicating our in-
tentions and our plans in the context of a complex monetary policy
strategy.

Mr. HUIZENGA. I'm sorry, I have 10 seconds, and so I will make
it more of a statement, but I would love to follow up with you in
writing. I think many of us are concerned that when you rolled the
threshold guidance out, you described it as Taylor Rule-like, but
many of us are afraid that it may not have as much similarity to
a rules-based approach. And I look forward to working with you on
that.

Thank you, Mr. Chairman.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Missouri, Mr. Clay, the ranking member of the Monetary Pol-
icy Subcommittee.

Mr. CLAY. Thank you, Chairman Hensarling.

And thank you, Chairman Bernanke, for being here.

As you know, the unemployment rate is 7.60 percent. The econ-
omy added a little over 200,000 jobs per month for the first 6
months of this year. In 2012, we averaged about 180,000 jobs per
month. This is a slight increase. And the private sector, I would
say, added most of the jobs. Under the sequester, State and Fed-
eral Governments have lost jobs. Any forecast on, if the sequester
stays in place, what the condition of the economy will be in the
next year or so?

Mr. BERNANKE. The first observation which you made, which is
quite right, is that in this recovery, even as the private sector has
been creating jobs, governments at all levels have cut something on
the order of 600,000 jobs. In previous recoveries, usually the gov-
ernment sector was adding jobs. So that is one reason why the re-
covery has been slow.

Again, this year, the best estimate I have is the CBO’s estimate
at 1.5 percentage points on growth this year. I can’t say we are cer-
tain about how long those effects will last, but our anticipation is
that later this year and into next year, as those effects become less
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restrictive, that the economy will begin to pick up, and we will see
some benefits from that. But of course that hasn’t happened yet,
and we have to keep monitoring that.

Mr. CrAY. Shifting to the housing market, which has been a drag
on the economy for the last couple of years, it has recently begun
to show signs of turning around. Do you believe the increase in
housing prices provide evidence that the Fed’s monetary policy is
working, and is there a causal or correlative relationship between
the two?

Mr. BERNANKE. Yes, I think so. Historically, the two areas of the
economy which have been most impacted by monetary policy are
housing and autos, and those are two of the areas right now which
are leading our recovery. And evidently low mortgage rates have
contributed, household formation and other factors have also con-
tributed, but the housing sector is certainly an important compo-
nent of the recovery at this point. And housing prices going up are
not only beneficial in terms of stimulating more construction, but
they also improve the balance sheets of households and make them
more confident, more willing to spend on other goods and services.

Mr. CLAY. And so you are not concerned that recent increases in
mortgage rates could jeopardize the fragile housing recovery?

Mr. BERNANKE. The mortgage rates remain relatively low, but
they are higher than they were, and we do have to monitor that.

Mr. CLAY. And they are inching up.

Mr. BERNANKE. We will see how they evolve, but we do have to
monitor that, and we will see how housing and house prices go
from here.

Mr. CLAY. Do you believe the labor market in which the unem-
ployment rate hovers just below 8 percent reflects a new normal,
as some have suggested? What is a sustainable rate of unemploy-
ment, in your view, over the medium and long term? And what, in
your view, could be done to strengthen the aspect of the labor force
beyond the rate of employment, including wages, hours worked,
and labor force participation?

Mr. BERNANKE. No. I think we are still far above the longer-run
normal unemployment rate. To give you one illustration, the projec-
tions of the participants of the FOMC suggests that the long-run
unemployment rate might be closer to 5.2 to 6 percent, but even
beyond that, that amount of unemployment reflects the fact that
there are people who don’t have the right skills for the available
jobs, who are located in the wrong parts of the country. So training,
education, improving the functioning of the labor market, improv-
ing matching, there are things that can be done through labor pol-
icy, labor force policy, that could even lower unemployment further
than the Fed can through just increasing demand.

Mr. CLAY. So say, for instance, in the African-American commu-
nity where male unemployment hovers around 13 or 14 percent, do
you think the Labor Department and community colleges and oth-
ers need to do a better job of connecting job training to targeted
growth industries?

Mr. BERNANKE. I have seen some very good programs where em-
ployers, community colleges, and State governments work together
to try to link up people with jobs, and the community college pro-
vides the right training.
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Mr. CrAY. My time is up. I thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Alabama, the
chairman emeritus of our committee, Mr. Bachus.

Mr. BACHUS. Thank you, Mr. Chairman.

Chairman Bernanke, I have not seen a lot of discussion con-
cerning the reduction in Treasury issuance with the deficit coming
down. It seems like that would give you more latitude to reduce
your purchases of Treasurys. Would you like to comment on that?

Mr. BERNANKE. The Fed still owns a relatively small share of all
the Treasurys outstanding. It is true that as the new issuance
comes down, our purchases become a larger share of the new flow
of Treasurys coming into the market. But we have not seen that
our purchases are disrupting the Treasury market in any way, and
we believe that they have been effective in keeping interest rates
low. That being said, as I have described, depending on how the
economy evolves, we are considering changing the mix of tools that
we use to maintain the high level of accommodation.

Mr. BAcHUS. Yes, but the fact that they probably will be issuing
less is, I think, a factor that you would consider.

Mr. BERNANKE. We would consider that, but our view is that
what matters is the share of the total that we own, not the share
of the new issuance.

Mr. BAcHUS. All right. Chairman Bernanke, you mentioned last
year in Jackson Hole that you viewed unemployment as cyclical. Do
you still believe that it is cyclical and not structural?

Mr. BERNANKE. Just like my answer a moment ago, I think that
probably about 2 percentage points or so, say the difference be-
tween 7.6 and 5.6 percent, is cyclical, and the rest of it is what
economists would call frictional or structural.

Mr. BACHUS. Have you done any studies—do you think maybe 5
percent structural and 2 percent cyclical?

Mr. BERNANKE. Most importantly, so far we don’t see much evi-
dence that the structural component of unemployment has in-
creased very much during this period. It is something we have been
worried about, because with people unemployed for a year or 2
years or 3 years, they lose their skills, they lose their attachment
to the labor market, and the concern is they will become unemploy-
able. So far it still appears to us that we can attain an unemploy-
ment rate—we, the country, can attain an unemployment rate
somewhere in the 5s.

Mr. BAcHUS. Again, the most recent FOMC minutes didn’t spe-
cifically address the 7 percent unemployment target, but you men-
tioned it in your press conference after that. Was that 7 percent
target discussed and agreed on in the meeting?

Mr. BERNANKE. Yes, it was. Seven percent is not a target. It was
intended to be indicative of the amount of improvement we want
to see in the labor market. So I described a series of conditions that
would need to be met for us to proceed with our moderation of pur-
chases. We have a go-around where everybody in the committee,
including those who are not voting, get to express their general
views, and there was good support for both the broad plan, which
I described, and for the use of 7 percent as indicative of the kind
of improvement we are trying to get.
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Mr. BAcHUS. Okay. Thank you.

The FOMC participants have stated, some of them, that their as-
sessment of the longer-run normal level of the Fed funds rate has
been lowered. Do you agree with that?

Mr. BERNANKE. A rough rule of thumb is that long-term interest
rates are roughly equal to the inflation rate plus the growth rate
of the economy. The inflation rate, we are looking to get to 2 per-
cent. To the extent that in the aftermath of the crisis and from
other reasons that the economy had a somewhat lower real growth
rate going forward, that would imply a lower equilibrium interest
rate as well.

Mr. BACHUS. Okay. You mentioned—GDP estimates also come in.
They were too optimistic.

Mr. BERNANKE. Yes.

Mr. BAcHUS. I think you said earlier you believe one factor is the
policy decisions made by Congress to a certain extent, the seques-
ter, and failing to address the long-term structural changes in the
entitlement programs.

Mr. BERNANKE. That is right, although I should say that we all
should keep in mind that these are very rough estimates, and they
get revised. For example, you get somewhat different numbers
when you look at gross domestic income instead of gross domestic
product. But, yes, as I have said a couple of times already, I think
that Congress would be well-advised to focus more on the longer
term.

Mr. BACHUS. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from New York, Mrs.
Maloney.

Mrs. MALONEY. It is my understanding that we are going to peo-
ple who did not have the opportunity to ask questions at the last
hearing, so the next person would be Mr. Perlmutter.

Ms. WATERS. Mr. Perlmutter was next on the list, not Mrs. Malo-
ney, so would you please call—

Chairman HENSARLING. I am happy to do it. It is just the list
that we received from you, but we are very happy to recognize the
gentleman from Colorado for 5 minutes.

Mr. PERLMUTTER. Sure you are. I thank the Chair, and I thank
the gentlelady from New York.

Mr. Chairman, it is good to see you. As always, I think—I just
want to compliment you on being a steady hand through all of this.
In terms of fiscal policy, we had a very expansionary policy, and
now we have had a very contractionary policy. And to sort of piggy-
back a little bit on Mr. Bachus’ question and Mr. Clay’s, and I am
looking at page 11 of your report where it says, “The Congressional
Budget Office estimated that the deficit-reduction policies in cur-
rent law generating the 2%4 percentage point narrowing in the
structural deficit will also restrain the pace of real GDP growth by
1% percentage points this calendar year, relative to what it would
have been otherwise.”

What does 1% percent of real GDP mean in terms of jobs and
wealth? And, 1% percent is just a number. What is that?

Mr. BERNANKE. It is very significant. The CBO also estimated
that 1%2 percentage points was something on the order of 750,000
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full-time equivalent jobs. I think with another 12 percentage point
of growth, we would see probably unemployment down another 7-
or 8/10, something like that. So it makes a very big difference. It
is very substantial.

Now, again, we are hoping that as the economy moves through
this period, we will begin to see more rapid growth later this year
and into next year.

Mr. PERLMUTTER. Okay. So let us talk about—you have a graph,
and I don’t know if you have your report in front of you, but the
graph on the preceding page, 10, graph A, Total and Structural
Federal Budget Deficit 1980 to 2018. Do you see that?

Mr. BERNANKE. Yes.

Mr. PERLMUTTER. Can you explain that graph? It looks to me like
at some point there isn’t—you project or there is a projection here
of no structural deficit in about 2017, 2018. What does that mean?

Mr. BERNANKE. That means taking away the effects of the busi-
ness cycle. The business cycle causes extra deficit, because with the
economy weak, you get less tax revenue. You have more spending
on social programs of various kinds. What that is saying is that if
we were at full employment, that in 2015, I believe it is, the struc-
tural deficit would be close to zero. That is the CBO estimate.

Mr. PERLMUTTER. Okay. I now kind of want to turn to some
other questions, if I could. Mr. Huizenga and Mr. Clay were also
asking you about interest rates, and you said we are at historically
low interest rates. I would recommend to you, and you probably al-
ready know about, an app that you guys have that I can get on my
iPad. It is called The Economy, and it shows—this one shows how
we have been doing over the last 40 years. And we are—it was way
up here in, like, 1980 at about 18 percent, and then way down here
at about 3.3 percent about 2 months ago. And so we have come way
down, except that in the last 2 months—see, what is good about
this app, you can also do it on a 1-year basis. And on a 1-year
basis, it shows that from April 2013 to the end of June, we went
about straight up, about 33 percent increase in interest rates,
which was from 3.3 percent to about 4.5 percent.

Mr. BERNANKE. You are talking about mortgages now?

Mr. PERLMUTTER. Mortgage rates, yes, sir.

So how does that come about?

Mr. BERNANKE. There will be three reasons for it. The first is
that the economic news has been a little better. For example, there
was a pretty strong labor market report that caused yields to go
up as investors became more optimistic.

A second factor is probably that some excessively risky or lever-
aged positions unwound in the last month or two as the Federal
Reserve communicated about policy plans. The tightening associ-
ated with that is unwelcome, but on the other hand, at least there
is the benefit of maybe perhaps reducing some of those positions
in the market.

Mr. PERLMUTTER. The concern I have, and I think it was ex-
pressed by both Mr. Huizenga and Mr. Clay, is that one of the
underpinnings of this recovery, you said, is that now housing is be-
ginning to get much stronger. It was historically so weak, but this
kind of increase, if it continues, is going to slow that down.
Wouldn’t you agree?
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Mr. BERNANKE. I agree that we need accommodative monetary
policy for the foreseeable future, and I have said that.

Mr. PERLMUTTER. Thank you.

And I thank the Chair. I yield back.

Chairman HENSARLING. The Chair now recognizes the gentleman
from California, Mr. Miller, for 5 minutes.

Mr. MILLER. Mr. Bernanke, welcome. I want to thank you for lis-
tening to us.

On the recent ruling on Basel III, you acknowledge insurance
companies are very different from banks, and you postponed any
negative decision on that. I think that was a very, very wise move.

You are probably aware that the committee is about to consider
a housing finance reform bill. I have looked at the GSEs in the
past, and I have always had a problem with the way they were fun-
damentally flawed. You had a hybrid situation where the private
sector made all the profits, and the taxpayers took all the risk,
which was problematic from the beginning. You can go back to a
time when you could say they performed their function very well,
but they created major problems. In recent years, they didn’t ad-
here to underwriting standards. They were buying predatory loans
rather than conforming loans. They were chasing the market rath-
er than playing a countercyclical role, and that has been very prob-
lematic.

Now we look at a situation and say, what do we do and where
do we go? And if the United States were to end the function of the
GSEs as it applies to conforming loans, would the private market
be able to provide liquidity to the market? And the second part of
that is, what about the time of crisis? Would investors be there to
purchase mortgage-backed securities, and would interest rates tend
to rise in that type of situation?

Mr. BERNANKE. Let me first say that I agree with your analysis
of GSEs. And the Fed for many years was warning about lack of
capital, the implicit guarantee, the conflict between public and pri-
fYated motives, and so we agree that is something that needs to be
ixed.

There are a number of plans out there for reform. I think every-
one agrees that one of the key questions is what role, if any, the
government should play. It seems pretty clear that the private sec-
tor should be playing more of a role than it is now. Right now, we
have basically a government-run mortgage securitization market,
but in order to protect the taxpayer, to increase efficiency, to allow
for more product innovation and so on, we would like to have more
market participation.

But, again, the question is what role should the government
play? I don’t know the answer to that, but I would say that, first,
if the government does play a role, it should be fairly compensated;
that is, instead of having an implicit guarantee that it ended up
having to make good on, like the FDIC or some other similar insti-
tution, it should receive some kind of insurance premium.

Mr. MiLLER. And I think that is important, because I have ar-
gued for a position where if you are going to have a conduit, let
us say a facility to replace the GSEs, then the profits from the g-
fees should go into a reserve account to make sure that is solvent.
And then if you have a reinsurance fee when the mortgage-backed
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security is sold, that should also go in a reserve account. And when
the account goes up large enough over 7 or 8 years, there is no
need for a government guarantee, because the reserves will be so
huge based on the profits that they would turn, based on what they
historically have done, you wouldn’t put the taxpayer at risk.

But the problem we have had in the past, and I have always had
a problem with it, is when you have investors investing in GSEs,
the GSEs at that point in time chase market share to make inves-
tors happy. That is not their role. Their role is to be counter-
cyclical.

But I am also concerned that if we make a mistake, the govern-
ment is still going to be there on the hook, because they are not
going to let the housing market crumble if something goes wrong.
So if you don’t have some entity that is self-sufficient, has huge
capital to make sure that it can withstand a downturn, we are
going to end up in the situation again. Maybe you can respond to
that?

Mr. BERNANKE. I think that is right. Either you have to be 100
percent confident in the private thing you set up, or alternatively,
if you think there is a scenario in which the government would
come in ex post, then it might be a good idea to make sure the gov-
ernment gets paid appropriately ex ante, and that the rules of the
game are laid out in advance.

Mr. MILLER. But instead of the government, if you can create a
facility that was independent of government, but established by
government, let us say, that the profits were held, and they were
not abused by Congress as a slush fund to be able to take the
money from, if you just look at the profits that GSEs are making
today, if there is an entity doing that of an equivalent that was
backed by some guarantee for “X” amount of years to allow the
market to recover and stability to occur, and those reserves—and
the g-fee alone probably in 8 to 10 years would be $800 billion min-
imum if you charge a reasonable reinsurance fee on the mortgage-
backed securities, that is probably $200 billion in 8 to 10 years.
You have a trillion dollars, which is 6 times the risk the govern-
ment took in the worst downturn we have ever seen, would that
not add to market security and stability?

Mr. BERNANKE. The question there, I think, is whether this new
entity could charge those g-fees if you had competition, and would
you be allowing private-sector competition.

Mr. MILLER. The goal is to allow the private sector in. They are
not crowding in today, and that is what we want to do. We want
to get them in, but we still need to provide a surety and liquidity.
That is my concern.

Mr. BERNANKE. That is right.

Mr. MILLER. Thank you. I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Massachusetts,
Mr. Lynch.

Mr. LyNcH. Thank you, Mr. Chairman.

And welcome, Chairman Bernanke, and thank you for your serv-
ice and your willingness to come before the committee and help us
with our work.
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I want to stay right on that line of questioning that Mr. Miller
actually began. As you may know, both the House and Senate are
actively considering legislative proposals to reform the GSEs, and
I think most of us on both sides of the aisle realize some reform
iS necessary.

Now, I won’t ask you to comment on any particular legislative
proposal, I am not sure you would anyway, but you are a scholar
of the Great Depression, and, as you know, Fannie Mae and the
FHA are sort of creations of the New Deal, and they are—I wanted
to ask you, historically the 30-year fixed mortgage, which is really
a major innovation, prior to the government getting in, GSEs get-
ting in and providing that backstop, was that available and—

Mr. BERNANKE. No.

Mr. LyNCcH. —was the private sector successful in trying to cre-
ate that?

Mr. BERNANKE. During the Depression and that period of time,
people usually took out 5-year balloon mortgages and refinanced
them sequentially.

Mr. LYNCH. In terms of the last 80 years of government support,
and that is really what has created opportunities for middle-income
homeowners—well, middle-income potential homeowners from get-
ting into the market, and as we are grappling with this GSE re-
form, I am very concerned about what happens to rates. I can’t—
I do agree with Mr. Miller, there seems to be some requirement of
a backstop at some point, and obviously you want the taxpayer to
be as far back as possible, and that the initial cushion or the initial
loss, if necessary, would be absorbed by the private sector. And we
are trying to figure out a way of preserving an affordable 30-year
fixed mortgage, keep that market going, without having the tax-
payer take all that risk up front. That is what we are trying to
grapple with, and I am wondering if you can help us with that.

Mr. BERNANKE. Earlier, the chairman asked me about passing on
subsidies to the consumer. I don’t think that government backstops
are very effective in lowering rates unless they have a price control
on the interest rate that the—

Mr. LyncH. Isn’t that a function of risk, though? If the private
sector knows that at a certain point—Ilike with the terrorist risk in-
surance that we debated here, because the industry knew there
was a backstop beyond which they would not be responsible, it did,
in fact, result in a lower rate.

Mr. BERNANKE. Right, to some extent, but a lot of it doesn’t get
passed through.

What I was going to add, though, was that the argument for
thinking about government participation is exactly the situation
like we faced the last few years where there is a big housing prob-
lem, and private sector mortgage providers or securitizers are, for
whatever reason, not willing to act countercyclically, then is there
a role for the government to support this process? And the question
we were just discussing is if that is going to happen anyway, is
there a case for setting up the rules in advance in some sense and
figuring out what the government ought to charge for whatever
protection it is prepared to provide?

Mr. LyNcH. Okay. Sir, I want to thank you for your service. I
have heard stories that this might be your last appearance before
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this committee for this purpose, and I think you have served us
very well under very, very difficult circumstances—

Mr. BERNANKE. Thank you.

Mr. LyNCcH. —and I appreciate your service to your country.
Thank you.

I yield back.

Chairman HENSARLING. The gentleman yields back.

The Chair recognizes the gentleman from California, Mr. Royce.

Mr. RoycE. Thank you, Mr. Chairman.

Chairman Bernanke, I think the risk weighting at the end of the
day is only as good as the metrics that we develop. I am thinking
back to Basel I, and now we are looking at the final Basel III.

The Basel III includes a risk weighting of 20 percent for debt
issued by Fannie Mae and Freddie Mac, and the rule includes a
risk weighting of zero for unconditional debt issued by Ireland, by
Portugal, by Spain, and by other OECD countries with no country
risk classification. Both of these risk weightings are, in my mem-
ory, identical to the risk weightings under the original Basel 1.

So my concern is that we should have learned a few things about
those metrics, given the consequences of the clear failure, and yet
here we have the accord of 1988 looking an awful lot like this par-
ticular accord.

Given what we have experienced, the failure of the GSEs, the
propping up of many European economies, do you think these
Weiglz)tings accurately reflect the actual risk posed by these expo-
sures?

Mr. BERNANKE. Basel III and all Basel agreements are inter-
national agreements. And each country can take that floor and do
whatever it wants above that floor. We would not allow any U.S.
bank to hold Greek debt at zero weight, I assure you.

Mr. ROYCE. Yes.

Mr. BERNANKE. In terms of GSEs, GSE mortgage-backed securi-
ties have not created any loss whatsoever. They have to the tax-
payer, but not to the holders of those securities. So that, I don’t
think, has been a problem.

It is not just the risk weights, though, but Basel III also has sig-
nificantly increased the amount of high-quality capital the banks
have to hold for a given set of risky assets.

Mr. ROYCE. But it still seems to me that at the end of the day,
in which—with respect to what you are working out as a calcula-
tion, you have a situation where high-risk countries like Spain and
Portugal, should they receive the same risk weight as exposures to
the United States? And that is the way that would be handled, I
think, in Europe, but it just seems that should have been ad-
dressed in the calculus.

Mr. BERNANKE. One way to address it is through stress testing,
where you create a scenario which assumes that certain sovereign
debt bears losses, and then calculate capital into those scenarios.
So, that is a bit of a backstop.

Mr. RoYCE. Let me ask you another question, which goes to this
issue of the countercyclical role in the housing market that the gov-
ernment should play. And such a role obviously would be far better
than the role government played during the last crisis, which was
extraordinarily procyclical, if we look back over the greatly
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ballooned bubble and subsequent bust that was developed as a re-
sult of housing policy and a lot of the actions taken.

Title II of the PATH Act has several provisions meant to allow
FHA to play that countercyclical role. The goal obviously is to
greatly expand eligibility, right, during the PATH Act—if the
PATH Act were enacted, and that would get us to the point of that
borrower eligibility in such a circumstance.

Would you agree enabling FHA to play an expanded role in times
of crisis, as suggested under the Act, will help ensure continued ac-
cess to the mortgage market for a great majority of borrowers re-
gardless of the market conditions that we might face?

Mr. BERNANKE. I am not advocating a specific plan. I am just
pointing out that we need to think about the situation where there
is a lot of stress in the market, and then we need some kind of
backstop. I obviously haven’t studied this proposal, but it seems to
me that FHA could be structured to provide such a backstop. It
would depend on the details, but that would be one way to have
the government provide a backstop.

Mr. Royce. I thank you very much, Chairman Bernanke, for at-
tending the hearing here today and for your answers. And we will
probably be in consultation later with some additional questions.

Mr. BERNANKE. Certainly.

Chairman HENSARLING. The gentleman yields back.

The Chair recognizes the gentleman from Texas, Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman.

And thank you, Mr. Bernanke, for appearing again. And I trust
that this will not be your last visit. I believe that our country has
benefited greatly from your service, and not just the service itself,
but the way you have conducted yourself in a time of great turmoil,
so I am hopeful that you will be back.

I would like to, for just a moment, ask you to visit with us about
the issue of certainty and uncertainty, confidence, optimism, be-
cause while you may do a lot of things, if consumer confidence or
producers don’t have confidence, that can have a significant impact
on long-term growth. Confidence is important to growth.

I read through your paper, by the way, and I am very, very ex-
cited about some of the things that you have said, but I didn’t get
quite enough on the question of confidence. Would you please
elaborate a bit?

Mr. BERNANKE. I think it is quite true that business confidence,
homebuilder confidence, and consumer confidence are very impor-
tant, and good policies promote confidence. The Fed policy, congres-
sional policy, we want to try to create a framework where people
understand what is happening, and they believe they have con-
fidence that the basics of macroeconomic stability will be preserved.

It is a difficult thing. To some extent, it is a political talent to
be able to create confidence in your constituents. So nobody has a
magic formula for that, but clearly the more we can demonstrate
that we are working together to try to solve these important prob-
lems, the more likely we are going to instill confidence in the pub-
lic, and that in turn will pay off in economic terms.

Mr. GREEN. I compliment you, and I would like to focus on one
aspect of what you said about working together. I contend that this
is an important element in instilling confidence. And I believe that
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the American economy is quite resilient. It is strong, notwith-
standing some of the weaknesses that have been exposed. The rea-
son I know it is strong is because it has survived Congress. If the
economy can survive Congress, I am confident that it will thrive
eventually. But things that we do, repealing continually, or at-
tempting to repeal some of the significant aspects of bills that have
passed that will impact the American people, I am not sure how
much confidence these things engender. More than 30, 40 attempts
to repeal the Affordable Care Act, an attempt to repeal Dodd-Frank
without replacement, an attempt to repeal the CFPB without a
good sense of what the replacement will be.

It seems to me that at some point we in Congress have to do
more to engender the confidence that will cause the American peo-
ple to want to buy, to want to invest, to want to produce. And I
think that Congress has a significant role it could play, and unfor-
tunately we have not—we have not been able to work together to
the extent that the American people are confident that we will do
things to help create jobs, to help build a broader economy. You
have been very focused on jobs, very focused. We have not been as
focused on jobs. Legislation that can produce jobs, much of it has
lingered and has not had an opportunity to move forward.

I just believe that in the final analysis, your good work, while it
is going to be lauded and applauded, still needs some help from the
policymakers in terms of working together to instill confidence.
Confidence is needed. I think this economy is ready to blossom, but
when I talk to business people, they say to me, we need confidence,
we need to know that the rules are going to be static and not dy-
namic. Consumers say to me, I need confidence. I will buy a house
when I am confident that the system is going to remain static and
not dynamic.

I thank you for your service, and I trust that we will be able to
help instill the confidence to augment and supplement the good
work that you have done.

Mr. BERNANKE. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Virginia, Mr. Hurt.

Mr. HURT. Thank you, Mr. Chairman.

And thank you, Chairman Bernanke, for being here today, and
we thank you for your hard work.

I represent a rural district in Virginia, one that has not seen the
same economic growth that other places in this country have seen.
We still have places in our district where we have jobless rates at
double digits. And we certainly look to Washington to adopt policies
that will make it easier for our businesses to succeed, our families
to succeed, as opposed to making things more difficult.

In listening to your remarks, you talk about systemic—adopting
policies that go to systemic importance. Obviously Basel III, it
seems to me you discussed Basel III in terms of what is system-
ically important. You also tip your hat to Main Street, talking
about how the Fed has adopted policies to support Main Street,
jobs, consumers, things that we all care about.

In the aftermath of the rules that were adopted earlier this
month relating to Basel III, Frank Keating with the American
Bankers Association said that—asked the question, are we making
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things easier, or are we making things more difficult, and essen-
tially said, if we are making them harder, that is not what we need
for our economy. That is not what a recovering economy needs.

So as I think about what we need in my rural southside Virginia
district, I think about community banks, and I think about what
an important lifeblood they are to our Main Street economy. And
I wonder if you could talk a little bit about the reasoning behind
not just exempting community banks from the application rule that
you all have adopted, and why you did that.

Mr. BERNANKE. And I agree with you about the importance of
community banks, particularly in rural areas which might not be
served by larger institutions. It is also important, of course, for
community banks to be well-capitalized so that they can continue
to lend during difficult periods, they don’t fail, so we want to be
sure that they are well-capitalized.

But in terms of the final Basel III rule that we just put out, we
were very responsive to the concerns raised by community banks.
They raised a number of specific issues relating, for example, to the
risk weighting of mortgages, relating to the treatment of other com-
prehensive income, trust preferreds, a variety of things that they
were concerned about, which we responded to. And that is part of
our broader attempt through outreach, through meeting with advi-
sory councils and so on to understand the needs of community
banks and to make sure that we do everything we can to protect
them. The—

Mr. HURT. Have—go ahead.

Mr. BERNANKE. I was going to say that Basel III is primarily
aimed at the largest internationally active firms, and most of the
rule was just not relevant to small firms.

Mr. Hurt. Clearly, you all tried to make some accommodations
for community banks, and I recognize that. I guess my question is,
is there a reason that you all—if you could talk a little bit about
why you all concluded that you could not exempt them entirely.

And I guess the second question that I have is, do you think—
based on your studies or anybody else’s studies—that these rules
will have a disproportionate effect on community banks? Obviously,
that is the heart of the concern, that the smaller banks have a
much more difficult time complying with regulations than obviously
the largest banks.

Mr. BERNANKE. Again, I don’t think that Basel III is primarily
aimed at community banks. And the amount of bureaucracy and
rules is not significantly different from what they are doing now.
In terms of capital, the community banks already typically held
more capital as a ratio than larger banks do, and our calculations
are that community banks are already pretty much compliant with
the Basel III rules. We don’t expect them to have to raise substan-
tial amounts of new capital.

Mr. HURT. So you don’t believe there will be a disproportionate
effect on the smaller banks in complying with these additional reg-
ulations?

Mr. BERNANKE. Smaller banks are disproportionately affected by
the entire collection of rules that they face, ranging from bank se-
crecy to a variety of consumer rules, et cetera, et cetera. I think
that your constituents may not be distinguishing Basel III specifi-
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cally from all the other different rules that they face. And, of
course, the small bank just has fewer resources, fewer people to
deal with the range of regulatory and statutory requirements that
the banks have to deal with.

Mr. HURT. And just finally, in one of your earlier appearances
here, we talked a little bit about the regulatory structure, what is
perceived among some as a micromanagement by bank examiners
and regulators in the function of the Federal Reserve as an exam-
iner. Are you able to give us any indication of what has been done
in the last 2 years or so to try to improve that? I know that you
had mentioned that there were some things that the Federal Re-
serve had in mind and was trying to work with our smaller banks.

Mr. BERNANKE. Yes. I am not going to have time to go through
the whole list, but we have a Community Depository Institution
Advisory Council that meets with the Board, and gives us their
perspective. We have a special subcommittee.

Mr. HURT. My time has expired, but do you believe that these
efforts have been successful?

Mr. BERNANKE. I think we have made definite progress, yes.

Mr. HURT. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Missouri, Mr.
Cleaver.

Mr. CLEAVER. Thank you, Mr. Bernanke, for being here. You
have had a lot of compliments today. In my business, it is called
a eulogy, but that is—I am not trying to frighten you. Even the
Twinkie came back. But I also want to thank you for your service.

The stimulus, the Fed stimulus, has been roundly criticized by
many. Can you in a short time express what you believe would be
the consequences of easing quantitative easing prematurely?

Mr. BERNANKE. Again, it is important to talk about our overall
monetary policy stance. Our intention is to keep monetary policy
highly accommodative for the foreseeable future, and the reason
that 1s necessary is because inflation is below our target, and un-
employment is still quite high.

In terms of asset purchases, though, I have been very clear that
we are going to be responding to the data, and if the data are
stronger than we expect, we will move more quickly, at the same
time maintaining the accommodation-to-rate policy. If the data are
less strong, if they don’t meet the kinds of expectations we have
about where the economy is going, then we would delay that proc-
ess or even potentially increase purchases for a time.

So we intend to be very responsive to incoming data both in
terms of our asset purchase program, but it is also very important
to understand that our overall policy, including our rate policy, is
going to remain highly accommodative.

Mr. CLEAVER. Thank you.

One of your former colleagues, Tom Hunting, from my hometown,
has repeatedly warned in papers that he has written that too-big-
to-fail is still a major threat to the U.S. economy. He suggests that
in many instances, many of the huge financial institutions have
gotten even larger. Do you think that if we went through again
what we went through a few years ago, that we would be in a situ-
ation where we would almost be required to save the U.S. economy
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and perhaps even the world economy from a depression because
those—or we would have to step in again to bail out these major
corporations, AIG and—

Mr. BERNANKE. I think there is more work to be done before we
feel completely comfortable about systemic firms. The Dodd-Frank
Act and Basel III and other international agreements provide a
framework for working towards the day, which is not here yet,
where we can declare too-big-to-fail a thing of the past, but we do
have some tools now that we didn’t have in 2008, 2009.

Very importantly, we have the Orderly Liquidation Authority of
the FDIC—the Federal Reserve supports the FDIC in that—which
would allow us to do a much more orderly resolution of a failing
firm that would take into account the impact on financial market
stability, unlike 2008, 2009, when we had no such tools and were
looking for ad hoc ways to try to prevent these firms from failing.
In addition, these firms are now much better capitalized than they
were. And we are making other reforms that will make it much
less likely that this situation will arise.

But I wouldn’t be saying the truth if I said the problem is gone.
It is not gone. We need to keep following through on the various
programs here, and I think we need to keep doing what is nec-
essary to make sure that this problem is solved for good.

Mr. CLEAVER. But the question is—and I was here as we went
through all of this. We didn’t have the time, we were told, and ac-
tually I believe, to rationally and thoughtfully consider all the op-
tions. And my fear is that if something happened even—I agree
with you. In Dodd-Frank, we tried to reduce the likelihood that this
was going to happen, but what assurance do we have that we
would have time for action by the Fed, by Congress? Thank you.

Mr. BERNANKE. We have the framework now. We have the Or-
derly Liquidation Authority.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Ohio, Mr. Stivers.

Mr. STIVERS. Thank you, Mr. Chairman. And Chairman
Bernanke, thank you for being here today. I really appreciate your
willingness to come and answer all our questions. I am going to try
to get through Basel III as well as some QE questions, and we will
see how my time goes.

The first thing I want to talk about is following up on the ques-
tions Mr. Hurt asked. And you—I will try to quote. You said that
Basel III was not primarily aimed at community banks, and it is
clear that it is aimed at the larger financial institutions which
helped create the financial crisis. And I agree with you that it
won’t result in most community banks having to raise capital, be-
cause their capital is normally higher, but for a few community
banks that don’t have capital right now, where they have not as
much access to the capital markets, it actually could harm them.
And none of these banks are going to be too-big-to-fail; nobody is
going to come in and bail them out. They also aren’t so inter-
connected. And I am just curious why, given that Basel III is vol-
untarily compliant internationally, we didn’t just exempt out the
community banks?

Mr. BERNANKE. I think it is important that they be well-capital-
ized, both to protect the deposit insurance fund, to protect their
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local communities and the borrowers that depend on them. And we
have seen—in the past we have seen financial crises that were
small firms, like in the Depression and in the savings and loan cri-
sis, so I think they do need to have capital.

But on this issue that you mentioned, we are giving really long
transitions. We aren’t saying, you have to have this level of capital
tomorrow. And so banks can raise capital through retained earn-
ings and through other mechanisms as well.

Mr. STIVERS. Right. And I appreciate that. I don’t think it is a
burden on most community banks, but I do worry about a few of
them, and I think it could result in consolidation in the industry
and less community banks that serve some of our rural areas, and
that troubles me a little bit.

Mr. BERNANKE. No. I agree with that concern.

Mr. ST1ivERS. The second thing I want to recognize in your Basel
III is that you, I think appropriately, recognize that activity, for ex-
ample, international activity, increases systemic risk, but I was a
little troubled that you continue to use artificial asset numbers.

I am from Ohio. We have a lot of regional banks that serve the
middle market that are either based in Ohio or have a major pres-
ence in Ohio. And, you use the $10 billion number at very bottom
for the smallest banks; the $50 billion up to $250 billion. And if
you look at sort of the size of all the 50 largest banks in America,
there is really—there are kind of some tiers. There are the top
banks above $2 trillion, and there are 3 of those, I think—I'm
sorry—2 of those—there are 2 more above $1 trillion, between $1
trillion and $2 trillion, and then there are 3 more above half a tril-
lion dollars, but then it falls way off to 350. And you set that top
limit for regional banks at 250. And there are banks that are re-
gional banks that are essentially super community banks that are
above that 250 to 350. A couple of them have a major presence in
Ohio and serve our middle market.

And I guess I would ask where you picked that artificial number
of 250, because most people would recognize both PNC and U.S.
Bank as regional banks.

Mr. BERNANKE. We have met with middle-market banks and
tried to understand their concerns. The basic philosophy here is
that both the capital requirements and the supervisory require-
ments are gradated with size. So, for example, the largest banks
will have capital surcharges. Where we have failed to gradate ap-
propriately, of course, we can go back and try to figure out how to
get it right.

Mr. STIvERS. I appreciate that. And I would really urge you to
take a look at the major cliffs in our asset sizes, because they real-
ly do—that spell themselves out. And I think the big jump be-
tween, say—there are no banks between $350 million and $500
million. There are 2 at just above $350 million, and then there is
nobody until you get to almost $550 million. So, that is a big jump,
and I think—I would urge you to take a look at that.

And the last question I would like to quickly ask is about—you
talked about stress testing a lot for the banks. And in your QE and
the way you judge QE portfolio, would you be willing to submit the
Federal Reserve’s QE to the same kind of stress testing under the
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same kind of provisions you provide for these banks of potential in-
terest rate spikes and inflation?

Mr. BERNANKE. The stress test has a different purpose for the
Fed, which is to effect how mu