MONETARY POLICY AND THE
STATE OF THE ECONOMY

HEARING

BEFORE THE

COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED ELEVENTH CONGRESS
SECOND SESSION

FEBRUARY 24, 2010

Printed for the use of the Committee on Financial Services

Serial No. 111-102

&

U.S. GOVERNMENT PRINTING OFFICE
56-766 PDF WASHINGTON : 2010

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



HOUSE COMMITTEE ON FINANCIAL SERVICES
BARNEY FRANK, Massachusetts, Chairman

PAUL E. KANJORSKI, Pennsylvania
MAXINE WATERS, California
CAROLYN B. MALONEY, New York
LUIS V. GUTIERREZ, Illinois
NYDIA M. VELAZQUEZ, New York
MELVIN L. WATT, North Carolina
GARY L. ACKERMAN, New York
BRAD SHERMAN, California
GREGORY W. MEEKS, New York
DENNIS MOORE, Kansas
MICHAEL E. CAPUANO, Massachusetts
RUBEN HINOJOSA, Texas

WM. LACY CLAY, Missouri
CAROLYN McCARTHY, New York
JOE BACA, California

STEPHEN F. LYNCH, Massachusetts
BRAD MILLER, North Carolina
DAVID SCOTT, Georgia

AL GREEN, Texas

EMANUEL CLEAVER, Missouri
MELISSA L. BEAN, Illinois

GWEN MOORE, Wisconsin

PAUL W. HODES, New Hampshire
KEITH ELLISON, Minnesota

RON KLEIN, Florida

CHARLES A. WILSON, Ohio

ED PERLMUTTER, Colorado

JOE DONNELLY, Indiana

BILL FOSTER, Illinois

ANDRE CARSON, Indiana

JACKIE SPEIER, California
TRAVIS CHILDERS, Mississippi
WALT MINNICK, Idaho

JOHN ADLER, New Jersey

MARY JO KILROY, Ohio

STEVE DRIEHAUS, Ohio
SUZANNE KOSMAS, Florida
ALAN GRAYSON, Florida

JIM HIMES, Connecticut

GARY PETERS, Michigan

DAN MAFFEI, New York

SPENCER BACHUS, Alabama
MICHAEL N. CASTLE, Delaware
PETER T. KING, New York

EDWARD R. ROYCE, California
FRANK D. LUCAS, Oklahoma

RON PAUL, Texas

DONALD A. MANZULLO, Illinois
WALTER B. JONES, JR., North Carolina
JUDY BIGGERT, Illinois

GARY G. MILLER, California

SHELLEY MOORE CAPITO, West Virginia

JEB HENSARLING, Texas

SCOTT GARRETT, New Jersey

J. GRESHAM BARRETT, South Carolina
JIM GERLACH, Pennsylvania

RANDY NEUGEBAUER, Texas

TOM PRICE, Georgia

PATRICK T. MCHENRY, North Carolina
JOHN CAMPBELL, California

ADAM PUTNAM, Florida

MICHELE BACHMANN, Minnesota
KENNY MARCHANT, Texas
THADDEUS G. McCOTTER, Michigan
KEVIN McCARTHY, California

BILL POSEY, Florida

LYNN JENKINS, Kansas
CHRISTOPHER LEE, New York

ERIK PAULSEN, Minnesota

LEONARD LANCE, New Jersey

JEANNE M. ROSLANOWICK, Staff Director and Chief Counsel

1)



CONTENTS

Page
Hearing held on:
February 24, 2010 ....ccooiiiiiiieieeeeee e re e st e e e nnneeas 1
Appendix:
February 24, 20010  ...coccioiiieiieiieeieete ettt 63
WITNESSES
WEDNESDAY, FEBRUARY 24, 2010
Bernanke, Hon. Ben S., Chairman, Board of Governors of the Federal Reserve
SYSTOIM .ottt ettt et ettt b et e et e st e e be e st e e aeeenbeenaas
APPENDIX
Prepared statements:
Carson, Hon. ANATE .......ooooiiiiiiiiiieciieeeee et e e eaaaarae e s 64
Foster, Hon. Bill 65
Paul, Hon. Ron ...... 67
Watt, Hon. Melvin 68
Bernanke, Hon. Ben S. ..o 71
ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD
Green, Hon. Al:
Final Vote Results for Roll Call 681 on H.R. 1424 ........c..ocooviiieiiiiiieeenns 83
Bernanke, Hon. Ben S.:
Monetary Policy Report to the Congress, dated February 24, 2010 ............. 87

(I1D)






MONETARY POLICY AND THE
STATE OF THE ECONOMY

Wednesday, February 24, 2010

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

The committee met, pursuant to notice, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Barney Frank [chairman of
the committee] presiding.

Members present: Representatives Frank, Kanjorski, Waters,
Maloney, Gutierrez, Velazquez, Watt, Sherman, Meeks, Moore of
Kansas, Hinojosa, Clay, Baca, Lynch, Miller of North Carolina,
Scott, Green, Cleaver, Bean, Klein, Wilson, Perlmutter, Donnelly,
Foster, Carson, Minnick, Adler, Kosmas, Grayson, Himes, Peters;
Bachus, Castle, Royce, Paul, Manzullo, Biggert, Miller of Cali-
fornia, Capito, Hensarling, Garrett, Neugebauer, McHenry, Camp-
bell, Putnam, Bachmann, Marchant, McCotter, McCarthy of Cali-
fornia, Posey, Jenkins, Lee, Paulsen, and Lance.

The CHAIRMAN. This is the semi-annual hearing held pursuant to
the Humphrey-Hawkins Act. I should note that Mr. Hawkins is
represented here in the fact that his successor in Congress is our
colleague from Los Angeles, Ms. Waters. We are in the direct Hum-
phrey-Hawkins’ succession here.

This is the semi-annual hearing. As people know, the Chairman
of the Federal Reserve testifies before both the House and the Sen-
ate. He goes first here. Tomorrow, he goes to the Senate.

This is one of those occasions when we can act first and have
confidence that the Senate will in fact act second. We cannot al-
ways make that assumption, unfortunately, but we can in this
case, because all they have to do is sit there and listen.

We will begin. Under the rules of the committee, each side will
have 8 minutes. We want to move quickly. We have divided up the
time according to each side’s decision. We will begin, and I will
yield 2%2 minutes to my colleague from Illinois, Mr. Foster, to
begin the statements.

Mr. FOSTER. Thank you, Mr. Chairman. As a scientist, I have al-
ways found that numbers are more illuminating than ideology and
talking points, so on the chart that I believe will be displayed on
the monitors in a moment, I have plotted some interesting numbers
that I downloaded from the Flow of Funds Report that the Federal
Reserve Web site updates each quarter.

It shows that from July 2007 to March 2009, roughly the last
year-and-a-half of the previous Administration, the net worth of
households in the United States dropped by $17.5 trillion.
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Our economy is suffering from the aftermath of the largest de-
struction of wealth in human history.

Under Democratic leadership, since the passage of the stimulus
and other important initiatives, this trend has been reversed. Our
economy is now stabilized and household net worth has increased
by more than $5 trillion.

The $17.5 trillion of wealth destroyed in the last months of the
previous Administration is so large that it is hard to get your arms
around. Just how large is $17.5 trillion: $17.5 trillion is more than
1.5 times the entire U.S. national debt; $17.5 trillion is more than
1 year of the U.S. GDP, which is roughly $14 trillion; $17.5 trillion
is more than $57,000 for every man, woman, and child in the
United States; and finally, $17.5 trillion is about 200 times larger
than the anticipated losses in Fannie Mae and Freddie Mac.

Let’s talk for a moment about the return on investment of the
stimulus. When the dust settles, the total cost to taxpayers of the
stimulus, TARP, and the other emergency interventions in our
economy will be roughly $1 trillion.

In response, household wealth has rebounded by $5 trillion. I'm
a businessman as well as a scientist and it seems to me that an
investment of roughly $1 trillion that generates an increase in
wealth of $5 trillion represents a pretty good return on investment.

If I could have the next slide, let’s talk about job loss and unem-
ployment. A year ago, over 700,000 jobs were being lost every
month and the job losses were increasing by 100,000 more jobs lost
each additional month. The economy was spiraling toward another
great Depression.

After the passage of the stimulus and the other emergency meas-
ures to rescue our economy, job losses started decreasing promptly
and job growth is said to turn positive by 2010.

Unfortunately, job recovery always takes longer than people
would like. Most downturns take 1 to 2 years, if you look at them
in the stock market, and 2 to 3 years if you look at unemployment.
That is just the way it is.

It is very difficult for a reasonable person to look at this data and
conclude that Democratic policies have not been effective at dealing
with job loss.

Finally, how did we get here?

The CHAIRMAN. The gentleman’s time has expired.

Mr. WATT. Mr. Chairman, might I yield him some of my time?

The CHAIRMAN. Yes, does the gentleman want to yield 30 sec-
onds?

Mr. WATT. Yes, so he can finish. It is such a powerful statement
he is making.

The CHAIRMAN. I thank the gentleman from North Carolina.

Mr. FOSTER. Finally, I would just like to make one last comment
on how did we get here. It is important to understand that the
$17.5 trillion of destruction of household wealth that our country
just experienced was not the result of a normal business cycle. It
was the result of an ideologically driven deregulation of the finan-
cial markets.

Most importantly, it will happen again if we do not understand
and acknowledge what happened and take steps to prevent it from
recurring.



Thank you. I yield back.

The CHAIRMAN. I thank the gentleman from North Carolina. The
ger&tleman from North Carolina will have 2 minutes and 10 sec-
onds.

The gentleman from Texas is now recognized, the ranking mem-
ber of the Subcommittee on Domestic and International Monetary
Policy, for 3 minutes.

Dr. PAuL. Thank you, Mr. Chairman. Welcome, Chairman
Bernanke.

I am interested in the suggestion that Mr. Volcker has made re-
cently about curtailing some of the investment banking risk they
are taking. In many ways, I think he brings up a very important
subject and touches on it, but I think it is much bigger than what
he has addressed.

Back when we repealed Glass-Steagall, I voted against this, even
though as a free market person, I endorse the concept that banks
ought to be allowed to do commercial and investment banking.

The real culprit, of course, is the insurance, the guarantee be-
hind this, and the system of money that we have.

In a free market, of course, the insurance would not be guaran-
teed by the taxpayers or by the Federal Reserve creating more
money. The FDIC is an encouragement of moral hazard as well.

I think the Congress contributes to this by pushing loans on indi-
viduals who do not qualify, and I think the Congress has some re-
sponsibility there, too.

I also think there has been a moral hazard caused by the tradi-
tion of a line of credit to Fannie Mae and Freddie Mac and this ex-
pectation of artificially low interest rates helped form the housing
bubble, but also the concept still persists, even though it has been
talked about, that it is too-big-to-fail. It exists and nobody is going
to walk away.

There is always this guarantee that the government will be there
along with the Federal Reserve, the Treasury, and the taxpayers
to bail out anybody that looks like it is going to shake it up.

It does not matter that the bad debt and the burden is dumped
on the American taxpayer and on the value of the dollar, but it is
still there. “Too-big-to-fail” creates a tremendous moral hazard.

Of course, the real moral hazard over the many decades has been
the deception put into the markets by the Federal Reserve creating
artificially low interest rates, pretending there has been savings,
pretending there is actually capital out there, and this is what
causes the financial bubbles, and this is the moral hazard because
people believe something that is not true, and it leads to the prob-
lems we have today because it is unsustainable.

It works for a while, but eventually, we have to pay the price.
The moral hazard catches up with us and then we see the disinte-
gration of the system that we have artificially created.

We are in a situation coming up soon, even though we have been
already in a financial crisis, we are going to see this get much
worse and we are going to have to address this subject of the mone-
tary system and whether we want to have a system that does not
guarantee that we will always bail out all the banks and dump
these bad debts on the people, and that it is filled with moral haz-
ard, the whole system is.
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When that time comes, I hope we come to our senses and decide
that the free market works pretty well. It gets rid of these prob-
lems much sooner and much smoother than when it becomes politi-
cized that some firms get bailed out and others get punished. It is
an endless battle.

Hopefully, we will see the light and do a better job in the future.

The CHAIRMAN. The gentleman from North Carolina is now rec-
ognized for 2 minutes and 10 seconds.

Mr. WATT. Thank you, Mr. Chairman.

Over the last two breaks in August of last year and the Presi-
dent’s break this year, Mr. Meeks, as chairman of the International
Monetary Policy Subcommittee, and myself as chairman of the Do-
mestic Monetary Policy Subcommittee have traveled and met with
Central Bank governors, finance ministers and leaders in Tunisia,
Rwanda, Zimbabwe, Senegal, Nigeria, Ethiopia, Botswana, and The
Gambia, to try to figure out what impact this economic downturn
is having on African countries.

Today, we get a chance to hear the impact it is having on our
own domestic economy and what we can do to try to address that
impact.

Against that backdrop, the question I would really like to have
addressed today is what tools the Fed has in its tool kit to reverse
the trends and spur job growth in the 12th District of North Caro-
lina and elsewhere in America.

I asked a similar question last year at the Humphrey-Hawkins’
hearing, and at that time, Chairman Bernanke vowed to take
strong and aggressive action to halt the economic slide and improve
job growth.

One year later, unemployment has gotten worse, although there
are small signs of recovery.

Today, I hope to hear specifics on the Fed’s plan to spur job
growth and meet the other half of this dual mandate, fostering
maximum sustainable employment.

If there are things Congress can and should do to help, we
should be ready to assist with that agenda.

With that, Mr. Chairman, I yield back and I will submit the rest
of my statement for the record.

The CHAIRMAN. There are a couple of 1-minute statements. The
gentleman from Florida, Mr. Posey, and if she is ready next, the
gentlewoman from Kansas, Ms. Jenkins.

The gentleman from Florida is recognized for 1 minute for the
Minority.

Mr. Posey. Thank you, Mr. Chairman.

Chairman Bernanke, the Fed’s decision to raise the discount rate
can be interpreted that the Federal Reserve will raise the Federal
fund’s rate in the months ahead, which would suggest economic re-
covery is under way, yet the road ahead seems difficult.

The 2010 Economic Report of the President states “It will take
a prolonged and robust GDP—I think they meant GOP—expansion
to eliminate the jobs’ deficit that has opened up over the course of
the recession.”

A question specifically is what are you looking for, and once
again, what is the plan? I do not see how recovery can be defined
without reducing unemployment and expanding GDP. It would also
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be helpful to know how optimistic the Fed is for GDP expansion in
light of some of the job-killing policies coming out of Washington.

For example, I recently learned the President’s budget would kill
our human space exploration program and send our high-skilled
jobs to Russia.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentlewoman from Kansas for 1 minute.

Ms. JENKINS. Thank you, Mr. Chairman.

Over the past 18 months, the Fed has taken extraordinary steps
to address the financial downturn. Last year, Chairman Bernanke
spoke about the importance of reducing our deficit spending and
making a real commitment to fiscal discipline.

Today, the deficit exceeds 10 percent of GDP and as evidenced
by the Administration’s budget proposal, they are not making such
a commitment.

Since joining this committee, my priority has been to protect the
taxpayers by ending bailouts and preventing future taxpayer-fund-
ed bailouts.

I have concerns about TARP, and I am interested to hear how
the Chairman intends to pull back on the increased liquidity with-
out further disrupting our markets.

I am also interested to learn if he believes a true economic recov-
ery can occur with continued excessive deficits.

I yield back the remainder of my time.

The CHAIRMAN. The gentleman from New York will now be rec-
ognized for 1 minute, and then we will get to the gentlemen from
Minnesota and New Jersey.

Mr. LEE. Thank you, Mr. Chairman.

Chairman Bernanke, thank you for coming before the committee
today. I know there will be a number of important issues that you
will be raising over the course of your testimony, but I wanted to
highlight just a few specific ones that I hope you can address dur-
ing your discussion.

It is important for us to hear your thoughts on the significant
level of spending that is currently going on in this Congress.

As you know, we just raised the debt ceiling by another $1.9 tril-
lion, and whether you believe Fannie Mae/Freddie Mac, that expo-
sure, should be factored into the debt ceiling that we currently live

I am also increasingly concerned with discussions by rating firms
in which the AAA rating that this country currently enjoys is in
jeopardy and when and if do you think that will be downgraded.

We simply cannot ignore what we are doing in terms of spending
in this country and the impact it may have on us.

I look forward to you replying to those through your testimony.

The CHAIRMAN. I now recognize myself. I am told I have 2 min-
utes and 50 seconds.

I want to begin by responding to that last point. The notion that
America will never not pay its debts is without any foundation. I
frankly regard it as very irresponsible for anyone here to suggest
there could ever be any such failure.

Inviting the rating agencies without any fact or basis whatever
to raise our interest rates would be a mistake. The rating agencies
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have done enough damage. I do not doubt for one second that this
Congress will fully fund any obligations we have internationally.

Secondly, I did want to respond on bailouts. I understand the
nostalgia some of my Republican friends have for the past Adminis-
tration, which is when the bailouts happened.

Every single activity of the Federal Government that is now
going forward that is called a “bailout” was begun by the Bush Ad-
ministration, in most cases, for very good reasons, but by the Bush
Administration and its high economic officials, in some cases in
conjunction with Congress, in other cases, on their own, without
any congressional input, like Bear Stearns and the first part of
AlIG.

I am not aware of any bailouts that were initiated since Presi-
dent Obama took over in this Administration.

Next, I want to talk about jobs. One of my Republican colleagues
likes to ask, where are the jobs? I guess they all do. They tend to
talk from the same notes.

I do not know where they are. Maybe they are in Crawford. Here
is the figure that we have on pages 18 and 19 of the Monetary Re-
port. Non-farm private payroll employment fell 725,000 jobs per
month on average from January to April 2009. I know it is the Re-
publican view that everything bad in America started on January
21, 2009 and before that, everything was wonderful.

No rational individual claims that the Obama Administration is
responsible for things that happened in January, February, and
April of this year.

By November to January, 2009 and 2010, for which the Obama
Administration can get some responsibility, and after the Economic
Recovery bill was passed, we averaged a loss of 20,000 jobs per
month. That means we got a positive swing of 700,000 jobs. Unfor-
tunately, it is not the most important swing, which is to a plus.

What that means is by these figures in the Federal Reserve, for
the first 3 months of 2009, we lost 2.1-something million jobs, and
in the last 3 months—November, December, January—we lost
60,000 jobs.

The answer is 2.1 million jobs disappeared and have not yet
come back because of the economy that the Obama Administration
inherited.

I do note that the Chairman twice notes the positive impact of
the stimulus on the economy. There are a number of things, but
both in his statements and in the Monetary Report, as he lists the
reasons why the economy has gotten better, the stimulus is twice
mentioned.

It is possible to debate what was the best way to do the stimulus.
Some people like to exaggerate the extent to which it was spend-
ing, including some tax deduction—I think not too effective tax de-
duction, but no sensible human being can deny the stimulus had
a positive effect. The question is, going forward, can we improve on
that positive effect.

Now I recognize the gentleman from Minnesota for 1 minute.

Mr. PAULSEN. Thank you, Mr. Chairman, for being here this
morning as well. I have two issues of particular concern and hope-
fully, you will be able to address them.
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The first is the lack of available credit for the small business
community and the fear that if the Fed raises interest rates in the
near term, it will further erode credit opportunities for small busi-
ness and exacerbate that problem.

I would like to hear about the potential of the Fed Reserve in-
creasing rates in the near future and ensuring that credit for small
businesses is going to be available for job growth.

Second, the issue of the explosion of the deficit and the debt, and
the warning signals are getting louder that our fiscal situation is
putting increasing pressure on our bond rating.

I would like your opinion on the long-term impact of not address-
ing our debt as it relates to our bond rating, but more importantly,
the impact it would have on our global competitiveness.

Thank you and I do look forward to your testimony.

The CHAIRMAN. The gentleman from New dJersey for the final
minute.

Mr. LANCE. Thank you for coming back to our committee, Chair-
man Bernanke.

Last week, like most of our colleagues, I was back home as part
of the President’s Day District work period. As I traveled through-
out New Jersey’s 7th Congressional District in northern and cen-
tral New Jersey, I was speaking with constituents and meeting
with small businesses, and I heard a common refrain, people are
deeply concerned about the state of the United States’ economy.

Most New Jerseyans believe we are still mired in a deep reces-
sion and they are extremely concerned about job prospects and in-
come worries.

These concerns, which I believe exist across the Nation, will like-
ly lead to curbed consumer spending for some time to come.

I hope, sir, in your testimony to the committee this morning, you
will address this issue and what the Fed intends to do moving for-
ward to boost consumer confidence, which after all, constitutes 70
percent of our economic activity.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. That concludes the opening state-
ments. I thank all the members for adhering to the time limits.

Mr. Chairman, we will not hold you to the 5 minutes. I think the
economy probably deserves a 3 or 4 extra minutes this morning, so
you take whatever time you think is necessary to tell us how you
are going to fix everything.

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

hMr. BERNANKE. Thank you, Mr. Chairman. I will try not to abuse
that.

Chairman Frank, Ranking Member Bachus, 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 begin today with some comments on the outlook for the
economy and for monetary policy, then touch briefly on several
other important issues.

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

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

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

Increases in energy prices resulted in a pick-up in consumer
price inflation in the second half of last year, but oil prices have
flattened out over recent months, and most indicators suggest that
inflation likely will be subdued for some time. Slack in labor and
product markets has reduced wage and price pressures in most
markets, and sharp increases in productivity have further reduced
producers’ unit labor costs. The cost of shelter, which receives a
heavy weight in consumer price indexes, is rising very slowly, re-
flecting high vacancy rates. In addition, according to most meas-
ures, longer-term inflation expectations have remained relatively
stable.
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The improvement in financial markets that began last spring
continues. Conditions in short-term funding markets have returned
to near pre-crisis levels. Many (mostly larger) firms have been able
to issue corporate bonds or new equity and do not seem to be ham-
pered by a lack of credit. In contrast, bank lending continues to
contract, reflecting both tightened lending standards and weak de-
mand for credit amid uncertain economic prospects.

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

Over the past year, the Federal Reserve has employed a wide
array of tools to promote economic recovery and preserve price sta-
bility. The target for the Federal funds rate has been maintained
at a historically low range of 0 to V4 percent since December 2008.
The FOMC continues to anticipate that economic conditions—in-
cluding low rates of resource utilization, subdued inflation trends,
and stable inflation expectations—are likely to warrant exception-
ally low levels of the Federal funds rate for an extended period.

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

ets.

In response to the substantial improvements in the functioning
of most financial markets, the Federal Reserve is winding down the
special liquidity facilities created during the crisis. On February
1st, a number of these facilities, including credit facilities for pri-
mary dealers, lending programs intended to help stabilize money
market mutual funds and the commercial paper market, and tem-
porary liquidity swap lines with foreign central banks, were all al-
lowed to expire. The only remaining lending program for multiple
borrowers created under the Federal Reserve’s emergency authori-
ties, the Term Asset-Backed Securities Loan Facility or TALF, is
scheduled to close on March 31st for loans backed by all types of
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collateral except newly issued commercial mortgage-backed securi-
ties (CMBS) and on June 30th, for loans backed by newly issued
CMBS.

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

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

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

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

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

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

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

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

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

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

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

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

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

Thank you, Mr. Chairman.

[The prepared statement of Chairman Bernanke can be found on
page 71 of the appendix.]

The CHAIRMAN. Mr. Chairman, one of my colleagues, it may have
been Mr. Paulsen or Mr. Lee, raised a question of lending to small
business. I was pleased to note on page 13 of the Monetary Report,
you cite the Federal financial regulatory agency, Conference of
State Bank Supervisors’ statement telling the regulators in the
field not to overdo it. That does not mean you think they are, but
it does mean you recognize there is a problem. We call it the
“mixed message problem” that we have.

I am not going to take too much time now, but I would note we
have a hearing on Friday on that subject, which had been pre-
viously scheduled and snowed out. It is an all-day hearing on regu-
lation. Governor Duke will be testifying. We appreciate your doing
it. It is very important.

We are getting everybody in the same room, the banks who say
the regulators are being too tough on us, the regulators who say
the problem is there is not any demand, and the borrowers who say
the banks will not lend to us.

We thought it was important to get everybody in the same room.
It is an all-day hearing in corroboration with our colleagues on the
Small Business Committee chaired by my colleague, Ms. Velazquez.

I appreciate your mentioning that. We will be getting into that.

I want to talk now about the central question of employment.
Getting people back to work is important, socially most of all, but
also for the overall economy.

I was pleased to see you note on a couple of occasions, if you
have a debate, you debate history, but it is part of a debate over
policy as to whether or not an economic stimulus should take place.



14

We do have a deficit. When we do stimulative things, it does in
the short term add to the deficit, I would note, both by expendi-
tures and by tax cuts.

People have taken to talking about the total stimulus numbers
as if it was all expenditures. About 30 percent of it was tax-cutting.
People may or may not think that worked well.

I was struck to note that in your statement, you say “Concerted
efforts to stabilize the financial system together with highly stimu-
lative monetary and fiscal policy,” and in the report in the very
first paragraph, “The U.S. economy turned up in the second half
supported by an improvement in financial conditions, stimulus
from monetary and fiscal policies,” and then again on page 8, “A
development that helped rebuild household wealth and household
income was lifted by provisions in the fiscal stimulus package.”

These are three references to the extent to which the stimulus
package which this Congress adopted aided in reducing unemploy-
ment and in stimulating the economy.

That has become controversial because you have to do it again.
Am I accurate in interpreting your comments as saying the stim-
ulus, without saying it was the best possible way to do it, but the
fact that the stimulus was adopted did contribute to the improve-
ment we are seeing in economic activity?

Mr. BERNANKE. Yes, Mr. Chairman. I think most economists
would agree that the stimulus has created jobs relative to where
the baseline would have been in the absence of the stimulus. Of
course, we do not know what that alternative would have been, and
therefore, it is very difficult to—

The CHAIRMAN. We do know one alternative, which was to do
nothing, because if people say the major thing was the deficit,
there was nothing you could have done that would have been a
short-term stimulative that would not have added to the deficit,
whether it was tax reduction or something else.

I know there are people who argue that if you do tax reduction,
it means more revenue. I do remember your predecessor, Mr.
Greenspan, asked by one of my Republican colleagues if it was not
true that if you cut taxes, you could raise revenue overall, and he
said that was theoretically possible but it had not happened in his
lifetime. I do not think it has happened since then either.

This is important. I say that for this reason: We should have a
thoughtful debate about what to do next. When we are bogged
down in a debate about whether we should have done anything, it
is not very helpful. I appreciate your comments on that.

Let me ask, at this point going forward, and I understand your
primary responsibility is monetary policy, should we say that con-
cerns for not increasing the deficit is so important that nothing fur-
ther should be done that would have a fiscally stimulative effect?

Mr. BERNANKE. Mr. Chairman, you know, that is really the con-
gressional tradeoff that has to be made. Obviously, unemployment
is the biggest problem we have, and if the Federal Reserve and the
Congress can address that issue, we need to find ways to address
that issue, but there are difficult tradeoffs.

The CHAIRMAN. I appreciate that. I think we are aided by the
fact that inflation is not now or in the near term seeming to be a
problem.



15

The last point I would make if you could comment, we hear this
threat that the rating agencies might reduce our debt rating be-
cause of the deficit. Do you think there is any realistic prospect of
America defaulting on its debt in the foreseeable future?

Mr. BERNANKE. Not unless Congress decides not to pay, which I
do not anticipate. No, I do not anticipate any such problem. I do
not anticipate any downgrade. Of course, there are real long-term
budget problems that need to be addressed.

The CHAIRMAN. I agree with that. If you can get enough risk pre-
mium on treasuries, buy them.

Now, the gentleman from Alabama.

Mr. BAcHUS. Thank you, Mr. Chairman. Chairman Bernanke, I
think Chairman Frank mentioned the deficit in passing and the
debt, and that is what I want to ask you about. Really, to me, that
is the elephant in the room.

Our debt is going to double in the next 5 years, triple in the next
10 years, and is fueled by historic deficits.

I heard this morning on TV that we have in many cases across
the United States this year, children and even adults who are kind
of walking out on the thin ice, and they walk out maybe day after
day, and they get some comfort that nothing happens. Thin ice is
dangerous. I submit that this type of budget path is dangerous and
the deficits we are running are dangerous.

I would ask you, number one, I do not believe our present budget
path is sustainable, so my first question to you is, is our budget
path sustainable, and second, is there a need for what I would con-
sider an urgent need for the Congress—you said it was up to the
Congress to come up with a concrete plan to change that budget
path, and do you believe there is an urgency in that?

Mr. BERNANKE. Congressman, as to sustainability, you are talk-
ing about the medium-term structural deficit that remains even
after the economy is returned close to more normal levels of activ-
ity, estimates of the structural deficit range from 4 percent by the
OMB to up to 7 percent of GDP in some scenarios run by the CBO.

Those numbers are above a sustainable level. I think in order to
maintain a stable ratio of debt to GDP, you need to have a deficit
that is 2% to 3 percent, at the most.

I think yes, under current projections, we have a deficit and a
debt that will continue to grow, interest rate costs will continue to
grow.

I do think it is very important that we begin to look at the path,
the projectory of the deficit as it goes forward, and there could be
a bonus there to the extent that we can achieve creditable plans
to reduce medium- to long-term deficits, we will actually have more
flexibility in the short term if we want to take other kinds of ac-
tions.

Mr. BAacHUS. The current budget path is not sustainable, is it?

Mr. BERNANKE. Given the numbers that the CBO and the OMB
have projected, that is right.

Mr. BAcHUS. It may be upon us sooner than we think, is that a
good analogy that I have used, of walking on thin ice?

Mr. BERNANKE. Yes, sir. That is true. It is not necessarily just
a long-term issue because it is possible that bond markets will be-
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come worried about sustainability and we may find ourselves fac-
ing higher interest rates even today, given that concern.

Mr. BacHuUS. Is it critical that we have a long-term plan and we
have it now?

Mr. BERNANKE. Yes, I think it is very important. I realize it is
extremely difficult. I do not underestimate in any way how difficult
it is. It is also difficult to address issues which are still a few years
away. I understand that as well.

It would be very helpful even to the current recovery to markets’
confidence if there were a sustainable creditable plan for a fiscal
exit, if you will.

Mr. BAacHus. If we do not address them now, I am not sure we
can address them in an effective way 2 or 3 years from now or 4
or 5 years from now.

Mr. BERNANKE. It will become increasingly difficult because the
cuts you will need to make will be even sharper or the tax in-
creases even sharper.

Mr. BAcHUS. I very much appreciate your testimony. I do believe
you have addressed many of the concerns. I am happy that you
mentioned the legislation that we passed in a bipartisan way has
been an important tool. Thank you.

The CHAIRMAN. The gentleman from North Carolina.

Mr. WATT. Thank you. I wanted to welcome you back to the com-
mittee. In response to a question that Chairman Frank asked, you
made it clear that you do not want to meddle too much in what
the Congress does on these things, and I am not going to ask you
to stray over there.

I am more interested in what I perceive to be as reading between
the lines of what you said, that you think the Fed itself has used
all the tools that are available to the Federal Reserve to help facili-
tate job creation, actually probably more than would normally be
done to facilitate job creation and create maximum sustainable em-
ployment since you do not really have a lot of concerns about the
other part of the dual mandate, which is price stability.

Am I reading that correctly or are there other specific things that
the Fed tool kit might allow the Fed to do to create the environ-
ment for more job creation?

Mr. BERNANKE. I think one set of tools that we have that we con-
tinue to work on as regulators is to try to get credit flowing again.
We know that small business lending is closely tied to job creation.
We know there are problems with bank lending to small busi-
nesses.

I do not know if you want me to take your time to go through
some of these things, but we are collecting more information. We
are doing more consulting. We are trying to train our examiners.
We are trying to do everything we can to make sure that credit-
worthy small businesses can get credit and banks would be willing
to take a second look at small businesses to make sure they have
access to credit.

Mr. WATT. I presume that will be the subject of testimony by
folks at the Friday hearing primarily, so I will not ask you to elabo-
rate more on that in this context.

What other kinds of things in your tool kit might be considered
or actually I guess maybe the question I should be asking is, are
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the short-term consequences of anything you might use in your tool
kit, the short-term benefits, worth the long-term consequences, or
do you think the Fed really has done everything it should be doing
other than trying to facilitate credit, as you just mentioned, in
terms of monetary policy, the emergency steps you have taken?

Are there other things you could prudently do, I guess is the
question, to facilitate job creation?

Mr. BERNANKE. As you point out, we have extremely accommoda-
tive monetary policy with very low interest rates and also large
purchases of securities to expand our balance sheet. That is a very
accommodative supporting recovery, supporting job creation.

The FOMC is going to have to continue to evaluate whether addi-
tional stimulus would be necessary, depending on how the economy
evolves. We will continue to look at that.

Mr. WATT. You are kind of in the same posture that we are in
on the other side, your policies are creating some stresses on your
own balance sheet that over time might have some consequences
and you have to get out of it, and what you are saying is we need
to be looking at those long-term consequences of more debt and
more deficits so that we have an exit strategy to get back to a more
normal kind of fiscal policy at the same time you are getting back
to a more normal monetary policy.

Am I misstating that?

Mr. BERNANKE. Not at all. One of the greatest challenges of the
extraordinary policies that we have both taken is at some point, we
want to return to a more normal stance, and finding a way out that
is creditable and understandable and clear is very important for
confidence.

Mr. WATT. Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from Texas, Mr. Paul.

Dr. PauL. I thank you, Mr. Chairman. The Federal Reserve
Transparency Act, which has passed the House already, is some-
thing that the Federal Reserve obviously has been opposed to, and
one of the reasons they are opposed to it, as I understand it, is it
would politicize monetary policy, which is not what the bill actually
does.

The other reason they give is that if Congress had any subtle in-
fluence, they would inflate more than the Federal Reserve might
want to. It is sort of ironic, the Federal Reserve kept interest rates
too low for too long and the consensus now in the financial commu-
nity is that is true, interest rates are still down at 1 percent, hard-
ly could the Congress influence the Federal Reserve in a negative
way by causing them to inflate even more.

There has been a cozy political relationship between Congress
and the Federal Reserve, although the Congress has been derelict
in their responsibilities to perform oversight.

When it comes to debt, the Fed is there. They can monetize the
debt and keep interest rates low. The Congress can keep spending
and get re-elected. They do not have to raise taxes so the Fed can
act as a taxing authority. You print the money, dilute the value of
the money. Prices go up and price inflation is a tax.

When people pay a lot more for their medical care than they
used to, they ought to think about the inflationary tax.
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Also, the Fed accommodates the Congress by liquidating debt, by
debasement of the currency, the real value of the money goes down,
the real debt actually goes down.

In many ways, the Congress and the Fed do have a pretty cozy
political relationship.

I would like to get to more specifics on the transparency bill be-
cause it has been reported in the past that during the 1980’s, the
Fed actually facilitated a $5.5 billion loan to Saddam Hussein, who
then bought weapons from our military industrial complex, and
also that is when he invested in a nuclear reactor.

A lot of cash was passed through and a lot of people supposed
it was passed through the Federal Reserve when there was a provi-
sional government after the 2003 invasion. That money was not ap-
propriated by the Congress, as the Constitution said.

Also, there have been reports that the cash used in the Water-
gate scandal came through the Federal Reserve. When investiga-
tors back in those years tried to find out, they were always
stonewalled, and we could not get the information.

My question is, you object to this idea that I would say give us
6 months, after 6 months, we could find out what we are doing, but
what about giving you 10 years?

Would you grant that the American people deserve to know
whether the Federal Reserve has been involved in this, and what
kind of shenanigans they are involved in with foreign countries and
foreign central banks, and find out possibly you are working now
to bail out Greece, for all we know.

Would you grant that after 10 or 15 years, the American people
deserve to know? It seems if the Fed was not involved with this
at all, it would be to your advantage to say no, we do not do stuff
like that. Why could we not open the books up 10 years back and
find out the truth of these matters?

Mr. BERNANKE. Congressman, the specific allegations you have
made, I think, are absolutely bizarre, and I have absolutely no
knowledge of anything remotely like what you just described.

As far as the 10 years, after 5 years, we produce complete tran-
scripts of every word said in the FOMC meetings. You have every
word in front of you.

Dr. PAuL. Can we get the results of every agreement, every loan
made, every single thing to foreign governments?

Mr. BERNANKE. Yes, sir.

Dr. PAUL. There has been a lot of information, when this came
out in the early years, they did have an effort and the Federal Re-
serve never participated in this. It is easily covered up.

I think eventually, because the system is not viable and that it
is this cozy relationship, that we will get to the point where some-
thing will have to be done about this financial system, so as long
as we continue to do this, this cover up, and quite frankly, I do not
believe that the real effort to facilitate some of these things that
have been done in the past would become available to us because
it is in the interest of the Federal Reserve to make sure that the
people do not know.

Right now, today, is it quite possible, have you talked with any
international groups about possibly participating in a bailout of
Greece?
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Mr. BERNANKE. I have not.

Dr. PAUL. The Federal Reserve under the law is capable of doing
this. Is it not correct that the Fed can buy debt of other nations,
ar;)cll ;mder the Monetary Control Act of 1980, is that not permis-
sible?

Mr. BERNANKE. Yes, that is true, but we have no plans whatso-
ever to be involved in any foreign bailouts or anything of that sort.

Dr. PAUL. If they did, it certainly would be to our advantage to
know about it. I yield back.

The CHAIRMAN. The gentleman’s time has expired. I recognize
the gentleman from Pennsylvania.

This committee will look into the allegations that under Presi-
dents Reagan and Nixon, the Federal Reserve was engaging in
those activities, and the gentleman said during the 1980’s, the Fed-
eral Reserve lent money to Saddam Hussein and during Watergate,
they did this, and I agree we should look into what might have
happened under those two Presidencies.

The gentleman from Pennsylvania.

Mr. KaNJORSKI. Thank you, Mr. Chairman. Mr. Chairman, I am
not going to take all of my time, because I know we have the inter-
est of the other committee members.

I am particularly interested in some of the communications we
have had recently on the commercial real estate problem. Could
you give us your assessment of what that potential problem is
today and where it can grow and if there is any actions we in the
Congress should take in anticipation of getting a second hit in the
economy?

Mr. BERNANKE. Congressman, it remains probably the biggest
credit issue that we still have. Yesterday, Chairman Bair talked
about a big increase in the number of problem banks, a great num-
ber of those banks are in trouble because of their commercial real
estate positions, both because the fundamentals, shopping center
vacancies, things of that sort, have been worsening, and because of
problems in financing, there are a lot of troubled commercial real
estate properties, and they are causing problems for a lot of banks,
particularly small- to medium-sized banks.

We are watching that very carefully. The Fed has done a couple
of things here. We have issued with the other agencies guidance on
commercial real estate, which gives a number of ways of helping.

For example, instructing banks to try to restructure troubled
commercial real estate loans and making the point that commercial
real estate loans should not be marked down just because the col-
lateral value has declined. That depends on the income from the
property, not the collateral value.

We have also had this TALF program, which has been trying to
restart the CMBS, commercial mortgage-backed securities market,
with limited success in quantities, but we have brought down the
spreads and the financing situation is a bit better.

We are seeing a few rays of light in this area, but it does remain
a very difficult category of credit, particularly for the small- and
medium-sized banks in our country.

Mr. KANJORSKI. Is there anything that you would suggest that
the Congress get involved with or this committee now in anticipa-
tion of any problems that may occur?
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Mr. BERNANKE. I do not have a specific suggestion. I would be
happy to think about that.

Mr. KANJORSKI. Thank you, Mr. Chairman. I yield back my time.

The CHAIRMAN. The gentleman from Texas, Mr. Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman. Mr. Chairman,
congratulations on your reappointment.

I want to go back to page nine of your testimony where you said
that the Federal Reserve has been playing a key role in inter-
national efforts to tighten capital and liquidity requirements for fi-
nancial institutions, particularly systemically critical firms.

Can you give me an idea of who you think the international sys-
temically risky firms are?

Mr. BERNANKE. One of the issues that we will have to address,
for example, if the regulators agree there should be additional cap-
ital on systemically risky firms, then the question will be how to
identify those firms.

Presumably, we will look at things like their size, their com-
plexity, their interconnectedness, and the kinds of services they
provide to the financial system.

We have not addressed that question. We do not have a list or
anything like that. It is also possible we might want to do it in
kind of a gradated way so that the bigger and more complex the
firm, the more capital it needs to hold, as protection for the system,
so we do not have the “too-big-to-fail” problem that Congressman
Paul was talking about.

Mr. NEUGEBAUER. I also heard you say you are now going back
internally and looking within your organization as to what are the
things we missed, what should we have been looking at, and mov-
ing forward.

I think one of the questions—I hear almost all of your former col-
leagues keep using the word “capital,” and I truly believe if you
want to regulate the financial entities, capital is the primary way
to do that.

Looking forward, what is going to be the appropriate leverage
level that we should allow our large financial institutions to have
so they will have a shock absorber moving forward? Some of these
entities were leveraged, 30, 40, big numbers.

As the Federal Reserve Chairman, primary regulator for many of
these entities, what is the appropriate leverage?

Mr. BERNANKE. Congressman, everybody agrees with what you
just said, which is more capital is needed. The Federal Reserve rep-
resenting the United States has been working with other countries,
the Basel Committee and in other contexts, to try to develop new
standards.

We have implemented a few of them. For example, for market
trading. At this point, we have not completed the whole process of
developing higher, more stringent capital standards for large firms.

A proposal has been put forward which is now being tested.
Banks are being asked to evaluate how much capital they would
have to hold under these more stringent standards, so we can get
a sense of what the implications would be for the leverage ratio.

I do not know that number yet. We are trying to figure out what
will be safe. It would depend on the composition of the assets the
bank has. The riskier the assets, the more capital you should have.
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We are working to try by the end of 2010 to have a very concrete
proposal that each country would then have to decide whether to
adopt or not.

Mr. NEUGEBAUER. You would agree the standards we had before
evidently did not work?

Mr. BERNANKE. Clearly, they did not. I would add the liquidity
issue also, that during the crisis, many banks were technically
well-capitalized, but they did not have enough cash on hand to
meet the run that was coming on them. Higher liquidity is also a
part of this.

Mr. NEUGEBAUER. One of the concerns I have is in some of these
entities, I have seen some deleveraging, but I have not seen a lot
of deleveraging.

I am wondering if it is not better sooner rather than later for the
Fed to develop these guidelines and standards and start asking the
entities that you are regulating to start ponying up either more
capital or deleveraging their balance sheets because certainly the
American taxpayers do not want another round of this.

Do you have a time line in mind where we could anticipate hear-
ing that the Fed is taking action to increase the capital standards
or setting some new capital standards?

Mr. BERNANKE. As I said, I think around the end of the year we
will have some formal standards, but we have been very much in-
volved in pushing banks to raise more capital.

That was one of the outcomes of the stress test we did last
spring, that U.S. banks raised a very substantial amount of capital,
and that has been very helpful in restoring confidence for the bank-
ing system.

Mr. NEUGEBAUER. Are you concerned about what is going on in
the European Union right now with Greece and some of the other
countries within the Euro, their levels of debt, are those countries
going to have to step in and back them up, and the implications
of what the disruption within the European Union might impact
the United States?

Mr. BERNANKE. There are very serious challenges there involving
not only fiscal issues but competitiveness issues because of the sin-
gle exchange rate.

We have talked to the European Union leaders. They are obvi-
ously very focused on getting this problem solved. They are work-
ing closely with Greece, which has proposed a substantial fiscal
consolidation.

We are keeping an eye on it. The Europeans, of course, it is most
relevant to them and they are most exposed to those problems.
They are very focused on trying to get them under control.

The CHAIRMAN. The gentlewoman from California.

Ms. WATERS. Thank you very much. I would like to thank Chair-
man Bernanke for being here today.

Starting with your discussion on page four, “In addition to clos-
ing its special facilities, the Federal Reserve is normalizing its
lending to commercial banks through the discount window,” and
you go on to talk about your new Federal funds rate and discussion
about why you have done this, and encouraging banks to go to the
private market for investments.
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You say further in this discussion that these adjustments are not
expected to lead to higher financial conditions for households and
businesses. The last thing I heard before I came here this morning
was a prediction by some of the analysts on television that in about
one month, we can expect there will be an increase in interest rates
on mortgages and home loans.

Everybody that I talked to really believes that this change that
you have made in the Federal funds rate is what is going to trigger
that. Is that true? Did you give any thought to this? How can you
guarantee that it will not?

Mr. BERNANKE. Congresswoman, it is not the Federal funds rate,
it was the discount rate, the rate at which we lend on a special
overnight basis to banks, we cut that very low because of the finan-
cial crisis.

We wanted to make sure that banks had access to lots of liquid-
ity in case there was a run on the banks. Now that there is easy
access to private markets, they do not need that kind of help any
more, so we have just slightly reduced the subsidy we are giving
to banks.

It has nothing to do with the Federal funds rate or the overall
stance of monetary policy. It has to do with normalizing our ex-
traordinary support for the banks and the financial markets.

We do not anticipate that action having any implications—

Ms. WATERS. Let’s be clear. The change that you have made, no
matter how slight it is, at the discount rate, will increase the
amount they have to pay for their loans, the banks; is that right?

Mr. BERNANKE. It is a very small amount in terms of the amount
they borrow.

Ms. WATERS. I understand that. What I am trying to understand
is, is there a connection between the increase in the amount of
money they have to pay and household interest rates?

Mr. BERNANKE. I do not think there is any material—

Ms. WATERS. Can you assure us that will not happen?

Mr. BERNANKE. I think it is extremely unlikely, and if it were to
happen, we would look at it. I do not think there is any connection.

Ms. WATERS. What I am worried about is you still have a lot of
mortgages out there, adjustable rate mortgages, with 3 percent
margins on them. If in fact this is going to trigger an increase, we
are going to have more foreclosures because the interest rates are
going to be higher. That is what I am worried about.

The predictions are that we have not seen the end to these fore-
closures, that with the loans that were extended, people are going
to be more at risk. I do not want to see the interest rate increase
on these adjustable rate mortgages.

Mr. BERNANKE. There is no linkage between adjustable rate
mortgages and the discount rate. It is linked to the Federal funds
rate, which we have said we anticipate will be at an unusually low
level for an extended period.

Ms. WATERS. I want to be clear for this committee that the ac-
tions you have taken have no connection to the possibility of an in-
crease in the household interest rates, we do not have to worry
about that; is that right?

Mr. BERNANKE. The reason we took the action was again to re-
duce the subsidy that we are giving to a small number of banks—
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Ms. WATERS. When you reduce the subsidy, that means they
have to pay more money; is that right?

Mr. BERNANKE. I do not think there will be any effect on con-
sumers.

Ms. WATERS. I beg your pardon?

Mr. BERNANKE. I do not expect any effect whatsoever on con-
sumers.

Ms. WATERS. You do not expect them to pass on that cost to the
consumers?

Mr. BERNANKE. No, because it is very small, and I do not think
it will affect it.

Ms. WATERS. Let me just ask, you talked about the 10 percent
unemployment rate. That does not really reflect what is happening
in poor rural communities and African-American communities and
in Latino communities where the unemployment rates are up as
high as 16.9 percent in African-American communities and even
higher in some of these poor rural communities.

When you describe this jobless recovery, I think it would be im-
portant to talk about these communities that are not represented
by the 10 percent description that you give.

What do you have to say about that and is there anything you
can recommend that we could do to deal with this problem?

Mr. BERNANKE. You are absolutely right that minority commu-
nities in particular have much higher unemployment rates than
the overall average, and that is a terrible problem.

Monetary policy cannot really do much about those distinctions.
I think those are issues that Congress needs to address if you are
inclined to do so.

I can only agree with you that it has not only short-term implica-
tions in terms of family income and so on, as I talked about in my
testimony, it has long-term implications for skills, for workforce at-
tachment, for wages and employability.

It is a very long-term problem. I can only agree with you 100 per-
cent that it needs to be addressed.

The CHAIRMAN. The gentlewoman from West Virginia.

Mrs. CApiTO. Thank you, Mr. Chairman. Welcome, Mr. Chair-
man, back to our committee, and congratulations on your re-
appointment.

The CHAIRMAN. Will the gentlewoman suspend for a minute?

Mrs. CapiTO. Yes, I will.

The CHAIRMAN. Someone has his or her microphone on and we
are getting these rumbling noises. Would members please make
sure to shut their mikes off unless they are speaking? Sometimes,
they pick up these noises. Thank you.

The gentlewoman has 5 minutes, she can start from scratch.

Mrs. CAPITO. Thank you. On page three of your testimony, you
talk about contrasting larger lending institutions with smaller
lending institutions, and you say bank lending continues to con-
tract, reflecting both tightened lending standards and weak de-
mand for credit and uncertain economic prospects.

My question is that I have heard from our community bankers
that they have the capital to lend but they are getting conflicting
messages from regulators.
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How can we ensure prudent lending and capital levels while
working with these institutions but to expand on the question, too,
they have the capital to lend, but creditworthy customers are not
the ones coming in the door looking for expansion of their business
because they lack confidence in where the economy is now, where
we will be a year from now.

That is my first question. Thank you.

Mr. BERNANKE. Well, there are two separate issues there. It’s
true that because the economy is weak that some borrowers are not
in the market for credit and that’s one of the reasons why bank
lending is down.

The other issue, though, which I think you began with is that in
situations where there is a creditworthy borrower who would like
credit, we want to make sure that they get credit and we have been
very focused on that issue.

Mrs. CAPITO. But haven’t had the results that—

Mr. BERNANKE. Well, we have been working on it very hard. We
have, for example, increased substantially our information-gath-
ering so that we can make an assessment of how many loans are
turned down, what is the rate of loss on small loans versus large
loans.

We added questions to the National Federation of Independent
Businesses Survey asking small firms about their experience with
borrowing and so on. So we are trying very hard.

We have also our reserve banks around the country currently
having a series of summit meetings with community leaders, devel-
opment organizations, small business lenders, and small companies
to try to figure out what the problems are. So we are actively going
out and learning about the situation the best we can.

It’s very difficult because there will be some cases where tighter
standards are justified because of the weakness of the economy and
the weakness of the borrower’s condition. We just want to make
sure that when there is a creditworthy borrower that they can ob-
tain credit.

Mrs. CapiTo. Well, thank you for addressing that. I think it’s ex-
tremely important in the smaller communities, more rural commu-
nities and States of that nature.

My second question is a completely different question. We have
lost four million jobs and—but over the longer span of time we
have picked up four million jobs, government jobs, and when I went
on the recovery.gov Web site to see where jobs were created or re-
tained according to that site, in my 2nd Congressional District the
largest zip code was the State capitol, implying and reasonably so,
that these were State jobs that are being retained or created.

My question is in a larger sense what do you—how do you feel
this will impact our economy if this trend continues, and for me it’s
a source of concern because it seems like our private sector manu-
facturing jobs, as they move down, our government jobs obviously
to me that says it’s more government, more government spending,
more government obligations.

Mr. BERNANKE. Well, actually, we have lost somewhere in the vi-
cinity of seven to eight million jobs on net, including government
jobs, since the beginning of the recession. So obviously the total
employment is very significantly down.
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Some of those government jobs are bureaucrats. You're thinking
of those kinds of jobs, but two of the industries that have actually
added jobs during the recession are health and education and many
teachers are technically government employees. So some of that
may be showing up from those particular areas which are growing
very quickly.

But certainly, as a general proposition, we want the private sec-
tor to be healthy and to be supporting the overall economy and we
don’t want to create too much overhead of government jobs that are
not productive in some direct sense.

Mrs. CapITO. Thank you.

The CHAIRMAN. The gentlewoman from New York, the Chair of
the Joint Economic Committee.

Mrs. MALONEY. Thank you. Thank you so much, Mr. Chairman.
Thank you very much, Mr. Chairman, and congratulations on your
renomination, and I believe we have been very fortunate to have
at the helm during this financial crisis a scholar, a professor who
has dedicated his life work primarily to studying the Great Depres-
sion, writing about it, and I believe the Fed came forward with
many creative unconventional responses to help us move out of this
crisis.

I also want to thank you for your leadership on many consumer
issues that are important to this committee and to this Congress.
The CARD Act, the Credit Cardholders’ Rule that helps consumers,
will put billions back into consumers’ hands and the rule that came
from the Fed was incredibly helpful in putting a clear logic forward
and helping us win passage in this House, also the rule on over-
draft is very welcomed and very important to consumers.

In the Credit Card Bill of Rights, one of the items that will be
enacted in August 22nd is the Federal Reserve’s reaction and anal-
ysis about charges that may be too onerous and how you would
make them fair, and could you comment on what your work is in
that area, when you intend to have that ready for us to see, and
how you intend to approach this challenge?

Mr. BERNANKE. We anticipate having those rules out very short-
ly, in a few weeks, and you will be able to give us your views on
them at that time.

We wanted to be sure to get them out in time so that the law
would go into effect as Congress dictated and so there will be no
delay in the implementation of these rules, even though they have
been a couple of weeks later than we expected in getting them out.

So we are working to have a comprehensive set of rules that will
give a set of criteria, in particular if someone’s interest rate has
been raised for some reason because they’re perceived as being a
greater risk and 6 months later the condition has been corrected,
we are looking at the rules under which the interest rate ought to
be returned to the normal or the previous level. That’s one of the
issues that we’re considering.

But we anticipate having those out very shortly and we don’t ex-
pect any delay in the implementation.

Mrs. MALONEY. As we dig our way out of this recession and we
are definitely trending in the right direction, the month that Presi-
dent Obama took office, the last month that the former President
was in the office, we lost well over 770,000 jobs. This past month,
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under President Obama, we lost 18,000 jobs. We're definitely
trending in the right direction.

The Fed is now looking at ways to really move back to a normal
economy and some people—one article I was reading last night felt
that you should invest more in Treasury notes as opposed to other
actions that you’re taking.

Could you comment on the steps you’re taking to really move our
financial institutions and our total economy into the proper func-
tioning expanding economically and other ways to help the people
of America?

Mr. BERNANKE. Yes. We have two broad sets of policies, roughly
speaking. One was a set of special facilities, lending facilities that
were intended to stabilize our financial system which obviously was
extremely disrupted by the crisis. Those facilities have been quite
successful. They have helped stabilize the money market mutual
funds, commercial paper market, the repo market, many other im-
portant financial markets.

With the improvement and stabilization of those markets, we
have been shutting those down. So many of them were shut down
on February 1st and this was a question Congresswoman Waters
asked about the discount rate and so on. So we believe that, as
those financial markets are normalizing, we can begin to reduce
that source of support.

The other approach, the other policy, set of policies we have is
monetary policies intended to support the recovery which includes
the low interest rates and the purchases of mortgage-backed securi-
ties and treasuries. Those remain at a very accommodative level.

It is true that we will stop buying new mortgage-backed securi-
ties at the end of this quarter, but we will continue to hold one and
a quarter trillion dollars of agency mortgage-backed securities and
that taking that off the market itself will keep mortgage rates
below what they otherwise would be.

So we believe that there will still be stimulus coming from our
holdings of those securities as well as our low interest rates. So we
think the economy as opposed to the money markets, for example,
still requires support for recovery.

Mrs. MALONEY. Well, we are trending in the right direction. My
time is up.

Thank you for your public service.

Mr. BERNANKE. Thank you.

The CHAIRMAN. The gentleman from California, Mr. McCarthy.

Mr. McCARTHY OF CALIFORNIA. Thank you, Mr. Chairman. Mr.
Chairman, I believe across this country, everywhere you go, jobs is
Number 1. You have referred to that and also to the deficit.

I want to follow up on both those topics, but I want to go back
to what my colleague from West Virginia was talking about, four
million more jobs in government than in manufacturing. You
talked about that, but you cannot sustain that if the taxpayers are
paying for that and the lack of manufacturing, how you would be
able to grow.

You talked in your testimony here of unemployment being at 10
percent. In my State, it is higher. In my congressional district, it’s
higher. Throughout the Central Valley in California, there are
some places at 40 percent unemployment.



27

But even a stronger telling in there, you said 40 percent of the
unemployed have been out of work 6 months or more, nearly dou-
ble from a year ago. Now you did say these government jobs, there
are some bureaucrats, but there’s—the growth was in education
and in healthcare, but there has to be some commonsense because
if you go down the road here, the Federal Government, there are
more than 100,000 people who work there who make more than
$100,000. The money is probably better used inside the classroom.

But I'm trying to find where there are some ways that we can
create jobs quickly with low cost, rolling back regulation, but you
said in your testimony here, you talked about the international,
that the international was recovering—if I state it right within
there, you say, “International trade supported by the recovery in
the economies of many of our trading partners is rebounding from
its deep contraction of a year ago.”

Now there are three trade agreements that are sitting here, Pan-
ama, Colombia, and South Korea. The President has said that if
you increase U.S. exports by 1 percent, it would create over
250,000 jobs and hence change the jobs we are creating from gov-
ernment to others.

Do you agree that 1 percent, and they say with these three trade
agreements it would give you that 1 percent, would it create
250,000 new jobs?

Mr. BERNANKE. I don’t know that number. I would have to look
at that number, but certainly opening up trade creates opportuni-
ties for us to export and that ought to create jobs. I'm quite sure
it would.

Mr. MCCARTHY OF CALIFORNIA. And it would not cost anything
more but it would create jobs that weren’t government-related?

Mr. BERNANKE. It ought to improve the division of labor between
our different countries. Each country can be more productive,
should raise our standard of living, and I expect would create jobs,
as well.

Mr. McCARTHY OF CALIFORNIA. If T could just touch base on what
our ranking member talked about earlier because we have had
many discussions with you and your past profession, the study of
former countries and some of their downfalls.

The national debt and the budget deficit, you have told us time
and time again that you cannot sustain a budget deficit over 2%2
to 3 percent of GDP, and you stated that earlier and I wrote down
a few words that you refreshed. You said if we were able to get a
fiscal exit from this, it would actually help the current recovery, is
that correct?

Mr. BERNANKE. Yes.

Mr. McCARTHY OF CALIFORNIA. Looking at the current budget
that is proposed, does that reflect the commitment of changing the
growth curve of our budget deficit or our national debt?

Mr. BERNANKE. Well, as I said earlier, the projections of 4 to 7
percent deficits from 2013 to 2020 and increasing after that, I
think everyone would agree, including the President, that is not
sustainable and that we need to address those numbers and get
them down in the out-years.

Mr. MCCARTHY OF CALIFORNIA. I heard you say that, and I'm try-
ing to say here as a Member of Congress looking at a budget today,
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hearing your words that you have told us time and time again and
every economist says it, that you cannot sustain this, watching our
national debt of GDP go up almost to the highest level outside of
World War II, especially at the end of this decade to be 77 percent.

What do we do today? Your quote earlier said, “would help the
current recovery if we were able to sustain that.” So looking at the
;:prre;)nt budget, does it give us the change needed in any shape or
orm?

Mr. BERNANKE. Well, it’s not sufficient to look at this year’s
budget, if that’s what you mean. I mean, you have to look at the
next 10 years and—

Mr. MCCARTHY OF CALIFORNIA. Yes. But we’re sitting in a place
where we vote where we look today. We all see 10 years and where
it’s going. We all realize that this is putting us in a place that gives
us great hardship. So our actions have to be now and your com-
ment says it helps the current recovery if we take action, as well.

So the current budget that I see does not give us that, and I'm
asking you, do you see it as helping us in this fiscal crisis or does
it expand the deficit further?

Mr. BERNANKE. I think it would be helpful for the current situa-
tion if the Congress and the Administration could provide a plan
which shows how the deficit will fall to this 2% and 3 percent
level, at least, over the next 10 years. I don’t know exactly which
programs, what taxes, what changes you would make, that’s cer-
tainly up to Congress, but even a strong effort would be probably
good for confidence.

Mr. McCARTHY OF CALIFORNIA. It would be good for the future
but even be good for the recovery. I'm not asking you to pick de-
partments.

Mr. BERNANKE. It would increase confidence, lower expected tax
rates, and lower real interest rates.

The CHAIRMAN. The gentleman’s time has expired.

Mr. McCARTHY OF CALIFORNIA. I thank you, Mr. Chairman.

The CHAIRMAN. And we're trying to be fairly strict on the time
because we have a vote coming up and I understand that Chair-
man Bernanke needs to be—we have assured him that he’ll be out
by 2 o’clock.

So the gentleman from Illinois is recognized.

Mr. MANZULLO. Thank you. Congratulations on your re-election,
Mr. Chairman. You got reappointed, but you had to get elected,
just like we do. It was a vote count.

Chairman Bernanke, the FDIC reported yesterday that bank
lending in 2009 fell by 7.5 percent or $587 billion, $587 billion, and
the Wall Street Journal, its headline today said it was epic, the de-
cline. There’s a chart behind.

Why is bank lending falling so dramatically? It has fallen, I be-
lieve, because we're forced to hold greater capital reserves, given
the rising default rates on commercial real estate.

Up on the committee room TV now is a chart from the most re-
cent Congressional Oversight Panel report which shows the value
of delinquencies on CRE loans has increased 700 percent since the
first quarter of 2007. You'll notice from the chart behind you, Mr.
Chairman, that if the trend continues, the rate of CRE loans will
soon be literally off that chart.
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The dramatic increase in delinquencies to me is really approach-
ing a tsunami, threatening our local communities and banking sys-
tem. It’s estimated to peak between 2011-2012 with over $300 bil-
lion in CRE debt expected to mature each year. As you know, the
CRE market is huge. It’s $3.5 trillion of the total debt. It’s about
$1.7 trillion held by banks and thrifts. Much of this debt is held
by community banks across the country that have survived the
first part of the tsunami, the mortgage default crisis, but now are
being threatened by this one.

The FDIC yesterday informed us that they’re adding 450 banks
to the Troubled Bank List, more than doubling the number from
the start of 2009. Many are small lending institutions that have in-
vested in their communities for decades.

Chairman Bernanke, I just held a hearing January 21st on the
epidemic of bank failures focusing on the failure and seizure of a
great Chicago community institution, Park National Bank. I would
rather not have more hearings in the coming year on the autopsies
of what have been rather good banks.

I want to focus on how we can help these good banks and how
we're getting back to lending. So how much do you think of the
coming tsunami of these loans, $1.7 trillion held by our local banks,
loan defaults are going to harm our communities and local banks,
and what have you done about it and what future plans do you in-
tend to make about it?

Mr. BERNANKE. Well, it is a serious problem and as I mentioned
earlier, the commercial real estate losses, loan problems are prob-
ably the biggest threat at this point to our smaller and regional
banks and, as you point out, if those banks have their capital de-
pleted or if they go out of business, that’s going to affect the supply
of credit and so that affects our economy, as well. So that’s a very
important problem.

I think, from the Federal Reserve’s point of view, there are basi-
cally two kinds of things we can do. First of all, we can support
the economy and as the economy strengthens, that makes people
go shopping in shopping malls or willing to—new employment fills
up office buildings and so on and that helps solve that problem and
so obviously we’re trying to support the recovery.

The other thing we can do is to try to work directly in the mar-
ket for CRE and we have done some things along those lines. We
have had this program called the TALF which has been successful
in getting the interest rates on commercial mortgage-backed securi-
ties down somewhat, reduced those spreads.

We have issued guidance on commercial real estate loans where
we are trying to work with banks so that they can restructure trou-
bled loans so they can continue to be performing, perhaps at a re-
duced level, but continue to be providing income. So we’re looking
for those kinds of solutions.

Those supervisory approaches and monetary policy approaches,
those are our two main tools.

Mr. MANZULLO. Your program that you mentioned is going to end
in June. Are you going to renew the program?

Mr. BERNANKE. In June. Well, we will be evaluating the situa-
tion. There is progress being made in those markets. As I said, the
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spreads have come down quite a bit and some deals are being done
outside of the Federal Reserve’s program.

Mr. MANzULLO. I appreciate all that you're doing with the regu-
lators, but, you know, the Park National Bank that we referred to
really lost its shirt with Fannie and Freddie. The Federal Reserve
and everybody said buy it, we’re going to give you extra credit if
you do it, and they did and now they’re out of business because
they followed the recommendations of many of our government fi-
nancial regulatory institutions.

So I really think that we shouldn’t underestimate the coming
tsunami of this debt in commercial real estate. I hope that the ac-
tions that we take are going to fill those office buildings, but I
would like to have more discussion with you about other steps that
I think we take, other than hoping that what we’re doing is going
to fill those office buildings.

Mr. BERNANKE. We're following it very closely.

Mr. MANzZULLO. Thank you.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from Delaware, Mr. Castle, is recognized.

Mr. CASTLE. Thank you, Mr. Chairman. Chairman Bernanke,
like many others here, probably all of us, I'm very concerned about
the job situation in the United States and we can argue politically
whether the Stimulus Program has worked well or not.

Mr. Zandi, an economist, yesterday indicated that the jobs that
were created were probably to some degree temporary in that we
funded governments so they could keep on employees for a period
of time and various capital projects that will expire at some point
or another. So we still have a continuing problem, and I have had
a couple of job fairs in my State and I have been surprised both
at the number of people who have come out for that and the back-
grounds of some of these people. It’s not the usual unemployed, it’s
people with college degrees, even graduate degrees, who are unem-
ployed at this point.

I see that the lending by banking institutions has fallen by some
7.5 percent in 2009, and my question to you is, is there anything
that you as the head of the Fed or the Fed itself or us as Members
of Congress could be doing to help with the employment cir-
cumstance?

My further question is what is happening in this whole bank
lending? I mean, we have put a lot of—we, being both the TARP
Program and the Federal Reserve, have put a lot of money into
banking institutions, primarily larger banking institutions, and the
theory was that they’re the ones who are going to lend to the other
commercial banks who would then lend to the business people on
main streets throughout America and that somehow seems to have
not connected.

The lending is down for a lot of the reasons you're talking about,
the commercial real estate issues and various aspects like that
which I understand, but what is it that we could do to make sure
that the lending does pick up so that jobs can be created and, per-
haps as an economist beyond even the Federal Reserve, what else
should we be doing differently or considering doing in terms of
helping with employment, by we meaning Congress and the Fed-
eral Reserve?
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Mr. BERNANKE. Just to comment quickly on the TARP money,
there were two objectives of the TARP money. One was to stabilize
the banks and the second was to give them capital on which to
base their lending. Unfortunately, the politics was very bad, as you
know, and the public and the Congress have stigmatized that
money and the banks therefore have done the best they can to pay
it back as quickly as possible and so basically all the big banks
have paid back their TARP money now and so it’s no longer avail-
able to provide support for credit. So that’s unfortunate.

Another thing I would just like to mention is that ironically, one
of the reasons that we lost so many jobs is that American firms
were incredibly efficient in reducing their costs in the depths of the
crisis. Many other countries were not as effective at cutting costs
and what we found here is that we have had enormous increases
of productivity, which bodes well for the long-run, but obviously in
the short-run, means that there have been more job losses than
otherwise would have been the case.

It’s partly for that reason that it’s hard to judge how quickly jobs
are going to come back. It may be that firms have already cut to
the bone and they cannot get any further reductions in their costs
and as growth comes back, as we’re seeing, they’ll be forced to
bring back workers more quickly than we now anticipate. So that’s
something to be looking for.

From the Fed’s point of view, I have already mentioned that our
jobs program consists of support of monetary policy and our super-
visory policies to try to get credit flowing. From Congress’ point of
view, there are a range of possible fiscal actions. Again, I hesitate
to try to recommend specific ones, but I'm sure you know the menu
of things that you could do which could create jobs.

But, you know, unfortunately, there’s no silver bullet here.

Mr. CASTLE. Well, I realize there’s no silver bullet. I just would
hope that the Fed would continue to monitor very carefully the
banking institutions—

Mr. BERNANKE. Of course.

Mr. CASTLE. —and what they’re doing with the money they get
and either return of capital on the repayment of loans or the
issuance of lending out to other banks.

Let me ask a different question. Have Fannie Mae and Freddie
Mac served their purpose? They are very expensive to this govern-
ment at this point and the business of packaging mortgages and
being able to sell them off could be done perhaps differently than
that and, you know, this goes back—maybe this is a question I
should have asked 10 years ago, I suppose.

But the bottom line is that should we be looking at some dif-
ferent way of dealing with the financing of mortgage structures in
this country or do you still believe that they serve that basic pur-
pose and we should leave them intact, even if they have the prob-
lems they seem to have?

Mr. BERNANKE. The Federal Reserve, I think, was one of the
more vocal commenters on Fannie and Freddie for many years and
we were very concerned about their stability and whether they had
enough capital to support those large portfolios they had and it
turned out they didn’t and we're paying the cost of that right now.
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I think we would be very cautious about supporting a return to
the existing structure where you have this potential conflict be-
tween private shareholders and the public objectives.

I think there are alternatives and I provided some of them in a
speech I gave a year-and-a-half ago and would be happy to provide
you, which would be a more stable long-term solution, including ei-
ther a privatization approach with government guarantees or a
public utility approach. Those are two options that you could con-
sider.

The CHAIRMAN. Time has expired. We were going to have a hear-
ing on March 2nd on that very subject. I had to postpone it because
there was a major hearing on the fishing industry in my district
and I had to fish or cut bait, so I'm going fishing, but also it turned
out we had originally thought that would be a day in which there
had been votes the day before. It is a day in which there are not
votes until that evening and members expressed a lot of interest
in it.

We will, on the next available hearing day, have a full hearing
on exactly that topic and so, Mr. Chairman, we will be looking for
an elaboration of those views, but we had the hearing set for
March 2nd on precisely the topic the gentleman asked, not just
Fannie and Freddie Mac but its interaction with the FHA and
Ginnie Mae and the Federal Home Loan Bank and all of the var-
ious strains of housing financing. So we’ll get the rest of that an-
swer within 10 days at the latest.

The gentlewoman from New York, the Chair of the Small Busi-
ness Committee, who will be co-presiding on Friday on a hearing
on this recurring important topic of how do we get loans flowing
to small businesses which she’s been focused on, the gentlewoman
from New York.

Ms. VELAZQUEZ. Thank you, Mr. Chairman. Chairman Bernanke,
you know, you quite well said that economic recovery is tied to jobs
creation and we all know that job creators in our country are small
businesses, and if you talk to any member in this panel sitting
here, they will tell you that each one of us know some creditworthy
borrowers who can’t access lending and and we know that we have
put together all these tools to incentivize lending and we see to-
day’s Wall Street Journal with that title about lending, the sharp-
est decline since 1942.

And I know that your answer to me is going to be, well, that is
not under my purview, but if we have tried all these tools and are
not producing the success in terms of easing or getting credit flow-
ing again for small businesses, even the loan guaranty by SBA, we
have seen 50,000 less loans this year compared to last year and we
increased the loan guaranty from 75 to 90, we reduced the fees
paid by borrowers and lenders.

So my question to you is, do you think that there is a time, given
this economic crisis, for the Federal Government to play a more ag-
gressive role in direct lending in a temporary basis?

Mr. BERNANKE. First, let me just say that this is a Federal Re-
serve concern because we are bank regulators and I won’t go
through the list again, but we are trying to get more information
to try to make sure that the creditworthy borrowers are able to get
credit and we consider it very important.
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Indeed, one of the reasons that we value our bank supervisory
role is because it provides us with that information and gives us
that ability to understand what’s happening in that very important
market.

In terms of policy, I think there are a number of things that can
be done. You mentioned the SBA. There’s a proposal to provide
capital to small banks that make small business loans.

Ms. VELAZQUEZ. That would be TARP money that has been stig-
matized by Congress and by the people in this country. So if it
didn’t work before, for example, when the secondary market was—
we tried to unlock the secondary market by creating under Treas-
ury small business lending facility and it didn’t work, they didn’t
make one loan, if it didn’t work then, why do you think it’s going
to work now?

Mr. BERNANKE. You may be right. But I do know that the pro-
posal is to try to put some distance between the TARP Program
and this alternative program, but whether that works or not, I
don’t know.

But there certainly are some things that you could look at and
we will continue to look at it from the perspective of supervision.

Ms. VELAZQUEZ. Okay. Mr. Chairman, you mentioned your con-
cern about real estate losses, and my question to you is if your—
the Central Bank is currently in the process of winding down the
TALF Facility and without the TALF, what will the Fed do in the
event that instability returns in the CRE or small business mar-
kets?

Mr. BERNANKE. Well, the purpose of the TALF was not really to
solve the whole CRE problem. Its purpose was to try to get the
commercial mortgage-backed securities market going again.

I guess it’s a little bit of an overstatement to say that it’s going
again, but we are getting some deals there and the spreads have
come in and so that issue has been somewhat reduced in terms of
the concern.

I think the real concern at this point is that the fundamentals
for hotels and office buildings and malls and so on are quite weak
and that’s why the loans are going bad and really the only solution
there is, first, to strengthen the economy overall and, second, to
help banks deal with those problems, work them out.

Ms. VELAZQUEZ. Mr. Chairman, today it has been reported that
25 percent of all mortgage borrowers were underwater, 11 million
families in this country.

What is the Fed doing to encourage stability in the housing sec-
tor that is so tied to economic recovery in the long term?

Mr. BERNANKE. Well, this is a little bit out of our ballpark, but
we did work with Congress and the Treasury in developing the
HOPE for Homeowners Program, for example, which has really not
met expectations at this point. The structure of that program was
to give principal reductions, principal forgiveness. So the main pro-
gram right now, the HHM Program, is about affordability as op-
posed to principal reductions.

So right now, there’s not a major program. I think the Treasury’s
Mortgage Program is considering some pilot programs that would
include principal reductions.
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The CHAIRMAN. Mr. Chairman, I'm going to have to—because you
didn’t have a lot of time, we would like the rest of that answer in
writing. That’s a topic to which we will be returning—

Mr. BERNANKE. Okay.

The CHAIRMAN. —and if you want to elaborate in writing on that,
we will ask you to do that.

Mr. BERNANKE. All right.

The CHAIRMAN. The gentleman from California, Mr. Royce, is
now recognized.

Mr. RoycE. Thank you, Mr. Chairman, and, Mr. Bernanke, I
watched and listened with interest to the opening statements here
and let me explain one thing.

Since January of 2007, since every spending bill originates in the
House, since January of 2007, we have had Democratic majorities
in the House and in the Senate and I was a critic, as you might
recall, of Republican spending in 2005 and in 2006, but since 2007,
it has been explosive and because every spending bill originates in
the House, I think there is some confusion on the part of the public
in terms of where the spending comes from, how it originates.

To me, when I first reviewed the Administration proposal, some-
thing that struck me was the fact that at no point anywhere in the
future does the Administration expect our Nation to have a bal-
anced budget. As we look forward on this graph, at no point, ac-
cording to its own numbers and presuming an economic recovery,
do they expect this to change.

As a matter of fact, the deficits are expected to spike dramati-
cally in 2020. It goes up dramatically in this budget, and I think
the failure to operate within our means is plunging our Nation
deeper and deeper into debt, something which you see when we
talk about the interest expense quadrupling to $840 billion by
2020. It’s going to be the fourth largest budget item.

So as you said, Chairman Bernanke, budget deficits, when you’re
speaking about of this magnitude, as far as the eye can see are
simply unsustainable. I think that eventually it occurs to those of
us who have been a part of this process that the window to address
this problem before it spirals out of control is closing very quickly.

I'm afraid there is a lack of urgency here and here’s what I want-
ed to ask you. First, would you agree that this plan put forward
by the Administration is not sustainable and, second, would you
concur that in the past, the Federal Reserve has stepped forward,
has tried to give direction to Congress very forcefully?

And I remember with respect to Fannie Mae and Freddie Mac,
the warnings that came from the Fed where Congress was told you
are risking a systemic collapse of the financial system if you don’t
do something about the overleveraging, the arbitrage that’s going
on there, the 100:1 leverage, the fact that you have put mandates,
Congress has put mandates on these institutions to buy subprime
and Alt-A loans. This is a systemic risk.

Now Congress ignored that, but the fact that you forcefully did
that did at least alert a lot of people who otherwise wouldn’t have
been aware of it.

What can you do now in your capacity in order to call it—and
this is my second question—in order to call attention to the sever-
ity of this? I say this because Mr. Hoenig with the Kansas City Fed
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recently said that, “the most dire of the three options is for the Fed
simply to print more money,” in this speech he gave knocking on
the Fed’s door. That threatens hyperinflation. So what can be done
to really get this point across?

Thank you, Chairman Bernanke.

Mr. BERNANKE. Well, first, let me say that we’re not going to be
monetizing the debt, but I think everyone understands the basic
arithmetic here, that if deficits go on at 3, 4, and 5 percent of GDP
and that picture, if you extend it beyond 2020, would probably get
worse because entitlement spending, aging society and so on, that
you’'ll get increasing interest payments and it will spiral out of con-
trol and the CBO will give you the same results.

Again, it’s very easy for me to say this because I don’t have to
grapple with these difficult problems, but it is very, very important
for Congress and the Administration to come to some kind of pro-
gram, some kind of plan that will credibly show how the United
States Government is going to bring itself back to a sustainable po-
sition.

Mr. ROYCE. And this plan is not it, I take it?

Mr. BERNANKE. Assuming that those numbers are appropriate, 1
mean the forecasts are very difficult to make, but assuming they’re
appropriate, no, it’s not.

Mr. ROYCE. The CBO numbers, as you've said earlier, it just is
not going to pencil out.

Mr. BERNANKE. That’s right, and so it’s a very difficult challenge,
but it’s not something that’s 10 years away because it affects the
markets today and the longer you wait, the harder it’s going to be
to change—

Mr. RoycCE. Can you take the message on the road?

The CHAIRMAN. We don’t have time for another question. We
have votes. I think we can get two more in, and I now recognize
the gentleman from California for 5 minutes, and then there will
be one other, and then we can go vote. The members who want to
vote obviously can go vote now.

The gentleman from California.

Mr. SHERMAN. The gentleman from California, Mr. McCarthy,
talks about trade agreements and I would agree with him that if
we had genuine free trade that might produce jobs, but so far our
trade agreements have given us malignantly-unbalanced trade and
I don’t think that helps our job situation.

Chairman Bernanke, I'm going to lay out a few reasons that have
been put forward why you might want an easier monetary policy,
both short-term and long-term, and get your response.

The first of these is that monetary easing short term can help
stimulate the economy at zero increase to our national debt and in
fact reduces our debt because it reduces our borrowing costs where-
as we in Congress are considering fiscal stimulus which, of course,
does increase the national debt.

The second is that there is a stickiness in cutting certain nomi-
nal payments, particularly wages, and so if we had a modest 3, 4,
even 5 percent inflation rate, that in effect solves that problem or
allows for the solution of that problem without cutting a nominal
amount.
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The third is that your predecessor used to come to Congress and
say that the CPI was overstating the inflation rate. So if you’re tar-
geting for 2 percent inflation rate as measured by the CPI, you
were really targeting for a 1 percent inflation rate, as he thought
it ought to be calculated.

And then, finally, you have the recent IMF economist report say-
ing that central bankers ought to aim for a higher inflation rate so
that in bad times they had more monetary tools. When you start
with low interest rate and low inflation and then you try to stimu-
late the economy, you can’t go below zero.

So the first question is, are you currently pedal to the metal? I
see the statements coming out that talk about increasing the dis-
count rate and those very statements can have a slight effect, more
than a slight effect of reducing monetary easing, taking your—the
accelerators—I realize a lot of talk about accelerators in the other
room here, but easing up on the accelerator a bit and then your
discussion here of the clear statement you're not going to monetize
the debt also is a little less than absolute pedal to the metal.

So short term, are you or should you be pedal to the metal?
Longer term, should we be aiming for a somewhat higher inflation
rate, given the report of the IMF?

Mr. BERNANKE. Well, we were clear that the higher discount rate
was not intended to tighten monetary policy and, in fact, if you
look at the market, there is no expectation. It did not engender any
expected increase in monetary tightness. So that was successful in
that regard.

We do have a very stimulative monetary policy, as you know. We
will continue to evaluate that. It’s a committee decision. Certainly,
if the recovery begins to falter, we’ll have to look at that very seri-
ously.

With respect to the inflation rate, I understand the argument
and it’s not without its appeal, but it carries certain risks obvi-
ously. If the Federal Reserve says we’re going to raise inflation to
4 percent, how do we know that later it won’t go to 5 or 6 or 7 per-
cent?

Mr. SHERMAN. Well—

Mr. BERNANKE. It took a long time to get inflation down to 2 per-
cent.

Mr. SHERMAN. Mr. Chairman, I'm going to try to squeeze in one
more question. Obviously, if you say two, that’s a slippery step to-
ward four. If you say four, that’s a slippery slope toward six.

The second is the role of the credit unions. Were in a cir-
cumstance where we have taken taxpayer money and injected it
into the capital of the banks, but as a matter of the Federal Gov-
ernment, we have prohibited—the Federal Government has prohib-
ited credit unions from raising alternative capital in the private
market, not taxpayer money.

We are begging the banks to make loans, particularly under
$250,000. The credit unions are beginning for the right to make
loans of under $250,000 and not count it against their limit on
business lending. They’re telling me that they could make another
$10 billion in small business loans, create 100,000 jobs, at no cost
to the Federal Treasury at all, and with high capital standards and
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even higher capital standards if we let them raise alternative cap-
ital.

Should we be relying more on credit unions, giving them these
tools to get us out of this recession, not that this one thing would
get us out?

Mr. BERNANKE. Well, as you know, credit unions are tax-favored
because they have certain restrictions on their activities and the
banks would complain obviously that if they’re allowed to do every-
thing banks can do, why are they tax-favored? So I think that’s the
trade-off that Congress has to —

The CHAIRMAN. The gentleman’s time has expired. There’s only
time for the witness. If members are going to ask complicated ques-
tions with 10 or 15 seconds, don’t expect a lot of back and forth.

Does the witness wish to complete his answer?

Mr. BERNANKE. No.

The CHAIRMAN. It’s not a mandate.

Mr. BERNANKE. This is the issue about the tax treatment of cred-
it unions.

The CHAIRMAN. The gentleman from Illinois, Mr. Manzullo, will
be our last witness. We will break. We will come back very prompt-
ly. The Chairman has agreed to stay till 2 o’clock. We can get some
more questions in.

The gentleman from Illinois.

Mr. MANZULLO. Thank you, Mr. Chairman. Chairman Bernanke,
the district I represent has somewhere between 1,500 and 2,000
factories, it’s highly industrialized, and the Institute for Supply
Management is up now, above 50, for the 6th month, 7th month
in a row.

As I talk to my manufacturers, it’s the same choke point. I talk
to the regulators. They say that the regulatory standards have not
been tightened. I talk to the banks. The banks say they can’t lend
because of the regulators.

If we want to create jobs, as stated in NAM’s new study with the
Milken Institute, John Ingram, the president of NAM, said, “The
new report makes a powerful case that manufacturing can lead the
U.S. into a renewed era of growth. It’s critical that we accelerate
our economic recovery and create jobs for the benefit of manufac-
turers.”

I have manufacturers that are ready, willing, and able to hire
employees. They have orders, substantial orders. They can’t get
capital in order to make their new product, and in some cases, the
buyers are going overseas to buy the product.

We have a choke point in credit. It’s a super, super, super crisis.
These are existing borrowers. They are people with very, very low
debt to equity ratio. They are prime borrowers, many in the food
processing industry, which has seen an uptick in this economy,
begging for credit, and they come to me and ask, why has the gov-
ernment created more and more programs out there when all we
need is a simple operating loan or equipment loan as we had be-
fore?

What is the answer? What can I tell them, besides we have been
invited to come out to our district and talk to them personally and
individually and perhaps help the banks out?
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Mr. BERNANKE. Well, part of the issue here is, of course, there
is more than one regulator and next time, please ask who the regu-
lator is. If it’s the Federal Reserve, I would like to hear from you
and I’ll be happy to talk to you about it.

We at the Federal Reserve understand that, and we should all
understand, we don’t want banks to make bad loans. If a borrower
is not financially able to manage the loan, we don’t want to make
that loan, but you're talking about situations where you say the
borrower is creditworthy. In that situation, we want the bank to
make the loan.

I have answered a number of questions about steps we have
taken to gather more information, to have meetings and to train
our examiners to focus on this exact point. So we are very, very fo-
cused on trying to keep that in balance.

Mr. MANZULLO. I know you are, Mr. Chairman. The problem is
that it’s simply not getting through and it’s not your fault, and I
don’t think it’s the fault of the regulators there either because ev-
erybody is skittish because of the economy, but the problem is
we're at the beginning of a real recovery, not make-up jobs for the
dumb Stimulus Bill, not creating government jobs, but the creation
of real jobs of people in manufacturing going back to work and ex-
porting and many of these are highly-paid union jobs. They just
can’t get the money and they’re creditworthy.

It doesn’t make sense for us to have all this debt, all these pro-
grams, people ready to go, they’re creditworthy, but they can’t get
the money in order to make the product to create the jobs.

Mr. BERNANKE. I would be happy to hear more details and try
to figure out what’s going on because we are working very hard to
make sure that’s not the case in banks that we supervise.

Mr. MANZULLO. Is it possible, Mr. Chairman, that you could meet
personally with some of these people?

Mr. BERNANKE. Certainly.

Mr. MANzULLO. I'll take you up on that. Thank you, sir.

The CHAIRMAN. The committee will be in recess. I intend to come
back as soon as I can. It’s the third vote. It shouldn’t be too long.
Any member who wants to ask questions, if they're here, we’ll call
on them.

[recess]

The CHAIRMAN. The committee will reconvene, and the gen-
tleman from New York, Mr. Meeks, will be the next questioner.
And the committee will be in order. Someone please shut the door.
The gentleman from New York.

Mr. MEEKS. Thank you, Mr. Chairman. It is good to see you,
Chairman Bernanke, and congratulations on your reappointment,
and thank you for your service.

My question—and I'm trying to focus more around real estate
and the housing industry, I know some of which you deal with and
some of which you do not based upon some of the questions, but
it is to me—most Americans, it is their largest investment that
they will ever make—is in their home.

And in listening to some of your testimony earlier, and I know
that by, I guess, March 31st, you are scheduled to end the Fed’s
program to buy more mortgage-backed securities from Fannie Mae
and Freddie Mac-backed debt, and I guess there is pressure to
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tighten up. And the last time the tightening took place, I think it
was about 33 months ago, after the recession began and foreclosure
rates were 4 times lower than they currently are. And there are
signs, from what you are saying now, of growth.

But my first question is, is it a little premature to consider tight-
ening today because—will that kill the incipient housing recovery
by tightening today and then hurting the housing market?

Mr. BERNANKE. We will still continue to hold $1.25 trillion of
mortgage-backed securities, plus additional agency debt, and we
think that is going to continue to keep mortgage rates down. There
are a lot of differences of view about how much mortgage rates
might go up after the end of this program. So far, we haven’t seen
much, so I think we need to look and see if there is a big reaction,
if it does affect the housing market. It may not be a significant re-
action, so we are going to continue to watch that.

Mr. MEEKS. We have seen that, for example, also—and I think
especially in California, to a degree in New York also, and other
places—I have talked quite frankly to some friends of mine.

But in California where they have no recourse laws, we find that
where banks are unwilling to write down the principal—and I
know you talked about the HOPE program and writing down, but
it seems now banks are not willing to write down principal. A lot
of it was simply walking away. And then that is causing a difficulty
on the banks and especially the small and community banks, and
thus we heard about banks that may be closing as a result, espe-
cially the smaller community banks.

So I was wondering if there are any steps that the government,
the Federal Government, can take or the Fed can take to help
banks—or to encourage banks, I should say, to write down prin-
cipal on homes that are now underwater, which is to me one of the
biggest drags on the economy overall also.

Mr. BERNANKE. We found in our research that the combination
of being underwater and then having loss of income due to loss of
a job and so on—those two things are very high predictors of de-
fault. So right now, the main programs for mortgage restructuring
are the Treasury’s programs under the TARP, the so-called HAMP
program, which is an affordability program. My understanding is
that they are going to be looking at alternative pilot programs that
will take different approaches. And of course we also have the
HOPE for Homeowners, which has the principal write-down ele-
ment.

So I think this is really an area for Congress, but clearly there
is a lot of interest in the Administration and Congress to reduce
the number of foreclosures, which remains very, very high.

Mr. MEEKS. Yes, because what is happening is a lot of individ-
uals that I know, homeowners in my district who are struggling to
pay their mortgage, they are actually paying it, but they are under-
water. And then they go back to the banks to have it refinanced
and try—but then they are so far underwater, nobody will give
them a loan, so now they are nervous and some of them have inter-
est rates that can reset high and they won’t be able to afford them.

And then we get back in—just as you talk about moving in the
right direction, then we get back into a foreclosure problem where
more and more people are going into foreclosure. And I think that
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if we could do something earlier on to prevent that, that would be,
I think, a smarter way to go.

Mr. BERNANKE. Well last year, in part because of our program
of buying MBS and bringing mortgage rates down, there were mil-
lions and millions of refinances, which got people into better shape.
And I believe that Fannie and Freddie will refinance some people
who are underwater if they meet other criteria.

The CHAIRMAN. The gentlewoman from Illinois.

Mrs. BIGGERT. Thank you, Mr. Chairman, and thank you for
being here, Chairman Bernanke.

You have heard it several times today, but small businesses can’t
get credit, and obviously they need it. And I understand you are
not the only regulator, but one of the issues which I would appre-
ciate your view on is that the community banks are being asked
to reassess commercial real estate loans, devalue then because of
FASB’s mark-to-market accounting rules, and subsequently can’t
get the credit. Even though these are performing loans; they are
not in any problem.

But the result is that commercial loans are being called in, lines
of credit are being cut off, and creditworthy small businesses can’t
get credit. Do we need to reassess, expand, and—or do something
with FASB’s accounting rules again? Regulators’ implemented im-
plementation doesn’t seem to make much sense.

Mr. BERNANKE. Congresswoman, we and the other regulators
just recently issued a guidance for banks on commercial real estate
which explains how to restructure a loan which is in trouble,
makes the point that a loan which is paying, but has a reduced col-
lateral value should not be considered impaired under most cir-
cumstances. And it has been well regarded because the guidance
provided a number of concrete examples about how to deal with
troubled loans. So we have made a very concerted effort, I think
a well-regarded effort, to help banks deal with the CRE problems.

Now if the loans are bad, then clearly there is going to have to
be some write-down.

Mrs. BIGGERT. This is where the loans are performing. The cus-
tomer is paying the loan off, but they say “Well, in the next year,
it probably won’t be good, so you should revalue it now.” This has
happened in my community. And then on top of having the FDIC
coming in with this assessment in December, they can’t work with
it with the capital that—

Mr. BERNANKE. Again, we are not requiring banks to write down
loans just because the collateral value has declined.

Mrs. BIGGERT. Okay. Then you said in response to Mr. Castle’s
question, there is a memo of things Congress can do for job cre-
ation, and my constituents need jobs. Can you give me three exam-
ples of the menu that you talked about?

Mr. BERNANKE. Well, I think Members would disagree, but just
to give you three examples, you could provide funding for State and
local or infrastructure type spending, which would have some job
impact. Other Members might prefer tax cuts for corporations to
make them more competitive. A third possibility would be to adopt
one of these programs to try to encourage small banks to make
small business loans, like the one that the Treasury has proposed.
So those are three very different types of programs, and I know dif-
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ferent Members have different preferences, but there are many dif-
ferent things that you could consider.

Mrs. BIGGERT. Okay. And one of them might be trade agree-
ments?

Mr. BERNANKE. Of course, details matter, but I think in general,
open trade creates a lot of opportunities and there certainly are a
lot of firms in the United States that rely heavily on exports. And
indeed, manufacturing has been leading the recovery so far, and
part of that is because they have been able to take advantage of
export markets.

Mrs. BIGGERT. Then lastly, when implementing the so-called
Volcker Rule that has been recently proposed by the Administra-
tion which would seek to limit, or in some cases eliminate, propri-
etary trading at financial institutions, would this reduce liquidity,
would it add to the volatility in the capital markets, or is it a good
thing?

Mr. BERNANKE. First of all, we all agree that we don’t want
banks to take excessive risks when they have a safety net from the
government. So the question is, then, how do you control those
risks?

The Volcker Rule might be appropriate. You have to be careful
that you don’t inadvertently prevent good hedging, which actually
reduces risks, or that you don’t prevent market making, which is
good for liquidity. One possibility is that—if you were to go in this
direction would be to give some discretion to the supervisors to de-
cide whether a set of activities is so risky or complex that the firm
doesn’t have the risk management capacity or the managerial ca-
pacity to deal with it and then give the supervisors the authority
to ban that activity. So there might be ways to do it using super-
visors.

The CHAIRMAN. The gentlewoman’s time has expired.

Mrs. BIGGERT. Thank you.

The CHAIRMAN. I recognize the gentleman from Kansas and ask
for 10 seconds to say that the amendment to the House bill em-
bodies precisely the approach that the Chairman just recommended
with regard to proprietary trading, and it is in our bill.

The gentleman from Kansas.

Mr. MOORE OF KANSAS. Thank you, Mr. Chairman.

And Mr. Chairman, the economist Mark Zandi testified yesterday
that policy uncertainty is playing a role in the business commu-
nity’s lack of confidence.

It will be 2 years next month since the financial crisis started in
full with the failure of Bear Stearns, and Republicans and Demo-
crats have been in agreement of the key principles of financial reg
reform, including increased consumer and investor protections,
strong oversight of derivatives and executive compensation, new
dissolution of authority to safely unwind the next AIG while pro-
tecting tax payers, stricter capital and leverage standards, and a
financial reg structure that monitors systemic risk. The House re-
cently passed a strong bill that accomplished all of these principles,
in my judgment, that the Senate is now considering. And we need
to eventually reform housing finance after considering the best
ideas and the ways to do that.
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Mr. Chairman, will uncertainty increase or decrease in the busi-
ness community if Congress delays these important reforms, or
should Congress enact these reforms into law this year, now, so
businesses know what the rules of the road will be? Won't that en-
courage investment and hiring in your judgment?

Mr. BERNANKE. Clearly, Congress has to take the time it needs
to deliberate, but I agree with your basic premise that if there is
excessive delay, it will create uncertainty about what the regula-
tions are going to be, how much capital will be required, and so on,
and that makes banks more reluctant to lend, for example.

Mr. MOORE OF KANSAS. Thank you, and one last thing. My col-
league from Illinois, Mrs. Biggert, just asked you a question about
commercial real estate, and I want just a little different, I think,
than her question. I am concerned about the commercial real estate
market—I think all of us are—and what impact that is going to
have on the economic recovery.

The Congressional Oversight Panel for TARP issued a report this
month expressing concern that a wave of commercial real estate
loan losses over the next 4 years could jeopardize the stability of
many banks, especially community banks, which I think really are
not responsible for what we have seen in this whole situation. In
the report, they say, “A significant wave of commercial mortgage
defaults would trigger economic damage that could touch the lives
of nearly every American.”

Mr. Chairman, I heard your response to Mrs. Biggert. Is there
anything else that you can suggest or that Congress should look at
to rI)ninimize the negative impacts of the commercial real estate cri-
sis?

Mr. BERNANKE. I think one thing that would help would be just
the general improvement in the economy, and that is one reason
why the Federal Reserve has been using accommodative policies.
And some of the ideas you have just raised about reducing uncer-
tainty and trying to stimulate growth, those are the kinds of things
that would lead back to having people go to the mall or having peo-
ple be employed and housed in an office building. So that is one,
obviously, direct way. I don’t have another good suggestion for you,
but I would be happy to talk to you about it.

Mr. MOORE OF KANSAS. Thank you so much, Mr. Chairman. I
yield back my time.

The CHAIRMAN. The gentleman from Texas, Mr. Hensarling.

Mr. HENSARLING. Thank you.

Chairman Bernanke, I want to follow up on a question that one
of my colleagues had that I am not sure I heard a precise answer
to. I think the question was a variant of, what is the level of desir-
able or necessary leverage within the banking system on a macro-
economic level to hopefully ensure we don’t repeat what we have
just been through?

Clearly, there are those within Congress who believe in artificial
limits to the size of financial institutions, who believe that Federal
regulators should have power to prohibit certain credit offerings.
But some of us believe that hopefully out there is a proper applica-
tion of risk-based application of capital and liquidity standards that
would hopefully, perhaps, lead to a more prudent leveraging within
our economy.
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But the question is, from your perspective, on a macroeconomic
level, what is the amount of leverage the system can handle a cycli-
cal downturn?

Mr. BERNANKE. That is not an easy question to answer.

Mr. HENSARLING. That is why I asked you.

Mr. BERNANKE. It is not a single number, because as you men-
tioned in your question, first of all, it is risk-weighted. It depends
on the mix of assets. As you know, we currently have the 8 percent
requirement under Basel II. I think we want to, first of all, in-
crease the risk weights so that there is more protection against
risky assets, number one. Second, we want to make sure the cap-
ital is of higher quality that is more common equity and less subor-
dinated debt instruments, for example. And third—

Mr. HENSARLING. Mr. Chairman, if I could. I understand that,
but does the question defy an answer? Is it possible to quantify on
a macroeconomic basis?

Mr. BERNANKE. I’'m sorry. It is certainly possible, but we are cur-
rently engaged in a very elaborate process with the Basel com-
mittee and other colleagues around the world to try and determine
that number. We don’t have a single number yet that we can give
you.

Mr. HENSARLING. And Mr. Chairman, when might we expect that
number from on high?

Mr. BERNANKE. The objective is to have it by the end of this year.

Mr. HENSARLING. Thank you. Mr. Chairman, you answered sev-
eral questions. Clearly, you believe, as do many others, that the
Nation is on an unsustainable fiscal path, and I think you have de-
scribed quite eloquently, as have other prominent economists, the
dire consequences associated with that.

I don’t think I quite have the lyrics right, but I'm reminded of
a country and western song that says something along the lines of,
everybody wants to go to heaven, they just don’t want to go now.
So we have so many people who claim they want to do something
about this problem, but with one exception offered by Congressman
Ryan of Wisconsin, I haven’t seen any plans put on the table.

Taking default off the table, because it is totally unacceptable,
assuming for the moment we do not achieve any level of spending
discipline we haven’t been able to achieve in previous decades, I'm
under the impression we cannot grow our way out. I don’t have the
number at my fingertips. I think I have seen at least some studies
suggesting we would have to have double digit economic growth for
the next 3 decades to grow our way out. Can we grow our way out
of this problem?

Mr. BERNANKE. I don’t think so, not in the medium term.

Mr. HENSARLING. Okay. If we can’t grow our way out, you have
said repeatedly you do not intend to monetize the debt, although
there are a number of people within our economy who think you
are already doing that. We will leave that subject to a different
time and place.

That unfortunately leaves, under my hypothetical, tax increases.
I have seen studies that show that if we only try to solve this prob-
lem on the tax side, that number one, just over the next 10 years
of the President’s budget window, we would have to increase in-
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come taxes roughly 60 percent. Have you seen similar studies? Has
the Fed researched this?

Mr. BERNANKE. That sounds like the right order of magnitude.

Mr. HENSARLING. Okay, and my children, who are young, accord-
ing to a CBO analysis, we would see tax brackets go—10 would
have to go to the 25 percent bracket, 25 to 63, 35 percent bracket
to 88. It is fairly dire. So have you modeled what would happen to
the economy if we indeed had tax increases of this magnitude?

Mr. BERNANKE. I don’t know the exact numbers, as I said, and
obviously forecasting is difficult, so I don’t want to put too much
weight on any single number. But I think you and I would agree,
I think most people would agree, that a big increase in marginal
tax rates is going to be counterproductive from a growth perspec-
tive.

Mr. HENSARLING. I hope I can slip this in, in the seconds I have
left. Recently Alan Meltzer wrote an op-ed in the Wall Street Jour-
nal, and my guess is that you are familiar with it, that asked the
question how much one might have to pay on the interest on the
bank reserves. I'm not sure you have—I haven’t seen you answer
that question publicly and I want to give you that opportunity.

Mr. BERNANKE. We think—

The CHAIRMAN. We are into the deficit now, so if you can give
a brief answer, otherwise it will have to be in writing.

Mr. BERNANKE. We think that the interest rate we pay on re-
serves will bring along with it the Federal funds rate within tens
of basis points. Not a tremendous difference.

Mr. HENSARLING. Thank you, Mr. Chairman.

The CHAIRMAN. You can elaborate in writing.

The gentleman from Texas, Mr. Hinojosa.

Mr. HINOJOSA. Thank you, Mr. Chairman. Chairman Bernanke,
We(licome, and thank you for coming to visit with us and give us an
update.

I represent the 15th Congressional District of Texas, and I refer
to it as deep south Texas. We are along the Texas-Mexico border,
and our county is about 750,000 people and it has the highest con-
centration of—about 89 percent Hispanics. Hidalgo County is one
of the poorest.

I'm going to preface my question by saying our area was plagued
by a double digit unemployment for about 35 years before I came
to Congress. And to give you an idea, in December of 1990, the un-
employment rate was much higher than Detroit, Michigan, is
today. It was 29 percent. In January of 1996, when I came to Con-
gress, it was 24 percent. The unemployment rate dropped over the
14 years that I have been in Congress. In April 2008, it was 6 per-
cent. So even though we have seen an improvement, and today
even though it is 11 percent, it is very close to the national aver-
age.

So what do we do to try to bring it back down to 6 percent when
the banks tell me—the community banks and the large banks say
that they are lending money, but there is no proof that there is be-
cause so many businesses have closed, so many signs for rent,
buildings that are now empty and spaces that are empty? Then we
get the credit banks representatives coming to visit me and say
that they want us to support their mission statement to expand it
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so that they can lend money to small and medium-sized businesses.
And I'm torn between supporting that idea.

I heard the President say just recently that there was going to
be $20 billion from the TARP money being repaid to us in Federal
Government available to make money available to the small and
medium businesses. Tell me, what is the answer for regions like
mine, very poor, very large, and that we can’t seem to have access
to capital?

Mr. BERNANKE. I know you are asking the questions, but I would
like to hear some time how you got the unemployment rate down
the way you described it.

Again, I think if I'm not mistaken, the Treasury is proposing to
provide capital to CDFIs, Community Development Financial Insti-
tutions, which are banks or other institutions, which make more
than 60 percent of their loans to low- and moderate-income commu-
nities. I think that is a very constructive thing to do. So that is the
kind of vehicle that could bring capital into a lower-income commu-
nity using TARP money, essentially.

Mr. HINoJosA. Would you support the idea that our chairman of
the Small Business Committee, Nydia Velazquez, has proposed,
and that is that there be more direct loans instead of being bank
loans through the Small Business Administration?

Mr. BERNANKE. I think that is really up for Congress to decide.
I think you need to investigate. Her view, she said earlier today,
was that going through the banks would not work because they
wouldn’t take the TARP money. Whether that is true or not, I don’t
know. So I'm sorry, I don’t have a recommendation, and I think
Congress is going to have to look at those two options.

Mr. HINOJOSA. One of the sectors that helped us bring the unem-
ployment down was the housing, the construction of both retail
businesses and residential. What is your projection for things to
turn around for that sector so that they can help us bring that un-
employment back down to the 6 percent that I have a goal to do?

Mr. BERNANKE. Unfortunately, the construction was probably
overinflated for a period, and now it is quite weak. I wouldn’t con-
jecture to see a big return of construction, either of residential or
commercial, for some time. We still have a lot of unsold homes, for
example, a lot of high vacancy rates, and also high vacancy rates
in commercial real estate, so there is not, at this point, a lot of de-
mand for new construction.

Mr. HINOJOSA. My last question—

The CHAIRMAN. No, your time has expired, I'm sorry.

Mr. HINOJOSA. Thank you Mr. Chairman.

The CHAIRMAN. The gentleman from North Carolina.

Mr. McHENRY. That is on how that affects—

Mr. BERNANKE. The different mechanisms to the extent that the
fiscal thrust is expansionary, it creates some additional growth
that would potentially affect Federal Reserve policy, except we are
at the zero bounds, so we are not responding too much there.

One risk that I have described is that if there is a long-term loss
of confidence in the long-term capacity of the government to bal-
ance its affairs, that could raise interest rates today, which would
have a drag effect on the economy.
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Another possibility, which I think is relatively unlikely, but is
certainly possible, is that if there is a loss of confidence again in
the government’s ability to achieve fiscal stability, that the dollar
could decline, which would have potentially inflationary impact on
the economy.

There are a number of different channels through which large
deficits or unsustainable deficits could affect the current economy.

Mr. McHENRY. I have heard various economists say that a deficit
of 3 percent of GDP over the long time is sustainable and anything
beyond that is unsustainable. Is that fairly accurate?

Mr. BERNANKE. That is roughly right. The idea here is if you
have a growing economy, you can run deficits and still maintain a
flat ratio of debt to GDP, which is a sustainable situation.

Normally, that would involve having what is called a primary
deficit, that is deficit excluding interest payments from about zero.
Normally, that would involve about 2.5 percent to 3 percent of a
total deficit, including interest payments.

Mr. McHENRY. Beyond that, it could have a destabilizing effect
on the dollar and obviously interest rates on top of that?

Mr. BERNANKE. If protracted. I mean for one year, it does not
necessarily have a big impact. If it looks to be going on indefinitely,
certainly.

Mr. McHENRY. In terms of liquidity in the system right now, are
we still facing deflationary pressures? Is that a part of your consid-
eration in the months ahead?

Mr. BERNANKE. Right now, we do not see deflation as an immi-
nent risk, and neither do the financial markets, which seem to
have inflation expectations of around 2 percent or a little higher.
There are scenarios in which they would become more of a concern.
Right now, we do not see that as an imminent risk.

Mr. McHENRY. In terms of tax rates and financial regulatory
policies and those larger issues, could we see a scenario where be-
tween high corporate and personal income taxes that we have an
outflow of capital to lower tax regimes around the world, is this a
concern for our long-term growth, price stability, and full employ-
ment?

Mr. BERNANKE. Certainly. In some sense, the cost of large defi-
cits is that tax rates in the future are likely to be somewhat higher.
As I was talking to Mr. Hensarling, that can be bad for growth in
lots of different ways.

One possibility is that it makes the country uncompetitive, rel-
ative to other countries in terms of their tax costs of production,
although there are exchange rates and other factors that would af-
fect that.

Clearly, very high tax rates tend to make a country less produc-
tive.

Mr. McHENRY. Over a 25- to 50-year horizon, you said over the
medium term, we cannot grow our way out of this structural budg-
et deficit, to Mr. Hensarling’s point, over the long term, is that
going to be possible or is it going to require a period of spending?

Mr. BERNANKE. Nobody really knows for sure, I want to empha-
size. We are an aging society. The fraction of the population that
is working is going to be going down for a long time, and at the
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same time, the number of people who are going to be requiring
Medicare and other types of assistance is going to be rising.

Barring very sharp changes in our growth rate in productivity,
I do not think that would be very likely; no.

Mr. McHENRY. Thank you.

The CHAIRMAN. The gentleman from Texas. Let me say we will
be able to accommodate all the members here now. The gentleman
from Texas.

Mr. GREEN. Thank you, Mr. Chairman. I thank Chairman
Bernanke for appearing and congratulations again on your being
reappointed.

Chairman Bernanke, I would like to make a comment, and I may
want you to say a word, but I am not sure that I do until I finish.
Sometimes, I have to wait until I finish to know what I am going
to say.

When we talk about the TARP, we sometimes confuse it with
let’s just use the terms that the public can relate to, the bank bail-
out, we sometimes confuse it with a stimulus. The bank bailout
was an initiative proposed under the Bush Administration. My be-
lief is that the President himself supported this initiative and in
fact made public comments in support of it.

When it was finally passed, because it did not pass on the first
vote, but when it passed on its second vote, it was a bipartisan pas-
sage. It was supported by 91 Republicans.

I think sometimes this is lost in the translation, that 91 Repub-
licans supported it. As a matter of fact, we had about 10 Repub-
licans, friends of mine, and this is not to demean them, I just want
to get the facts straight, 10 friends of mine who sit on this very
committee supported it. This is not in any way demeaning, just to
have it as a statement of fact.

What I would like to do, Mr. Chairman, with your consent and
permission and without any objection, is submit the final vote re-
sults, the roll call vote, if you will, on this piece of legislation. May
I submit this for the record?

The CHAIRMAN. So ordered, without objection.

Mr. GREEN. Thank you very much. A simple “yes” or “no” will
suffice. Is what I stated correct saving the vote count, I do not ex-
pect you to know this, but the fact that it was a bipartisan effort
and the TARP is separate and apart from what we call the “stim-
ulus?”

Mr. BERNANKE. Yes.

Mr. GREEN. Thank you. With reference to trade, I think we do
ourselves a disservice when we discredit legitimate positions that
are made by what we call “the other side.” I think there is some
good in trade.

In fact, I believe we ought to have trade. “Free trade” is a term
of art. “Fair trade” is a term of art. The question becomes for some
how will the trade impact not only the exports from our country
but also imports in that sometimes jobs will occur in countries
wherein you can get workers for pennies a day, whereas in this
country, it is going to cost you dollars per day to get a worker, and
there seems to be the notion that this can influence where the busi-
nesses will locate jobs and hence, by locating them in places where
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they have pennies per day, they are in fact in a sense taking the
jobs from this country, from the United States.

That is the concern. I think we have to try to find a balance that
accommodates everyone when it comes to this concern. I respect
the fact that we can import and export and these exports will cre-
ate jobs here in this country.

Is this a fair statement to say there is a balance we have to try
to strike?

Mr. BERNANKE. The point that you are making, which is correct,
is that trade does not necessarily benefit everybody. It might make
some people better off, and in particular, people with low skills who
are competing implicitly with low-skilled workers around the world
might be made worse off.

Some people have attributed some part, perhaps not a large part,
but some part of increased inequality to increasing trade. That is
a concern.

I think most economists would say the right solution is not to
block trade because trade creates a lot of wealth, but rather to find
other ways to help low-income people, low-skilled people acquire
skills or otherwise make themselves better off.

Mr. GREEN. Would you agree that one of the things that we
might do is try to help those countries where they have people
working for pennies per day that may not have labor standards
that people of goodwill would agree with? We might also try to in-
fluence what they do if we trade with them.

It would not cause me as a person, a human being, to feel good
about an effort that would cause persons to work for pennies a day
and allow me to benefit when they are working under conditions
that are less than tolerable by my standards.

Mr. BERNANKE. It is a very hard question. Certainly, you want
to have humane conditions. Low income is a fact of life in poor
countries and sometimes trade is an opportunity to better yourself.

Mr. GREEN. I agree. We have a balancing test with this as well.
I see that my time is up. I did not get to the real question I had
for you, but I will get to you next time. Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from Minnesota, and as he be-
gins, I would ask the gentleman from Idaho to come and assume
the Chair so I can go talk about fishing and we will be able to take
the last three members.

I thank the Chairman for his indulgence and I also want to
thank the members. I think it has been a thoughtful and civil hear-
ing, which I appreciate being able to do.

Mr. PAULSEN. Thank you, Mr. Chairman. Chairman Bernanke,
we have had a lot of discussion earlier and I was gone for part of
it, I know we discussed mostly about the deficit, the national debt
and the effect of long-term borrowing in terms of the Federal Re-
serve’s policies.

Let me ask this, some have made claims that taking steps to put
our fiscal house in order, to right ourselves right now, could itself
be stimulative in some effect.

What impact would implementing policies that are more focused
on the long term have on the short-term dynamic, if we just
thought more about the long term going forward thinking as op-
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posed to dealing with the short-term challenges that we do face
right now with our economy?

Mr. BERNANKE. It is possible that a persuasive, creditable long-
term plan for fiscal balance would be stimulative today by lowering
interest rates and perhaps increasing investment because people
would not be worried about high taxes, for example.

It is certainly possible a good plan would actually pay off in the
present, not just in the future.

Mr. PAULSEN. Let me ask you this, does the large budget deficit
right now, does it really impair the Fed’s ability to either stabilize
prices or ensure long-term growth?

Mr. BERNANKE. No, I do not think so. I think we do have to rec-
ognize, I want to be clear, given the depth of the recession, the fact
that revenues have fallen from the normal 19 percent of GDP to
15 percent, given the payments to the unemployed and so on that
are obviously important during a deep recession, it is not sur-
prising that we have a deficit this year. I do not think any reason-
able policy could eliminate that deficit this year.

The answer to your question is no, I do not think so, but clearly,
a long-term unsustainable policy would have bad consequences.

Mr. PAULSEN. How does the large Federal balance sheet that you
opened up a little bit with your testimony and talked about a little
earlier impede your ability to set interest rates?

Mr. BERNANKE. Are you talking about the Federal Reserve’s bal-
ance sheet?

Mr. PAULSEN. Correct.

Mr. BERNANKE. If we had no other tools, it would create a prob-
lem because with so many reserves in the system, such a large sup-
ply of reserves, you would not be able to raise the Federal funds
rate, which is the price of reserves.

However, as I described in my testimony, we have a number of
tools, including interest on reserves and various ways of draining
reserves that will allow us to raise interest rates at the appropriate
time, notwithstanding the fact that we have the large balance
sheet.

Mr. PAULSEN. How long do you think it will be before the Federal
funds rate becomes the benchmark again for overnight lending, and
how tested are these tools that you have to employ or you plan on
employing in the near future, I guess?

Mr. BERNANKE. None of them have been completely tested. We
have not been in this situation before. On the other hand, we have
a belts-and-suspenders kind of situation here. We think the inter-
est rate on reserves by itself could be used to tighten policy and
there are good economic reasons to think so. Beyond that, we have
these additional tools that would allow us to drain reserves, just
to make doubly sure.

In fact, beyond that, although we do not anticipate selling any
of the assets on our balance sheet in the near term, if we abso-
lutely had to, that would be another way to reduce the size of the
balance sheet.

Mr. PAULSEN. Okay. Thank you, Mr. Chairman.

Mr. MINNICK. [presiding] The Chair recognizes the gentleman
from North Carolina for 5 minutes.
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Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman. My
questions are also about how to encourage lending. I am sure as
a scholar of the Great Depression, you know the Reconstruction Fi-
nance Corporation did not start out with a direct lending program.

They only resorted to that when they could not persuade banks
to lend, when they tried to lend to banks for the banks to lend in
turn, that did not work. They tried to buy preferred stock in banks
so banks could have additional capital. That did not work.

It was only then that the Reconstruction Finance Corporation
began direct lending, and 20 years later, when the program was
ratcheted down, it had turned a slight profit. It does appear it is
possible to lend even in a bad economy with proper underwriting.

I am sure I am in a distinct minority in this committee in think-
ing that it was probably a mistake to—we were probably better off
having mark-to-market rules for accounting, that it is better to
know what is on a bank’s books, to have an accurate idea of the
assets and of the liabilities.

I was also skeptical a year ago about the stress test, that would
be seen as a rigorous test, a real measure of the sovereignty of
banks. I have been surprised at the amount of capital that has
gone into those 19 banks.

A couple of questions. To what extent was that the result of in-
vestors getting confidence to cause the stress test, because they did
feel reassured their books were accurate, and to what extent was
that because investors became convinced that the government was
not going to allow any of those 19 institutions to fail, that they
were too-big-to-fail?

Second, with respect to community and regional banks, it does
not appear that capital is flowing into community and regional
banks in the same way they flowed into those 19 bigger banks.

Do you agree it is important they have additional capital? Are
they trying to acquire it? Is that because of the skepticism about
what is really on their books? Do they have accurate books or are
their books being cooked somewhat?

To what extent because they are too small to fail and investors
know they may in fact lose their entire investment in a way they
cannot possibly lose their entire investment at the bigger banks?

Mr. BERNANKE. It is my belief, first of all, on the stress test, I
think that the revelation of information, the fact that the govern-
ment showed what the underlying evaluations were and what the
potential credit risks were, that cleared up a lot of the uncertainty
in the market and that is why so much capital flowed in.

I think the alternative that it was a “too-big-to-fail” issue would
not work because there was not really a change in that respect,
and in any case, when a “too-big-to-fail” institution comes under
stress, the shareholders can definitely lose money, as they did in
many of these big banks.

I do think the stress test was quite successful in that respect in
providing this information to the markets.

I think it is hard to distinguish two explanations for why the re-
gional banks have raised less, some of them have raised some cap-
ital. Part of the problem is they are in fact—regional banks and
smaller banks—more exposed to commercial real estate, which
right now is the more stressful area, so therefore, it is not a ques-
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tion of information, but a question of the fact that some of those
banks are facing that highly stressed situation.

Surely, we are advising and supporting capital raises, particu-
larly of common equity, by banks of all sizes, and some of the 19
banks were in fact big regionals, and some of them have been able
to raise capital and pay back.

Mr. MILLER OF NORTH CAROLINA. Is there a confidence among in-
vestors that the books of the regional and community banks are ac-
curate, that their assets are properly valued?

Mr. BERNANKE. I have not heard anything to the contrary. I
guess you would have to ask the investors.

To respond to your earlier point, I think mark-to-market can be
very useful in terms of information, but I think for banks, which
have long-term loans on their books, often it is very difficult, be-
cause there is no liquid market, it is very difficult to get an accu-
rate price of what a long-term loan might be worth, and even a
large commercial real estate loan might be very hard to price accu-
rately.

For capital and regulatory purposes, I think you do need to look
at the hold to maturity prices as well as the mark-to-market prices.

Mr. MILLER OF NORTH CAROLINA. I will yield back the little bit
of time I have left.

Mr. MINNICK. The gentleman from New Jersey, Mr. Lance, for 5
minutes.

Mr. LANCE. Thank you very much, Mr. Chairman. Good after-
noon to you, Chairman Bernanke.

Was the Federal Reserve consulted before the Administration an-
nounced its proposal about $100 billion in taxes on banks across
the country?

Mr. BERNANKE. I think there were some technical discussions.
You are talking about the financial responsibility fee?

Mr. LANCE. Yes. What are your views, Mr. Chairman, on the im-
position of that amount of money on banks across America?

Mr. BERNANKE. I think in terms of whether or not to impose a
tax on the banks, that is obviously a fiscal matter, and Congress
has to decide about that. I do think it is important that it be im-
posed in a way that it does not have unintended consequences.

One issue which has arisen is that imposing the tax on non-de-
posit liabilities could have some negative consequences for the repo
market, as an example.

If you want to impose the tax and many do, you just want to be
sure to do it in a way that does not create unintended con-
sequences.

Mr. LANCE. My point of view is that the tax should not be im-
posed because the banks by and large have paid back their TARP
funds with interest, and those that are still outstanding, General
Motors and AIG, would not be liable, as I understand it.

I have a concern that it would lead to even less lending than is
now the case. Does the Federal Reserve Board have a position on
that aspect of what might occur as a result of imposition of these
taxes?

Mr. BERNANKE. You are correct that the large banks have paid
back the TARP, and in fact, I think it is important to say that the
financial part of the TARP, even including AIG, is not that far in
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the red at this point. I think there is a very good chance the tax-
payers are going to come out whole in this entire process, which
is an important thing to recognize.

Mr. LANCE. Yes. The rhetoric of the President when announcing
this was in direct relationship to the fact that funds were used for
TARP and they are being paid back. I just have the greatest con-
cerns that this would mean less lending than would otherwise be
the case.

Mr. BERNANKE. I believe one reason for the proposal is the law
requires that the President make a proposal on how to recoup the
TARP money, and the TARP technically does include not only the
auto losses, but the mortgage modification program as well.

Mr. LANCE. Thank you, Mr. Chairman. Another area you note in
your testimony, that more than half of the fourth quarter GDP
growth was due to restocking of inventories. I do not think that can
continue without demand for goods of those inventories.

In my opening remarks, I talked about consumer confidence and
the report others have cited. Today’s figures with a lack of con-
sumer confidence, what do you believe might be the most effective
way the Federal Reserve moving forward could instill even greater
consumer confidence in such a large percentage of our economy?

Mr. BERNANKE. I think the confidence issues, particularly the
number we saw yesterday, are tied pretty strongly to the labor
market situation.

Mr. LANCE. Yes.

Mr. BERNANKE. All the things we have talked about from the
monetary policy side, lending, from whatever actions Congress
wants to take on the employment side, I think those are the issues
that will create stabilization in the labor market, and that in turn
is one of the keys to consumer confidence.

Mr. LANCE. I thank you. A statement, not a question, Mr. Chair-
man. I think consumer confidence is at the heart of restoring the
economy, getting more people working in America since it is such
a large percentage of the overall economy, and I am deeply con-
cerned about any bank tax as suggested by the President’s proposal
because I think it would lead to less lending by banks and what
we need in this country is more lending, not less.

Thank you. I yield back the balance of my time.

Mr. MINNICK. The Chair recognizes the gentleman from Illinois,
Mr. Foster, for 5 minutes.

Mr. FoSTER. Thank you. In this week’s Economists magazine,
there was an interesting article on Canada and the situation they
are in, where they are seeing an incipient housing bubble re-
emerge.

They have kept interest rates very low for the same reasons we
are doing, to try to restart industrial and business spending, and
because if this persists for a long time, some of that money is going
to leak out and could make a housing bubble.

China is also facing similar problems where they have re-
sponded, as has Canada, by actually increasing the amount of
money you have to put down on a real estate investment, an in-
vestment, as opposed to one you live in.

I was wondering do you have contingency planning? Are there
tools available that you are thinking of in case you keep interest
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rates low for an extended period of time, and all of a sudden, in
regions of the United States, this starts to show up as a local or
national real estate bubble?

Mr. BERNANKE. We are monitoring that very carefully. It is obvi-
ously very difficult to know if there is a bubble, particularly in the
early stages. Our best assessment right now is there is not any ob-
vious level in U.S. economy. If there was a bubble, then the re-
sponse probably would depend on which asset it was, what part of
the economy it was.

My view is that in the longer term, when possible, you want to
address those kinds of systemic risks through regulation and su-
pervision rather than through monetary policy, but if there were
not appropriate tools, and you are right, there are some countries
where they can vary the loan to value ratio as a policy tool, which
I think—

Mr. FOSTER. It is a very valuable handle that we have not used
in this country yet and maybe we should look abroad and think
about using that.

Mr. BERNANKE. Given that we do not have that tool, we would
have to see what tools we did have.

Mr. FOSTER. Do you feel that you do not have that tool? You have
had the ability to set nationwide mortgage origination standards
since the early 1990’s, is my understanding. The question is if you
just said okay, everyone, 5 percent down, 8 percent down.

Mr. BERNANKE. Our standards are based on a finding of unfair
and deceptive practices.

Mr. FOSTER. You feel you need additional authority, legislative
authority?

Mr. BERNANKE. I think so, particularly if you wanted to make a
rapid change, because these processes take a long time,
rulemakings and so on.

Mr. FOSTER. As you know, I am an enthusiast for actually look-
ing into this as a way of stabilizing our economy against future, es-
pecially real estate, bubbles.

We had some testimony from our snow-canceled hearing by a
gentleman called Richard Koo from Nomura Securities Institute,
and he talked about what he called a “balance sheet recession.”

He said there was a qualitative difference between normal busi-
ness circumstances where businesses respond to a lower interest
rate by actually expanding operations, and a situation where after
the bursting of a bubble that was fueled by deficits and so on, that
you behave differently.

If you are terrified you are insolvent, then a lower interest rate
does not interest you, except in helping you pay off your debt fast-
er.
I was wondering if you think that is a valid point of view and
really if there is an element to that.

He made the comparison also of Japan 15 years ago and the
United States today. I was wondering if you would comment on
that.

Mr. BERNANKE. I think there is some validity. I think that is an
interesting perspective. In fact, my own research when I was an
academic addressed some of those issues as well.
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It does not mean that monetary policy, for example, is impotent
because, for example, lower interest rates can improve balance
sheets by lowering interest costs or raising asset values. It is a dif-
ferent mechanism through which monetary policy has its effects
and through which the business cycle operates.

Mr. FosTER. Finally, if you are paying interest rates on reserves,
does that have a big effect on the profitability of the Fed? In case
no one else has thanked you, I want to thank you for the $50 bil-
lion and some you returned to the Treasury. Maybe what we need
actually are more Federal reserves, and not fewer, if we could rep-
licate you.

Mr. BERNANKE. It would reduce the profitability a little bit be-
cause we would have a higher cost of funds, but since we are mak-
ing 4 percent-plus on the MBS, we still have quite a bit of margin
there. It would still be a positive cash flow.

Mr. FOSTER. Thank you very much. I yield back.

Mr. MINNICK. The Chair recognizes the gentlewoman from Min-
nesota for 5 minutes.

Mrs. BACHMANN. Thank you. I appreciate that, Mr. Chairman,
and thank you so much also for coming, Mr. Chairman.

One thing that constituents have continued to ask me about is
if we are any closer to an audit of the Federal Reserve and know-
ing what the overnight loans are, the collateral requirements, who
is getting the loans, and are we any closer. I get that question
asked almost everywhere I go, where are we at in terms of auditing
the Fed.

Mr. Paul had a bill— where are we at with that, and what is the
response of the Federal Reserve?

Mr. BERNANKE. In my testimony today, in my written testimony,
I made a proposal that we would be glad to support complete au-
dits of all the emergency facilities and all aspects of those facilities
with disclosures of the names of the borrowers with an appropriate
delay. All of that, we are very supportive of.

Our concern with Mr. Paul’s bill and similar bills is that the
word “audit” is not just a financial term, it is also a policy evalua-
tion term. As written, his bill will allow the Congress to ask the
GAO to come in and essentially determine whether they thought
the Federal Reserve had made a mistake in its interest rate policy
or not.

We think that would be inconsistent with the very important
principle that Congress should not be managing monetary policy,
that the Federal Reserve should be independent in making its mon-
etary policy decisions.

We think that would actually have very bad effects on markets.

Mrs. BACHMANN. Would the American people be able to know
what overnight loans are made, who they are made to, what the
collateralization is, would we have that information?

Mr. BERNANKE. We are happy to provide some information on
that.

Mrs. BACHMANN. Define “some.”

Mr. BERNANKE. There are two classes of loans. There are a whole
bunch of programs that were established under emergency authori-
ties. These are now being shut down. We essentially are offering
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full transparency on all those programs, including the names of the
borrowers.

There is another program which is pretty small in size, but is
very important, called a “discount window.” The discount window,
we think it is very important to keep the names of the borrowers
confidential, and the reason is the banks will only come to the dis-
count window in a period of crisis or panic, and if they believe their
names will be revealed, that would indeed intensify the crisis or
panic, and therefore, the whole purpose of the discount window, to
try to eliminate financial panics, would be severely damaged. We
are concerned about that.

Mrs. BACHMANN. Mr. Chairman, was the discount window open
to private investment banks prior to March 2008?

Mr. BERNANKE. The loans to investment banks were made
through an emergency facility and we are opening that.

Mrs. BACHMANN. Was the first time that was opened by the Fed-
eral Reserve, the Federal Reserve’s discount window, was that in
March of 2008 or had the Federal Reserve opened that up prior to
that time?

Mr. BERNANKE. The discount window is for banks only. The lend-
ing we did to investment banks, we did through an emergency fa-
cility, which was opened in March 2008, and which we are offering
now complete transparency on.

Mrs. BACHMANN. You are saying there are two discount win-
dows?

Mr. BERNANKE. One of them was an emergency one, which has
already been shut down.

Mrs. BACHMANN. The other discount window that is available to
banks, that is obviously open, that information, you are saying, we
could not have access to?

Mr. BERNANKE. I am concerned that public release of the names
of the borrowers would in fact severely damage the function of the
discount window, which is to allow liquidity to be put into the sys-
tem during a period of financial panic.

Mrs. BACHMANN. Another question that I wondered if you could
address would be on the GSEs, with Freddie and Fannie, and it ap-
pears we may have an attending risk up to $5 trillion. Those are
some figures we are hearing, that we are looking at potentially
$400 billion directly, but we may have exposure up to $5 trillion.

What are we doing really to limit that risk? It does not seem
there has been any appreciable reform of the GSEs, Freddie and
Fannie, and it seems like if anything, we are making that situation
worse by raising the levels of loans that people can have access to.

What are we doing to protect taxpayer risks?

Mr. BERNANKE. The Federal Reserve for a very long time warned
the Congress about the risks of Fannie and Freddie, that we be-
lieved they did not have enough capital for their portfolios, and in
fact, that has turned out to be the case.

The government’s exposure is a couple of billion dollars, which
obviously is a large amount of money.

Mrs. BACHMANN. You hold toxic assets on your books now, right?

Mr. BERNANKE. Very little.

Mrs. BACHMANN. What amount is that?
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Mr. BERNANKE. About 4 or 5 percent of our balance sheet, about
$100 billion.

Mrs. BACHMANN. About $100 billion?

Mr. MINNICK. The gentlewoman’s time has expired.

Mrs. BACHMANN. Mr. Chairman, thank you.

Mr. MINNICK. The Chair recognizes the gentleman from Colo-
rado, Mr. Perlmutter.

Mr. PERLMUTTER. Thank you. Mr. Chairman, thank you again for
appearing. Thank you for the stamina, because you and I are gen-
erally the last guys in the room.

I do want to thank you for being a pretty steady hand during a
very difficult time, and the way I would describe it is we had a
heart attack, this economy, this financial system had a heart at-
tack in September 2008.

There were a lot of consequences, but we are convalescing now,
or we went through a heck of a storm, it is still kind of raining,
but not nearly as hard as it was.

I would like to first turn your attention to your slide number 27,
and if we could pull up the other slide on unemployment, job loss.

You are looking at your 27 as well as Mr. Foster’s slide on job
loss. Do you see that?

In your 27, it is more pronounced because the scale is a little dif-
ferent than what he has. Just a sharp drop and then a sharp rise.
The loss of unemployment changes dramatically beginning in early
2009. To what do you attribute that?

Mr. BERNANKE. As you pointed out, in the fall of 2008, the world
economy essentially had a heart attack and the firms started drop-
ping employees very quickly. There was a sharp contraction of glob-
al trade, a sharp contraction of global economic activity. We had
minus 6 percent growth in the fourth quarter of 2008 and the first
quarter of 2009.

Through a variety of policies, including I would give a lot of cred-
it to Federal Reserve policy, but of course, you can consider me bi-
ased, the economy stabilized in the second quarter, and has been
growing since then. It was the stabilization—this is the change.
This is the number of losses.

When the economy stabilizes, then losses begin to shrink very
dramatically. That is what we have seen. We have not yet, of
course, seen any actual increases in employment.

Mr. PERLMUTTER. Just looking at the glass-half-full for a second,
we were in free fall in terms of jobs. We were just losing jobs at
a rate we had not seen. I am not sure we have ever seen job loss
at that rate, including in the 1930’s. We have reversed that. I
would credit monetary policy, the Federal Reserve, also fiscal policy
as coming out of this Congress.

My friends on the other side of the aisle, for a while, they were
picking on where are the jobs. Well, we have a graph to show they
are coming back, which is up there on the wall as well as your slide
27.

Now they have moved onto the next thing, which is the debt. We
are not out of the woods yet on jobs, are we, sir?

Mr. BERNANKE. No.

Mr. PERLMUTTER. Part of our debt problem is there was a con-
traction in the revenues stream to the United States of America.
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Mr. BERNANKE. That is right.

Mr. PERLMUTTER. I was kind of listening to a couple of their
points. Mr. Hensarling gave us the words from his song, everybody
wants to go to heaven, they just do not want to go now. It re-
minded me of sort of the corollary of that is, John Kaines, who said
we are all dead in the long run.

We have to take care of today and today is jobs. We have to put
people back to work. I think there has been a complimentary set
of policies that are trying to reverse that job loss and to move peo-
ple into jobs.

My question to you is, how are we getting credit, the smaller
banks, community banks, so we can get it to small businesses?
That is the big complaint I hear. I think that is where we will get
the next surge or we will get a surge of employment, if we can get
small businesses really running strong again. How do we do that?

Mr. BERNANKE. On the first point, I am not advocating and I do
not think anyone is advocating trying to balance the budget this
year or next year. Obviously, there has been a big drop in reve-
nues, a lot of extra expenses.

The issue is trying to have an exit strategy, try to find some
years down the road a sustainable fiscal path that will give con-
fidence that we can in fact exit from this extraordinary situation.

I have talked, as you know, a good bit about getting lending
going again and talking about supervisory efforts that we are

oing.

I think it is worth noting that there was a poll this morning the
NFIB put out and asked small firms what their most important
problem is. We got an answer which we have seen before which is
only 8 percent said credit was their most important problem. The
majority of them think weak demand, the weak economy, is the
most important problem.

This is not a complete answer to your question, but I do think
as we get the economy moving again and strengthening, that is
going to make banks more willing to lend and it is going to bring
good borrowers to the banks to get credit.

I think just strengthening the economy is going to be a big help.
It is important for us as supervisors, and I have mentioned, for ex-
ample, the various new efforts we are making to get feedback, to
get data, to do analyses, to try to make sure our examiners are tak-
ing a balanced perspective and are not blocking loans to good cred-
itworthy borrowers. We do not want to make loans to borrowers
who cannot pay back, but we do want to make loans to those who
are creditworthy. That is an important objective we can continue
to work on.

Mr. PERLMUTTER. Thank you.

Mr. MINNICK. The gentleman’s time has expired. The Chair rec-
ognizes the gentleman from New Jersey, Mr. Garrett, for 5 min-
utes.

Mr. GARRETT. Perhaps your last questioner for the day. Thank
you for being here. Thank you for staying so long. I appreciate the
chance to ask you a couple of questions.

The Fed is talking about pulling back on the purchase of mort-
gage-backed securities. Some experts when they hear that suggest
if that does happen, that one of the consequences of that might be
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that interest rates will go up some degree. How much, is the ques-
tion.

If that were to occur, the question then is, what happens to
Fannie, Freddie, and the GSEs? Some speculate that if they go up
a significant amount or a certain amount, that could have a dev-
astating impact upon their losses at the end of the day.

My first question to you is, considering all that, would it be pru-
dent then for the GSEs today to try to as quickly as possible start
to shrink down the size of their portfolio, and if so, then what sort
of time frame would be necessary in light of what you project on
potentials for interest rates going up?

Mr. BERNANKE. First, we are interested to see what the effect is
going to be on mortgage rates. So far, the evidence suggests it will
be a modest effect, which would not have a big impact. If you are
talking about interest rate risks for the GSEs, I do believe they are
mostly hedged by holding treasuries and other securities.

I do not know how much a modest increase in mortgage rates
would affect their balance sheet. I do not think it would be cata-
strophic in any case.

As you know, the arrangements under which Fannie and Freddie
were put under conservatorship involved a gradual reduction over
time.

Mr. GARRETT. Pretty slow.

Mr. BERNANKE. Pretty slow, in their portfolios. I was asked ear-
lier about what is the right long-term solution for Fannie and
Freddie. That obviously needs to be worked out. Many possible out-
comes would involve not having a substantial portfolio, so there
would have to be a transition into that.

Mr. GARRETT. Working that out, Secretary Geithner is over at
the Budget Committee, and that is where we were earlier today,
we have a chart over there that shows how much taxpayer money
has gone out the window, so to speak, on all the programs, and pro-
grams you folks have been working on actually pale in comparison
if you saw the red lines we see over at Fannie and Freddie, with
the $200 billion and the $400 billion, whether or not you put them
on budget or not.

We have a blueprint, if you will, from the Administration, as to
where we should go on the regulatory reform. We do not have any
blueprint for this.

What sort of time frame should we try to come up with for some
solution on this? By the next 6 months, 9 months? A year?

Mr. BERNANKE. I hope so. Chairman Frank said earlier that he
had scheduled a March 2nd hearing on the issue. Whether it has
been changed, I am not sure. Clearly, you need to be talking about
it.

Mr. GARRETT. I know we have an election year. Before the elec-
tion, I would hope to have this resolved. Is that where you would
like to come from on this, if you could?

Mr. BERNANKE. The sooner you get some clarity about what the
ultimate objective is, the better. Of course, you do not necessarily
have to get there by the end of the year. It is going to take some
time to make a transition.

Mr. GARRETT. At least get the plan in place so there is certainty.

Mr. BERNANKE. Right.
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Mr. GARRETT. Let me change the subject, with regard to bonds
and the Fed issuing bonds. I know there was new authority to the
Fed at the end of last year for you to pay interest in reserves, and
there was talk about the Fed actually issuing bonds. Then there
was a proposal as far as you were creating something called a
“term deposit facility.”

If T understand it correctly, that would allow a 6-month period
of time for the short-term bonds, which is very similar to just reg-
ular short-term bond issuance, with the main difference that unlike
a bond, the term deposit cannot be traded on the marketplace;
right?

First of all, do you have authority to do that?

Mr. BERNANKE. Yes, because it comes under our authority to pay
interest on reserves. We cannot sell those deposits to anybody, only
to banks who have reserves with us. It is not an open thing; you
and I could not purchase them.

Mr. GARRETT. Do you see that in any way coming up to the edge
as far as the authority, as far as the Fed being able to issue bonds
as skirting the spirit of the law as to what the Fed should be doing
when it comes to issuing bonds?

Mr. BERNANKE. No. Congress very appropriately gave us the au-
thority to pay interest on reserves and this is what this would be,
only the reserves would be in these accounts. I do not see any issue
with it.

I would add, this does not answer your question, but I would add
that every central bank in the world, major central bank, has these
kinds of authorities, and they are very important for managing
short-term interest rates in a period like the present.

Mr. GARRETT. Going back to the beginning part of the question,
the initial discussion, at least by some, as far as having the author-
ity to issue bonds that would be just widely circulated or sold in
the marketplace—

Mr. BERNANKE. So-called Fed bills.

Mr. GARRETT. Where are you with regard to that?

Mr. BERNANKE. We are not proposing that now.

Mr. GARRETT. Okay. Thank you.

Mr. MINNICK. If the Chairman has just a few more moments, I
would like to ask a couple of questions.

During the Reagan Administration and dealing with the problem
of commercial bank lending, which we are going to have a hearing
on as the chairman said on Friday, in dealing with a similar situa-
tion, the Reagan Administration adopted a policy they called “for-
bearance,” which was a temporary reduction in the capital require-
ments at the discretion of regulators in order to permit banks that
were scraping against the very minimum capital levels in the ap-
propriate circumstance to continue to lend.

Do you have an opinion as to the efficacy and appropriateness of
that kind of a policy, and if you think it has merit, is it something
we should consider in the present circumstance?

Mr. BERNANKE. There are general ideas about setting up a sys-
tem that would allow capital requirements to vary over the busi-
ness cycle, during weak periods, that you could run down some cap-
ital, for example.
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Those so-called countercyclical capital requirements, and those
are being discussed. They might be actually a useful innovation.

There is quite a bit of danger, I think, with the forbearance idea
because if you begin to allow capital to fall arbitrarily, according
to short-run objectives, you might find yourself with the govern-
ment having to pay a lot of money to bail out banks that have
failed because they did not have enough capital.

It is a very delicate issue. I think you are better off if you are
going to go that way having a system in place that allows for cir-
cumscribed variation over the business cycle and the amount of
capital the banks have to hold. A buffer during the good times,
they can run it down during the bad times.

Mr. MINNICK. Some variability, depending on the cycle. Would
you leave the discretion to institute that variability with the bank
regulators or would you provide some legislative side bars?

Mr. BERNANKE. I think the legislation is probably already ade-
quate. It gives the authority to the regulators to set capital stand-
ards. I think the regulators could do it through a rulemaking proc-
ess.

You used the word “discretion.” Again, I would not create a sys-
tem where the regulators could arbitrarily say at any given time
you can reduce your capital. I think there ought to be a set of rules
that explain exactly how that would happen over time.

Mr. MINNICK. Is implementing such a process that wearing your
hat as a bank regulator you have seriously contemplated or would
contemplate in this circumstance?

Mr. BERNANKE. Yes. That is being considered in international fo-
rums and there are examples around the world, like in Spain,
where systems like that seem to have been helpful during the cri-
sis.

Mr. MINNICK. Looking at the other side of financial institutions,
balance sheets, one of the complaints I am certain we are going to
hear on Friday from commercial banks is that the bank examiners
are valuating assets based on the last distressed sale and those
values are substantially below current market replacement costs,
even discounted for the time anticipated to sell.

Do you think there would be merit in providing guidance by reg-
ulators that you could use replacement value discounted to sale as
an agpropriate valuation for purposes of bank examiner examina-
tions?

Mr. BERNANKE. There is guidance to appraisers in general. I sus-
pect that the principle would be to use true comparables, which
would involve not just distressed sales, but other properties as
well. I think the main principle would be not to focus on distressed
sales as representative of the value of a property.

Mr. MINNICK. Thank you, Mr. Chairman. The gentleman from
California has just arrived. We are going to declare him the last
speaker and get you out by 2:00 as promised.

The Chair recognizes the gentleman from California, Mr. Camp-
bell, for 5 minutes.

Mr. CAMPBELL. Thank you. Thank you, Chairman Bernanke. I
am last and perhaps least as well.

Two questions. One is the public sector, governments at all lev-
els, currently represent, I believe, about 36 percent of GDP, which
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is a high since World War II. Governments at all levels are in some
trouble. One could say they are overleveraged.

You spoke earlier about the unsustainability of the current debt
at the Federal level. My home State of California is obviously in
deep fiscal trouble and has been for a long time, and so are many
States and local communities.

I have a concern about the public sector kind of being in a posi-
tion that the private sector was in a few years ago, as being over-
leveraged, overextended, too much debt, too much spending, and
actually the public sector being one of the drags and problems on
the economy in the near future.

Your thoughts on that?

Mr. BERNANKE. We have talked in this hearing quite a bit about
debt and deficits. I do believe it is very important. It is probably
inevitable to have large deficits in the middle of a deep recession,
given the loss of revenues and so on.

It is very important to develop a creditable plan for restoring
deficits to a sustainable level in the medium term, which I would
define to be 3 or 4 years out, and that would mean getting deficits
down to something on the order of 3 percent or below, to maintain
a stable ratio of debt to GDP.

That is very important to maintain confidence in the debt of the
sovereign. Some countries around the world are having some dif-
ficulty with that right now. We certainly want to make sure that
in the future some time, we will not be put into a situation where
our interest payments are so large that it is very difficult for us
to make those payments.

Mr. CamMPBELL. Right, and State and local governments have
similar problems. They either have to raise taxes, reduce what they
are doing, or both as well.

Mr. BERNANKE. That is right.

Mr. CAMPBELL. One more and final question for you is about
Fannie Mae and Freddie Mac. If interest rates were to go up broad-
ly, let’s say by not 25 basis points, but 200 basis points or some-
thing like that, what is the impact?

Are they not carrying a lot of interest rate risk and what is the
impact on their bottom line and since they are now taxpayer-owned
entities, government-owned entities, what problems do we face
there?

Mr. BERNANKE. Mr. Garrett had a similar question. I think I
would recommend that you talk directly to the regulator of Fannie
and Freddie, but my understanding is they have hedged a good bit
of that risk so that they would not be deeply hurt if there was a
change in interest rates.

To get an exact answer, you really ought to talk to Mr. DeMarco,
who is the acting regulator.

Mr. CAMPBELL. Okay. Thank you, and thank you for everything.
I yield back my time.

Mr. MINNICK. The Chair would like to thank Chairman
Bernanke for his professionalism, for his time, and for the expertise
with which you are carrying out your duties in this very important
time for the country. We appreciate you being here.

The Chair also notes that some members may have additional
questions which they may wish to submit in writing. Without objec-
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tion, the hearing record will remain open for 30 days for members
to submit questions to this witness and to place his responses in
the record.

The hearing is adjourned.

[Whereupon, at 1:53 p.m., the hearing was adjourned.]
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Thank you, Mr. Chairman, for holding this important hearing today.

It is the time for us to focus on small businesses as they are the businesses that
grows this nation. We have shielded corporations with tax payer dollars, while
we have done nothing to protect the thousands of the small businesses that
continue to shut their doors.

Small businesses are generally the driving force behind most local economies.
These small businesses, through their growth, generally are the ones that create
the most jobs, thus easing unemployment problems in our communities,

Small businesses are an important source of innovation and progress. The
small businesses of today become the larger businesses of tomorrow. Many of
our couniry’s top businesses introduced game-changing innovations when they
were very small, enabling them to grow very large, thus raising overall
productivity.

As we review the small business subsidy proposal, we must ensure there are
safeguards in place to prevent gaming of the proposal. Economists have
suggested that the subsidy proposal gives small business some incentive to fire
some employees and then later to replace them with unemployed wortkers for
whom they can collect the subsidy. The Administration is aware of these risks
and has proposed various safeguards. However, new ways will be discovered
to maneuver around the restrictions that would reduce the net job creating
potential. Let’s ensure we close these loopholes and make any legislation we
pass effective in helping to grow our economy.

Thank you and 1 yield back my ume.
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OPENING STATEMENT — Rep. Bill Foster —~ House Financial Services Committee Hearing — Feb 24, 2010

As a scientist, | have always found numbers to be more iffuminating than ideology and talking points.
So, up on the chart here, | have plotted some interesting numbers that | downloaded from the flow-of-funds report
that the Federal Reserve web site reports each quarter.

it shows that from July 2007 to March 2008, {roughly the last year-and-a-half of the previous administration), the net
worth of househalds in the United States dropped by 17.5 Trillion dollars.

Our economy is suffering through the aftermath of the largest destruction of wealth in human history.
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Under democratic leadership, since the passage of the stimulus and other important initiatives, this trend has been
reversed. Our economy has now stabilized and household net worth has increased by more than 85 Tritlion doflars.

The 17.5 Trillion of wealth destroyed in the last months of the previous administration is so large that it is hard to get
your arms around. Just how large is 17.5 Trillion dollars?

»  $17.5 Trillion is more than 1.4 times larger than the entire U.S. national debt (roughly $127),
So anyone angry about the national debt should be far angrier about the wealth destroyed

«  $17.5 Trillion is more than one year of the U.S. Gross Domestic Product (roughly $147). Everyone in the
United States would have to work for mare than one entire year to recover this $17.5 Trillion of destroyed
wealth.

*  5$17.5 Trillion is more than $57,000 for every man, woman, and child in the United States, Think for a
moment; how much better off our economy would be today if we each had that $50,000 back?

e Finally, $17.5 Trillion is ahout 200 times larger than the anticipated loss in Fannie and Freddie.
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Let’s talk for a moment about the return on investment of the stimulus. When the dust settles, the total cost to the
taxpayers of the stimulus, TARP, and other emergency interventions in our economy, will be roughly 1 Trillion dolfars.
In response, household wealth has rebounded by $5 Trillion dollars.

Now I'm a businessman as well as a scientist, and it seems to me that an investment of roughly 1 Trillion that
generates an increase in wealth of 5 Trillion Dollars represents a pretty good return on investment.

Job Loss and Unemployment

One year ago, over 700,000 jobs were being lost each month and the job loss was increasing by 100,000 more jobs lost
every month. The economy was spiraling towards another Great Depression. After the passage of the stimulus and
other emergency measures to rescue our economy, job losses started decreasing promptly and job growth is set to turn
positive by 2010.
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Unfortunately, job recovery always takes longer than people would like, Most downturns fast 1-2 years if you look at
them in the stock market, and 2-3 years if you ook at unemployment. That's the way it is. But it is very difficult for a
reasonable person to look at this data and conclude that Democratic policies have not been effective at dealing with
job foss.

How did we get here?

It is important to understand that the $17.5T destruction of household wealth that cur country just experienced WAS
NOT the result of a normal business cycle,

it WAS the result of an ideology-driven deregulation of the financial markets.

Most importantly, it WILL HAPPEN AGAIN if we do not understand and acknowledge what happened and take steps to
prevent it from recurring.
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U.S. House of Representatives
Committee on Financial Services
Unwinding Emergency Federal Reserve Liquidity Programs and Implications for Economic Recovery
February 24, 2010

Statement for the Record
Congressman Ron Paul

Mr. Chairman, the present cconomic situation underscores the danger of moral hazard in our financial
system. Whether it exists in the form of FDIC coverage, lines of credit to Fannie Mac and Freddie
Mac, or outright bailouts, moral hazard is present every time the government attempts to intervene in
the financial sector and circumvent the market process.

Since going off commodity-based currency standards, modern economics are completely reliant on
trust for their operation. Consumers trust that the dollars they earn will be accepted in exchange, not
Jjust today, but decades into the future. They trust that the Federal Reserve will maintain the value of
the dollar. They trust that the money in their bank accounts will be there when they need it.

Because of our banking system, however, this trust is misplaced. The dollar is no longer defined as a
unit of gold or silver, in fact, it has no definition in US Code at all. A dollar is merely a piece of paper
issued by the Federal Reserve with the title “dollar” stamped on it. Since 1913, the Federal Reserve
has presided over a 96 percent decline in the dollars value. And FDIC insurance of bank accounts has
caused people to become too complacent about their money, oblivious to the fact that the FDIC cannot
insure all the money in people’s accounts. In the event of a series of major bank failures, the only way
to make accountholders whole would be to resort to massive printing of money. This is the problem
with a fiat monetary system and fractional reserve banking.

But rather than take our lumps, allow the financial mess to unravel, and return to sound money and
sound banking, the Federal Reserve perpetuates the danger by stabilizing our increasingly shaky system
through the back door. Far from the prying eyes of auditors, elected representatives, and the American
people, the Fed pushes billions and trillions of dollars into the financial system. There is no
transparency, no accountability, and worst of all there is the perpetuation of a broken financial system.

Major Wall Street firms will never have any incentive to clean up their acts if they are constantly being
bailed out by the government, whether through the Treasury or the Fed. The Fed's actions in shoring up
the major banks have given them carte blanche to continue to operate as they did during the boom
times, as though nothing is wrong. When the next crisis of confidence rears its head, the financial
system will find itself in even worsc shape than it was in 2008.
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OPENING STATEMENT OF REP. MELVIN WATT

Financial Services Committee Hearing Entitled, “Monetary Policy and
the State of the Economy”

Wednesday, February 24, 2010

Mr. Chairman: 1 first want to congratulate Chairman Bernanke on his
confirmation for a second term as Chairman of the Federal Reserve Board
and welcome him back to the Committee, although I suspect this Committee
appearance might not be as cordial as some Humphrey-Hawkins appearances
have been. This 1s a tough political environment that has grown more
frustrating to all of us as a result of high unemployment, economic despair

and growing deficits and debt.

In ordinary times during my tenure on this Committee, these semi-
annual Humphrey-Hawkins hearings have focused almost exclusively on the
Fed’s use of interest rate changes to impact economic activity and control
inflation. However, these are not ordinary times. Inflation remains a non-
issue at only 0.2% as of January 2010. It is obvious that short-term concerns
about inflation must, for the time, take a back seat to urgent concerns about

continuing job losses.
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The Federal Reserve Act of 1913 and Federal Reserve Act
Amendments of 1977 require the Fed to pursue a “dual mandate” of
fostering maximum sustainable employment and stable prices. The “stable
prices” part of this mandate will not, and probably should not, receive much
attention today. I was often at odds with former Chairman Greenspan about
his and other economists’ notion that that there is some “natural rate of
unemployment” of around 4.5%. I simply never accepted the notion that
any percentage of unemployment was acceptable when there were people
who wanted and needed to work. Now at least 9.7% of the people who want
to work can’t find jobs and I doubt that anyone would argue that this is
acceptable.  Unfortunately, in urban and minority communities, the
unemployment rate is even higher and this saps the potential of millions of

people to contribute to the national economy and lead productive lives.

These are indeed perilous times. Some labor experts estimate that
6.3 million Americans have been unemployed for 6 months or longer and
that the economy needs at least 100,000 new jobs a month just to absorb new
entrants into the labor force. Who knows how many people have given up

looking for work and are no longer counted in unemployment statistics?
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With more than 15 million people officially jobless, it is likely that even a
strong recovery will leave many jobless for years. We could be perilously
close to creating a class of “permanently unemployed.” Behind these
statistics are painful stories of real people with dreams and aspirations to
provide for their families and contribute to their communities. They simply

can’t fulfill those aspirations without jobs.

Against this backdrop, the question I really need to have addressed
today is what tools the Fed has in its toolkit to reverse the trends and spur
job growth in the 12" District of North Carolina and elsewhere in America.
I asked a similar question at last year’s Humphrey-Hawkins hearing and, at
that time, Chairman Bernanke vowed to take “strong and aggressive” action
to halt the economic shide and improve job growth. One year later,
unemployment has gotten worse, although there are small signs of recovery.
Today, 1 hope to hear specifics on the Fed’s plans to spur job growth and
meet the other half of its dual mandate -- fostering maximum sustainable
employment. If there are things Congress can and should do to help, I stand

ready to help.
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Chairman Frank, Ranking Member Bachus, and other members of the Committee, I am
pleased to present the Federal Reserve’s semiannual Monetary Policy Report to the Congress.
I will begin today with some comments on the outlook for the economy and for monetary policy,
then touch bricfly on several other important issues.
The Economic Outlook

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

Private final demand does seem to be growing at a moderate pace, buoyed in part by
a general improvement in financial conditions. In particular, consumer spending has recently
picked up, reflecting gains in real disposable income and houschold wealth and tentative signs of
stabilization in the labor market. Business investment in equipment and software has risen
significantly. And international trade--supported by a recovery in the economies of many of our
trading partners--is rebounding from its deep contraction of a year ago. However, starts of

single-family homes, which rose noticeably this past spring, have recently been roughlty flat, and
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commercial construction is declining sharply, reflecting poor fundamentals and continued
difficuity in obtaining financing.

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

Increases in energy prices resulted in a pickup in consumer price inflation in the second
half of last year, but o1l prices have flattened out over recent months, and most indicators suggest
that inflation likely will be subdued for some time. Slack in labor and product markets has
reduced wage and price pressures in most markets, and sharp increases in productivity have
further reduced producers’ unit labor costs. The cost of shelter, which receives a heavy weight
in consumer price indexes, is rising very slowly, reflecting high vacancy rates. In addition,
according to most measures, longer-term inflation expectations have remained relatively stable.

The improvement in financial markets that began last spring continues. Conditions in

short-term funding markets have returned to near pre-crisis levels. Many {mostly larger) firms
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have been able to issue corporate bonds or new cquity and do not seem to be hampered by a lack
of credit. In contrast, bank lending continues to contract, reflecting both tightened lending
standards and weak demand for credit amid uncertain economic prospects.

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

Menetary Policy

Over the past year, the Federal Reserve has employed a wide array of tools to promote
econormic recovery and preserve price stability. The target for the federal funds rate has been
maintained at a historically low range of 0 to 1/4 percent since December 2008. The FOMC
continues to anticipate that economic conditions--including low rates of resource utilization,
subdued inflation trends, and stable inflation expectations--are likely to warrant exceptionally

low levels of the federal funds rate for an extended period.
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To provide support to mortgage lending and housing markets and to improve overall
conditions in private credit markets, the Federal Reserve is in the process of purchasing
$1.25 trillion of agency mortgage-backed securities and about $175 billion of agency debt.

We have been gradually slowing the pace of these purchases in order to promote a smooth
transition in markets and anticipate that these transactions will be completed by the end of
March. The FOMC will continue to evaluate its purchases of sccurities in light of the evolving
cconomic outlook and conditions in financial markets.

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

In addition to closing its special facilities, the Federal Reserve 1s normalizing its lending
to commercial banks through the discount window. The final auction of discount-window funds
to depositories through the Term Auction Facility, which was created in the early stages of the
crisis to improve the liquidity of the banking system, will occur on March 8. Last week we
announced that the maximum term of discount window loans, which was increased to as much as

90 days during the crisis, would be returned to overnight for most banks, as it was before the

! Primary dealers are broker-dealers that act as counterparties to the Federal Reserve Bank of New York in its
conduct of open market operations.
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crisis erupted in August 2007. To discourage banks from relying on the discount window rather
than private funding markets for short-term credit, last week we also increased the discount rate
by 25 basis points, raising the spread between the discount rate and the top of the target range for
the federal funds rate to 50 basis points. These changes, like the closure of most of the special
lending facilities earlier this month, are in responsc to the improved functioning of financial
markets, which has reduced the need for extraordinary assistance from the Federal Reserve.
These adjustments are not expected to lead to tighter financial conditions for households and
businesses and should not be interpreted as signaling any change in the outlook for monetary
policy, which remains about the same as it was at the time of the January meeting of the FOMC.

Although the federal funds rate is likely to remain exceptionally low for an extended
period, as the cxpansion matures, the Federal Reserve will at some point need to begin to tighten
monetary conditions to prevent the development of inflationary pressures. Notwithstanding the
substantial increase in the size of its balance sheet associated with its purchases of Treasury and
agency securities, we are confident that we have the tools we need to firm the stance of monetary
policy at the appropriate time.”

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

generally.

? For further details on these tools and the Federal Reserve’s exit strategy, see Ben S. Bernanke (2010), “Federal
Reserve’s Exit Strategy,” statement before the Committee on Financial Services, U.S. House of Representatives,
February 10, www.federalreserve.gov/newsevents/testimony/bernanke20100210a. htm.
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The Federal Reserve has also been developing a number of additional tools to reduce the
large quantity of reserves held by the banking system, which will improve the Federal Reserve’s
control of financial conditions by leading to a tighter relationship between the intercst rate paid
on reserves and other short-term interest rates. Notably, our operational capacity for conducting
reverse repurchase agreements, a tool that the Federal Reserve has historically used to absorb
reserves from the banking system, is being expanded so that such transactions can be used to
absorb large quantitics of reserves.® The Federal Rescrve is also currently refining plans for a
term deposit facility that could convert a portion of depository institutions” holdings of rescrve
balances into deposits that are less liquid and could not be used to meet reserve requirements.
In addition, the FOMC has the option of redeeming or selling securities as a means of reducing
outstanding bank reserves and applying monctary restraint. Of course, the sequencing of steps
and the combination of tools that the Federal Rescrve uses as it exits from its currently very
accommodative policy stance will depend on economic and financial developments. I provided
more discussion of these options and possible sequencing in a recent testimony.’

Federal Reserve Transparency

The Federal Reserve is committed to ensuring that the Congress and the public have

all the information needed to understand our decisions and to be assured of the integrity of our

operations. Indecd, on matters related to the conduct of monetary policy, the Federal Reserve is

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

* In December the Federal Reserve published a proposal describing a term deposit facility in the Federal Register
(see Board of Govemnors of the Federal Reserve System {2009), “Federal Reserve Board Proposes Amendments fo
Regutation 1 That Would Enable the Establishment of a Term Deposit Facility,” press release, December 28,
www.federalreserve.gov/newsevents/press/monetary/20091228a.htm). We are now in the process of analyzing the
public comments that have been received. A revised proposal will be reviewed by the Federal Reserve Board, and
test transactions could commence during the second quarter.

> See Bernanke, “Federal Reserve's Exit Strategy,” in note 2.
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alrcady one of the most transparent central banks in the world, providing detailed records and
explanations of its decisions. Over the past year, the Federal Rescrve also took a number of
steps to enhance the transparency of its special credit and liquidity facilities, including the
provision of regular, extensive reports to the Congress and the public; and we have worked
closely with the Government Accountability Office (GAO), the Office of the Special Inspector
General for the Troubled Asset Relief Program, the Congress, and private-sector auditors on a
range of matters relating to these facilities.

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

thereby undermining market confidence in the institution or discouraging use of any future

¢ Last month the Federal Reserve said that it would welcome a full review by the GAO of all aspects of the Federal
Reserve’s involvement in the extension of credit to the American International Group, Inc. (see Ben S. Bernanke
(2010), letter to Gene L. Dodaro, January 19,
www.federalreserve.gov/monetarypolicy/files/letter_aig_20100119.pdf). The Federal Reserve would support
legislation authorizing a review by the GAO of the Federal Reserve’s operations of its facilities created under
emergency authorities: the Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility, the
Commercial Paper Funding Facility, the Money Market Investor Funding Facility, the Primary Dealer Credit
Facility, the Term Asset-Backed Securities Loan Facility, and the Term Securities Lending Facility.
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facility that might become necessary to protect the U.S. economy. An appropriate delay would
also allow firms adequate time to inform investors through annual reports and other public
documents of their use of Federal Reserve facilities.

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

Regulatory Reform

Strengthening our financial regulatory system is essential for the long-term economic
stability of the nation. Among the lessons of the crisis are the crucial importance of
macroprudential regulation--that 1s, regulation and supervision aimed at addressing risks to
the financial system as a whole--and the need for effective consolidated supervision of every
financial institution that is so large or interconnected that its failure could threaten the
functioning of the entire financial system.

The Federal Reserve strongly supports the Congress’s ongoing efforts to achicve

comprehensive financial reform. In the meantime, to strengthen the Federal Reserve’s oversight
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of banking organizations, we have been conducting an intensive self-examination of our
regulatory and supervisory responsibilitics and have been actively implementing improvements.
For example, the Federal Reserve has been playing a key role in international efforts to toughen
capital and liquidity requircments for financial institutions, particularly systemically critical
firms, and we have been taking the lead in ensuring that compensation structures at banking
organizations provide appropriate incentives without encouraging excessive risk-taking.”

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

Last spring the Federal Rescrve led the successful Supervisory Capital Assessment
Program, popularly known as the bank stress tests. An important fesson of that program was that
combining on-site bank cxaminations with a suite of quantitative and analytical tools can greatly
improve comparability of the results and better identify potential risks. In that spint, the Federal
Reserve is also in the process of developing an enhanced quantitative surveillance program
for large bank holding companies. Supervisory information will be combined with firm-level,
market-based indicators and aggregate economic data to provide a more complete picture of
the risks facing these institutions and the broader financial system. Making use of the Federal

Reserve’s unparalteled breadth of expertise, this program will apply a multidisciplinary approach

7 For further information, see Board of Governors of the Federal Reserve System (2009), “Federal Reserve Issucs
Proposed Guidance on Incentive Compensation,” press release, October 22,
www.federalreserve.gov/newsevents/press/bereg/20091022a. htm,
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that involves economists, specialists in particular financial markets, payments systems cxperts,
and other professionals, as well as bank supervisors.

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

The Federal Reserve continues to demonstrate its commitment to strengthening consumer
protections in the financial services arena. Since the time of the previous Monetary Policy
Report in July, the Federal Reserve has proposed a comprehensive overhaul of the regulations
governing consumer mortgage transactions, and we are collaborating with the Department of
Housing and Urban Development to assess how we might further increase transparency in the
mortgage process.® We have issued rules implementing cnhanced consumer protections for
credit card accounts and private student loans as well as new rules to ensure that consumers have

meaningful opportunities to avoid overdraft fees.® In addition, the Federal Reserve has

& For further infornuation, see Board of Governors of the Federal Reserve System (2009), “Federal Reserve Proposes
Significant Changes to Regulation Z (Truth in Lending) Intended to Improve the Disclosures Consumers Receive in
Connection with Closed-End Mortgages and Home-Equity Lines of Credit,” press release, Tuly 23,
www.federalreserve.gov/newsevents/press/bereg/20090723a.htm.

® For more information, see Board of Governors of the Federal Reserve System (2009), “Federal Reserve Approves
Final Amendments to Regulation Z That Revise Disclosure Requirements for Private Education Loans,” press
release, July 30, www.federalreserve.gov/newsevents/press/bereg/20090730a.htm; Board of Governors of the
Federal Reserve System (2009), “Federal Reserve Announces Final Rules Prohibiting Institutions frore Charging
Fees for Overdrafts on ATM and One-Time Debit Card Transactions,” press release, November 12,
www.federalreserve. gov/newsevents/press/bereg/20091112a.htm; and Board of Governors of the Federal Reserve
System (2010), “Federal Reserve Approves Final Rules to Protect Credit Card Uscrs from a Number of Costly
Practices,” press release, January 12, www.federalreserve gov/newsevents/press/bereg/20100112a. htm.
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implemented an expanded consumer compliance supervision program for nonbank subsidiarics
of bank holding companies and foreign banking organizations. 10

More generally, the Federal Reserve 1s committed to doing all that can be donc to ensure
that our economy is never again devastated by a financial collapse. We look forward to working
with the Congress to develop effective and comprehensive reform of the financial regulatory

framework.

19 For further information, see Board of Governors of the Federal Reserve System (2009), “Federal Reserve to
Implement Consumer Compliance Supervision Program of Nonbank Subsidiaries of Bank Holding Companies and
Foreign Banking Organizations,” press release, September 15,
www.federalreserve.gov/newsevents/press/bereg/2009091 Sa.htm.
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QUESTION: On Motion to Concur in Senate Amendments

BILL TITLE: Emergency Economic Stabilization Act of 2008

YEAS | NAYS | PRES | NV
DEMOCRATIC 172 63
REPUBLICAN 91 108
INDEPENDENT |
JlroTaLs | 263 171 | ]
-~ YEAS 263 ---
Abercrombie Foster Pallone
Ackerman Frank (MA) Pascrell
Alexander Frelinghuysen Pastor
Allen Gerlach Pelosi
Andrews Giffords Perlmutter
Arcuri Gilchrest Peterson (PA)
Baca Gonzalez Pickering
Bachus Gordon Pomeroy
Baird Granger Porter
Baldwin Green, Al Price (NC)
Barrett (SC) Guticrrez Pryce (OH) 1
Bean Hall (NY) Putnant
Berkley Hare Radanovich
Berman Harman Rahall
Berry Hastings (FL) Ramstad
Biggert Herger Rangel
Bishop (GA) Higgins Regula
Bishop (NY) Hinojosa Reyes
Blunt Hirono Reynolds
Boehner Hobson Richardson
Bonner Hoekstra Rogers (AL)
Bono Mack Holt Rogers (KY)
Boozman Honda Ros-Lehtinen
Boren Hooley Ross
Boswell Hoyer Ruppersberger
Boucher Inglis (SC) Rush
Boustany Israel Ryan (OH)
Boyd (FL) Jackson (IL) Ryan (W1)
Brady (PA) Jackson-Lee (TX) Sarbancs
Brady (TX) Johnson, E. B. Saxton
Braley (1A) Kanjorski Schakowsky
2/2412010
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Brown (SC)
Brown, Corrine
Ruchanan
Calvert
Ceamp (MI)
Campbell (CA)
Cannon
Cantor
Capps
Capuano
Cardoza
Carnahan
Carson
Castle
Clarke
Cleaver
Clyburn
Coble
Cohen

“ole (OK)
Conaway
Cooper
Costa
Cramer
Crenshaw
Crowley
Cubin
Cuellar
Cummings
Davis (AL}
Davis (CA)
Davis (I11)
Davis, Tom
DeGette
DeLauro
Dent
Dicks
Dingell
Donnelly
Doyle
Dreier
Edwards (MD)
Edwards (TX)
Ehlers
Ellison
Ellsworth
Emanuel
Emerson
Engel
Eshoo
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Kennedy
Kildee
Kilpatrick
Kind

King (NY)
Kirk

Klein (FL)
Kline (MN)
Knollenberg
Kuhl (NY)

LaHood
Langevin
Larsen (WA)
Larson (CT)
Lee

Levin

Lewis (CA)
Lewis (GA)
Lewis (KY)
Loebsack
Lofgren, Zoe
Lowey
Lungren, Deniel E.
Mahoney (FL)
Maloney (NY)
Markey
Marshall
Matsui
McCarthy (NY)
McColtum (MN)
McCrery
McGovern
McHugh
McKeon
McNerney
McNulty

Meek (FL)
Meeks (NY)
Melancon
Miller (NC)
Milfer, Gary
Miller, George
Mitchell
Moliohan
Moore (KS)
Moare (WI)
Moran (VA)
Murphy (CT)
Murphy, Patrick
Murtha
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Schiff
Schurid!
Schwartz
Scott (GA)
Sessions
Sestak
Shadegg
Shays
Shuster
Sinmpson
Sives
Skelton
Slaughter
Smith (TX)
Smith (WA)
Snyder
Solis
Soutder
Space
Speier
Spratt
Sullivan
Sutton
Tancredo
Tanner
Tauscher
Terry
Thompson (CA)
Thornberry
Tiberi
Tierney
Towns
Tsongas
Upton

'Van Hollen
Velazquez
Walden (OR)
Walsh (NY)
Weamp
‘Wasserman Schultz
Waters
Watson
Watt
Waxman
Weiner
Welch (VT)
Weldon (FL)
Weller
Wexler
Wilson (NM)
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Etheridge Myrick Wilson (OH)
Everett Nadler Wilson (SC)
Fallin Neal (MA) wolf
Farr Oberstar Woolsey
Fattah Obey Wu
Ferguson Olver Yarmuth
Fossella Ortiz

---- NAYS 171 ~--
\Aderholt Gohmert Moran (KS)
Akin Goode Murphy, Tim
Altmire Goodlatte Musgrave
Bachmann Graves Napolitano
Barrow Green, Gene Neugebauer
Burtlett (MD) Grijalva Nunes
Barton (TX) Hall (TX) Paul
Becerra Hastings (WA) Payne
Bilbray Hayes Pearce
Bilirakis Heller Pence
Bishop (UT) Hensarling Peterson (MN)
Blackburn Herseth Sandlin Petri
Blumenauer Hill Pitts
Boyda (KS) Hinchey Platts
Broun (GA) Hodes Poe
Brown-Waite, Ginny Holden Price (GA)
Burgess Hulshof Rehberg
Burton (IN) Hunter Reichert
Butterfield Inslee Renzi
Buyer Issa Rodrigucz
Capito Jefferson Rogers (MI)
Carney Johnson (GA) Rohrabacher
Carter [Johnson (IL) Roskam
Castor Johnson, Sam Rothman
Cazayoux \Jores (NC) Roybal-Allard
Chabot Jordan Royce
Chandler Kagen Salazar
Childers Kaptur Sali
Clay Keller Sanchez, Linda T.
Conyers King (I4) Sanchez, Loretta
Costello Kingston Scalise
Courtney Kucinich Scott (VA)
Culberson Lanborn Sensenbrenner
Davis (KY)} Lampson Serrano
Davis, David Latham Shea-Porter
Davis, Lincoln LaTourette Sherman
Deal (GA) Latta Shimkus
DeFazio Linder Shuler
Delahunt Lipinski Smiith (NE)
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Diaz-Balart, L. LoBiondo Smith (NJ)
Diaz-Balart, M. Lucas Stark
Doggett Lynch Stearns
Daolittle Mack Stupak
Drake Muanzullo Taylor
Duncan Muaychant Thompson (MS)
English (PA) Matheson Tiahrt
Feeney McCarthy (CA) Turner
Filner McCaunl (TX) Udall (CO) I
Flake McCotter Udall (NM)
Forbes MeDermott Visclosky
Fortenberry McHenry Walberg
Foxx Mclntyre ‘Walz (MN)
Franks (1Z) McMorris Rodgers Westmoreland
Gallegly Mica Whitfield (KY)
Garrett (NJ) Michaud Wittman (VA)
Gillibrand Miller (FL) Young (AK)
Gingrey Miller (M) Young (FL)
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Part 1
Overview:

Monetary Policy and the Economic Outlook

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

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

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

Headline consumer price inflation picked up in 2009
as energy prices rose sharply: Over the 12 months
ending i December, prices for personal consumption
expenditures (PCE) increased about 2 percent, up from
Y2 percent in 2008. In contrast, price increases for con-
sumer expenditures other than food and energy items—
so-called core PCE--slowed noticeably last year. After
rising at an annual rate of about 1% percent in 2008 and
the first half of 2009, core PCE prices increased at an
annual rate of just over | percent in the second half of
the year.

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

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

Nonfinancial firms with access to capital markets
took advantage of the improvement in financial condi-
tions to issue corporate bonds and equity shares at a sol-
id pace; a significant portion of issuance likely reflected
an effort by businesses to substitute attractively priced
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longer-term financing for shorter-term debt. In contrast,
many small businesses and other firms that depend
largely on banks to meet their funding needs found
their access to credit severely restricted; banks contin-
ued to tighten their lending standards and terms,
though to a more limited extent, during the second

half of 2009 amid higher loan losses on their com-
mercial loans and reports of lingering uncertainty
about business credit quality. According to survey data,
demand for business loans was also weak throughout
2009.

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

The Federal Reserve continued to support the func-
tioning of financial markets and promote recovery in
econoniic activity using a wide array of tools. The
Federal Open Market Committee (FOMC) maintained a
target range of 0 to Vi percent for the federal funds rate
throughout the second half of 2009 and early 2010 and
indicated that economic conditions were likely to war-
rant exceptionally low levels of the federal funds rate
for an extended period. Further, the Federal Reserve
continued its purchases of Treasury securities, agency
mortgage-backed securities (MBS), and agency debt in
order to provide supportt to mortgage and housing mar-
kets and to improve overall conditions in private credit
markets. To promote a smooth transition in financial
markets as the acquisitions are completed, the Federal
Reserve gradually slowed the pace of these purchases
in late 2009 and early 2010. The planned acquisitions
of $300 billion of Treasury securities were completed
by October, while the purchases of $1.25 triflion of
MBS and about $175 billion of agency debt are expect-
ed to be finished by the end of the first quarter of this
year.

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

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

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

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

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

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

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

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

Recent Financial and Economic Developments

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

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

1. Change in real gross domestic product, 2003-09
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NoTe: Here and in subsequent figures, except as noted, change for a given
period is measured to its final quanier from the final quarter of the preceding
period.

Source: Departiment of Commerce, Bureau of Economic Analysis.

2. Change in the chain-type price index for personal
consumption expenditures, 2003-09
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Novx; The data sre monthly and extend through December 2009; changes
are from one year earlier.
Source: Department of Commerce, Bureau of Economic Analysis.

ing of short-term funding markets improved further, the
usage of special liquidity facilities declined sharply, and
the Federal Reserve closed several of those facilities

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

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

1. Specifically, the Primary Dealer Credit Facility, the Term
Securities Lending Facility, the Commercial Paper Funding Facility,
the Asset-Backed Commercial Paper Money Market Mutual Fund
Liquidity Facility, and the temporary swap lines with foreign central
banks were closed.
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credit was weak, and supply conditions remained tight,
as banks maintained stringent lending standards for
both consumer loans and residential real estate loans.
However, issuance of asset-backed securities (ABS),
which are an important source of funding for consumer
loans, strengthened, supported in part by the Federal
Reserve’s Term Asset-Backed Securities Loan Facility
(TALF).

DOMESTIC DEVELOPMENTS
The Household Sector

Residential Investment and Housing
Finance

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

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

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

2. The first-time homebuyer tax credit, which was enacted in
February 2009 as part of the American Recovery and Reinvestment
Act, was originally scheduled to expire on November 30, 2009. In
carly November, however, the Congress extended the credit to sales
occurring through April 30, 2010, and expanded it to include repeat
homebuyers who have owned and occupied a house for at least five of
the past eight years.

3. Private housing starts, 19962010
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graphic coverage—the LoanPerformance repeat-sales
index-—is up, on net, from its trough earlier in the year,
even though the last few readings of that index fell back
2 bit. According to the Thomson Reuters/University of
Michigan Surveys of Consumers, the number of respon-
dents who expect house prices to increase over the next
12 months has moved up and now slightly exceeds the
number of respondents who expect prices to decrease.?

3. The survey, formerly the Reuters/University of Michigan Sur-
veys of Consumers, was renamed the Thomson Reuters/University of
Michigan Surveys of Consumers as of January 1, 2010,

4. Change in prices of existing single-family houscs,
1993--2009
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Corelog for FHFA, TFederal Housing Finance Agency: lor
S&PCase-Shiller, Standard & Foor's.
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The earlier declines in house prices in combination
with the low level of mortgage rates have made housing
more affordable, and the apparent stabilization in prices
may bring into the market buyers who were reluctant to
purchase a home when prices were perceived to be fall-
ing. That said, the still-substantial inventory of unsold
homes, including foreclosed homes, has continued to
weigh on the market.

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

Foreclosures remained exceptionally clevated in
the second half of 2009. About 1.4 million homes

4. A mongage is defined as seriously delinquent if the borrower is
90 days or more behind in payments or the property is in foreclosure.

5. Mortgage delinquency rates, 2001-09
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entered foreclosure during that period, similar to the
pace earlier in the year. Historically, about one-half of
foreclosure starts have resulted in hormeowners losing
the home. The heightened level of foreclosures has
been particularly notable among prime borrowers, for
whom the number of foreclosure starts moved up a bit
in the second half of the year; by contrast foreclosure
starts for subprime borrowers dropped back somewhat.
To address the foreclosure problem, the Treasury has
intensified efforts through its Making Home Afford-
able program to encourage loan modifications and to
allow borrowers to refinance into mortgages with more-
affordable payments.

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

5. Conforming mortgages are those cligible for purchase by Fan-
nie Mae and Freddie Mac; they must be equivalent in risk to a prime
mortgage with an 80 percent loan-to-value ratio, and they cannot
exceed in size the conforming Joan limit. The conforming toan limit
for a first morigage on a single-family home in the contiguous United
States is currently equal to the greater of $417,000 or 113 percent of
the area’s median house price, and it cannot cxceed $729,750.

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

Consumer Spending and Household Finance

After having been roughly constant in the first balf of
fast year, real personal consumption expenditures (PCE)
rose at an annual rate of about 2% percent in the sec-
ond half (figure 7). Sales of new light motor vehicles
Jjumped from an average annual rate of 9% million units
in the first half of 2009 to a rate of 11% million units in
the second half.® Part of this rebound likely reflected the
“cash for clunkers” program, but even after the expira-
tion of that program, sales remained close to 11 million
units, supported in part by improved credit conditions
for auto buyers as the ABS market revived. Real spend-
ing on goods excluding motor vehicles also increased at
a robust pace in the second half of the year, while real
outlays for services rose more modestly.

6. Sales dropped back in Fanuary, but the decline occurred largely
at Toyota, which was confronted by widely publicized problems.

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

8. Consumer sentiment, 1996-2010
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Source: The Conference Board and Thomson Reuters/University of
Michigan Surveys of Consumers,



99

Board of Governors of the Federal Reserve System 9

9. Personal saving rate, 1986-2009 1. Wealth-to-income ratio, 1986-2009
Fercent Ratio
— — G
) B o
B V"\/J‘""\M .
- A -5
— bj‘}”\ﬁv\/,\, —3 ~
3 — - 4
0

TR T T 0 0 O O Y

R T T O T 0

1989 1993 1997 201 2008 2008

1989 1993 1997 2001 2005 2009

NoTe: The data ave guarerly and extend through 2009:04
Sounct: Department of Commerce, Bureau of Economic Analysis.

deleveraging their balance sheets. After increasing
sharply in 2008, the saving rate moved up a bit further
in 2009 (figure 9).

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

7. The increases in benefit payments under the American Recov-
ery and Reinvestment Act included an expansion of unemployment
benefits, increases in food stamps and Pell grants, subsidies for health
insurance coverage for the unemployed, and a one-time $250 pay-
ment to retirees and veterans.

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

After dropping during the preceding 2'; years,
household net worth turmed up in the second and third
quarters of 2009 and likely rose further in the fourth
quarter. Much of the recovery reflected a rebound in
equity prices, although the modest gain, on uet, in the
value of owner-accupied real estate also contributed.
With the rise in net worth, the ratio of household wealth
to disposable income increased in the second half of the
year to about its historical average (figure 11).

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

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

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

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

8. The Credit CARD Act includes some provisions that place
restrictions on issuers” ability to impose certain fees and to engage in
risk-based pricing. Some provisions took effect in August 2009, and
others did so in February 2010,

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

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

13. Gross issuance of selected asset-backed
securities, 2007-10
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Source: Bloomberg and the Federal Reserve Bank of New York.
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the FDIC provided a temporary extension of safe-
harbor rules for its handling of securitized assets in a
receivership. By contrast, issuance of ABS backed by
private student loans remained almost entirely depen-
dent on financing from the TALF.

The Business Sector

Fixed Investment

After falting throughout 2008 and the first half of 2009,
business spending on equipment and software (E&S)
began to expand in the second half of fast year, as sales
prospects picked up, corporate profits increased, and
financial conditions for many businesses (especially
those with direct access to capital warkets) improved
(figure [4). Business outlays on transportation equip-
ment rose sharply in the second half as firms rebuilt
their fleets of light motor vehicles and accelerated their
purchases of large trucks in advance of new environ-

14, Change in real business fixed investment, 2003-09
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mental regulations on diesel engines. Real spending on
information technology capital—computers, software,
and communications equipment—also accelerated
toward the end of 2009, likely boosted by the desire

to replace older, less-efficient equipment. Investment

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

years.

In contrast to the upturn in equipment investment,
real spending on nonresidential structures continued to
decline steeply throughout 2009. Real outlays for con-
struction of structures other than those used for drilling
and mining fell at an anoual rate of 23 percent in the
second half of 2009, likely reflecting the drag from ris-
ing vacancy rates and plunging property prices for com-
mercial and office buildings, as well as difficult financ-
ing conditions for new projects. Following a steep drop
in the first half of the year, real spending on drilling and
mining structures increased sharply in the second half,
likely in response to the rebound in oil prices.

Inventory Investment

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

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

Corporate Profits and Business Finance

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

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

Delinquency rates on loans to nonfinancial business-
es, however, rose throughout the year. For commercial
and industrial (C&1) Joans, delinquencies in the fourth
quarter reached 4.5 percent. In response to a special
question on the January 2010 SLOOS, a large net frac-
tion of banks reported that in the fourth quarter, the
credit quality of their existing C&! loans to small firms
was worse than the quality of their loans to larger firms.
While survey respondents generally expected the credit
quality of their C&I loan portfolios to improve during
2010, banks’ outlook for C&J loans to larger firms was
more optimistic than it was for such loans to smaller
firms. Reflecting deterioration in commercial property
markets, delinquency rates on commercial real estate
(CRE) loans both in securitized pools and on banks’
books moved up sharply in the second half of 2009
(figure 16). Delinquency rates on construction and land
development loans ¢limbed to especially high levels.

In Qctober 2009, the Federal Reserve joined with other
banking regulators to provide guidelines to banks in

16.  Delinquency rates on commercial real estate loans,
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CMRS, Ciugroup.

their efforts to work constructively with troubled CRE
borrowers.”

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

9. This statement updated and replaced existing supervisory guid-
ance 10 assist examiners in evaluating institutions” efforts to renew or
restructure foans o creditworthy CRE borrowers. The statement was
intended to promote supervisory consistency. enhance the transpar-
ency of CRE workout transactions {thar is, transactions intended to
renew and restructuce the loans), and ensure that supervisory policics
and actions do not inadvertently curtail the availability of credit to
sound borrowers. For more information, see Board of Govemors of
the Federal Reserve System, Federal Deposit Insurance Corporation,
National Credit Union Administration, Office of the Comptroller of
the Currency, Office of Thrift Supervision. and Federal Financial
Institutions Examination Council State Liaison Committee (2009),
“Policy Stat r on Prudent Cc jal Real Estate Loan Work-
outs,” attachment to Supervision and Regulation Letter SR 09-7
{October 30y, www.federalreserve. gov/boarddoes/srictiers/2009/
sr0907at pdf.
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17, Selected components of net financing for nonfinancial
businesses, 2005-09
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The decline in bank lending to businesses was due
partly to the weakness in loan demand. Many banks
experiencing steep declines in C&I [oans reported that
existing loans were paid down across a wide swath of
industries. Respondents to the January 2010 SLOOS
indicated that weak demand for C&1 loans during the
second half of 2009 reflected their customers’ reduced
need to use these loans to finance investment in plant
and equipment as well as to finance accounts receiv-
able, inventories, and mergers and acquisitions. In addi-
tion, demand was reportedly low for CRE loans amid
weak fundamentals in the sector.

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

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

18.  Net percentage of domestic banks tightening standards
and increasing premiums charged on riskier loans
to large and medium-sized borrowers, 1998-2010
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the near term. However, when asked about the most
important problem they faced, small businesses most
frequently cited poor sales, while only a small fraction
cited credit availability. Recognizing that small busi-
nesses play a crucial role in the economy and that some
are experiencing difficulty in obtaining or renewing
credit, the federal financial regulatory agencies and the

19, Net percentage of small businesses that reported more
difficuity in obtaining credit, 1989-2010
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Conference of State Bank Supervisors issued a state-
ment on February 5, 2010, regarding lending to these
businesses.” The statement emphasized that financial
institutions that engage in prudent small business lend-
ing will not be subject to supervisory criticism for small
business loans made on that basis. Further, the state-
ment emphasized that regulators are working with the
mdustry and supervisory staff to ensure that supervisory
policies and actions do not inadvertently curtail the
availability of credit to financially sound small business
borrowers.

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

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

10, For more information, see Federal Deposit Insurance Corpora-
tion, Ofttice of the Comptroller of the Currency, Board of Governors
of the Federal Reserve System, the Office of Thrift Supervision,
National Credit Union Administration, and Conference of State Bank
Supervisors (2010), “Interagency Staternent on Mesting the Credit
Needs of Creditworthy Small Business Borrowers,” attachment to
“Regulators {ssue Statement on Lending to Creditworthy Smal
Businesses.” joint press release, February 3, www.occ.treas. gov/ftp/
release/2010-14.htm.

20. Components of net equity issuance, 2005-09
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sequent small securitizations, with more-conservative
underwriting and simpler structures than had prevailed
during the credit boom, were brought to market and
successfully completed without support from the TALF.
Nevertheless, issuance of CMBS remains very light,
and material increases in issuance appeared ualikely in
the near term. Trading in existing CMBS picked up dur-
ing the second half of 2009, and yield spreads relative
to Treasury securitics narrowed, although they remain
very high by historical standards. Some of the improve-
ment likely reflected support provided by the Federal
Reserve through the part of the TALF program that pro-
vides loans for the purchase of “legacy” CMBS.
Issuance of leveraged loans, which often involves
loan extensions by nonbank financial institutions, also
remained weak throughout 2009 although market con-
ditions reportedly improved. Prior to the crisis, this
segment of the syndicated loan market provided con-
siderable financing to lower-rated nonfinancial firms.
However, issuance of leveraged loans fell to low levels
when investors moved away from structured finance
products such as collateralized loan obligations, which
had been substantial purchasers of such credits. The
market began to show signs of recovery last year with
secondary-market prices of loans moving higher, and,
by late in the year, new loans had found increased
investor interest amid some easing in loan terms.

The Government Sector

Federal Government

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

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

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

11. Because final payments on 2008 liabilities were not due umil
Aprit of 2009 and because of the difference between fiscal and calen-
dar years, much of the contraction in 2008 corporate profits did not
show through to tax revenues until fiscal 2009,

12. 1n the Monthly Treasury Statements, equity purchases and
debt-related transactions under the TARP are recorded on a net pres-
ent vatue basis, taking into account market risk, as are the Treasury’s
purchases of the GSE’s MBS, However, equity purchases from the
GSHs in conservatorship are recorded on a cash flow basis.
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22, Change in real govemment expenditures
on consumption and investment, 2003-09
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has continued to rise rapidly thus far in fiscal 2010, and
most other categories of spending have increased fairly
briskly as well.

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

Federal Borrowing

Federal debt expanded rapidly throughout 2009 and
rose to more than 50 percent of nominal GDP by the
end of 2009, up from around 35 percent earlier in the
decade. To fund the increased borrowing needs, Treas-
ury auctions grew to record sizes. However, demand
for Treasury issucs kept pace, and bid-to-cover ratios at
these auctions were generally strong. Foreign demand
was solid, and foreign custody holdings of Treasury
securities at the Federal Reserve Bank of New York
increased considerably over the year,

State and Local Government

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

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

State and Local Government Borrowing

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

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

13. Consumption expenditures by state and local goveraments
include alt outlays other than those associated with investment
projects.

14. The Build America Bonds program altows state and local
governments to issue taxable bonds for capital projects and receive a
subsidy payment from the Treasury for 35 percent of inferest costs.

15. Variable-rate demand obligations (VRDOs) are taxable or tax-

23. Change in real imports and exports of goods
and services, 2003-09
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Interest rates on long-term municipal bonds declined
during the year, but the ratio of their yields to those
on comparable-maturity Treasury securities remained
somewhat elevated by historical standards. Credit rat-
ings of state and local governments deteriorated over
2009 as a consequence of budgetary problems faced by
many of these governments.

The External Sector

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

exempt bonds that combine Jong maturities with floating short-term
interest rates that are reset on a weekly, monthly, or other periodic
basis. VRDOs also have a contractual liquidity backstop., typically
provided by a commercial or investment bank, that ensures that bond-
holders are able to redeem their investment at par plus accrued inter-
est even if the seeurities cannot be snccessfully remarketed to other
investors,
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24. Prices of oil and nonfuel commedities, 2005-10

25, U.S. trade and current account balances, 2001-09
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tially retraced the unusually steep declines registered in
late 2008 and early 2009. This pattern was also true for
global trade flows, as discussed in the box “Develop-
ments in Global Trade.” The strength of the recovery in
global trade so far, however, differs substantially across
countries and regions.

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

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

Note: The data are guarierly. For the trade account, the data extend
through 2009:Q4; for the current sccount, they extend through 2009:Q3.
Sourcr: Department of Commerce, Bureay of Economic Analysis.

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

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

The U.S. trade deficit narrowed considerably in
the first half of 2009. Nominal imports fell more than
nominal exports carly in the year, partly reflecting a
substantial decline in the value of 0il imports. The trade
deficit widened moderately over the remainder of the
year, however, as both imports and exports picked up in
subsequent quarters and oil prices moved higher. In the
fourth quarter of 2009, the trade deficit was $440 billion
(annual rate}, or about 3 percent of nominal GDP, com-
pared with a deficit of 4 percent of nominal GDP a year
earlier (figure 25).

National Saving

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

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

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

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

1. The total includes 44 countries. The emerging Asian
economies consist of China, Hong Kong, India, Indonesta,
Korea, Malaysia, the Philippines, Singapore, Taiwan, Thailand,
and Vietnar; the Latin American economies consist of Argen-
tina, Brazil, Chile, Colombia, Mexicu, and Venezuela; the
other emerging market economies consist of Hungary, Istael,
Poland, Russia, South Africa, and Turkey; and the advanced
economies consist of Australia, Austria, Belgium, Canada,
Denmark, Tinland, France, Germany, Greece, Ireland, faly,
Japan, Luxembourg, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, the United Kingdom, and the United
States.

A.  Real and nominal global exports, 1990-2009
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Source: The nominal data are the sum of US. doflar exports
from individual country sources via databases maintained by Haver
Anglytics, CEIC, and the IMF Direction of Trade Statistics, in some
cases seasonally adjusted by Federal Reserve staff. Fony-four
countries are included. The real dats are calculuted using trade
prices from country sources vis Haver Analylics {in some cases
terpolated from quarterly or annual data), which are converted to
U'S. dollar prices using each cowntry's doblar exchange rate and
rehased 1o 2007,

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

fiscal positions of state and local governments deterio-
rated. In contrast, private saving rose considerably, on
balance, over this period. National saving will likely
remain relatively low this year in light of the continuing
high federal budget deficit. If not raised over the longer
run, persistent low levels of national saving will likely
be associated with both low rates of capital formation
and heavy borrowing from abroad, limiting the rise in
the standard of living of U.S. residents over time.

The Labor Market
Employment and Unemployment

After falling sharply in the first half of 2009, employ-
ment continued to contract through the remainder of the
year, but at a gradually moderating pace. Nonfarm pri-
vate payroll employment fell 725,000 jobs per month,
on average, from January to April of 2009; the pace of
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tries and an increase in exports of products for
which there are shorter lags between changes in
demand and changes in exports—such as elec-
tronics—may also have added to the speed and
synchronicity of the collapse.

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

B. Real export indexes for advanced cconomies,
2000-09

fered across countries. In particular, exports of
the emerging Asian economies are much closer
to their previous peaks than are exports of the
advanced economies (figures B and C), as the
strength of the Chinese economy has 5o far been
a key factor driving exports of the other emerg-
ing Asian economies.

€. Real export indexes for emerging market
economies, 2000-09
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NoTe: The data are monthly and extend trough Decern
In this figure, the emerging Asian sconomics are Chis
Kong, India, Indonesia, Korea, Malaysia, the Philippines.
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economics are Argentina, Brazil, Chile, Colombia, Mexico, and
Venezuela; and the other economics are Hungary, Israel, Poland,
Russia, South Africa, and Turkey.
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a, Heng

Jjob loss slowed to about 300,000 per month from May
to October, and to an average of 20,000 jobs per month
from November to January {figure 27}, The modera-
tion in the pace of job losses was relatively widespread
across sectors, although cutbacks in employment in the
construction industry continued to be sizable through
January.

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

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

The slowing in net job losses since mid-2009 pri-
marily reflected a reduction in layoffs rather than an
improvement in hiring. Both the number of new job
losses and initial claims for unemployment insurance
are down significantly from their highs in the spring of
2009, while most indicators of hiring conditiens, such



110

20 Monetary Policy Report to the Congres

February 2010

26.  Netsaving, 19892009

28.  Civilian unemployment rate, 1976-2010
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Source: Department of Commerce, Bureau of Economic Analysis.

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

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

27.  Net change in private payroll cmployment, 200310

\’o‘r[ The data are monthly and extend through January 2010,
i: Department of Labor, Bureau of Labor Swatistics.

in the temporary help industry, which frequently is
one of the first to see an improvement in hiring, has
been increasing since October. fn addition, after steep
declines in 2008 and the first quarter of 2009, the
average workweek of production and nonsupervisory
employees stabilized at roughly 33.1 hours per week
through the remainder of the year, before ticking up
to 33.2 hours in November and December and

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

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

ent, annual rate

1938 1974 1996
7 95 2000

: B
2001~ 2005 2007
04

Nore: Nonfarm business sector. Chunge for each multiyear period is
measured to the fourth quarter of the final year of the period from the fourth
quarter of the yeat immediately preceding the period.
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Productivity and Labor Compensation

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

Prices
Headline consumer price inflation picked up in 2009,

as sharp increases in energy prices offset reductions in
food prices and a deceleration in other prices. After ris-

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

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

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

32, Change in the chain-type price index for personal
consumption expenditures, 200309
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Consumer energy prices rose sharply in 2009,
reversing much of the steep decline recorded in
2008. The retail price of gasoline was up more than
60 percent for the year as a whole, driven higher by a
resurgence in the cost of crude oil. Reflecting the bur-
geoning supplies from new domestic wells, consumer
natural gas prices fell sharply over the first half of
2009, before increasing again in the last few months
of the year as the economic outlook improved.
Electricity prices also fell during the early part of
2009 before retracing part of that decline later in the
year. Overall, natural gas prices were down almost
20 percent in 2009, while electricity prices were
about unchanged.

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

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

Survey-based measures of near-term inflation expec-
tations, which were unusually low in the beginning of
2009, moved up, on average, over the remainder of the
year. According to the Thomson Reuters/University of
Michigan Surveys of Consumers, median expectations
for year-ahead inflation stood at 2.8 percent in January,
up from about 2 percent at the beginning of 2009. His-
torically, this short-term measure has been influenced
fairly heavily by contemporaneous movements in ener-
gy prices. Longer-term inflation expectations, by con-
trast, have been relatively stable over the past year. For
example, the Thomson Reuters/University of Michigan
survey measure of median 5- to 10-year inflation expec-
tations was 2.9 percent in January of this year, similar
to the readings during most of 2009, and near the lower
end of the narrow range that has prevailed over the past
few years.

FINANCIAL STABILITY DEVELOPMENTS

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

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

33. Spreads on credit default swaps for selected U.S.
banks, 2007-10
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34, Equity price indexes for banks and insurance
companies, 2007-10
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also announced that it was providing additional capital
to GMAC under the TARD.

Consistent with diminishing concems about the
conditions of banking institutions, functioning in bank
funding markets has improved steadily since the spring
of last year. A measure of stress in these markets——the
spread between the London interbank offered rate
(Libor) and the rate on comparable-maturity over-
night index swaps (O1S)--narrowed at all maturitics;
spreads at shorter maturities reached pre-crisis levels,
while those at longer maturities remained somewhat
elevated by historical standards (figure 35). Liquidity
in term bank funding markets also improved at terms
up to six months. Conditions improved in other money
markets as well. Bid-asked spreads and haircuts applied
to collateral in repurchase agreement (repo) markets
retraced some of the run-ups that had occurred dur-
ing the financial market turmoil, though haircuts on
most types of collateral continued to be sizable relative
to pre-crisis levels. In the commercial paper market,
spreads between rates on tower-quality A2/P2 paper and
on asset-backed commercial paper over higher-quality
AA nonfinancial paper fell to the low end of the range
observed since the fall of 2007 {figure 36).

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

35, Libor minus overnight index swap rate, 200710
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noted that the minimum bid rate for the final auction
would be 50 basis points, ¥ percentage point higher
than in recent auctions. The Federal Reserve also short-
ened the maximum maturity of loans provided under
the primary credit program from 90 days to 28 days,
effective on January 14, and announced a further reduc-
tion of the maximum maturity of those foans to over-
night effective March 18. In addition, the rate charged
on primary credit loans was increased from ¥ percent
to % percent effective February 19. Amounts out-
standing under many of the Federal Reserve’s special

36. Commercial paper spreads, 2007-10
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liquidity facilities had dwindled to zero (or near zero)
over the second half of 2009 as functioning of funding
markets, both in the United States and abroad, continued

38, Net flows into nutual funds, 200609

Hillions of doliars, monthly rate

to normalize. The Primary Dealer Credit Facility, the
Term Securities Lending Facility, the Commercial Paper
Funding Facility, the Asset-Backed Commercial Paper
Money Market Mutual Fund Liguidity Facility, and

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

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

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

37. Spreads of corporate bond vields over comparable
off-the~run Treasury vields, by securities rating,
19982010
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maturity Treasury securitfes—dropped, and by the end
of last year those spreads were within ranges observed
during the recoveries from previous recessions {figure
37). During the second half of 2009, the decline in
risk spreads was accompanied by congiderable inflows
into mutual funds that invest in corporate bonds (fig-
ure 38). In the leveraged loan market, the average bid
price climbed back toward par, and bid-asked spreads
narrowed noticeably as trading conditions reportedly
improved (figure 39). Bquity markets rebounded signifi-
cantly over the past few quarters, leaving broad equity
market indexes about 63 percent above the low point
reached in March 2009 (figure 40).

39, Secondary-market pricing for syndicated loans,
200710

Percent of par volus Bisis points

400

— 300

00

0o

faad N 1

fad N
July Jan, July Jan, July
007 2068 2008

Jan. Jan,
2010

Note: The data are daily and extend through February 18, 2010,
Sourcr: LSTA/Thomson Reuters Mark-to-Market Pr




115

Board of Governors of the Federal Reserve System 25

40.  Stock price index, 1998-2010
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Overall, the rebound in asset prices likely reflected
corporate earnings that were generally above market
expectations, improved measures of corporate credit
quality, and brighter economic prospects, Apparently,
investors also became somewhat less concerned about
the downside risks to the economic outlook, as suggest-
ed by declines in measures of uncertainty and risk pre-
miums. fmplied volatility on the S&P 500, as calculated
from option prices, held at moderate levels during the
second half of 2009 and was well off the peak reached
in November 2008 (figure 41). Moreover, a measure of
the premium that investors require for holding equity
shares—the difference between the ratio of 12-month
forward expected earnings to equity prices for S&P

41, Implied S&P 500 volatitity, 1998-2010
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500 firms and the long-term real Treasury yield—nar-
rowed in 2009, though it remains elevated by historical
standards.

Banking Institutions

The profitability of the commercial banking sector, as
measured by the return on equity, continued to be quite
low during the second half of 2009 (figure 42). Elevated
loan loss provisioning continued to be the largest factor
restraining earnings; however, provisioning decreased
significantly in the second half of the year, suggesting
that banks believe that credit {osses may be stabilizing,
While sore banks saw earnings boosted earlier last
year by gains in trading and investment banking activi-
ties, revenue from these sources is reported to have
dropped back in the fourth quarter. Although delinquen-
cy and charge-oft rates for residential mortgages and
commercial real estate loans continued to climb in the
second half of 2009, for most other types of loans these
metrics declined or showed signs of leveling out.
During the year, bank holding companies issned
substantial amounts of common equity. Significant issu-
ance occurred in the wake of the release of the Super-
visory Capital Assessment Program (SCAP) results,
which indicated that some firms needed to augment or
improve the quality of their capital in order to assure
that, even under a macroeconomic scenario that was
more adverse than expected, they would emerge from
the subsequent two-year period still capable of meet-
ing the needs of creditworthy borrowers. The 19 SCAP
firms issued about $110 billion in new common equity;
combined with conversions of preferred stock, asset

42, Commercial bank profitability, 1988-2009
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sates, and other capital actions, these steps have added
more than $200 billion to common equity since the
beginning of 2009. Equity offerings were also undertak-
en by other financial firms, and some used the proceeds
to repay funds received as part of the Capital Purchase
Program.

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

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

A small number of institutions with large securitization

43, Change in total bank loans and unused bark loan
commitments to businesses and households, 1990-2009
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programs will be most affected. While the regulatory
capital ratios of the affected banking organizations may
decrease after implementation of FAS 166 and 167, the
ratios of organizations most affected by the accounting
change are expected to remain substantially in excess
of regulatory minimums. The federal banking agencies
recently published a related risk-based capital rule that
includes an optional one-year phase-in of certain risk-
based capital impacts resuiting from implementation of
FAS 166 and 167."¢

Monetary Policy Expectations and
Treasury Rates

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

16. For more information and the text of the final rule, sce Office
of the Comptroller of the Currency, Board of Govemors of the Fed-
cral Reserve System, Federal Deposit Insurance Corporation, and
Office of Thrift Supervision (2010), “Agencies lssue Final Rule for
Regularory Capital Standards Related to Statements of Financial
Accounting Standards Nos. 166 and 167, press release, January 21,
www.federalreserve. govinewsevents/press/bereg/201001 2 ahim. The
final rule was also published in the Federal Register: see Office of
the Comptrolier of the Currency, Board of Governors of the Federal
Reserve System, Federal Deposit Insurance Corporation, and Office
of Thrift Supervision (2010), “Risk-Based Capital Guidelines; Capital
Adequacy Guidelines; Capital Maintenance: Regulatory Capital;
Impact of Modifications to Generally Accepted Accounting Prin-
ciples; Consolidation of Asset-Backed Commercial Paper Programs;
and Other Related Issues,” final rule, Federal Register, vol. 75 {Janu-
ary 28), pp. 4636-54.
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44.  Interest rates on selected Treasury securities, 200410
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to warrant exceptionally low levels of the federal funds
rate for an extended period.

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

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

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

Monetary Aggregates and the Federal
Reserve’s Balance Sheet

After a brisk increase in the first half of the year, the
M2 monetary aggregate expanded slowly in the sec-
ond half of 2009 and in early 2010 (annual growth rate
shown in figure 45)."7 The rise in the latter part of the
year was driven largely by increases in liquid deposits,
as interest rates on savings deposits were reduced more
slowly than rates on other types of deposits, and house-
holds and firms maintained some preference for safe
and liquid assets. Outflows from small time deposits
and retail money market mutual funds intensified dur-
ing the second half of 2009, likely because of ongoing
declines in the interest rates offered on these products.
The currency component of the money stock expanded

17. M2 consists of (1} currency outside the U.S. Treasury, Federal
Reserve Banks, and the vaults of depository institutions; (2) traveler’s
checks of nonbank issuers; (3) demand deposits at commercial banks
{excluding those amounts held by depository institutions, the U.S.
government, and foreign banks and official institutions) less cash
items in the process of collection and Federal Reserve float;

(4) other checkable deposits {negotiable order of withdrawal, or
NOW, accounts and antomatic transfer service accounts at depository
institurions; credit union share draft accounts; and demand deposits
at thrift institutions); (5) savings deposits {including money market
deposit accounts); (6) small-denomination time deposits (time depos-
its issued in amounts of Jess than $100,000) less individual retirement
account {JRA) and Keogh balances at depository institutions: and

(7} balances in retail money market murual funds Jess IRA and Keogh
balances at money market mutual funds

45, M2 growth rate, 1991-2009
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modestly in the second half of the year. The monetary
base—essentially the sum of currency in circulation and
the reserve balances of depository institutions held at
the Federal Reserve—expanded rapidly for much of the
second half of 2009, as the increase in reserve balances

1. Selected components of the Federal Reserve balance shect.
200810
Millions of dollars

o s e Feb. 17,
Balance sheet itlem 2010

Dec, 31 | July 15
2008 2009

Total assets. 12,240,946 2,074,822 2,280,952
Scieered ussels
Credit extended 1o depository institutions
and dealers
Primary credit ..

93,769 34,743 14,156

“Term auction credi . 430,219 273,691 15,426
Central bank liguidity s 553,728 JARRH [
Primary Dealer Credit ¥ :luhrv and other

broker-dealer credit... q4 37804 ) 0

Credit extended to other market
participants

Asset-Backed Commercial Paper Moncy
Market Munsal Fund Liquidity Facility.] 23765 5,469 0

Nei portfolio holdings of Cormmercial

Paper Funding Facitity LLC ... 11053 2721
Net portfolio holdings of LLCs funded

through the Mancy Market Investor

Funding Facility . 0 [ 0

Term Asset-Backed Seuur}m Loan

Facility ..o 304210 47,182

Support of eritical institutions
Net portfolio holdings of
Maiden Lane LLC,
Maiden Lanc Jt LLC, and

Maiden Lane IHLLCT . NI 13825 60,546 65,080
Credit extended to Amencan

International Group, Inc... . 38914 42871 25.538
Preferred interests in AlA Aurora LLC

and ALICO Holdings L1.C... 25,106
Securities held owright
U.S. Treasury securities 475921 684038 776,57]

19,708 101,701 165,58

Agency debt seourities 7

Agency mortgage-backed securities
(MBSY .. SO, 326,418 1025,541
Mumo
Term Securities Lending Facility® 171,600 4250 0
Total Habilities . 2,198,794 2,025,348 2,228,415

Sciccted liabilities

Foderal Reserve notes in circulation ... | 853,168 870327 892,985
Reserve balanees of depository
i R60.000  BOK82S 205,165
U.S. Treasury, gencral accoutt... oo 06123 65231 4902
U'S. Trcasury, supplemental ﬁuamm;,
account.. . ] 259,325 199,939 5,000
Totat capital ... 42152 49474 52527

Nerr: L1LC is a limited liability company,

1. The Federal Reserve has extended credit to several LLCs in conjunction
with cfforts to support eritical institutions, Maiden Lane LLC was formed to
acquire certain assels of The Bear Stearns Companies, fne. Maiden Lane HLLC
was formed to purchase residential morigage-backed sceurities from the US.
securities lending reinvestment portfolio of subsidiaries of American Interna-
vional Group, Inc. (AIG). Maiden Lane 11 LLC was formed fo purchase multi-
sector collaterahized debt obligations on which the Financial Products group of
AIG had wriiten eredit default swap contracts.

2. includes only MBS purchases that have alrcady settled.

3. The Federal Reserve retained ownership of securitics leot through the
Term Sccunties Lending Facility.

.. Not applicable.

Source: Federal Reserve Board.

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

The nontraditional monetary policy actions taken
by the Federal Reserve since the onset of the financial
crisis expanded the size of the Federal Reserve’s bal-
ance sheet considerably during 2008, and it remained
very large throughout 2009 and into 2010 (table 1).
Total Federal Reserve assets on February 17, 2010,
stood at about $2.3 tritlion. The compositional shifts
that had been under way in the first half of 2009 con-
tinued during the remainder of the year. Lending to
depository institutions as well as credit extended under
special liquidity facilities and the temporary liquidity
swaps with foreign central banks contracted sharply.
By contrast, the large-scale asset purchases conducted
by the Federal Reserve boosted securities held outright.
Holdings of agency MBS surpassed $1 trillion carly this
year, up from about $525 billion in mid-July 2009. For
other types of securities, the increases were more mod-
est, with holdings of agency debt expanding from about
$100 billion in July 2009 to $165 billion in February
and holdings of Treasury securities rising from nearly
$700 billion to approximately $775 billion over the
same period. The revolving credit provided to American
International Group, Inc. (AlIG), declined near year-end,
as the outstanding balance was reduced in exchange
for preferred interests in AIA Aurora LLC and ALICO
Holdings LLC, which are life insurance holding com-
pany subsidiaries of AIG. Loans related to the Maiden
Lane facilities—which represent credit extended in con-

junction with efforts to avoid disorderly failures of The

Bear Stearns Companies, Inc., and AlG—stayed rough-
1y steady. On the liability side of the Federal Reserve’s
balance sheet, reserve balances increased from slightly
more than $800 billion in July to about $1.2 trillion as
of February 17, 2010, while the Treasury’s supplemen-
tary financing account fell to $5 billion; the decline in
the supplementary financing account occurred late in
2009 as part of the Treasury’s efforts to retain flexibility
in debt management as federal debt approached the debt
ceiling.

INTERNATIONAL DEVELOPMENTS

International Financial Markets

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

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

46. Equity indexes in selected advanced foreign economices,
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47. Equity indexes in selected emerging market economies,
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rencies of the other important trading partners of the
United States.

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

48. U.S. doilar nominal exchange rate, broad index,
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Source: Federal Reserve Board, Statistical Release H.10, “Foreign
Exchange Rates”



120

30 Monetary Policy Report to the Congress {1 February 2010

4%, 118, dollar exchange rate against selected major
cwrencies, 200810

50, Yields on benchmark government bonds in sefected
advanced foreign economies, 2007—
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ciated borrowing needs also likely contributed to the
increase in yields. Late in the year, the announcement
of a substantial upward revision to the budget deficit in
Greece led to a sharp rise in spreads of Greece’s sov-
ereign debt over comparable yields on Germany’s sov-
ereign debt. These spreads remained elevated in early
2010 and also increased in other euro-area countries
with sizable budget deficits, especially Portugal and
Spain. Sovereign vields in most of the advanced econo-
mies, however, remained significantly lower than prior
to the financial crisis, as contained inflation, expecta-
tions of only slow economic recovery, and easing of
monetary policy by central banks have all worked to
keep long-term nominal interest rates low (figure 50).
Conditions in global money markets have continued
to improve. One-month Libor-O18 spreads in euros
and sterling are now less than 10 basis points, near
their levels before the crisis. Dollar funding pressures
abroad have also substantially abated, and foreign firms
are more easily able to obtain dollar funding through
private markets such as those for foreign exchange
swaps. As a result, drawings on the Federal Reserve’s
temporary ligquidity swap lines by foreign central banks
declined in the second half of 2009 to only about
$10 billion by the end of the year, and funding markets
continued to function without disruption as these swap
lines expired on February 1, 2010.

The Financial Account

The pattern of financial flows between the United States
and the rest of the world in 2009 reflected the recovery

Non
observ
Soures

The data, which are for t0-year honds, are daily. The last
1 for each serios is February 15, 2010
Bloombesg.

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

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

31, U.8. net financial inflows, 2005-09
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conditions continued to normalize, and net bank lend-
ing proceeded at a moderate pace. The increased avail-
ability of funding in private markets also led to reduced
demand from foreign central banks for drawings on the
liquidity swap lines with the Federal Reserve. Repay-
ment of the drawings in the first half of 2009 generated
sizable U.S, official inflows that offset the large private
banking outflows

Foreign official institutions continued purchasing
1.8, Treasury securities at a strong pace throughout
2009, as they had during most of the crisis (figure 52).
Foreign exchange intervention by several countries to
counteract upward pressure on their currencies gave a
boost to these purchases. Countries conducting such
intervention bought 1.8, dollars in foreign currency
markets and acquired U.S. assets, primarily Treasury
securities, with the proceeds.

During the height of the crisis, private foreign inves-
tors had also purchased record amounts of U8, Trea-
sury securities, likely reflecting safe-haven demands.
Starting in April 2009, as improvement in financial
conditions became more apparent, private foreigners
began to sell U.S. Treasury securities, but net sales in
the second and third quarters were modest compared
with the amounts acquired in previous quarters. The
recovery in foreign demand for riskier U.S, securi-
ties was mixed. Foreign investment in U.S, equities
picked up briskly after the first quarter of 2009, nearly
reaching a pre-crisis pace. However, foreign investors
continued small net sales of U5, corporate and agency
debt. Meanwhile, U8, investment in foreign securities
bounced back quickly and remained strong throughout
2009 (figure 53).

32, Net foreign purchases of U.S. securities, 2005-09
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Advanced Foreign Economies

Economic activity in the advanced forelgn econo-

mies continued to fall sharply in early 2009 but began
fo recover later in the year as financial conditions
improved and world trade rebounded. The robust recov-
ery in emerging Asia helped the Japanese economy to
turn up in the second quarter, and other major foreign
economies returned to positive economic growth in the
second half. Nevertheless, performance has been mixed.
Spurred by external demand and a reduction in the pace
of inventory destocking, industrial production has risen
in most countries but remains well below pre-crisis
levels. Business confidence has shown considerable

i nt, and survey measures of manufacturing
activity have risen as well. Consumer confidence also
has improved as Gnancial markets have stabilized, but
household finances remain stressed, with unemploy-
ment at high levels and wage gains subdued. Although
government incentives helped motor vehicle purchases
to bounce back from the shurap in early 2009, other
household spending has remained stuggish in most
countries. Housing prices have recovered somewhat

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

Twelve-month consumer price inflation moved lower
through the summer, with headline inflation turning
negative in all the major advanced foreign countries
except the United Kingdom. However, higher energy
prices in the second half of 2009 pushed inflation back
into positive territory except in Japan (figure 54). Core
copsumer price inflation, which excludes food and
energy, has fluctuated less.
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Foreign central banks cut policy rates aggressively
during the first half of 2009 and left those rates at
historically low levels through year-end (figure 55).
The European Central Bank (ECB) has held its main
policy rate at 1 percent since May and has made sig-
nificant amounts of long-term funding available at this
rate, allowing overnight interest rates to fall 1o around
0.35 percent. The Bank of Canada has indicated that
it expects to keep its target for the overnight rate at a

55.  Official or targeted interest rates in selected
advanced foreign economies, 200610
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commercial reserves,

Sourct: The central bank of euch area or country shown,

record low 0.25 percent until at least mid-2010. In addi-
tion to their interest rate moves, foreign central banks
pursued unconventional monetary easing. The Bank
of England continued its purchases of British treasury
securities, increasing its Asset Purchase Facility from
£50 billion to £200 billion over the course of the year.
Amid concerns about persistent deflation, the Bank

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

Emerging Market Economies

Recovery from the global financial crisis has been more
pronounced in the emerging market economies than in
the advanced foreign economies. In aggregate, emerg-
ing market economies continued to contract in the first
quarter of 2009, but economic activity in many coun-
tries, particularly in emerging Asia, rebounded sharply
in the second quarter and remained robust in the second
half of the year. The upturn in economic activity was
driven largely by domestic demand, which received
strong boosts from monetary and fiscal stimulus. By the
end of 2009, the level of real GDP in several emerging
market economies had recovered to or was approach-
ing pre-crisis peaks, With significant spare capacity as

a result of the earlier steep contraction in activity in
these econormies, inflation remained generally subdued
through the first half of last year but moved up in the
fourth quarter as adverse weather conditions led to a
sharp rise in food prices.

In China, the fiscal stimulus package enacted in
November 2008, combined with a surge in bank lend-
ing, led to a sharp rise in investment and consumption.
Strong domestic demand contributed to a rebound in
imports, which helped support economic activity in the
rest of Asia and in commodity-exporting countries. Chi-
nese authorities halted the modest appreciation of their
currency against the dollar in the middle of 2008, and
the exchange rate between the renminbi and the dol-
lar has been unchanged since then. In the second half
0f 2009, authorities acted to slow the increase in bank
lending to a more sustainable pace after the level of out-
standing loans rose in the first haif of the year by nearly
one-fourth of nominal GDP. With the economy boom-
ing and infiation picking up, the People’s Bank of China
(the central bank) increased the required reserve ratio
for banks ¥, percentage point in January 2010 and again
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in February, the country’s first significant monetary pol-
icy tightening moves since the financial crisis. In China
and elsewhere in Asia, asset prices have rebounded
sharply after falling steeply in the second half of 2008.
In Latin America, the rebound in activity has lagged
that in Asia. Economic activity in Mexico, which is
more closely tied to U.S. production and was adversely
affected by the outbreak of the HINI virus last spring,
did not turn up until the third quarter of 2009, but it
then grew rapidly. In Brazil, the recession was less
severe than in Mexico, and economic growth has been
fairly strong since the second quarter of last year, sup-

ported in part by government stimulus and rising com-
modity prices.

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

Monetary Policy: Recent Developments

and Outlook

Monetary Policy over the Second Half
of 2009 and Early 2010

In order to provide monetary stimulus to support a sus-
tainable economic expansion, the Federal Open Market
Committee (FOMC) maintained 2 target range for the
federal funds rate of 0 to ¥ percent throughout 2009
and into early 2010 (figure 56). The Federal Reserve
also continued its program of large-scale asset purchas-
es, completing purchases of $300 billion in Treasury
securities and making considerable progress toward
completing its announced purchases of $1.25 trillion of
agency mortgage-backed securities (MBS) and about
$175 billion of agency debt.

However, with financial market conditions improv-
ing, the Federal Reserve took steps to begin winding
down many of its special credit and liquidity programs
in 2009. On June 25, the Federal Reserve announced
that it was extending the authorizations of several of
these programs from October 30, 2009, to February 1,
2010. However, the terms of some of these facilities
were tightened somewhat, the amounts to be offered
under the Term Auction Facility (TAF) were reduced,
and the authorization for the Money Market Investor

56. Selected interest rates, 200710

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

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

18, In particular, the Federal Reserve began requiring money mar-
ket mutual funds to have experienced redemptions exceeding a certain
threshold before becoming eligible to barrow from the Asset-Backed
Commercial Paper Moncy Market Mutual Fund Liguidity Facility.
The Federal Reserve also suspended auctions conducted under the
Term Securities Lending Facitity (TSLF) involving only Schedule 1
collateral and reduced the frequency of TSLF auctions involviag
dule 2 collateral. Schedule 1 colfateral refees 1o securities eligible
for the open market opcrations arranged by the Federal Reserve™s
Open Market Trading Desk——generally Treasury securitics, agency
debt, or agency MBS, Schedule 2 collateral includes all Schedule |
collateral as well as investment-grade corporate, municipal, mortgage-
backed, and asset-backed securities.
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ments in financial markets leading up to the meeting
were broadly positive, and the cunmulative improvement
in market functioning since the spring was significant.
However, the pickup in financial markets was seen

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

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

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

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

Although the economic outlook had improved fur-
ther and the risks to the forecast bad become more bal-
anced, the recovery in econormic activity was likely to
be protracted. With substantial resource slack hkely to
persist and longer-term inflation expectations stable,
the Committee anticipated that inflation would remain
subdued for some time, Under these circumstances, the
Committee judged that the costs of the economic recov-
ery turning out to be weaker than anticipated could be
relatively high. Accordingly, the Committee agreed to
maintain its target range for the federal funds rate at
0 to Y4 percent and to reiterate its view that economic
conditions were Jikely to warrant an exceptionally low
level of the federal funds rate for an extended period.
With respect to the large-scale asset purchase programs,
the Committee indicated its intention to purchase the
full $1.25 trillion of agency MBS that it had previously
established as the maximum for this program. With
respect to agency debt, the Committee agreed to reiter-
ate its intention to purchase up to $200 billion of these
securities. To promote a smooth transition in markets
as these programs concluded, the Committee decided
to gradually slow the pace of both its agency MBS and
agency debt purchases and to extend their completion
through the end of the first quarter of 2610. To keep
inflation expectations well anchored, policymakers
agreed on the importance of the Federal Reserve con-
tinuing to communicate that it has the tools and willing-
ness to begin withdrawing monetary policy accommio-
dation at the appropriate time and pace to prevent any
persistent increase in inflation.

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

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

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

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

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

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

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

In their discussion of monetary policy for the period
ahead, the Committee agreed that neither the economic
outlook nor financial conditions had changed apprecia-
bly since the Decermber meeting and that no changes to
the Committee’s large-scale asset purchase programs or
to its target range for the federal funds rate of 0 to
Y percent were warranted at this meeting, Further,
policymakers reiterated their anticipation that economic
conditions, including low levels of resource utilization,
subdued inflation trends, and stable inflation expecta-
tions, were likely to warrant exceptionally low rates
for an extended period. The Committee affirmed its
intention to purchase a total of $1.25 trillion of agency
MBS and about $175 billion of agency debt by the end
of the current quarter and to gradually slow the pace of
these purchases to promote a smooth transition in mar-
kets. Committee members and Board members agreed
that with substantial improvements in most financial
markets, including interbank markets, the statement
would indicate that on February 1, 2010, the Federal
Reserve was closing several special liquidity facilities
and that the temporary swap lines with foreign central
banks would expire. In addition, the statement would
say that the Federal Reserve was in the process of wind-

g down the TAF and that the final auction would take
place in March 2010,

On February 1, 2010, given the overall improve-
ment in funding markets, the Federal Reserve allowed
the Primary Dealer Credit Facility, the Term Securities
Lending Facility, the Commercial Paper Funding Facil-
ity, and the Asset-Backed Commercial Paper Money
Market Mutual Fund Liquidity Facility to expire. The
temporary swap lines with foreign central banks were
closed on the same day. On February 18, 2010, the Fed-
eral Reserve announced a further normalization of the
terms of loans made under the primary credit facility:
The rate charged on these loans was increased from
', percent to % percent, effective on February 19, and
the typical maximum maturity for such loans was short-
ened to overnight, effective on March 18, 2010. On the
same day, the Federal Reserve also announced that the
minimum bid rate on the final TAF auction on March 8
had been raised to 50 basis points, % percentage peint
higher than in previous auctions. The Federal Reserve
noted that the modifications are not expected to lead
to tighter financial conditions for households and busi-
nesses and do not signal any change in the outlook for
the economy or for monetary policy.

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

Monetary Policy as the Economy
Recovers

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

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

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

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

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

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

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

do so.

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

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

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

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

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

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

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

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

1. FOMC staterments and minutes, the Summiary of
Fconomic Prisjections, and other related information are
avatlable on the Federal Reserve Board's website. See
Board of Governors of the Federal Reserve System, “Federal
Open Market Commitiee,” webpage, www.federalreserve pov/
monctarypoticyfome. b

2. Board of Governors of the Federal Resecve System, Sta-
tistical Release H.4.1, “Factors Affecting Rescrve Balances,”
webpage, www federalreserve govireleasesth41

3. Baard of Governors of the Federal Reserve System,
“Credht and Liquidity Programs and the Balance Sheet,” web-
page, www federalreserve.govimonetarypolicy/bst. htm.

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

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

future it might decide not to do so in ali cases. In the
long run, the Federal Reserve anticipates that its bal-
ance sheet will shrink toward more historically normal
levels and that most or all of its securities holdings will
be Treasury securities. Although passively redeeming
agency debt and MBS as they mature or are prepaid
will move the Federal Reserve in that direction, the
Federal Reserve may also choose to sell securities in
the future when the economic recovery is sufficiently
advanced and the FOMC has determined that the asgo-
ciated financial tightening is warranted. Any such sales
would be gradual, would be clearly communicated to
market participants, and would entail appropriate con~
sideration of economic conditions.
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lization Act of 2008; in October 2009, the Fed-
eral Reserve began incorporating these reports
into its monthly report on credit and liguidity
programs and the balance sheet.* The manthly
report, which is available on the Federal
Reserve’s website, provides more-detailed infor-
mation on the full range of credit and liquidity
programs implemented during the ¢risis. This
report includes data on the number and types
of borrawers using various facilities and on the
types and value of collateral pledged; informa-
tion on the assets held in the so-called Maiden
Lane facilities—created to acquire certain assets
of The Bear Stearns Companies, Inc., and of
American international Group, Inc. {AIG)—and
in other special lending facilities; and quarterly
financiat statements for the Federal Reserve Sys-
tem. Furthermore, the monthly reports provide
detailed information on alt of the programs that
rely on emergency lending authorities, including
the Federal Reserve’s assessment of the expected
cost to the Federal Reserve and the U.S. tax-
payer of various Federal Reserve programs
implemented during the crisis. To provide fur-
ther transparency regarding its transactions with
AIG, the Federal Reserve recently indicated that
it would welcome a full review by the Govern-
ment Accountability Office of alf aspects of the
Federal Reserve’s involvement with the exten-
sion of creditto AIG.?

4. Board of Governors of the Federal Rescrve System, Fed-
eral Reserve System Monthly Report on Credit and Liquidity
Programs and the Balance Sheet (\Washinglon: Board of
Governors).

5. Ben 5. Bernanke (20103, letter to Gene L. Dodaro,
January 19, www iederalreserve. govimonetarypolicy/files/
fetter_aig_20100119.puf.

The Federal Reserve has also been transpar-
ent about the management of its programs.
Various programs employ private-sector firms
as purchasing and settlement agents and to
perform other functions; the contracts for all
of these vendor arrangements are available
on the website of the Federal Reserve Bank of
New York.® Moreover, the Federal Reserve has
recently begun 1o publish detailed CUSIP-num-
ber-level data regarding its holdings of Treasury,
agency, and agency mortgage-backed securi-
ties; these data provide the public with precise
information about the maturity and asset com-
position of the Federal Reserve's securities hold-
ings.” On January 11, 2010, the Federal Reserve
Bank of New York published a revised policy
governing the designation of primary dealers.
An important motivation in issuing revised guid-
ance in this area was to make the process for
becoming a primary dealer more transparent.

6. Federal Reserve Bank of New York, "Vendor informa-
tion,” webpage, www newyarkfed.org/aboutthefedvendor_
infurmation htmi

7. Federal Reserve Bank of New York, "Systern Open
Market Account Holdings,” webpage, www.newyorkied org/
markets/soma/sysopen_accholdings html.

CUSIP is the abbreviation for Committee on Uniform Secu-
rities identification Procedures. A CUSIP number identifies
most securities, including stocks of all registered U S, and
Canadian companies and U.5. government and municipal
honds. The CUSIP system---owned by the American Bankers
Association and operated by Standard & Poor's—facilitates
the clearing and settlement process of securies

8. Federal Reserve Bank of New York (2010, “New York
Fed Publishes Revised Policy for Administration of Primary
Dealer Relationships,” press release, January 11, www.
newyorkied org/oewsevents/mews/markets/2010/mat 00T 1L
htm!

As a result of the very large volume of reserves in
the baoking system, the level of activity and liquidity
in the federal funds market has declined considerably,
raising the possibility that the federal funds rate could
for a time become a less reliable indicator than usual of
conditions in short-term money markets. Accordingly,
the Federal Reserve is considering the utility, during
the transition to a more normal policy configuration, of
communicating the stance of policy in terms of another
operating target, such as an alternative short-term inter-
est rate. In particular, it is possible that the Federal
Reserve could for a time use the interest rate paid on

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

Summary of Economic Projections

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

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

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

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

a sizable minority of the view that the convergence
process could take more than five to six years. As in

Table 1. Economic projections of Federal Reserve Governors and Reserve Bank presidents, January 2010

Percent
Central tendency’ Range?
Variable
2010 ‘ 200 l 2012 l Longer run 2AN0 ! 200t J 2002 I Longer run
Change w real GDP ... 281035 BERTERY L 25128 231040 27w4.7 30wi8 | 24wl0
November projection 25w35 Jdwds ¢ 25128 20w04.0 251046 281050 | 241030
inemplay 951097 826085 D 501052 8610100 72tw8&8 611076 1 4910613
Novamber projection 931037 821086 1 501052 861102 T2w87 6lw?6 | 48wH3
PCE inflation T4t b7 11w I 17020 F2t020 18mw24 08120 ¢ 15wl
November projection .. 13wle 0w LY b L7026 Ilw2o 061024 021023 : 151020
Core PCE inflation® .. 1Litwl? 10w i9 H 1.0t 2.0 091024 081020 |
November projection 101w 15 10w L6 H 091020 051024 02023

Novi: Projections of change in real gross domestic product (GDP) and in
inflation are from the fourth quarter of the previous year to the fourth quarter of’
the year indicated. PCE inflation and core PCE inflation are the percentage rates
of change in, respectively, the price index for personal consumpiion expendi-
tures (PCE} and the price index for PCE excluding food and encrgy. Projections
for the uncmployment rate are for the average civilian unemployment rate in
the fourth quarter of the year indicated. Each participant’s projections are based
on his or her assessment of appropriate monetary policy. Longer-run projcctions
represent cach participant’s assessment of the rate 10 which cach variable would

he expected 10 converge under appropriate monetary policy and in the absence
of further shocks to the cconomy, The November projections were made
in conjunction with the mecting of the Federal Open Market Commitiee on
November 34, 2009,

1. Thecenual tendency excludes the three highest and three lowest projections
for cach variable in each year.

2. The range for a variable in a given year consists of all participants’ projec-
tions, from Jowest o highest, for that variable in that year,

3. Longer-run projections for corc PCE inflation are not collected.
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Figure 1. Central tendencies and ranges of economic projections, 2010-12 and over the longer run
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November, nearly all participants judged the risks to
their growth outlook as generally balanced, and most
also saw roughly balanced risks surrounding their infla-
tion projections. Participants continued to judge the
uncertainty surrounding their projections for economic
activity and inflation as unusually high relative to his-
torical norms.

The Outlook

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

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

of factors that would support the continued expansion
of economic activity, including accommodative mon-
etary policy, ongoing improvements in the conditions

of financial markets and institutions, and a pickup in
global economic growth, especially in emerging market
economies, Several participants also noted that fiscal
policy was currently providing substantial support to
real activity, but said that they expected less impetus

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

Looking further ahead, participants’ projections
were for real GDP growth to pick up in 2011 and 2012;
the projections for growth in both years had a central
tendency of about 3% to 44 percent. As in November,
participants generally expected that the continued repair
of household balance sheets and gradual improvements
in credit availability would bolster consumer spending.
Responding to an improved sales outlook and readier
access to bank credit, businesses were likely to increase
production to rebuild their inventory stocks and
increase their outlays on equipment and software. In
addition, improved foreign economic conditions were
viewed as supporting robust growth in U.S. exports.
However, participants also indicated that elevated
uncertainty on the part of households and businesses

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

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

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

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

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

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



134

46 Monetary Policy Report to the Congres:

I Fcbruary 2010

Uncertainty and Risks

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

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

Diversity of Views

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

19. Table 2 provides estimates of forecast uncertainty for the
change int real GDP, the unemployment rate, and total consumer
price inflation over the period from 1989 to 2008. At the end of this
summary, the box “Forecast Uncertainty” discusses the sources and
interpretation of uncertainty in economic foreeasts and explains the
approach used 1o assess the uncertainty and risk attending partici-
pants’ projections

Table 2. Average historical projection ervor ranges

Percentage points

Variable 2010 I 200 [ 2012
Change in real GDP #1.3 1.3 +1.6
Unemp e’ +0.6 0.8 +5.0
Total consumer prices’ .9 1.0 1.0

Nomiz Eoor ranges shown are measured as plus or minus the root mean squared
error of projeetions for 1989 through 2008 that were released in the winter by
various private and government forccasters, As described in the box “Forecast
Uncertainty,” under certain assumptions, there is about a 70 percent probability
that actual ovtcomes for real GDP, uncmploymeny, and consumer prices will be
in ranges implicd by the average size of projoction crrors made in the past. Fur-
ther information is i David Reifschaeider and Peter Tulip (2007), “Gauging the
Uncertainty of the Economic Qutlook from Historical Foreeasting Ervors.” Finance
and Feonomics Discussion Series 200760 (Washington: Board of Gosernors of
the Federal Reserve System, November).

1. For definitions, refer to general note in table 1.

2. Measure is the overall consumer price index, the price measure that has
been most widely used in gevernment and private cconomic foreeasts. Projection
is percent change, fourth quarter of the previous vear to the fourth quaner of the
year indicated

rate in 2010, 2011, 20612, and over the longer run. The
distribution of participants’ projections for real GDP
growth this year was slightly narrower than the dis-
tribution of their projections last November, but the
distributions of the projections for real GDP growth in
2011 and in 2012 were hittle changed. The dispersion
in participants” output growth projections reflected,
among other factors, the diversity of their assessments
regarding the current degree of underlying momentum
in economiic activity, the evolution of consumer and
business sentiment, and the likely pace of easing of
bank lending standards and terms. Regarding partici-
pants’ unemployment rate projections, the distribution
for 2010 narrowed slightly, but the distributions of their
unemployment rate projections for 2011 and 2012 did
not change appreciably. The distributions of partici-
pants’ estimates of the longer-run sustainable rates of
output growth and unemployment were essentially the
same as in November.

Figures 2.C and 2.D provide corresponding informa-
tion about the diversity of participants’ views regard-
ing the inflation outlook. For overall and core PCE
inflation, the distributions of participants’ projections
for 2010 were nearly the same as in November. The
distributions of overall and core inflation for 2011
and 2012, however, were noticeably more tightly con-
centrated than in November, reflecting the absence of
forecasts of especially low inflation. The dispersion in
participants’ projections over the next few years was
mainly due to differences in their judgments regarding
the determinants of inflation, including their estimates
of prevailing resource slack and their assessments of the
extent to which such slack affects actual and expected
inflation. In contrast, the relatively tight distribution of
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participants’ projections for longer-run inflation illus- Reserve's dual objectives of maximum employment and
trates their substantial agreement about the measured stable prices.
rate of inflation that is most consistent with the Federal
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Figure 2.A. Distribution of participants’ projections for the change in real GDP, 2010-12 and over the longer tun
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Figure 2.8, Distnbution of participants’ projections for the unemployment rate, 201012 and over the longer run
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Figure 2.C. Distribution of participants’ projections for PCE inflation, 2010-12 and over the longer run
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Figure 2.D. Distribution of participants’ projections for core PCE inflation, 2010-12
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Forecast Uncertainty

The economic projections provided by the
members of the Board of Governors and the
presidents of the Federal Reserve Banks inform
discussions of monetary policy among policy-
makers and can aid public understanding of the
basis for policy actions. Considerable uncer-
tainty attends these projections, however. The
economic and statistical models and relation-
ships used to help produce economic forecasts
are necessarily imperfect descriptions of the real
world. And the future path of the economy can
be affected by myriad unforeseen developments
and events. Thus, in setting the stance of mon-
etary policy, participants consider not only what
appears to be the most likely economic outcome
as embodied in their projections, but also the
range of alternative possibilities, the likelihood
of their occurring, and the potential costs to the
economy should they occur.

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

lar to that experienced in the past and the risks
around the projections are broadly balanced,
the numbers reported in table 2 would imply a
probability of about 70 percent that actual GDP
would expand within a range of 1.7 10 4.3 per-
cent in the current year, 1.5 to 4.5 percent in the
second year, and 1,4 to 4.6 percent in the third
year. The corresponding 70 percent confidence
intervals for overall inflation would be 1.1 to
2.9 percent in the current year and 1.0 to
3.0 percent in the second and third years.
Because current conditions may differ from
those that prevailed, on average, over history,
participants provide judgments as to whether the
uncertainty attached to their projections of each
variable is greater than, smaller than, or broadly
similar to typical levels of forecast uncertainty
in the past as shown in table 2. Participants also
provide judgments as to whether the risks to
their projections are weighted to the upside, are
weighted to the downside, or are broadly bal-
anced. That is, participants judge whether each
variable is more likely to be above or below
their projections of the most likely outcome.
These judgments about the uncertainty and the
risks attending each participant’s projections are
distinct from the diversity of participants’ views
about the most likely outcomes. Forecast uncer-
tainty is concerned with the risks associated
with a particular projection rather than
with divergences across a number of different
projections.
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Abbreviations

ABS
AlG
ARRA
CDS
C&l
CMBS
CRE
Credit CARD
Act
CUSIP
ECB
E&S
FAS
FDIC
FHA
FOMC
GDP
GSE
Libor
LLC
MBS
NFIB
NIPA
OIS
PCE
repo
SCAP
SFP
SLOOS
TAF
TALF
TARP
TIPS

asset-backed securities

American [nternational Group, Inc.
American Recovery and Reinvestment Act
credit default swap

commercial and industrial

commercial mortgage-backed securities
commercial real estate

Credit Card Accountability Responsibility and Disclosure Act
Comunittee on Uniform Securities Identification Procedures
European Central Bank

equipment and software

Financial Accounting Standards

Federal Deposit Insurance Corporation

Federal Housing Administration

Federal Open Market Committee; also, the Committee
gross domestic product

government-sponsored enterprise

London interbank offered rate

limited liability company

mortgage-backed sccurities

National Federation of Independent Business

national imcome and product accounts

overnight index swap

personal consumption expenditures

repurchase agreement

Supervisory Capital Assessment Program

Supplementary Financing Program

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

Term Asset-Backed Securities Loan Facility

Troubled Asset Relief Program

Treasury inflation-protected securities

O



