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MONETARY POLICY AND THE
STATE OF THE ECONOMY

Wednesday, June 22, 2016

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

The committee met, pursuant to notice, at 10:04 a.m., in room
2128, Rayburn House Office Building, Hon. Jeb Hensarling [chair-
man of the committee] presiding.

Members present: Representatives Hensarling, Royce, Lucas,
Garrett, Neugebauer, Pearce, Posey, Fitzpatrick, Westmoreland,
Luetkemeyer, Huizenga, Duffy, Hurt, Stivers, Stutzman,
Mulvaney, Hultgren, Ross, Pittenger, Wagner, Barr, Rothfus,
Messer, Schweikert, Guinta, Tipton, Williams, Poliquin, Love, Hill,
Emmer; Waters, Maloney, Velazquez, Sherman, Clay, Lynch, Scott,
Cleaver, Moore, Ellison, Perlmutter, Himes, Carney, Sewell, Foster,
Murphy, Delaney, Sinema, and Heck.

Chairman HENSARLING. The Financial Services Committee will
come to order. Without objection, the Chair is authorized to declare
a recess of the committee at any time.

This hearing is for the purpose of receiving the semiannual testi-
mony of the Chair of the Board of Governors of the Federal Reserve
System on the conduct of monetary policy and the state of the econ-
omy.

I now recognize myself for 3 minutes to give an opening state-
ment.

I have been struck by some of the headlines I have reviewed re-
cently. For example, “Economy barely grew in first 3 months of the
year,” Associated Press. “U.S. added on 38,000 jobs in May, weak-
est performance since September 2010,” The Wall Street Journal.
“Will we ever get higher wages?”, CNN. And, “Labor force shrinks,”
Reuters.

What is clear and verifiable is that this weak economy doesn’t
work for millions of working Americans. The true unemployment
rate stands at almost 10 percent. Paychecks are stagnant, and the
national debt clock spins out of control.

After almost 8 years of the President’s economic policies, he is on
track to be the only President in U.S. history not to deliver a single
year of at least 3 percent economic growth. This will give him the
fourth-worst economy record of any President in U.S. history.

The Fed cannot escape its share of responsibility in being
complicit in “Obamanomics” because it has lost much of its inde-
pendence from the Administration. To wit, every Member of the
Board of Governors has been appointed by this President.
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There is a noticeable revolving door between the White House,
Treasury, and the Fed. The Fed Chair meets almost weekly with
the Secretary of the Treasury to discuss policy. Furthermore, the
Fed has been a facilitator and accommodator of the Administra-
tion’s disastrous national debt policy and has regrettably lent its
(s:ihrinking credibility to advancing the Administration’s social agen-

a.

There is a better way forward, which includes renormalizing
monetary policy and reforming key aspects of the Federal Reserve
to better comport with its mandate—as my House Republicans
passed the FORM Act last year and are introducing the Financial
CHOICE Act this year, which offers economic growth for all and
bank bailouts for none.

The Fed’s so-called “data-dependent” monetary policy strategy
says nothing about which data matter, let alone how they matter.
This severely compromises the kind of policy transparency and pre-
dictability that is necessary for households and businesses to grow
our economy.

The Fed’s so-called “forward guidance” continues to provide little
or no guidance to the rest of us. The FORM Act, which has been
endorsed by nationally renowned economists, including three Nobel
laureates, would help reestablish the Fed’s independence and pro-
mote economic growth by ensuring a systemic monetary policy
fli)almework that is truly data-dependent, consistent, and predict-
able.

Another drag on our economy is the blurring of fiscal and mone-
tary policy by the Fed. By paying interest on excess reserves at
above-market rates, the Fed has swollen its balance sheet by which
it now directs credit to favored markets.

Stanford economics professor John Taylor rightfully calls this,
“mondustrial policy,” for the combination of monetary and indus-
trial policy it represents. By inviting distributional interests to
crowd out the market discipline of credit, this policy favors a few
at the expense of many and weakens economic growth for working
Americans.

Left unabated, the central bank will soon become our central
planner. This cannot be allowed to happen. It is way past time for
the Fed to commit to a credible, verifiable monetary policy rule,
systematically shrink its balance sheet, and get out of the business
of picking winners and losers in credit markets.

I now yield 3 minutes to the ranking member for an opening
statement.

Ms. WATERS. Thank you, Mr. Chairman.

And I thank Chair Yellen for joining us today. Under your lead-
ership, we have seen a Federal Reserve that cares about American
Evogk&rs and families and has made tremendous progress on their

ehalf.

While the Fed’s work may seem abstract to many people, in fact
it does have a profound impact on our day-to-day lives, from deter-
mining the rates we pay on loans to ensuring that Wall Street
never again puts taxpayers at risk.

Thanks to actions taken by the Fed, the Obama Administration,
and Democrats in Congress, we have come a long way since the fi-
nancial crisis wiped out trillions of dollars in household wealth. We
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can see this in the longest-ever streak of private sector job growth,
rising home prices and overall gains in household wealth.

Yet, I remain concerned that despite these gains, our recovery re-
mains incomplete, and our progress has been uneven, particularly
as it affects our middle-class workers, low-income families, and mi-
nority communities.

When you look at wages, broader measures of unemployment and
the most recent jobs numbers, it is clear that too many Americans
have been left behind. That is why I am pleased that you have
taken a cautious approach to raising rates and have dedicated sig-
nificant personal energy to increasing economic inclusion. It shows
that you are indeed listening to the needs of everyone, not just the
Wellll-connected. And I would encourage you to continue down this
path.

Of course, Congress must take responsibility for these disparities
as well. Too many years of fiscal austerity have robbed our econ-
omy of its full potential. And now we are seeing the culmination
of Republican efforts to kill the Dodd-Frank Act, putting our econ-
omy back at risk of another crisis. In addition to the chairman’s
wrong Choice Act, Republicans have filed over 30 amendments to
the financial services appropriations bill that would undermine fi-
nancial reform.

So before closing, I would like to highlight tomorrow’s vote in
Britain, which serves as the latest reminder of why we must pre-
serve the Fed’s independence and ability to set monetary policy on
a forward-looking basis. No rule or formula could adequately ac-
count for such unpredictability, which is why foolish proposals that
seek to put monetary policy on autopilot must be rejected.

I look forward to your testimony.

And I yield back the balance of my time.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Michigan, Mr. Huizenga, chairman of our Monetary Policy
and Trade Subcommittee, for 2 minutes.

Mr. HUIZENGA. Thank you, Mr. Chairman.

I am back here, Chair Yellen.

So in response to the financial crisis, the Emergency Economic
Stabilization Act accelerated its authority that had been granted to
start paying interest on reserves from 2011 back to October 1,
2008. And according to the New York District Bank, the Fed ex-
pected to set interest on reserves well-below the Fed’s target policy
rate, that is the Federal funds rate. Had the Fed created such a
“rate floor” it would have complied with the letter of the law.

Section 201 of the Financial Services Regulatory Relief Act of
2006 explicitly states that interest on reserves “cannot exceed the
general level of short-term interest rates.” However, as we learned
in last month’s Monetary Policy and Trade Subcommittee hearing,
interest on reserves is above the Fed funds rate.

This above-market rate not only appears to have gone outside
the bounds of the authorizing statute, it may also be discouraging
a more free flow of credit in an economy that can and should be
flourishing. Speeding up the authority to pay interest on reserves
equipped the Fed to expand its balance sheet to previously un-
imaginable heights. Due to various rounds of unconventional mone-
tary policy, such as quantitative easing, the Fed’s balance sheet
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has grown exponentially, and today it stands at a staggering $4.5
trillion, with a “T,” which is about 25 percent of the United States’
GDP.

At the same time, the average maturity of Treasury securities
held by the Fed increased from about 5 years to over 10 years,
which considerably increases the balance sheet’s exposure to inter-
est rate duration risk. It all leads me to wonder if the Fed has not
become the ultimate global systemically important bank, or G-SIB.

Almost 7 years old, the Fed’s colossal and distortionary balance
sheet shows no signs of shrinking anytime soon. To be sure, the
Fed appears to have only started thinking about an exit, as de-
scribed in its late 2014 policy normalization principles and plans,
but the word “principles” is nowhere really to be found in this de-
scribed plan.

Moreover, the “plan” simply mimics the same opaque data-de-
pendent strategy that has been talked about for monetary policy
that has left market participants scratching their heads for years,
unsure of what exact data will inform the Fed’s decision-making
and how the FOMC will react to that data. Unfortunately, mone-
tary policy has clearly stepped outside this bound and shows little,
if any, sign of returning and it threatens the durability of the mon-
etary policy independence itself, in my opinion.

With that, I yield back.

Chairman HENSARLING. The Chair recognizes the gentlelady
from Wisconsin, Ms. Moore, the ranking member of our Monetary
Policy and Trade Subcommittee, for 2 minutes.

Ms. MOORE. Thank you so much, Mr. Chairman.

And welcome back, Chair Yellen.

I know it must be very frustrating to you every time you come
here, there is some cloud over our economy and people want to
point fingers directly at you. But I want you to know that I have
recognized that in the time immediately following the financial cri-
sis, I think the Obama Administration and Congress reacted very
forcefully with smart reforms and stimulus to make sure that the
U.S. economy, and with the help of the Fed, that we became the
envy of the world, compared to Europe and China and Russia.

And in the United States, I would like to see a lot more of this
recovery touch the working class and poor Americans. But that fail-
ure, Madam Chairwoman, is Congress’ failure, not your failure.

The last time you were here, we asked you about the Chinese
economy. And of course, we are all here sitting on the edge of our
seats to hear what you might have to say about the so-called
Brexit.

And I worry that in our worrying and becoming more anxious,
that we are just going to worry ourselves into doing more counter-
productive things, counterproductive policies, like austerity and
like the Brexit.

We have some extreme policies that are floating out here in our
body politic, orderly default on U.S. debt, negotiated default, and
I think we just have to stop derailing ourselves with nonsense. I
think we have a bright future and I know that we can get through
this deep frustration with people like you at the helm of the Fed.
And so, thank you so much for joining us today.
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And with that, Mr. Chairman, I yield back the balance of my
time.

Chairman HENSARLING. The gentlelady yields back.

Today, we welcome the testimony of the Honorable Janet Yellen.
Chair Yellen has previously testified before this committee on a
number of occasions, so I believe she needs no further introduction.

Without objection, Chair Yellen, your written statement will be
made a part of the record, and you are now recognized for 5 min-
utes to give an oral presentation of your testimony.

STATEMENT OF THE HONORABLE JANET L. YELLEN, CHAIR,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mrs. YELLEN. Chairman Hensarling, Ranking Member Waters,
and other members of the committee, I am pleased to present the
Federal Reserve’s monetary policy report to the Congress. In my re-
marks today, I will briefly discuss the current economic situation
and outlook before turning to monetary policy.

Since my last appearance before this committee in February, the
economy has made further progress toward the Federal Reserve’s
objective of maximum employment. And while inflation has contin-
ued to run below our 2 percent objective, the FOMC expects infla-
tion to rise to that level over the medium term. However, the pace
of improvement in the labor market appears to have slowed more
recently, suggesting that our cautious approach to adjusting mone-
tary policy remains appropriate.

In the labor market, the cumulative increase in jobs since its
trough in early 2010 has now topped 14 million, while the unem-
ployment rate has fallen more than 5 percentage points from its
peak. In addition, as we detail in the monetary policy report, job-
less rates have declined for all major demographic groups, includ-
ing for African Americans and Hispanics.

Despite these declines, however, it is troubling that unemploy-
ment rates for these minority groups remain higher than for the
Nation overall and that the annual income of the median African-
American household is still well below the median income of other
U.S. households.

During the first quarter of this year, job gains averaged 200,000
per month, just a bit slower than last year’s pace. While the unem-
ployment rate held steady at 5 percent over this period, the labor
force participation rate moved up noticeably. In April and May,
however, the average pace of job gains slowed to only 80,000 per
month or about 100,000 per month after adjustment for the effects
of a strike.

The unemployment rate fell to 4.7 percent in May, but that de-
cline mainly occurred because fewer people reported they were ac-
tively seeking work. A broader measure of labor market slack that
includes workers marginally attached to the workforce and those
working part time who would prefer full-time work was unchanged
in May and remains above its level prior to the recession.

Of course, it is important not to overreact to one or two reports,
and several other timely indicators of labor market conditions still
look favorable. One notable development is that there is some ten-
tative signs that wage growth may finally be picking up. That said,
we will be watching the job market carefully to see whether the re-
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cent slowing in employment growth is transitory, as we believe it
is.

Economic growth has been uneven over recent quarters. U.S. in-
flation-adjusted GDP is currently estimated to have increased at an
annual rate of only 3/4 percent in the first quarter of this year.
Subdued foreign growth and the appreciation of the dollar weighed
on exports, while the energy sector was hard hit by the steep drop
in oil prices since mid-2014. In addition, business investment out-
side of the energy sector was surprisingly weak.

However, the available indicators point to a noticeable step-up in
GDP growth in this second quarter. In particular, consumer spend-
ing has picked up smartly in recent months, supported by solid
growth in real disposable income and the ongoing effects of the in-
creases in household wealth.

And housing has continued to recover gradually, aided by income
gains in the very low level of mortgage rates. The recent pickup in
household spending together with underlying conditions that are
favorable for growth lead me to be optimistic that we will see fur-
ther improvements in the labor market and the economy more
broadly over the next few years.

Monetary policy remains accommodative. Low oil prices and on-
going job gains should continue to support the growth of incomes
and, therefore, consumer spending. Fiscal policy is now a small
positive for growth. And global economic growth should pick up
over time, supported by accommodative monetary policies abroad.
As a result, the FOMC expects with gradual increases in the Fed-
eral funds rate, economic activity will continue to expand at a mod-
erate pace and labor market indicators will strengthen further.

Turning to inflation, overall, consumer prices as measured by the
price index for personal consumption expenditures increased just 1
percent over the 12 months ending in April, up noticeably from its
pace through much of last year, but still well-short of the commit-
tee’s 2 percent objective. Much of this shortfall continues to reflect
earlier declines in energy prices and lower prices for imports.

Core inflation, which excludes energy and food prices, has been
running close to 1%2 percent. As the transitory influences holding
down inflation fade and the labor market strengthens further, the
committee expects inflation to rise to 2 percent over the medium
term. Nonetheless, in considering future policy decisions, we will
continue to carefully monitor actual and expected progress toward
our inflation goal.

Of course, considerable uncertainty about the economic outlook
remains. The latest readings on the labor market and the weak
pace of investment illustrate one downside risk, that domestic de-
mand might falter.

In addition, although I am optimistic about the longer-run pros-
pects for the U.S. economy, we cannot rule out the possibility ex-
pressed by some prominent economists that the slow productivity
growth seen in recent years will continue into the future.
Vulnerabilities in the global economy also remain. Although con-
cerns about slowing growth in China and falling commodity prices
appear to have eased from earlier this year, China continues to
face considerable challenges as it rebalances its economy toward
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domestic demand and consumption and away from export-led
growth.

More generally, in the current environment of sluggish growth,
low inflation, and already very accommodative monetary policy in
many advanced economies, investor perceptions of and appetite for
risk can change abruptly. One development that could shift inves-
tor sentiment is the upcoming referendum in the United Kingdom.
The U.K. vote to exit the European Union could have significant
economic repercussions.

For all of these reasons, the committee is closely monitoring glob-
al economic financial developments and their implications for do-
mestic activity, labor markets, and inflation.

I will turn next to monetary policy. The FOMC seeks to promote
maximum employment and price stability as mandated by the Con-
gress. Given the economic situation I just described, monetary pol-
icy has remained accommodative over the first half of this year to
support further improvement in the labor market and a return of
inflation to our 2 percent objective.

Specifically, the FOMC has maintained the target range for the
Federal funds rate at 1/4 to 1/2 percent, and this kept the Federal
Reserve’s holdings of longer-term securities at an elevated level.

The committee’s actions reflect a careful assessment of the appro-
priate setting for monetary policy, taking into account continuing
below-target inflation and the mixed readings on the labor market
and the economic growth seen this year. Proceeding cautiously in
raising the Federal funds rate will allow us to keep the monetary
support to economic growth in place while we assess whether
growth is returning to a moderate pace, and whether the labor
market will strengthen further, and whether inflation will continue
to make progress toward our 2 percent objective.

Another factor that supports taking a cautious approach in rais-
ing Federal funds rate is that the Federal funds rate is still near
its effective lower bound. If inflation were to remain persistently
low or if the labor market were to weaken, the committee would
have only limited room to reduce the target range for the Federal
funds rate. However, if the economy were to overheat and inflation
seemed likely to move significantly or persistently above 2 percent,
the FOMC could readily increase the target range for the Federal
funds rate.

The FOMC continues to anticipate that economic conditions will
improve further and that the economy will evolve in a manner that
will warrant only gradual increases in the Federal funds rate.

In addition, the committee expects that the Federal funds rate is
likely to remain for some time below the levels that are expected
to prevail in the longer run because headwinds, which include re-
straint on U.S. economy activity from economic and financial devel-
opments abroad, subdued household formation and meager produc-
tivity growth, mean that the interest rate needed to keep the econ-
omy operating near its potential is low by historical standards. If
these headwinds slowly fade over time as the committee expects,
thercl1 gradual increases in the Federal funds rate are likely to be
need.

In line with that view, most FOMC participants, based on their
projections prepared for the June meeting, anticipate that values
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for the Federal funds rate of less than 1 percent at the end of this
year and less than 2 percent at the end of next year, will be con-
sistent with their assessment of appropriate monetary policy. Of
course, the economic outlook is uncertain, so monetary policy is by
no means on a preset course, and FOMC participants’ projections
for1 the Federal funds rate are not a predetermined plan for future
policy.

The actual path of the Federal funds rate will depend on eco-
nomic and financial developments, and their implications for the
outlook and associated risks. Stronger growth or a more rapid in-
crease in inflation than the committee currently anticipates would
likely make it appropriate to raise the Federal funds rate more
quickly. Conversely, if the economy were to disappoint, a lower
path of the Federal funds rate would be appropriate.

We are committed to our dual objectives and we will adjust pol-
icy as appropriate to foster financial conditions consistent with
their attainment over time. The committee is continuing its policy
of reinvesting proceeds from maturing Treasury securities, and
principal payments from agency debt, and mortgage-backed securi-
ties. As highlighted in the statement released after the June
FOMC meeting, we anticipate continuing this policy until normal-
ization of the level of the funds rate is well underway.

Maintaining our sizable holdings of longer-term securities should
help maintain accommodative financial conditions and should re-
duce the risk that we might have to lower the Federal funds rate
to the effective lower bound in the event of a future large, adverse
shock.

Thank you. I would be pleased to take your questions.

[The prepared statement of Chair Yellen can be found on page
56 of the appendix.]

Chairman HENSARLING. Thank you.

The Chair now yields himself for 5 minutes for questions.

Chair Yellen, I wish to spend a little time exploring interest on
reserves. In 2006, you were the President of the San Francisco Fed.
Is that correct?

Mrs. YELLEN. Yes.

Chairman HENSARLING. Yes, and I was a junior member of this
committee, and I carried the Financial Services Regulatory Relief
Act in the House, which did not contain IOR.

I have since gone back to review the legislative history, and all
the legislative history I can find is that the Fed wanted IOR in
order to have, number one, member bank retention—they were con-
cerned about that—and number two, to establish a rate floor for
the Fed’s fund rate. So I don’t know if you would have had an occa-
sion to review the legislative history yourself, or do you have any
memory of why the Fed asked for IOR in 2006? Have you reviewed
the legislative history?

%rs. YELLEN. I have some recollection of it, although perhaps not
perfect.

Chairman HENSARLING. Did any Fed official at that time, to the
best of your knowledge, say that IOR would supplant open market
operations as the main tool of monetary policy?

Mrs. YELLEN. I don’t recall exactly what was said, but we were
faced with the problem. I remember former Vice Chair Donald
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Kohn testified on this, and I believe there were a number of testi-
monies over many years.

Chairman HENSARLING. I agree. I just wanted to know if you had
a memory of them.

Mrs. YELLEN. I think that the Fed felt that there were difficulties
in managing short-term interest rates using our standard—

Chairman HENSARLING. Yes, but do you have any memory of the
Fed saying anything else besides a rate floor? Because if you don’t,
my point is this: I believe Congress granted IOR for one purpose,
and it appears that the Fed is using it for another purpose.

My 12-year-old son could ask me for a Louisville slugger to im-
prove his batting practice, but that doesn’t mean I approve it for
the use of chasing his sister around the house. I am not sure that
anybody in Congress foresaw the tool being used in such a way.

And as I think you know, Section 201 of the Financial Services
Regulatory Relief Act says that payments on reserves, “cannot ex-
ceed the general level of short-term interest rates.” Today, you are
paying 50 basis points on interest on excess reserves. The Fed
funds rate yesterday, I believe, was 38 basis points. Is that correct?

Mrs. YELLEN. That’s probably correct.

Chairman HENSARLING. So, you are paying about, back-of-the-en-
velope calculation, a 35 percent premium on excess reserves. You
are paying a premium to some of the largest banks in America, is
that correct?

Mrs. YELLEN. I consider a 12 basis point difference to be really
quite small and in line with the general level of interest rates.

Chairman HENSARLING. Okay. So, you believe you have the legal
authority to do this, otherwise you wouldn’t do it, is that correct?

Mrs. YELLEN. I do believe we have the legal authority to do it.

Chairman HENSARLING. Madam Chair, would it be legal for you
to pay a 50 percent premium? You are paying a 35 percent pre-
mium today. Would it be legal to pay a 100 percent premium?

Mrs. YELLEN. I believe it is a small difference. And interest on
excess reserves did not succeed as expected in setting a firm floor—

Chairman HENSARLING. And would it be legal—

Mrs. YELLEN. —on the level short-term interest rates.

Chairman HENSARLING. Would it be legal under the statute for
you to pay twice the Fed’s fund rate as a premium on interest on
reserves?

Mrs. YELLEN. I believe that the way we are setting it is legal and
consistent with the Act.

Chairman HENSARLING. No, that is not my question.

Mrs. YELLEN. Yes, it is. It is—

Chairman HENSARLING. What is the legal limit? What is the
legal limit on which you can pay? What does the phrase “exceed
the general level of short-term interest” mean? You are saying that
12 basis points does not trigger the statute. At what point is the
statute triggered?

Mrs. YELLEN. It depends on exactly what short-term interest rate
you are looking at. There are a whole variety of different rates
and—

Chairman HENSARLING. Okay. Do you have an opinion on wheth-
er or not it would be legal to pay a 100 percent premium?
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Mrs. YELLEN. Whatever level we set, the interest on reserves
at—

Chairman HENSARLING. Madam Chair, please, it is a simple
question.

Mrs. YELLEN. —funds going to trade below that level.

Chairman HENSARLING. Madam Chair, please, it is a simple
question. Would it be legal under the statute to pay a 100 percent
premium? If you don’t know the answer to the question, you don’t
know the answer to the question.

Mrs. YELLEN. My interpretation is that it is legal.

Chairman HENSARLING. It would be legal to pay twice the mar-
ket rate? That would not exceed the general level of short-term in-
terest?

Mrs. YELLEN. There is likely to be for quite some time a small
number of basis points gap between interest on reserves and the
Fed funds rate, and that is something that—

Chairman HENSARLING. I would simply advise discussing that
with the legal counsel, because I think that frankly offends com-
mon sense.

Last question: You mentioned as part of your policy of paying in-
terest on reserves, part of the rationale is that you have sent
roughly $600 billion back to Congress, to the taxpayer, to Treasury.
It is only possible because of a larger stock of reserves.

Are you aware that the GAO has opined, “While a reserve bank
transfer to Treasury is recorded as a receipt to the government,
such transfers do not produce new resources for the Federal Gov-
ernment?”

And are you aware that the Congressional Budget Office has
opined that, “transferring excess earnings from the Federal Re-
serve to the Treasury has no import for the fiscal status of the Fed-
eral Government?” Are you aware of either of those opinions of the
GAO or the CBO?

Mrs. YELLEN. I am, but I believe those opinions were rendered
in connection with a highway bill which tapped Federal Reserve
surplus in order to pay for the highway bill and what the opinion
meant was that Congress was not generating additional revenues
in transferring Federal Reserve’s surplus to the Congress, that this
was essentially an accounting—

Chairman HENSARLING. My time has expired, and I think the
language is plain.

The Chair now recognizes the ranking member for 5 minutes.

Ms. WATERS. Thank you very much.

Last month’s jobs report included an unusually steep decline in
labor force participation, with 664,000 workers reporting that they
had stopped looking for work altogether. You said recently that it
is too soon to tell whether this drop was an aberration or the sign
of a larger trend and cautioned in your testimony in the Senate not
to place too much emphasis on a single jobs report.

That said, the drop was quite substantial. So, I would like to bet-
ter understand your current thinking on what could have caused
such a deep decline in labor force participation. Moreover, how are
you reconciling the consistently positive job gains over the past 75
months with the steep labor force decline? And to what extent has
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the decline in labor force participation affected your thinking re-
garding the timing and pace of further rate increases?

Mrs. YELLEN. Taking a slightly longer time perspective than just
the last 2 months, labor force participation has been declining and
is likely to continue declining in the coming years because we have
an aging population. And as people move into the retirement years
and their fractions in our population are increasing, they work less,
even though more recent cohorts participate more. But there is a
sharp drop-off in participation in the labor force, so that will con-
tinue.

But we have also felt, or at least I have felt, that labor force par-
ticipation among other groups has been somewhat depressed by the
fact that we have had a weak labor market. And a sign of a
strengthening labor market is to see people who were discouraged
brought back into the labor force. Now, over the last year, the labor
force participation rate has been essentially flat. It had increased
for a bit, it has come down somewhat, over the last year it has
been flat.

Now, with the declining trend due to an aging population, I take
the flatness in the labor force participation rate over the last year
as an indication that in fact we have seen some cyclical gains, that
people who were discouraged have come back into the labor force.
If we just look at the last labor market report, the last month, I
would caution these numbers are quite volatile and I don’t think
we should attach too much significance to a single month.

But as I indicated in my prepared remarks, when we have a
month in which job gains are very low and we see a decline in
labor force participation, that reflects an increase in the number of
people who had actively been looking for work and in the previous
month had been categorized as unemployed, ceased looking hard
enough so they now move into the category of out of the labor force
because instead of actively searching they are no longer actively
slearclhing. That is not a good sign. So, we are watching that very
closely.

But I think we shouldn’t over-blow the significance of a single re-
port. I continue to believe this is likely to be a transitory phe-
nomenon. The economy slowed toward the end of last year and in
the first quarter of this year. When GDP growth slowed, the labor
market, nevertheless, continued to perform well with 200,000 jobs
per month in the first quarter.

Now, this more recent decline in job growth may be a reflection
of that earlier weakness in spending. And as I pointed out, we are
seeing, I believe, a pickup in growth. There has been a sharp in-
crease in consumer spending. I think if that turns out to be the
case, and I see the fundamentals as remaining essentially strong
there, I am very hopeful that we will see a pickup in job growth,
and we will be watching for that as we assess the economy.

Ms. WATERS. Thank you very much.

Let me just say, you noted in your testimony that a U.K. vote
to exit the European Union would have significant economic reper-
cussions for economic activity, labor markets and inflation here in
the United States, and have previously indicated that the uncer-
tainty posed by the referendum was a factor in the Fed’s most re-
cent decision to hold off on raising rates.
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My Republican colleagues have called for tying monetary policy
decisions to a strict mathematical formula. And I wanted to just
get your take on whether there is any such preset formula that you
are aware of that takes into account the uncertainty associated
with the chance that a member country could drop out of the Euro-
pean Union.

Can you quickly comment on that?

Mrs. YELLEN. Mechanical rules take none of that into account.
They base changes in the stance of policy on just two variables: the
rate of inflation and GDP or the unemployment rate. And I do
think, especially given how low interest rates are and how long it
has taken the U.S. economy to recover, that it is important to look
at the risks and to bring in risk management considerations, as we
are doing.

I don’t know that a Brexit vote would have significant con-
sequences for us, but it could. And I think it is important to take
that into account.

Ms. WATERS. Thank you. I yield back.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from Michigan, Mr.
Huizenga, chairman of our Monetary Policy and Trade Sub-
committee.

Mr. HUIZENGA. Thank you, Mr. Chairman.

I have a lot to cover, but really quickly, I do want to clarify the
quote that the chairman had read from the GAO: “Such transfers
do not produce new resources for the Federal Government as a
whole.” That had nothing to do with the Highway Trust Fund.
That was a quote from the GAO in 2002 on page 16 of their report.
So I wanted to clarify that.

I was hoping to cover two other issues:one, the Fed balance sheet
and risk situation, and whether the Fed has basically become a G-
SIB; and two, the independence of monetary policy versus the regu-
latory accountability. Senator Dodd, when this was originally going
through— I wasn’t here—was talking about breaking those out.

But on page six of your testimony here, “Maintaining our sizable
holdings of longer-term securities should help maintain accom-
modative financial conditions and should reduce the risk that we
might have to lower the Federal funds rate to the effective lower
bound in the event of future large adverse shock.”

I know yesterday in the Senate, you said that you do have the
ability to go to negative rates. I am assuming that is what you
were talking about in your sentence.

Mrs. YELLEN. No, I said that we are not looking—

Mr. HUIZENGA. I know that. But in your written testimony, I am
just trying to say, is that what you are referring to? I don’t know
where else we go other than into negative interest rates. And I am
curious by what authority do you have to go negative?

Mrs. YELLEN. I am not thinking, and I was not referring to the
possibility of going to negative interest rates. What I meant was
that the higher the level of the Federal funds rate we are able to
achieve, as tightening becomes appropriate to this economy, the
more ability we will have to respond to some future negative shock
by cutting the Fed funds rate.



13

Mr. HUIZENGA. I am glad you could clarify that. I want to move
on.
A former Federal Reserve officer has highlighted the Fed’s expo-
sure to the very type of carry trade, borrow short, lend long that
had increased financial fragility before the financial panic of 2008.
You have previously expressed your support for stress testing
banks using extreme worst-case scenarios. You just, in reference to
the ranking member’s question about Brexit, talked about risk
management that the Fed is having to go through.

Given your belief in the value of stress testing, would you agree
that it would also be appropriate to stress test the Fed’s balance
sheet with a $4.5 trillion portfolio, to make sure that the risk to
the Fed, the Treasury, and the economy as a whole, if the Fed de-
cides in the future that it is best to shrink its balance sheet faster
than it is currently expected? Should you stress test?

Mrs. YELLEN. It is very important to understand that the Fed is
not like a commercial bank. Our balance sheet is very different and
our liabilities are not runable. So capital plays a very different role
for a central bank.

Mr. HUIZENGA. You have a huge effect.

Mrs. YELLEN. I do not think stress testing our balance sheet is
something that is necessary. But nevertheless, we have done so
and we have reported publicly the outcome of such stress tests.

M)r. HUIZENGA. So, if you didn’t think you needed to, why did
you?

Mrs. YELLEN. Because there is public interest in what would
happen under such a scenario. And it is an exercise worth under-
taking to understand.

Mr. HUIZENGA. Do you believe that the Fed is exposed with this
$4.5 trillion balance sheet to considerable interest rate duration
risk leading to loss of income as you unwind?

Mrs. YELLEN. Our income is very, very much higher, about 5
times higher now because of that large balance sheet, then around
$100 billion a year—

Mr. HUIZENGA. So, when you start unwinding, you will lose
money. Correct?

Mrs. YELLEN. It is very unlikely that the Fed would end up with
negative income. It is conceivable.

Mr. HUIZENGA. Not everybody believes that. There are a lot of
people who believe that it is inevitable that the Fed is going to end
up with negative income because of the amount of unwinding that
needs to be done.

Mrs. YELLEN. It is certainly not inevitable. But there is a sce-
nario in which the U.S. economy grows very strongly, and in order
to avoid overheating, the Fed needs to raise short-term interest
rates at a much steeper pace than we consider likely to be appro-
priate. And in that scenario, it is conceivable that we would end
up paying more for reserves than we earn on our assets. It is very
unlikely.

Mr. HUIZENGA. I think many people believe that is inevitable.

Mrs. YELLEN. And let me say this would be a very nice situation
for the United States to find itself in because this would be a sce-
nario with strong growth and large tax—

Mr. HUIZENGA. Madam Chair, my time has expired.
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Mrs. YELLEN. —proceeds coming into the U.S. Treasury.

Mr. HUizENGA. Ultimately, my question is, is the Fed solvent?
And I am not sure that has solidly been answered.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from Wisconsin, Ms.
Moore, ranking member of our Monetary Policy and Trade Sub-
committee, for 5 minutes.

Ms. MOORE. Thank you so much, Mr. Chairman. I have some
questions for you, Madam Chairwoman. I want to get to a couple
of questions about the living wills and the orderly liquidation.

As you know, the chairman of this committee and our speaker
have called for an end to it. So, I definitely want you to explain
how the orderly liquidation authority would work, confirm for us
that it would be paid for with an assessment on remaining firms
and not on taxpayers.

There seems to be some sort of notion that this would be a rev-
enue raiser for us if we were to end it. But inside of that answer,
I also want you to talk about the firms that had failed. And of
course, Wells Fargo, who had passed the last time, failed this time.

So, can you just review for us that once a bank passes the stress
tests and the living wills test, do they need to keep updating their
wills? How will they stay fruitful?

Mrs. YELLEN. Dodd-Frank contends for the largest banking orga-
nizations to structure themselves and to have in place processes
that would enable them to be resolved if they were to fail under
the bankruptcy code with Title II or the orderly liquidation author-
ity that would be used by the FDIC being a backstop that would
be available if it were impossible to resolve these firms under the
bankruptcy code.

So, we are insisting that firms put in place structural changes,
governance mechanisms, make sure that they have adequate cap-
ital, gone concern, loss absorbency, liquidity in the right places, ev-
erything that we think would maximize the odds of success in re-
solving such a firm under the bankruptcy code, and the living wills
that have evolved over time as the banks understand better what
is needed, and we do as well, set out their expectations for how
they could be resolved under the bankruptcy code. In the event
they encountered trouble, these are very helpful documents to have
available.

Now, you mentioned that Wells Fargo, the FDIC, and the Fed
did not find their initial living will a year ago to be non-credible.
We did, nevertheless, identify a set of shortcomings that we wanted
to see remedied and in the last submission that we evaluated and
we have put all this information out publicly in the letters to the
firms.

Ms. MOORE. My time is running short, so I just really do want
to get to the point. There is a call for ending it. What would be the
consequences of that?

Mrs. YELLEN. For ending orderly liquidation?

Ms. MOORE. Yes.

Mrs. YELLEN. I believe that is a very important backup authority
for the FDIC to have.

Ms. MoOORE. What will happen if we don’t have it?
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Mrs. YELLEN. If you don’t have it and a firm were to fail, and
we don’t know what the circumstances would be, they might be
such that it were difficult to resolve under the bankruptcy code.

Ms. MOORE. Would that be a bailout for the taxpayers if we—

Mrs. YELLEN. If the orderly liquidation provided—

Ms. MOORE. If we didn’t have that?

Mrs. YELLEN. The taxpayers would be in a difficult situation.

Ms. MOORE. That is what I would like to know.

On the regulatory capital, there are pros and cons to just simple
leverage, but there is also risk weighting like Basel. Could you pro-
vide your thoughts on what the right amount of banking capital
would be if we went to simple leverages without other prudential
protections?

Mrs. YELLEN. I think it would be a very bad idea to only have
a leverage ratio that would encourage banking organizations to
take on risks by loading up their balance sheets with riskier assets.
That happened prior to the financial crisis. It is why we went to
risk weighting. So, I think it is useful to have such a ratio as a
backup measure, but not sufficient. And I also think for systemic
firms that stress testing, which is a different and forward-looking
capital exercise, is also necessary.

Ms. MOORE. Thank you so much, Mr. Chairman.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair recognizes the gentleman from Texas, Mr. Neuge-
bauer, chairman of our Financial Institutions Subcommittee, for 5
minutes.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Chair Yellen, you and I have had several discussions about the
need for U.S. bank regulators to do a kind of comprehensive study
of post-crisis regulation, similar to what the EU is currently doing.
I really continue to be disappointed that we are in a mode right
now where we implement first and study later. And to continue
that discussion, I wanted to have a little bit of a dialogue with you.

Now, is it correct that the total loss absorbing capacity or the
TLAC rule was designated to strengthen the ability of the largest
domestic banks to resolve without government support?

Mrs. YELLEN. Yes. That is true. It is to provide gone concern loss
absorbency that could be used in a Title II resolution, or alter-
natively, most of the large banking organizations indicated in their
living wills—

Mr. NEUGEBAUER. So, it is designed to reduce the systemic foot-
print of the U.S. G-SIBs right?

Mrs. YELLEN. It is designed to aid an orderly resolution.

Mr. NEUGEBAUER. And is it correct of the Federal Reserve pro-
posal to impose single counterparty limits on U.S. banks is a rule
that would reduce the systemic footprint of U.S. G-SIBs?

Mrs. YELLEN. It is designed to do that, yes.

Mr. NEUGEBAUER. So, in the G-SIBs surcharge rule then, the
Federal Reserve states that it is designed to reduce G-SIBs, now
I am going to quote, says it is designed to reduce “GSIBs prob-
ability to default, such as G-SIBs suspected systemic impact and
approximately equal to that of a large non-systemic holding com-
pany.” So does the G-SIBs’ surcharge methodology and calibration
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structure take into account these other steps that you have taken
to reduce systemic risk?

Mrs. YELLEN. I think it does. The idea here is that a G-SIBs fail-
ure would have systemic repercussions and result in cost to the
economy, even if it could be resolved. And therefore, it is appro-
priate and Dodd-Frank was very clear on this, it is appropriate for
those firms to be more resilient and less likely to fail. And by in-
sisting that they hold more capital, that is a way of making them
more resilient. And the capital surcharges take account of not only
their size, but measures of interconnectedness with other parts of
the financial system.

Mr. NEUGEBAUER. It just appears to me, Chair Yellen, that we
are pancaking here. We say, well, this is designed to reduce sys-
temic risk, and then we say, well, but this is designed to reduce
systemic risk, well, maybe we didn’t go far enough and this is de-
signed to, and we are really not looking back. Or maybe you have.
Have you done an analysis of what the impact of some of these
other ones that we discussed earlier are going to have and what?

Before you said, let us look at a surcharge on top of that, did you
do an analysis of the impact and basically a cost/benefit analysis?
Because I think what I look at is it is kind of like going through
a buffet. I think the Fed is going through a buffet. I don’t know
about you, but when I go through a buffet I have a big problem.
I take a little of this, oh, that looks good, I will take a little of that,
then I take a little of this. And when I get to the end of the check-
out, I have more food than I probably should eat.

I am concerned here, and I think that is what the EU is saying
right now is, before we layer more and more regulations and prohi-
bitions on the financial sector, maybe we ought to look and see
what the impact is on it. Are you all having those conversations?

Mrs. YELLEN. At various points, we have looked pretty carefully
at what the impact is of these rules on the costs and benefits to
society as a whole. And the overwhelming conclusion that comes
from those studies is that a financial crisis is immensely costly,
takes an immensely costly toll on American households, workers,
and businesses—

Mr. NEUGEBAUER. So is the goal here to make these institutions
fail-proof or just to make sure that the American taxpayers don’t
have to bail them out in the event that they do fail?

Mrs. YELLEN. I think we are trying to reduce the odds that they
get into trouble and take a toll on the U.S. economy.

Mr. NEUGEBAUER. The question is, are you trying?

I think the Fed is trying to make these entities fail-proof. And
I think it is kind of spilling over the entire financial community.
So basically, I think what we have now is we have trying to run
banks. I am not sure that when we look at the anemic growth, you
are trying to paint a rosy picture, but the economic data out there
is not all that rosy.

Mrs. YELLEN. I guess I would respond by saying that credit has
been growing at a healthy rate.

If you look at surveys, for example, the National Federation of
Independent Business, small and medium-sized businesses are not
reporting that lack of access to credit is among their most signifi-
cant problems. We have had great improvement in the U.S. econ-
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omy. And most banks, even though it is a challenging, low-interest-
rate environment, remain profitable and we have a safer financial
system.

Chairman HENSARLING. The time of the gentleman from Texas
has expired.

The Chair now recognizes the gentleman from Connecticut, Mr.
Himes.

Mr. HIMES. Thank you, Mr. Chairman.

And welcome, Chair Yellen.

I want to make a quick statement. As you hear the scrutiny and
criticism of the other side, I want to say that a lot of us subscribe
to a point of view held by much of the economic profession, which
is that this place, the Congress, abdicated its economic role in 2010
in favor of austerity, giving up an opportunity to do a massive in-
vestment in infrastructure and any number of other things that I
think would have actually helped the economy in favor of austerity,
which while it reduced the deficit fairly dramatically, has been a
drag on our economic growth, leading the Federal Reserve to stand
on its own with monetary policy, not an ideal situation.

But many of us appreciate the position that the Fed was put
into, and many of us will go to the mat to defend the Fed against
the many ideas that would damage the monetary policy independ-
ence of the Fed.

My question really pertains to something that you just closed on.
There is a narrative developing that while credit markets as a
whole are robust and the facts show that, whether it is the high-
yield market or the IPO market, you name it, credit markets are
strong for corporate America, but that is not true for small and me-
dium-sized enterprises. The narrative, as it has developed, is that
is true, and that is a question to you. You seem to believe that it
is not.

Number two, the second part of the narrative is that the reason
for that is bank regulation. I will just quote from one Wall Street
research report that says, “New banking regulations have made
bank credit more expensive and less available. This affects small
firms disproportionately.” So, my question is, are we in fact seeing
a supply problem in terms of credit to smaller businesses, and is
there any evidence that this is attributable to new bank regula-
tions?

Mrs. YELLEN. Small businesses often find it more difficult to get
access to credit.

We know that frequently small businesses or startup businesses,
the owners will use their credit cards and personal credit worthi-
ness in order to take out loans. They may have less access to cap-
ital than established businesses, but I don’t—

Mr. HIMES. Pardon me, that has always been true. But has that
changed?

Mrs. YELLEN. That has always been true. I wouldn’t say I have
seen any data suggesting there is a significant change. I know the
decline we had in house prices made it more difficult for a while
for small businesses, for example, to use a home equity loan to fi-
nance a business.

But that is not a small-business loan. I think every indication I
have seen suggests that the supply of credit remains healthy to
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small businesses, that it doesn’t rank among the top of their con-
cerns, that the demand, we meet with many banking organizations
to discuss this issue, and they say the demand for credit by small
businesses and medium-sized businesses remains somewhat de-
pressed.

But I think the supply and availability of credit are there. We
have not seen negative changes that I am aware of.

Mr. HIMES. And is this true throughout the Fed’s many regions?

Mrs. YELLEN. I believe so. I am not aware of evidence to the con-
trary.

Mr. HiMES. Okay. So to part two of my question, again, you have
said that is not a reality, or at least not a material reality. So part
two of the question is a little more challenging, which is, is it at-
tributable to new banking regulations on small providers of credit?

Are we seeing, are you, is the Fed observing dislocations in the
credit market to small and medium-sized enterprises that might be
attributable to new regulations?

Mrs. YELLEN. We know that there are community banks that are
struggling under regulatory burdens, and we are doing everything
that we possibly can to address that.

The fact that we are in a low-interest-rate environment also
tends to put downward pressure on net interest margins that
harms bank profitability. So it is a difficult environment for com-
munity banks.

And as I said, there have always been in rural areas and for
some small businesses difficulties in gaining access to credit. But
I have not seen a change that would be attributable to the financial
regulations we have in place.

Mr. HiMES. Thank you. In my last 30 seconds, you said the Fed
is doing everything they can to alleviate the burden on community
banks. Can you just elaborate for 20 or 30 seconds on what the Fed
is doing there?

Mrs. YELLEN. We have significantly increased the exemption
under our small bank holding company policy rules so that now all
holding companies under $1 billion are not subject to our consoli-
dated capital rules.

We have changed our exam processes to do more work off-site to
make our exams more tailored. Through the EGRPRA process we
are looking to reduce our regulatory burden. And we are contem-
plating a simplified capital rule for well-capitalized banks that
would—

Chairman HENSARLING. The time of the gentleman from Con-
necticut has expired.

The Chair now recognizes the gentleman from Missouri, Mr.
Luetkemeyer, chairman of our Housing and Insurance Sub-
committee.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Chair Yellen, at a conference in June 2011, your predecessor,
Chairman Bernanke, was asked a simple question in reference to
the thousands of pages of Dodd-Frank and the tens of thousands
of pages of implementing regulations. He was asked, “Has anyone
bothered to study the cumulative effect of these things? Is all this
holding back the economy at this point?”
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And Chairman Bernanke responded, “Has anybody done a com-
prehensive analysis of the impact? I can’t pretend anybody really
has. It is just too complicated. We don’t really have the quan-
titative tools to do that.”

So following up on Chairman Neugebauer’s line of questioning
here, you were asked, does the Fed study any of this? So I guess
the question is, has an analysis been done of the cumulative effect
of Dodd-Frank regulations as well as Basel III on broader economic
variables such as credit availability, economy growth, capital for-
mation, and job creation? Have you done any studies on that?

Mrs. YELLEN. Perhaps the kind of comprehensive analysis of ev-
erything that you are looking for hasn’t been undertaken, and I
guess I would agree with Chairman Bernanke’s remarks. But Con-
gress set out pretty clearly a road map for the regulators in terms
of ways they wanted to see financial regulations—

Mr. LUETKEMEYER. If you don’t have the tools, the ability to
study this, how can you make regulations that pinpoint what you
can do to improve the economy or know the effect of those rules?

Mrs. YELLEN. Every time we put out a rule, we do an internal
study of how to minimize burden under that rule. And we take
public comments and ask for alternatives that could achieve the
same goals with reduced burden. And so we are taking costs into
account and trying to minimize those costs, while achieving—

Mr. LUETKEMEYER. Okay. If you are doing it, Madam Chair, why,
in the last 5 years, have there been almost no new bank charters
issued? Why? What is your reasoning for that? Is it regulation? Or
is it low interest rates?

Mrs. YELLEN. The work that I have seen suggests that the chal-
lenging economic environment, a low-interest-rate environment and
a sluggish economy—

Mr. LUETKEMEYER. So regulation doesn’t have anything to do
with this?

Mrs. YELLEN. I am not aware of any studies that suggest that
regulations are responsible for that.

Mr. LUETKEMEYER. In your testimony you talk about how hous-
ing has continued to recover gradually. And if you look at the home
building market, there are actually fewer home mortgage loans
now than there were a year or two or three ago. And I go home
and I talk to my local community banks, and there are some that
got completely out of the home mortgage lending business.

And so they go back and they point to rules and regulations as
the reason for not doing this. They can’t comply. They can’t hold
things in portfolio without being qualified, which infers there is an
extra risk with their loans. They just said, we are not going to deal
with the risk. And so now you have community banks no longer
serving their communities, which is disastrous, in my mind.

So the question is, these banks are telling me it is rules and reg-
ulations that are keeping this from happening. And the CFPB is
kind of the main culprit here, with the QM rule and TRID. Do you
coordinate at all with other agencies, whether it is the CFPB, the
Treasury, other agencies when these rules are promulgated to see
if there is a cumulative effect that could be negative out there that
everybody should be watching for?
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Mrs. YELLEN. We coordinate, many of our rules are joint with the
other banking agencies.

Mr. LUETKEMEYER. Did you coordinate with the CFPB?

Mrs. YELLEN. In the case of the CFPB, they are required to con-
sult with us and we often offer comments to—

Mr. LUETKEMEYER. So, did they accept your comments? Or did
they ignore them?

Mrs. YELLEN. There are a number of them. I would agree with
you when it comes to mortgage credit that the new rules that we
have, which are designed to end the abuses we saw in subprime
lending and in the housing crisis—

Mr. LUETKEMEYER. This all goes back—

Mrs. YELLEN. They have made credit more difficult to obtain for
individuals—

Mr. LUETKEMEYER. This all goes back to monetary policy from
the standpoint that rules and regulations are strangling our econ-
omy so that people can’t participate in the economy. And that goes
back to, whether you are adjusting interest rates and trying to play
with unemployment, that all goes back to the fact that you are
dealing with lives every day, with the rules and regulations that
you are messing with.

And I think we need to understand the importance of that. And
when you see the impact, fewer mortgage loans, banks not being
formed. And a while ago you talked about the small-business folks,
we had fewer small businesses, fewer businesses created in the last
5 or 6 years than we lost.

Mrs. YELLEN. True.

Mr. LUETKEMEYER. That is the wrong direction. Small businesses
are where you generate the jobs. And if we are not allowing those
folks to be created, we are hurting ourselves. And it goes back to
rules and regulations and monetary policy.

Please do the research. Thank you.

I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Delaware, Mr.
Carney.

Mr. CARNEY. Thank you, Mr. Chairman.

Thank you, Chair Yellen, for coming in today. You are here for
your twice-a-year report on Humphrey-Hawkins. And I haven’t
been able to read all of your monetary policy report or your opening
statement, but I have gotten through some of it. And I just have
really a couple of questions that maybe you could address.

You say early on that inflation has continued to run below our
2 percent objective. The Federal Open Market Committee expects
inflation to rise to that level over the medium term. So you are
meeting your target there. However, the pace of improvement in
the labor market appears to have slowed more recently, suggesting
that your cautious approach to adjusting monetary policy remains
appropriate.

What other things in the economy suggest that it may be slowing
down? We are pretty far out in this economic expansion. Are there
other things in your report that you could point to?

Mrs. YELLEN. There are mixed developments in the economy.
One thing we do note is that investment spending has been unusu-



21

ally weak in recent months. And the combination of particularly
weak investment spending and, of course, investment spending has
been very weak because of the decline in drilling and drilling and
mining activity. The rig counts are way down because of the de-
cline in energy prices. But we have seen weakness also outside of
that. And the combination—

Mr. CARNEY. Is that an overall plus or minus for the economy,
the lower prices?

Mrs. YELLEN. It is not a plus for the economy because, first of
all, it is a part of spending that supports growth, but it is highly
relevant to productivity growth.

Mr. CARNEY. Right.

Mrs. YELLEN. And productivity growth has also slowed. So we
are watching that carefully. We have a drag from slow growth in
the rest of the world and a strong dollar that is negatively impact-
ing trade-exposed sectors including—

Mr. CARNEY. So, there are some pretty significant headwinds.

Mrs. YELLEN. There are some headwinds. But on the other hand,
we do have strengths. Consumer spending is particularly strong.
And balancing everything out, we have an economy that is, for the
last four quarters, growing about 2 percent.

Growth was quite slow in the first quarter at the end of last
year. It looks to be picking up. So, while we are watching things,
I don’t want to send a message of pessimism about the economy
and where we are going.

Mr. CARNEY. So there is some pessimism underneath the unem-
ployment numbers, which suggests that certain subgroups, African
Americans and Hispanics, have higher unemployment rates, and
you note that in your report.

Mrs. YELLEN. Yes.

Mr. CARNEY. Is there anything significant there that you can
point to with respect to that issue?

Mrs. YELLEN. I think we should be very concerned about the fact
that there are subgroups of the population who experience lower
income and more distress in the labor market. And think about
what we can do to address the problems of those groups. They have
seen improvement.

Mr. CARNEY. What about the quality of the jobs in that job
group? I was talking to some folks the other day in my State of
Delaware, and one of the guys in the conversation said,“We need
new old jobs.” And I knew exactly what he was talking about. We
need the old kind of manufacturing jobs that we had at Chrysler
and General Motors in our State, manufacturing jobs that paid a
good income.

Can you comment on that, the quality of the jobs that are being
created?

Mrs. YELLEN. So probably the quality of the jobs that are being
created, we have created a lot of high-end jobs. So, it is not only—

Mr. CARNEY. High-end jobs?

Mrs. YELLEN. High-end jobs for skilled workers.

Mr. CARNEY. Highly educated, skilled workers.

Mrs. YELLEN. Right. And a lot of the kinds of jobs that you are
referring to and middle-income jobs they disappeared. They de-
clined and were hard hit in the downturn.
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But over a longer period of time, probably since the mid 1980s,
there have been a combination of pressures that have made those
jobs fewer and far between.

Mr. CARNEY. So I don’t know that you have monetary policy tools
that you can use to address that. But on our side, on fiscal policy,
we should be thinking about those kinds of tools that we might de-
ploy.

Mrs. YELLEN. I think so. We are talking about secular trends re-
lating to the nature of technical change and how it has raised the
demand for skilled labor, trends relating to globalization. And then,
what are we doing in terms of education, workforce development
investment in your domain?

Mr. CARNEY. Thank you very much.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from Wisconsin, Mr.
Duffy, chairman of our Oversight and Investigations Subcommittee.

Mr. DUFFy. Thank you, Mr. Chairman.

And welcome, Chair Yellen. It is good to see you.

I listened intently to your testimony and your commentary on
the headwinds to our economy that I think all of us follow very
closely, since it has a direct impact on all of our constituents.

But I didn’t hear you comment on a couple of issues that concern
me. Last year, there were 81,000 pages of new regulation. Between
2009 and 2015, there were 550,000 new pages of regulation. Would
you consider that a headwind for economic growth?

Mrs. YELLEN. You are referring to our regulations?

Mr. DUFFY. No, no. I am talking about government regulations
across the spectrum. I hope you don’t have 550,000 new pages of
regulation at the Fed.

Mrs. YELLEN. I don’t think we do.

Mr. DUFFY. No, I don’t think you do, either. You have a lot.

Mrs. YELLEN. We have additional regulations, we certainly do.

The regulations that have been put in effect generally are in-
tended to address problems.

Mr. DUFFY. That is not my question. Are these headwinds to the
economy or not?

Mrs. YELLEN. It is very hard to quantify the extent to which reg-
ulation is a headwind.

Mr. DUFFY. But it would be a headwind?

Mrs. YELLEN. Businesses certainly cite regulation as a factor af-
fecting their decision-making.

Mr. DUrryY. Then why don’t you cite it? If the businesses that you
talk to cite this as a headwind, why don’t you cite it as a
headwind?

Mrs. YELLEN. I actually don’t think it is the most important
headwind. It may be a headwind.

Mr. Durry. Okay. And the U.S. corporate tax rate, 31.9 percent,
the OECD average of corporate tax rate is 24.1 percent. We pay 15
percent more in corporate taxes. That is 15 percent less money that
goes into wages and economic development, research and develop-
ment. Do you see that as a headwind?

Mrs. YELLEN. I think it is widely agreed that there could be con-
structive changes to the corporate tax system.
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Mr. DUFFY. I have an individual in Wisconsin, that is where I
am from, who has a manufacturing facility. He manufactures in
Wisconsin and has facilities all over the country. And most manu-
facturers in his industry have all left America, they have all gone
overseas. He is one of the few that are left.

And he talks about how he spends $15,000 a year per employee
on insurance, and $20,000 per employee on regulatory compliance.
So $35,000 goes out the door per employee before he pays them one
red cent in salary. Do you see that as a headwind?

Mrs. YELLEN. These tax arrangements do have impacts on the
profitability of various business activities.

Mr. DUFFY. So, you would agree that would be a headwind? Or
is that a benefit? Does that help him out? Does that help him grow
jobs and salaries in his company, that $20,000 in regulatory com-
pliance cost?

Mrs. YELLEN. Different countries have different systems for deal-
ing with health care and financing it. And the impacts are com-
plicated.

Mr. DUFFy. I will accept that as a non-answer.

I want to change course a little bit. Looking back at the 2008 cri-
sis—you have been at the fed For a while—were there any banks
that failed that had a leverage ratio of 10 percent or higher that
you are aware of?

Mrs. YELLEN. I don’t—

Mr. DUFFY. If so, give me their names, if you would.

Mrs. YELLEN. I don’t know. But I can tell you that a lot of banks
that failed were considered to be well-capitalized at the time that
they failed.

Mr. DUFFY. That is not my question, though. There are different
definitions of well-capitalized. Do you know of any one bank that
had a leverage ratio of 10 percent or higher failed?

Mrs. YELLEN. I do not know.

Mr. DUFFY. Because I have looked and I haven’t found one in the
2008 crisis that failed with a leverage ratio of 10 percent or higher.

And so I think you are aware that this committee is talking
about a reform to Dodd-Frank, and I know that you are aware that
many banks complain about the cost of compliance and what that
does for them to make loans that would be good loans and tradi-
tional loans that they could usually make, but now they can’t be-
cause of new regulation which has an impact on our economy, eco-
nomic growth, job creation.

Do you oppose the idea that if you have a high leverage ratio,
you hold good capital, that you can get out of some of the costly
regulations that come from the Fed and other regulators?

Mrs. YELLEN. I do think that for community banks it would be
worthwhile to put in place a simplified capital regime. And the de-
tails, I am not certain of, but we are looking at this as well.

Mr. DUFFY. Do you agree there is a correlation, though, between
more capital and less regulation? Can you buy into that concept?

Mrs. YELLEN. I think for community banks, yes.

Mr. DUFFY. Because we are safer, right? We hold more capital,
there is less risk to the economy.

Mrs. YELLEN. For community banks, I think a simplified regime
where there is less regulatory burden—
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Mr. DUFFY. For larger banks, the answer is no?

Mrs. YELLEN. I said for community banks.

Mr. DUFFY. So, is the answer no for larger banks?

Mrs. YELLEN. For systemically important banks, the answer is
no.
Mr. DUFrY. My time has expired.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Illinois, Mr. Fos-
ter.

Mr. FOSTER. Thank you, Mr. Chairman.

I have a quick two questions for the record. The first, you had
indicated earlier in your questioning that there was a situation of
super strong economic growth where the Fed may have a period of
negative income.

And I was wondering if you could just provide a brief write-up
of what that scenario would look like, in particular looking at the
consolidated balance sheet of the government and acknowledge the
fact that this super strong economic growth would be accompanied
by a very large increase in tax revenues.

And yes, would it be possible for you to make just a brief write-
up? Or if you have a more detailed one, that would be great, too.

Mrs. YELLEN. Yes, I think we could certainly do that.

Mr. FOSTER. Thank you.

Secondly, earlier this week, Moody’s Analytics published a mac-
roeconomic analysis of the policy proposals of one of the presi-
dential candidates and they are in the process of doing a similar
analysis for both presidential candidates. It is my understanding
that you have a similar macroeconomic model that you run. I was
wondering, would it be possible for you to run in your models the
assumptions and see if you reproduce their results? Because they
were rather impressive, there was trillions of dollars of loss to eco-
nomic activity due to at least one set of these policy proposals.

Mrs. YELLEN. Congressman Foster, we are a nonpartisan organi-
zation and I don’t want us, either me as the leader or our organiza-
tion, to be involved in analyzing partisan issues.

Mr. FOSTER. This is simply verifying the math, this is a mathe-
matical question, a modeling question.

I am not asking you to question or evaluate the assumptions. I
am just saying under these assumptions, do you reproduce their
numbers? Because you know, obviously, policymakers are at the
mercy of the details of these very complex macro models. It would
be reassuring to understand that there is some agreement between
macroeconomics that you are talking in similar terms. Anyway, if
you could—

Mrs. YELLEN. I would say that our model, one of our workhorse
models is in the public domain. We publish it on our website. If
someone wanted to do it, they could download our model and feed
in those assumptions.

Mr. FOSTER. And reproduce those results? Do you find in general
that there are not big differences? You are familiar with the
Moody’s modeling and so on? Or do most of these models produce
comparable results?

Mrs. YELLEN. I am not deeply familiar with the Moody’s model.
My guess is it is similar in many ways to ours. But again, I am
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not certain about the details, but our model is available to perform
that kind of analysis.

Mr. FOSTER. Sounds like a good job for a think tank, I guess.

Okay, another sort of detailed, technical question. There have
been reports that the European Commission is considering delaying
the going live of margin requirements for unclear derivative trades.
I believe that we are on schedule to have them go live in Sep-
tember, the beginning of September, and that there is some foot-
dragging, at least reports of it. Is that something you are willing
to engage the EC that they not do this, not delay these?

Mrs. YELLEN. We have worked very hard to put these in place.
It is important that we put it in place here, and my understanding
is that the delay will be very short.

Mr. FOSTER. Thank you.

Another technical issue. Right now, the supplemental leverage
ratio rule requires custody banks to hold capital against their de-
posits on the Federal Reserve. This is presumably a worry about
some future scenario where the Federal Reserve will not be a reli-
able counterparty in some sort of financial panic. I was wondering
if you would comment on the logic of this requirement to hold cap-
ital against deposits at the Fed?

Mrs. YELLEN. So, a leverage ratio is typically not in a capital re-
gime, it is not the binding requirement. It is a backup, simple
measure that assesses capital against an entire balance sheet
based on its size without differentiating the different riskiness of
different assets. And it has always been imposed in this way.

Mr. FOSTER. Custody banks are in a sort of unique position, as
they have potentially very large and transient deposits of the Fed-
eral Reserves. I think for very good reasons, that is a behavior you
want to encourage. And I just—it is a concern that I and other
Merﬁbers have expressed. And I think you should continue to look
at that.

Mrs. YELLEN. We will do so.

Mr. FOSTER. Okay. Let’s see, the last thing that I guess is rel-
evant to those who are wearing the green shirts in the audience
here.

The Federal Reserve recently published an international finance
discussion paper called, “Doves for the Rich and Hawks for the
Poor,” which made the point that the real distributional con-
sequences of whether in response to a monetary shock you try to
maintain constant employment or constant pricing. And I was won-
dering, is that sort of thinking leaking into your consciousness?

Mrs. YELLEN. We are certainly very focused on maximum em-
ployment and wanting to promote stronger job markets with gains
to all groups.

Chairman HENSARLING. The time of the gentleman from Illinois
has expired.

The Chair now recognizes the gentleman from New Hampshire,
Mr. Guinta.

Mr. GUINTA. Thank you, Mr. Chairman.

Good morning, Chair Yellen. Thank you for being here today.

Since the Federal Reserve was created in 1913, we have seen the
Great Depression, the stagflation of the 1970s, the Great Recession,
and currently one of the slowest economic recoveries in quite some
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time. When the Federal Reserve makes artificial decisions, setting
interest rates, or fails to properly communicate on its monetary
policy, it creates market volatility in my opinion, which weakens
the effectiveness of the markets, making it harder for economic op-
portunities for all Americans.

As you know, there has been considerable pushback to the Fed’s
current approach to stress testing financial institutions from those
who believe that the process has become increasingly arbitrary and
unpredictable. The committee has heard concerns from regional
banks that are subject to the stress tests that the exercise is not
tailored to their size and complexity, which results in significant
costs that outweigh any potential benefit from a safety and sound-
ness perspective.

To increase the transparency of the stress test process and en-
sure that Congress can hold the Fed accountable for its role in ad-
ministering the tests, I would like to ask you, would you support
legislation to require the Federal Reserve to issue regulations sub-
ject to public notice and comment spelling out in detail the sce-
narios it would rely upon in conducting those stress tests?

Mrs. YELLEN. I wouldn’t support such legislation.

I think it is very important that the scenarios be current and re-
flect risks that we assess to be important and relevant at a par-
ticular time that we are conducting those stress tests. And the
delay that would be caused by putting out for comment particular
scenarios would result in the test being stale.

We put out a great deal of information about the stress tests.
Our approach has been put out for public comment. We have model
symposia, we have put out a great deal of information. And I don’t
think that would result in a stronger process.

Mr. GUINTA. How often do those environments change on an an-
nual basis?

Mrs. YELLEN. We have new scenarios every year that we give to
the firms and it is important that they—

Mr. GUINTA. So, annually?

Mrs. YELLEN. We put out a different set of scenarios annually.

Mr. GUINTA. Why couldn’t that legislation be updated annually?

Mrs. YELLEN. Because the delay in having public comment and
revising things based on public comment would mean that we
would have to start very much earlier, and wouldn’t have the ad-
vantage of developments that had taken place

Mr. GUINTA. But it is possible to do that—don’t you think we
could complete that in a 12-month period?

Mrs. YELLEN. I don’t think that it would add anything to the
process and I think that it would make the scenario stale.

Mr. GUINTA. I think it is important for accountability and I think
it is also important for transparency. I think if we had this kind
of requirement on an annual basis, we would probably have both.

But I want to move on to a different issue. Dodd-Frank estab-
lished the CFPB as a bureau within the Federal Reserve System.
Can you tell me which of Richard Cordray’s decisions must be sub-
mitted to you for your approval?

Mrs. YELLEN. We don’t approve decisions. The CFPB has to con-
sult with us in the course of drawing up proposals. And I believe



27

that they have done so when we have tried to provide feedback and
useful input.

Mr. GUINTA. How often does Richard Cordray consult with you
personally?

Mrs. YELLEN. I have not consulted with him personally.

Mr. GUINTA. So who are they consulting with then?

Mrs. YELLEN. With our staff.

Mr. GUINTA. Do you review and approve the CFPB’s budget?

Mrs. YELLEN. No, we don’t approve their budget.

Mr. GUINTA. Can you by law?

Mrs. YELLEN. I believe the answer is no.

Mr. GUINTA. I am told that the CFPB gets its funding simply by
sending a letter each quarter requesting, in most cases, in excess
of $100 million. Do you know if that is accurate?

Mrs. YELLEN. I don’t know the details of their budget, but we fol-
low the law in—

Mr. GUINTA. You personally don’t review the requests?

Mrs. YELLEN. I don’t think so. No. No, we do not.

Mr. GUINTA. Wouldn’t you want to, as the head of the Federal
Reserve, since they are created under your purview?

Mrs. YELLEN. Congress set up a system in which we fund them,
but don’t decide what their budget should be.

Mr. GUINTA. Do you have any idea what their last budget re-
quest was?

Mrs. YELLEN. I don’t recall.

Chairman HENSARLING. The time of the gentleman has expired.

T}ﬁe Chair now recognizes the gentleman from Washington, Mr.
Heck.

Mr. HEcK. Thank you, Mr. Chairman, very much.

Chair Yellen, I think almost unarguably, there is no person more
responsible for the state of the economy than you are.

And in my humble opinion, you have a pretty good track record
in that regard. Car sales are up. Home sales are up. A constant
steady drumbeat of private sector job creation has accumulated.
And yet, I cannot shake the feeling that it is way too premature
to put out the “mission accomplished” banner on the aircraft car-
rier and I think most Americans agree.

I also think that the reason for that is because of an absence of
wage growth. I think we are ticking upward now at about 2V% per-
cent. I know you will cite that, so I will do it first. Put frankly,
Chair Yellen, that is fairly de minimis compared to the last recov-
ery when it was 4 percent. My question is very straightforward,
when does America get a pay raise?

Mrs. YELLEN. I think we are beginning to see slightly faster wage
growth based on average hourly earnings. Wage growth is, over the
last 12 months now, about 2%2 percent and that is up from the very
low level it was. Readings on compensation, hourly compensation
are very noisy, so it is hard to know, but it looks like we are seeing
somewhat faster wage growth. I hope that it will be permanent.

And other measures, other wage indicators, like the Atlanta
Fed’s Wage Tracker, do show an improvement in wage growth. And
I do believe that as the labor market continues to improve, and I
certainly expect, and it will be our policy to continue to see further
improvement, that will move up. But I would say one factor that
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is a negative with respect to wage growth that we didn’t have, for
example, in the second half of the 1990s, is that productivity
growth has been very slow.

So, if you ask what is a sustainable level of wage growth, given
our 2 percent inflation target, kind of a rough measure, and of
course this applies over long periods, not a quarter or even a year,
that wages can grow at the rate of productivity growth plus the
rate of inflation. So, with a 2 percent inflation target, you would
expect wage growth of 2 percent plus productivity growth, trend
productivity growth. Now, I believe since 2010 productivity growth
has been running at a meager 1/2 percent per year.

Mr. HECK. May I interrupt and ask if you think we are still accu-
rately measuring productivity growth? Because I note a growing
body of literature and scholarship around that question, that we
may not be accurately measuring it anymore, do you believe that
we are accurately measuring it?

Mrs. YELLEN. I think there is mismeasurement and the work has
shown that there is—

Mr. HEcK. Can I ask you a question?

Mrs. YELLEN. And definitely declines due to an increase in
mismeasurement.

Mr. Heck. I would like to ask you a question, however, about the
relationship between employment and wage growth.

We are at the Fed’s historic definition of full employment at 4.7
percent, but we are still significantly above, that is U-3, we are still
significantly above on U-6. If they could put that slide up, I would
appreciate it.

I think the latest number was 9.7 percent. The gap between U-
6 and U-3 is greater than it was pre-recession.

So, Chair Yellen, what does U-6 have to be at to constitute what
you would deem to be full employment? And what would be the re-
lationship of that measure of full employment? Because we still
have 10 percent of the employment base which either isn’t em-
ployed and wants to be, is discouraged, or working part time and
wants to work full time. What is the relationship? What is the
point at which U-6 is “full employment,” and then what would be
the effect on wage increases? Because I think at the end of the day,
most Americans and even everybody on this panel, these and ours,
would like to see America get a pay raise.

Mrs. YELLEN. I agree with what you just said, that U-6 is not
back to pre-recession levels to, say 2007 levels, U-3 is. Involuntary
part-time employment which is in U-6 is very high relative to pre-
recession levels.

Mr. HECK. I have 4 seconds, can you give me a number, Chair
Yellen? What is full employment under U-6?

Mrs. YELLEN. I am not sure of the number but it does show a
margin of slack.

Mr. HECK. A range?

Mrs. YELLEN. Adding part-time employment to an unemployed
person is a difficult thing to do.

Mr. HEcK. Thank you. Just let me conclude by saying I am not
sure why you take your foot off the pedal before we—

Chairman HENSARLING. The time of the gentleman from Wash-
ington has expired.
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The Chair now recognizes the gentleman from Oklahoma, Mr.
Lucas.

Mr. Lucas. Thank you Mr. Chairman.

Chair Yellen, as you know, I also sit on the House Agriculture
Committee, and I have a particular interest in the creation and im-
plementation of rules governing our derivatives market and ensur-
ing that a level playing field exists for U.S. companies. I would first
like to commend the Fed’s efforts in working to set global stand-
ards within these markets. I think can all agree that it is certainly
in the best interest of U.S. competitiveness that as global stand-
ards are developed there is consistency in the rules and their effec-
tive dates throughout various jurisdictions.

I would therefore like to discuss the European Commission’s re-
cent announcement that it will delay implementation of the margin
rules for uncleared over-the-counter derivatives until mid-2017.
The United States currently plans to move forward with an agreed-
upon implementation date of September 1, 2016. And while the
United States is ready to move forward, I am very concerned about
the impact that this variation in effective dates will have on U.S.
companies.

Given this likely variation date on the implementation dates,
what can be done to mitigate fragmentation and to ensure that a
level playing field exists for U.S. firms?

Mrs. YELLEN. We have worked very hard to get ready to imple-
ment these rules. The firms are ready to put them into effect. And
my understanding is that the delay from the EU is going to be
short. And we will continue to monitor that. These are markets
where it is important to have a level playing field, I agree with
that.

Mr. Lucas. But even in the briefest of times, assuming that it
is a year or less, September of 2016 to sometime in mid-2017,
should we be concerned that market participants will limit their
trading with U.S. counterparties during this period of time? Will
we change their habits and patterns while they look for standards
or opportunities that might be slightly more advantageous assum-
ing the new rules will be more restrictive than the existing system?
Should we be concerned that people will do business outside of the
United States during this period?

Mrs. YELLEN. Hopefully, it will be a very short period.

Mr. Lucas. I guess ultimately where I am going, Chair Yellen,
is I represent constituencies in Oklahoma in agriculture and en-
ergy that use these products, both in the production of, the proc-
essing of, and the ultimate retail sales of. They are products that
I am told that their bankers insist upon using, that both banking
regulators at state and Federal level insist that they be used.

My concern is that if we move forward ahead of the Europeans,
we will create a situation for months or a year that will disadvan-
tage not only the consumers of these derivative products, but the
market makers, too. And once patterns are established, will we be
able to overcome that sometime in 2017 or later? So ultimately, I
am asking you, suggesting to you that it might well be in the Fed’s
and the economy’s best interest to continue to try to coordinate our
effective dates with the Europeans. And if they are not going in



30

2016, maybe we shouldn’t go either. Do you see where I am coming
from on this point?

Mrs. YELLEN. I do. It is an issue we need to watch carefully. If
there is a delay in Europe, we need to consider what impact it will
have and to work closely with the Europeans to make sure this is
a_

Mr. Lucas. As you know, and as our colleagues on this com-
mittee know, we are talking about a tremendous amount of dollars
in business. We are talking about establishing patterns, relation-
ships. I just worry that this will create an undue burden on my
constituents and on the market makers in this country, and that
we won’t be able to recover. Whether it is an accident that the Eu-
ropeans are delaying or it is a good business tactic, I don’t know.
We need to be coordinated in whatever we do, there is too much
at stake.

Thank you for acknowledging that, Chair Yellen.

With that, on the behalf of my farmers and ranchers, I yield
back, Mr. Chairman.

Chairman HENSARLING. The gentleman yields back.

The Chair now recognizes the gentleman from California, Mr.
Sherman.

Mr. SHERMAN. Thank you.

The gentleman from Wisconsin talked to you about the number
of pages of regulations. I practiced tax law, and advised a lot of
small businesses. And this idea of number of pages of regulations
is a great sound bite, but has nothing to do with actually making
it easier for businesses to transact business. If you look at tax law,
thank God we have long pages of regulations so we can find out
what the answer is.

In the area of antitrust law, the regulations are basically non-
existent. And so, you go to a law library and you read hundreds
of pages of court decisions and you still don’t know what the an-
swer is. So, the idea that more pages of business regulations means
more problems for business is a great political sound bite, but it
is actually government agencies clarifying what the law means.

As to the tax rate, I would point out that we don’t have a value-
added tax in this country, which all those comparative countries
do. There is no one who has put forth the plan to replace the rev-
enue from the decline in the corporate income tax. And the one
thing the majority party has suggested is eliminating the earned
income tax credit to really sock it to families trying to make it on
$20,000 and $25,000 a year.

There is, of course, a loss of manufacturing jobs. That is not be-
cause we have regulations that clarify what congressional statutes
mean, that is because we got really bad trade deals that Congress
has ratified or approved. And I will point out that Congress is now
geared up to use the chicanery of a lame-duck session to approve
a TPP deal that is terrible for America, so terrible that you can’t
find a presidential candidate who is willing to support it.

Chair Yellen, you are going to be told, you have been told in this
room by many that your rates are too low, your balance sheet is
too big. People who say that are wrong. America is under-per-
forming. Our inflation rate is lower than your target. And our labor
participation rate is lower than everyone’s target.
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As to the size of your balance sheet, I know that you focus on
the effect it has on the economy as a whole. But there is also the
tens of billions of dollars that you turn over to the Treasury. Do
you and your fellow FMOC members ever spend any time won-
dering whether Congress is going to have the money to provide a
school lunch program, a school breakfast program? When you factor
in how big your balance sheet should be, do you envision hungry
kids here in America and how the money you turn over to this Con-
gress could be used to feed them?

Mrs. YELLEN. We are very focused on the dual mandate that
Congress has given us, namely full employment and price stability.
And the size of our balance sheet and the stance of monetary policy
is all designed to promote those objectives rather than trying to
make a profit.

Mr. SHERMAN. I would just say that earning—

Mrs. YELLEN. But we are pleased to be able to turn over $100
billion checks, but that is not what draws policy. But we’re glad to
be able—

Mr. SHERMAN. Speaking on behalf of the Congress that would
otherwise have to cut cancer research or cut school lunches, thank
you for the $100 billion checks and please do factor that in.

Mrs. YELLEN. You are welcome.

Mr. SHERMAN. The world is focused on Brexit. And it may be
good or bad long term for the world. We don’t know. That is a deci-
sion for Britain to make.

There are some at the extreme who are painting this as some im-
mediate world calamity. I just want to ask a question about your
schedule. Have you scheduled some sort of emergency meeting on
Friday because you envision some great calamity happening to the
world on Thursday, or is the British vote just one of the many
things that you will consider at the next regularly scheduled meet-
ing?

Mrs. YELLEN. It is a risk that we are monitoring. I have said
that, we will be watching closely to see what the vote is and what
possible repercussions it might have.

Mr. SHERMAN. But you haven’t blocked off Friday and Saturday
on your personal schedule for emergency meetings as if the hurri-
cane is coming to envelope the entire world?

Mrs. YELLEN. No, I haven’t.

Mr. SHERMAN. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from California, Mr.
Royce, chairman of the House Foreign Affairs Committee.

Mr. ROYCE. Chair Yellen, welcome.

I am worried that the Federal Reserve has created a third pillar
of monetary policy, that of a stable and rising stock market. And
I say that because then-Chairman Bernanke, when he appeared
here, stated repeatedly that the goal of QE was to increase asset
prices like the stock market to create a wealth effect. So it seemed
as though that was the goal.

It would stand to reason then that in deciding to raise rates and
reduce the Fed’s QE balance sheet standing at a still-record $4v%
trillion, one would have to be prepared to accept the opposite re-
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sult, a declining stock market and a slight deflation of the asset
bubble that QE created.

Yet, every time in the past 3 years when there has been a hint
of raising rates and the stock market has declined accordingly, the
Fed has cited stock market volatility as one of the reasons to stay
the course and hold rates at zero. So indeed, the Fed has backed
away so many times from rate normalization that, and I think this
is a conceptual problem here, that the market now expects stock
market volatility to diminish the odds of a rate increase.

So, Madam Chair, is having a stable and rising stock market a
third pillar of the Federal Reserve’s monetary policy, if I go back
to what I originally heard Ben Bernanke articulate?

Mrs. YELLEN. It is not a third pillar of monetary policy.

Mr. ROYCE. Right.

Mrs. YELLEN. We do not target the level of stock prices. That is
not an appropriate thing for us to do.

Mr. RoYCE. I thought you would say that. So, the question I have
as a follow up is, does that mean that you are prepared to accept
stock market volatility or a slight deflating of the asset bubbles as
the Fed proceeds toward normalization?

Mrs. YELLEN. We are going to look at what the trajectory is for
the economy, for the goals Congress has assigned us, namely infla-
tion and maximum employment, and take policies we think are ap-
propriate to foster them.

Now, as the economy recovers, we have said we anticipate rais-
ing rates. What implications that may have for stock prices, one
shouldn’t assume that it will necessarily be a negative scenario for
stock prices.

Mr. ROYCE. Right.

Mrs. YELLEN. Higher rates to some extent are already built into
longer-term interest rates. Longer-term interest rates are antici-
pating a path of rising short-term rates. They do matter to stock
market valuations, but so do earnings in a strong growth economy.
We are not targeting equity prices, we are trying to achieve out-
comes for the economy.

Mr. ROYCE. And then there is another aspect of this that I want-
ed to ask you. This is my last question.

In September of 2015, you were asked whether you were worried
t}lllat given the global interconnectedness, the low inflation glob-
ally—

Mrs. YELLEN. The low inflation what?

Mr. ROYCE. —globally that we were seeing, were you worried
that you may never escape from this zero lower bound situation?
And you answered at the time that while you couldn’t completely
rule it out, that is not the way that you see the outlook or the way
the committee sees the outlook.

Since that time, in February, Governor Brenner suggested that
financial tightening associated with cross-border spillovers may be
limiting the extent to which U.S. policy diverges from major econo-
mies.

New York Fed President Bill Dudley has said that global con-
sequences can impact the monetary policy transmission mechanism
in the United States and influence the effectiveness of our mone-
tary policy in achieving our objectives.
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So my question then is restating the question from last year, not
will we never escape, but will we escape any time soon? And maybe
to put it more clearly, does the Fed have the capacity to defy the
g{ob%l pattern of zero or negative rates, if it that is the global re-
ality?

Mrs. YELLEN. We do have the capacity to have different rates
than the rest of the world, but we have to recognize that differen-
tials in our stance of policy impact, for example, the value of the
dollar and that is a linkage back to the U.S. economy.

So, those linkages, as my colleague said, are important, but the
bottom line is what happens in the rest of the world and their
stance of policy it does matter, but it doesn’t mean we can never—

Chairman HENSARLING. The time of the gentleman from Cali-
fornia has expired.

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

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Madam Chair, the current wealth gap between upper-income
households and the rest of the country is the widest it has been in
the last 30 years. The Great Recession exacerbated this troubling
gap and had profound effects along racial lines.

On average, African Americans lost 52 percent of their wealth.
Latinos lost 66 percent, but Whites only lost 16 percent. What type
of ramifications will this type of racial wealth gap have on our
country’s long-term economic growth?

Mrs. YELLEN. I think the trends that you discussed, and we dis-
cussed some related data in this monetary policy report, are ex-
tremely disturbing. There has been some research that has tried to
look at the links between inequality and growth and they are
frankly complex and I don’t think we fully understand them. But
one linkage is that higher-income individuals may spend less of
their income than lower-income individuals.

So, rising inequality may suppress the growth rate of consumer
spending and harm our growth in that way. There may be linkages
in terms of ability and desire and opportunity for education and
training that can have a long-run negative impact on growth.

I think we are just beginning to understand these complicated
linkages, but it is certainly a very disturbing phenomenon.

Ms. VELAZQUEZ. So there is a correlation in terms of the type of
public policy that we enact to address those disparities. It will have
long-term consequences.

Mrs. YELLEN. I believe they can have, yes, can have long-term
consequences.

Ms. VELAZQUEZ. So as the economy continues to gain strength
and we move back to normalized monetary policy, Fed decisions
will have an impact on credit markets. And this has a number of
businesses concerned about the availability and cost of capital.

Is there any indication that the last rate increase had an impact
on credit availability for small businesses?

Mrs. YELLEN. We raised rates by 25 basis points. That is a very
small amount. And I am not aware of any significant repercussions
that has had for the cost of consumer credit. We have said that we
expect the path of rate increases to be gradual and that we will be
very cautious about raising rates. We will only do so in the context
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of an economy that is performing well with the strong job market
that is growing at a good pace where people’s incomes are rising.
And we would do that to make sure that we achieve price stability,
which is our congressional objective.

Ms. VELAZQUEZ. Okay. So we discussed the current wealth gap
between Whites, Blacks, and Latinos. I would like to rise another
issue and that is the cost of student loans.

Student loan debt now stands at more than $1.35 trillion, a fig-
ure that has nearly tripled over the past decade. Some experts
have reported that the average student loan debt for the class of
2016 is $37,000 per borrower.

What type of consequences for lifetime wealth creation do these
levels of debt present for young people?

Mrs. YELLEN. First of all, the importance of gaining an education
and the advantages that come with that and the higher income
make it critically important that funds be available to students to
gain that education. So let me start there.

But if a student takes on that debt and then, as happens all too
often, doesn’t end up completing a degree or goes to an institution
that doesn’t provide training that enabled them to get that higher-
wage job, that can be a very, very serious burden and I think for
many minorities, this is a huge burden.

And so we actually plan to hold a conference at the Fed on this
topic next November. We are going to look at this issue and focus
particularly on minority communities and the impact.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from New Mexico, Mr.
Pearce.

Mr. PEARCE. Thank you, Mr. Chairman.

Chair Yellen, thanks for being here today.

Let me wrap up some of the old business here. So, my good
friend from Washington asked, when does America get a pay rise?
And you sort of in your answer hinted that if the global market
continues to improve—is that what I heard you say? If the global
market continues to improve, then we can expect better wage
growth?

Mrs. YELLEN. I think if the labor market continues to improve,
we will see some pickup in wage growth. But I did want to indicate
that we have at the moment low productivity growth, very low,
that wage growth will be greater over time if productivity growth
picks up. If it doesn’t—

Mr. PEARCE. Right. I guess my main point is that there are many
who see the global market as not improving at all. So, kind of the
inference that it is moving in the right direction, or if it would just
do a little bit more of it, it is going to okay, is one there are dif-
fering opinions on.

For instance, just in very recent days, a significant article came
out talking about how business spending is down, exports are
down, consumers are very cautious, and many of the foreign coun-
tries are having difficulty.

That is a little bit in contrast to your report. You talk about the
14 million jobs created. That is one of your objectives. And you also
referred to the unemployment rate being below 5 percent.
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So those all would indicate a fairly good opinion from the Federal
Reserve about the condition of the economy. Am I interpreting that
right?

Mrs. YELLEN. Yes. I think the labor market is in a pretty healthy
condition.

Mr. PEARCE. Okay, but, yes, my question is the recovery.

Mrs. YELLEN. There are a lot of jobs available.

Mr. PEARCE. The recovery is pretty well in place that it is moving
along.

Mrs. YELLEN. We have achieved a lot. We have gotten to a much
better place.

Mr. PEARCE. Okay. But my question really is that in February
of 2014, you stated that, I know this is difficult for seniors, in other
words, a zero interest rate because they typically do very liquid
things and they don’t like risk. When we have accomplished recov-
ery, rates of return will come back. And so I wonder when the sen-
iors are going to see those rates come back? When are they going
to see that? Because the seniors are the ones who have paid the
bill through this entire thing.

When we drive the rates of interest down, that penalizes their
savings. And they tell me, I lived my life correctly, I paid for my
house, and you all messed up the housing market, and I saved
money and you all make it where my money is worth nothing in
the bank.

So‘,? when can they expect to see an increase in their rate of re-
turn?

Mrs. YELLEN. I can’t give any guarantee on that, but if the econ-
omy progresses along the lines I expect, I think it will be appro-
priate to gradually increase rates further.

Mr. PEARCE. Okay. But you have previously answered my ques-
tion that you felt like we have made a lot of progress. Yet, seniors
haven’t seen any progress. So, I think that is one of the continuing
problems that we have.

I also want to ask, now, you mentioned and it is well known that
the Federal Reserve’s objective is maximum employment. Do you
have kind of a handbook that you have put out on how to achieve
maximum employment? Something that political candidates, like
maybe a candidate for President, might say that she is going to get
rid of all the coal mining jobs? Do you have a handbook that says,
if you do that, you are going to put pressure on the economy over
here? Do you put out anything at all? I know you don’t want to be
very political, but do you put out anything at all?

Because when I look at the things that the government does, I
draw a different conclusion than what my friend Mr. Sherman
draws. I see regulations that say, the haze regulation for instance,
that is being implemented in the West, you can’t see the difference
in the haze in the air, you actually have to have a computer to
measure it. But using that regulation, coal miners being sent to the
house in New Mexico make gg0,000 a year, and they are going to
then be on subsistence-level of government support checks. And
that is an actual regulation that is penalizing the job markets.

So I see those penalties, but do you put out a fact sheet that
says, look, if you increase minimum wage, Burger King is going to
go and announce they are going to put kiosks in. And so, the poor
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people are never going to get into the labor market, and so the gap
between the rich and the poor is going to increase because we have
outsourced, we have sent those jobs out of America that are on the
low end of the scale that allow people to get into the workforce.

And so I wonder if you all do that, because if you are in charge
of a trillions-of-dollars economy, it seems like you would put out
some sort of a fact sheet so people sitting on this side of the desk
could actually have some idea of what effect their policies would
have.

And I guess the answer is no, you don’t put out a fact sheet.

Mrs. YELLEN. I think not one of the type that you were describ-
ing.

Mr. PEARCE. It is funny that we have trillions of dollars at risk,
but we don’t have the best practices.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentlelady from Alabama, Ms. Sewell.

Ms. SEWELL. Thank you.

Chair Yellen, I apologize if you have answered this question. But
as you know, 127 Members of Congress, both Senators and House
Members, and I was one of them, sent a letter last month high-
lighting the fact that the Federal Reserve Act mandates that the
presidents and the board of directors at the 12 regional Federal Re-
serve banks “represent the public.”

Despite this mandate, there is only one non-White regional bank
president and he is also the only non-White member of the FOMC,;
83 percent of Federal Reserve board members are White and men
make up nearly three-fourths of those directorships. One-third of
the 12 regional Federal Reserve presidents are either former execu-
tives or trustees at Goldman Sachs.

In response to the letter, you said that, “45 percent of the direc-
tors are either women or minorities, meaning 55 percent are White
males.” Does your response indicate that you believe the leadership
at the Federal Reserve bank is fulfilling its mandate to “present
the public with due consideration,”given the enormous economic in-
terests of our diverse Nation?

Mrs. YELLEN. Let me start by saying that I believe that diversity
is extremely important in all parts of the Federal Reserve, but I
do want to distinguish two different things.

There are, if we were at full strength, 19 members of the FOMC,
that is 12 presidents, and we are now at 5 board members, there
are supposed to be seven. And then a completely separate category
of leadership are the directors of the Federal Reserve banks, there
are nine at each bank and then there are branch boards that also
have their own boards of directors.

I do believe we have made substantial progress in achieving di-
versity and improving our performance among directors at the re-
serve banks in the branch boards. I believe the figure that you
cited, the 45 percent, refers to those directors. At this point, 24 per-
cent of those directors are minorities, an additional 30 percent are
women, and in total women and minorities come to the number
that you cited.

Now, among the reserve bank presidents, we are looking at 12
presidents, as you said, one is a minority and then there are two
women reserve bank presidents. I would very much like to see
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greater diversity at that level, too. And it is a goal that I hope we
will make progress on in the coming years.

The procedures for appointing those presidents are set out in the
Federal Reserve Act. The board has to approve the appointments
of presidents that are recommended by the Class B and C directors
of the reserve banks. We insist and make sure that the searches
for those presidencies are national, that the candidate pool is di-
verse, and that due consideration is given to diversity as an impor-
tant goal. We welcome and have been recently taking public sug-
gestions from the public about possible candidates and when these
searches are launched, we will make sure that candidates who are
suggested gain full consideration.

Ms. SEWELL. Now, I know it has been considered or suggested
that the Board of Governors fill the Class C directors on each re-
gional bank’s board with at least one individual from an academic
background, one from a consumer or community-based organiza-
tion, and one representative from a labor organization. What does
the Fed think about this recommendation, and does the Board of
Governors have a strategy for increasing the diversity of its leader-
ship so that candidates are considered who have a variety of back-
grounds, not just solely that of Wall Street?

Mrs. YELLEN. We track diversity, not only in terms of gender and
race, but also in terms of experience.

And I believe we have made considerable progress in achieving
the kind of diversity you are discussing. I believe in every reserve
bank branch there is an individual, might be an academic or some-
one who represents communities and nonprofits, and we are con-
stantly trying to add to our ranks of people who represent labor.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair recognizes the gentleman from Georgia, Mr. West-
moreland.

Mr. WESTMORELAND. Thank you, Mr. Chairman.

Chair Yellen, first of all, I want to thank you for the inspector
general going through your cybersecurity policies. I want to encour-
age you to listen to what he has to say because you are on the
frontline really of our affairs when it comes to cybersecurity. So, I
just wanted to thank you for that.

The other thing I wanted to do is make some comments between
the tit and tat kind of thing, between the gentleman from Wis-
consin and the gentleman from California, as far as the new regu-
lations. There were approximately 3,000 new regulations last year
with 81,000 pages of it.

The gentleman from California said this was to explain, these
pages, he was thankful for them because they were there to explain
the regulation. Ma’am, where I am from, if it takes you 27 pages
to explain something you are trying to tell somebody, something is
way too complicated.

And that is the point of some of the other questions that have
been here before, is the complex regulations are requiring all types
of compliance officers. Banks are being taken down with this.

Sometimes they have more compliance officers than they do loan
officers. So I guess my question to you regarding these overly bur-
densome regulations that are on our small banks is, is it a priority
of the Federal Reserve and for other members really of the Federal
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financial institutions, examination councils, is it your priority to
get these regulations off?

Mrs. YELLEN. It is our priority to do everything that we possibly
can to reduce regulatory burden.

I think we have already taken some significant steps. We are
completing the EGRPRA review. I believe we will take more steps
in light of that review. And we are looking carefully at a very sim-
plified capital regime that could apply to these community banks
if they are well-capitalized and managed.

Mr. WESTMORELAND. I feel like I have been asking this same
question now since 2008. My district probably had more community
bank failures than any other district in the United States.

And we keep hearing this over and over about, we are looking
at regulations and so forth. So, is there any way that you could
give me some type of timeline as to when something may come out
about this?

Mrs. YELLEN. We have already put quite a few things in place.
So, it is not that everything is in the future. We have raised our
thresholds to a billion dollars for capital requirements to apply to
small holding companies. We have changed our examination proc-
ess so that our examiners spend much less time in bank premises.

We have made our examinations more risk-based so that we
focus on those risks that really are relevant to banks. We have
taken a number of steps. We meet regularly, twice a year with a
group called CDAC which is community banks to hear their per-
spectives and take their suggestions when we can. We have a spe-
cial committee of the board that focuses on community banks and
assesses different ways to reduce burden.

Mr. WESTMORELAND. I thank you and I hope that you have been
communicating with the community banks, too, about what you can
do to actually help them.

One other thing just to follow up, as I mentioned, in my district
in Georgia, we know what it is like to lose a bank. While the Fed-
eral Government is focusing on economic policies for large banks,
designating banks and non-banks as SIFIs, conducting stress tests,
all the while these policies are still creating that notion that large
banks are too-big-to-fail.

And so I guess my point is that somehow there has to be a more
distinct classification between banks and the size of banks.

Mrs. YELLEN. I agree with that. We want to tailor our regula-
tions so that they are appropriate to the risks. And we are likely
to make changes to the stress testing regime that would reduce
burden on some of the smaller banking organizations that are sub-
ject to that process.

Mr. WESTMORELAND. Thank you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Georgia, Mr.
Scott.

Mr. ScorT. Thank you, Mr. Chairman.

Chair Yellen, when you visited here the last time, I raised the
issue about the high rate of unemployment among African Ameri-
cans. It is absolutely staggering. In some of our communities, par-
ticularly with African-American males between the ages of 18 and
37, it is over 22 percent, and in some communities it is as high as
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50 percent, which leads to all kinds of problems, the crime problem,
but more importantly the breakdown in the African-American fam-
ily, because these young men who are age 18 to 37, that is the
childbearing age.

So, we have to look at this as a national crisis. And I ask you
to do that. And you told me, you said that, Mr. Scott, I don’t have
the tools to do what you are asking.

But I say to you, Mrs. Yellen, you do have the tools. You have
your voice. You have your position. You have a dual mandate to
curb inflation, but also to deal with unemployment. And we need
you to use that voice to holler loud and clear that this is a national
crisis. It is the number-one domestic problem that we have in this
country because of the devastation and the impact in the African-
American community.

But here is what really concerns me. Since you say you don’t
have the tools, why are you so eager to change course on monetary
policy and raise interest rates yourself when the unemployment
level in the African-American community is so high?

Now, you said it yourself, you said here that your future rate in-
creases depending on the data you have. Well, to me, Chair Yellen,
the data is telling a pretty clear story: one, we are well-below the
2 percent inflation target; and two, growth abroad in places like
China is anemic. And most importantly, the dollar remains strong.

So tell me, Chair Yellen, what harm do you see in holding the
interest rate at its current level until we can get our hands around
this problem and get some improvement in the African-American
unemployment rate?

Mrs. YELLEN. Congressman, I do want to call attention to the
material that we included in this monetary policy report and in-
tend to continue including that discusses the situation, the labor
market situation of African Americans and other minority groups.
And it does document, as you said, the high unemployment rates
of African Americans.

Mr. ScoTT. Yes, I know it, but—

Mrs. YELLEN. But there has been improvement.

Mr. Scort. What is so frustrating to me is that you are in the
position to say something, to do something. This is intolerable. You
are the only agency with this dual mandate.

Mrs. YELLEN. Congressman, we are doing something.

Mr. ScorT. What is that?

Mrs. YELLEN. We are doing something extremely important,
which is putting in place a monetary policy that has brought down
unemployment rates and improved the labor market for all groups
in American society and trying to do that in the context of our price
stability mandate.

And as serious as the suffering is in the African-American com-
munity, and it is, there has been improvement and there will con-
tinue to be improvement and our policies are designed to make
sure that we continue to have improvements in the labor market
that will benefit the African-American community and others as
well.

And I have used my voice and I will continue to do so. And in
the work that we do in community development, we will continue
to use the tools at our disposal to try to identify interventions—
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Mr. ScorT. Let me try to identify something right here. We are
in the midst, legislatively, of doing things like building the Key-
stone Pipeline. Why can’t we target that so these young people can
get jobs or they can learn the basic skills as they work? Earn as
you learn, get them involved with labor unions that have skill pro-
grams.

We just passed a bill to be able to lift the embargo on crude oil.
That 1s going to spread out 200,000 jobs. We have to look at our
economy and point out areas where we can get African-American
young men into the wheel to learn these skills.

Mrs. YELLEN. This is for Congress to consider.

Mr. ScorT. We have done that. And we have done our job—

Chairman HENSARLING. The time of the gentleman has expired.

Mr. ScoTT. We need some leadership from you and this Adminis-
tration.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from New Jersey, Mr. Gar-
rett, chairman of our Capital Markets Subcommittee.

Mr. GARRETT. Thank you. And let me follow up on the question
that the gentleman was just talking about, about the negative, dis-
astrous impact that the Fed has had on the African-American com-
munity and the poor in this country.

Last year you gave a speech on income inequality and you said
that the income gap between the rich and the poor has long been
of interest to you and the Federal Reserve, and you expressed con-
cern about that and basically your comments were eerily similar to
what the Administration has been saying.

You lamented the problem, but failed to admit to acknowledge in
your comments that it is your actions and the Fed and the govern-
ment policies that can have a dramatic impact on expansion of the
gap between rich and the poor.

In fact, we are often reminded by the Federal Reserve and our
President how low-income families have fallen behind during this
Administration’s last 8 years. We have seen the greatest monetary
expansion and regulatory assault in history, and I think there is
no coincidence.

So let us look at your predecessor, what he said. Chair Bernanke
acknowledged on more than one occasion that monetary policy has
the effect of raising asset prices, in particular the stock market, I
am sure you agree with him. The question then we have is, who
does that really benefit? Who does your policy benefit?

Let me give you a number. According to Gallup, the survey, 90
percent of households with incomes over $75,000 own stock; only
21 percent of households under $30,000 own stock. So, if your poli-
cies, as Ben Bernanke indicated it does and you are nodding your
head as well, benefits the stock market, raises asset prices, who are
you benefiting? The rich. Who are you hurting? The poor.

So, the stock market has boomed. The biggest beneficiaries have
been households with income well above the national median and
particularly those at the very top where the wealth in the stock
market is concentrated. So, that is what the gentleman is pointing
out, your policies. He is looking for leadership, but leadership to
lead in the other direction, not always helping the rich, but hurting
the poor.
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And another area that we see where you take the pattern of
helping the rich and not the poor is, where does the average poor
person making under $30,000 put their money? In the stock mar-
ket? No, they put it into savings accounts. Now, according to the
FDIC, the average rate of return in America is 6 basis points.

At the same time, you are paying Wall Street banks 50 basis
points to park their money over there. So the question is, why do
you see the need to benefit the Goldman Sachs CEOs of the world
and pay them more than the small, local banks on Main Street
where my constituents have to invest their money? Do you see a
need to benefit the rich continuously to the disadvantage of the
poor? Why is that?

Mrs. YELLEN. I’'m sorry, we are not trying to benefit the rich at
the expense of the poor.

Mr. GARRETT. Okay. So your statement is your intention is not
to benefit the rich, but the facts of Ben Bernanke and others, what
you are nodding your head, is your actions are benefiting the rich
over the poor because of your monetary policy. Is that correct?

Mrs. YELLEN. It is not correct.

Mr. GARRETT. Which part is not? Is it not the fact—is Gallup
wrong when they say the rich are more likely to invest in the stock
markets than the poor? Is that not correct?

Mrs. YELLEN. That is true.

Mr. GARRETT. That is true. Is it not true that your quantitative
easing according to Ben Bernanke also benefits asset purchases?

Mrs. YELLEN. 14 million jobs—

Mr. GARRETT. Is that a fact?

Mrs. YELLEN. —is what our policy—

Mr. GARRETT. Excuse me. I have the floor. I am trying to find
out which fact is wrong.

The fact of the matter is is that the rich own stock, you said yes.
The fact of the matter is that quantitative easing increases asset
purchases, you said yes, asset prices, you said yes. The fact of the
matter is that you are indicating yes, that is increasing the valu-
ation of stock, you are indicating yes. And the fact of the matter
is, is that for the average poor person, they are not in the stock
market, they are in banks. You are saying yes. So all those facts
are correct.

Mrs. YELLEN. Houses are widely held by most families and low
interest rates have also—

Mr. GARRETT. But as far as where most people have their invest-
ments.

Mrs. YELLEN. —have also benefited from rising house prices.

Mr. GARRETT. Part of the problem is that although you admit
here today that it is not your intention to help the rich over the
poor, that when you are nodding yes on every point I raise, is that
the monetary policy of the Federal Reserve over the last several
years of your tenure benefits the rich over the poor and creates a
greater expansion of income inequality.

Mrs. YELLEN. I am sorry—

Mr. GARRETT. Let me go on to the next question. I only have a
minute here.

With regard to your balance sheet, I can’t get into the details as
far as the significant increase over time and the increase in the
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risk in the market. I understand the question was already raised
on whether you do a stress test on yourself and the answer was
no?

Mrs. YELLEN. Yes, we have.

Mr. GARRETT. Oh, you do do stress tests like you do on the banks
on yourself?

Mrs. YELLEN. We have performed that exercise.

Mr. GARRETT. And do you believe then that interest rate risks
and credit risks of your portfolio in this position now is at greater
risk than it was before when it was—

Mrs. YELLEN. We have no credit risk in your portfolio. We only
hold government and agency—

Mr. GARRETT. You are immune to credit rate risk?

Mrs. YELLEN. I think U.S. Treasury bonds are a pretty safe in-
vestment.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Minnesota, Mr.
Ellison.

Mr. ELLISON. Hello, Chair Yellen. I appreciate you being here,
and I appreciate all the work that you do.

I would like to commend the Fed for its decision to keep interest
rates low. I believe keeping interest rates low helps calm and
strengthen our economy. I also wish Congress had chosen to act as
assertively and creatively as the Federal Reserve did. The truth is
that without the Federal Reserve working, the fact is we have had
absolutely no fiscal assistance around here at all.

And I think if you looked at the historic amount of obstruction
that we have seen, it is really quite remarkable that anybody in
Congress would be shaking a finger at the Fed given how little we
have done to try to stimulate the economy and to help low-income
Americans. If Congress had funded an infrastructure bank for ex-
ample and rebuilt schools, bridges, roads, and transit, we would
have lower unemployment and a stronger economy. Lord knows we
need it. Lord knows that our infrastructure is crumbling all around
us.

Interest rates are at historic lows, we could really rebuild this
economy if we would have taken fiscal action. I would like to ask
you this, Chair Yellen, if the Congress approved money for infra-
structure development, would that have a positive effect on employ-
ment? How would it impact wages? How would it impact our pro-
ductivity if we had better, more improved infrastructure?

Mrs. YELLEN. I can’t give you a detailed assessment, but I cer-
tainly would agree that productivity growth has been very weak.

We have had a shortage of investment, private investment has
been very weak. That is one reason I think that productivity
growth has been so meager and generally having a stronger rate
of investment.

There are other things as well, education and training make a
difference here and supporting research and development. But
those things would contribute, I believe, to stronger productivity
growth and ultimately faster wage growth.

Mr. ELLISON. If you look historically at the amount of fiscal in-
vestment, how does the era that we have been in for the last, say,
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5, 6 years compare with other periods of fiscal investment in our
Nation’s history?

Mrs. YELLEN. I don’t have the numbers at my fingertips.

Mr. ELLISON. I am not going to sue you.

Mrs. YELLEN. But I think the answer is low.

Mr. ELLISON. Okay. And so you are supposed to fix the economy,
but we don’t suppose to do anything.

Mrs. YELLEN. We can use some help, thank you.

Mr. ELLISON. Yes, okay. When you were here in February, you
and I had an exchange on what the Federal Reserve could do to
increase employment for African Americans. And I wonder if you
had any update for me. Has the Federal Reserve been able to think
about a traditional policy toolkit to specifically consider invest-
ments and action that might impact African Americans, Latinos,
Native Americans, and low-income people?

In addition to keeping interest rates low, are there more targeted
tools that the Federal Reserve is considering or might recommend?

Mrs. YELLEN. In terms of our general stance on monetary policy,
we have seen a lot of improvement. And it has benefited African
Americans in spite of the fact that there remains so much distress
among African Americans and in the labor market that concerns
us. Nevertheless, there have been improvements.

We don’t have tools in monetary policy to target particular
groups. We want to make sure we have continued general improve-
ment in the labor market in the context of price stability. In the
community development work that we do inside the Fed, we are
quite focused on what we can do to aid low- and moderate-income
communities and trying to identify and promote programs that
seem to work.

In my travels, I have visited a number of workforce development
programs that I think are helpful in trying to match unemployed
African-American and other minorities with available jobs. Job
openings are at a record level and often programs that link-up
workers and jobs and sometimes there is a need for workforce
training.

We have done work and tried to promote best practices in this
area and credit availability more generally to low- and moderate-
income—

Chairman HENSARLING. The time of the gentleman from Min-
nesota has expired.

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

Mr. STivERrs. Thank you, Mr. Chairman.

And thank you, Chair Yellen, for being here today.

I appreciate that you have a hard job, and I wanted to ask you
a couple of questions. You just said to the gentleman from Min-
nesota that private investment is lacking. And it is clear that you
have reduced the interest rates in the economy, which is one factor
when people choose to make an investment.

But at the same time it appears that the increasing regulatory
requirements that are passed on to consumers through banks, in-
cluding a capital surcharge on bigger financial firms that is nearly
double the international average, it is 4.5 percent versus 2% per-
cent, a supplemental leverage ratio that is double, 6 percent versus
3 percent, a liquidity-coverage ratio that is more restrictive and
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punishes certain asset classes and a total loss-absorbing capital re-
quirement that doesn’t consider things like market making to get
capital in the economy.

It just seems like even though you have reduced interest rates
with your monetary policy, your regulatory policies are increasing
costs and therefore decreasing folks’ ability to make private invest-
ment and also doing it at such a level higher than the rest of the
world, it just makes America a less attractive place to place jobs,
financial service jobs and other jobs. And I know you have com-
mented that you want to try to take a look at all that and I really
appreciate your willingness to take a look at it.

I know the European Commission just did a call for evidence to
review the ways that their financial regulations are actually work-
ing and recalibrate the rules to support both liquidity and markets,
economic growth and lending. Do you have any plans to do some-
thing similar, given that our regulations are so far out of whack
with rest of the international community?

Mrs. YELLEN. I won’t comment on tax policy, but our regulations
with respect to banking organizations are not really out of line
with international standards. We have worked jointly with other
countries to try to maintain a level playing field and to raise stand-
ards in tandem. We have really improved the safety and soundness
of the banking system. We have a banking system that is extend-
ing lots of credit. Credit is readily available to most corporations.
Loans have been growing and banks are eager to make loans. They
are priced at low interest rates given this environment, so—

Mr. STIVERS. But clearly they are not borrowing, so interest rates
aren’t doing enough. That is kind of to my point. I guess you didn’t
answer my question. Are you going to be opening up the regula-
tions for comments the way the European regulators have or not,
because you have said you will, but I have not seen anything on
it. Will that happen, or not?

Mrs. YELLEN. We are currently going through the EGRPRA proc-
ess and looking at our regulations.

Mr. STIVERS. Okay. I do want to compliment Governor Tarullo
for his comments in The Wall Street Journal recently that acknowl-
edged that small and medium-sized banks do not present the same
systemic risk and therefore he is going to try and reduce their com-
pliance cost.

Those are the kind of things I am talking about and they are
great to see in The Wall Street Journal, I would love to see them
happen. So, I want to compliment him on his willingness to say he
is going to do that and I just want to encourage you to encourage
that to happen.

Because the Office of Financial Research, which is charged with
doing the research on systemic risk, did a study a year ago that
showed the systemic risk of all the institutions. The six largest in-
stitutions have an overwhelming majority of the risk in the entire
financial system, and I think we should concentrate our previous
regulatory capital on those that generate the biggest risk for our
system and relieve the folks who don’t generate risk from things
that don’t want sense.

And so I was really pleased to see Governor Tarullo’s comments,
but I would urge you to actually implement those.
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Mrs. YELLEN. I am very supportive of the things that he said. We
are focused on it. I agree that we want to do everything we can to
eliminate burden for those community banks.

Mr. STivERS. Thank you. And my time has almost expired, but
I would urge you, and I know that this is our monetary policy hear-
ing, and we have a regulatory hearing every 6 months as well, and
I would urge you, and I know that Governor Tarullo is an acting
regulatory supervisor, he has not been confirmed by the Senate,
but I would hope you would bring him with you during that hear-
ing, which is coming up.

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

Chairman HENSARLING. The time of the gentleman has expired,
but to ensure that the gentleman does not engage in an act of polit-
ical negligence, by unanimous consent he will be granted an addi-
tional 10 seconds if he wishes to recognize Cleveland’s NBA cham-
pionship.

[laughter]

Mr. STIVERS. Thank you, Mr. Chairman. Go, Cavs! I yield back.

Chairman HENSARLING. The gentleman yields back.

The Chair now recognizes the gentleman from South Carolina,
Mr. Mulvaney.

Mr. MULVANEY. I thank the chairman.

Chair Yellen, thank you very much for being here.

In your opening testimony, you said the following, “Another fac-
tor that supports taking a cautious approach in raising the Federal
funds is that the Federal funds rate is still near its effective lower
bound.” What is the effect of lower bound?

Mrs. YELLEN. Well, I meant zero.

Mr. MULVANEY. So no, we can put that to bed, correct? No nega-
tive rates in the Fed’s future, correct?

Mrs. YELLEN. It is not something we are contemplating.

Mr. MULVANEY. Thank you very much. I have a couple of ques-
tions that deal with, while we are not going negative, still deal
with rates staying at or near zero for a long time.

Other countries have seen their rates go negative, and obviously
that has an impact on the value of the dollar, driving it up. You
have taken a position previously that you thought that a strong
dollar was “something of a drag or could be something of a drag
on the economy.”

So my question for you is this: As you make your decisions re-
garding rates, or even as you make your decisions regarding your
guidance, what weight do you put on the fact that other countries
are going negative, or are approaching zero? How does that factor
into your decision-making?

Mrs. YELLEN. The situation of other countries is important in our
decision-making. To the extent their rates decline or lower than
ours, it does tend to put upward pressure on the dollar, which is
a drag.

But to the extent that their policies are successful in promoting
stronger growth in those countries, then that boosts the demand for
exports, so we need to take both aspects of it into account. And
generally, it may differ from situation to situation, but when coun-
tries take steps, including monetary policy steps to support de-
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mand, domestic demands in their own countries, it has these mixed
effects on our outlook.

Mr. MULVANEY. Thank you.

Mrs. YELLEN. Nevertheless, we assess it and take it into account
in setting our own policy.

Mr. MULVANEY. Another issue regarding long-term at or near-
zero rates, in 2011 this body estimated that our interest payments
this year, actually next year, would be about $600 billion. The real
number next year will about $300 billion, even though the actual
debt today is greater than we thought it would have been 5 or 6
years ago.

What weight, what consideration, what pressure do you feel, if
any, to maintain low interest rates in order to keep the govern-
ment’s borrowing costs low? We all know what could happen if in-
terest rates were to spike, the interest cost to the Nation would go
up dramatically, possibly causing a fiscal crisis. Do you factor that
into your decision-making on setting your rates or setting your
guidance?

Mrs. YELLEN. We do not factor that into our decision-making.
That is an important reason why most countries have chosen to
have their central banks have independence in making monetary
policy, because when financing the government becomes the focus
of monetary policy, inflation can rise to highly undesirable levels.
The Congress told us to focus on maximum employment and price
stability and that is what we are doing and will continue to do.

Mr. MULVANEY. So it is fair to say, and I am sorry to cut you
off, but you know how we deal with time, it is fair to say that if
your dual mandate required you otherwise to raise rates, you
would do that, even if it were to create difficulties on a fiscal stand-
point in terms of paying our Nation’s debt?

Mrs. YELLEN. That is correct. That is Congress’ to consider. The
CBO does projections for Congress that assume an outlook with ris-
ing short-term interest rates and long-term interest rates and that
faﬁtors into the information that you get in deciding on specifics of
politics—

Mr. MULVANEY. Speaking of rising rates, Mr. Huizenga a while
ago asked you a question about a rising interest rate environment
and the impact that might have on your remittances to the Treas-
ury and you had said that while it was certainly contemplatable
that a rising interest rate environment could lead to net negative
earnings at the Fed, that that, and I think your exact words were,
“could be a very nice situation because it would be indicative of
strong growth.”

The last time I remember in my lifetime having extraordinary
high interest rates, the problem was it was no growth, which was
in the late 1970s, that is accurate, right?

We have had periods in this country’s recent history of high in-
terest rates and low growth. And that would not be a very good sit-
uation to be in.

Mrs. YELLEN. That would be a much less desirable situation. I
did indicate that it is highly unlikely and would require a very un-
likely set of circumstances.

Mr. MULVANEY. But it is possible that a set of circumstances
would arise where your net earnings would go zero or negative?



47

Mrs. YELLEN. It is possible.

Mr. MULVANEY. Thank you, ma’am.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from North Carolina,
Mr. Pittenger.

Mr. PITTENGER. Thank you, Mr. Chairman.

Chair Yellen, I would like to make a comment initially, a ref-
erence to my friend Mr. Heck from Washington, he stated that you
played a most important key role in terms of our economy and the
increasing of jobs.

And after that you mentioned that we are allotting 14 million
jobs through a very accommodating monetary policy. That comes
out to about 160,000 jobs a month over an average around 90
months during this Administration.

The contrast I would bring to you is that we had, in the 1970s,
20 percent interest rates, high inflation, high unemployment, and
gas lines, as you recall. And the regulatory burden was signifi-
cantly reduced, the tax burden was reduced, and in 2 years we
were creating 300,000 and 400,000 and 500,000 jobs a month, 1
month a million jobs.

Don’t you see that the clear contrast in terms of the regulatory
burden that has been put on in our economy today and how that
has not achieved the desired impact that these good folks have
come to want? And there was a concern, I see their green shirts,
I see their expressions of hope.

And yet, the fact that the very policies that have been initiated
seems to be counterproductive. That is my comment.

Now, my question is related to, as you know, the comprehensive
capital analysis and review known as CCAR is the Federal Re-
serves supervisory stress test for U.S. financial institutions.

This month, Governor Tarullo announced the Fed will likely add
the G-SIB surcharge as a component of future CCAR exercises. I
am concerned that the Fed has failed to adequately consider if
there is any benefit in adding this as a component.

The CCAR currently contains two components that are unique to
U.S. G-SIBs. First, only U.S. G-SIBs are required to assume a
counterparty failure scenario. Secondly, the U.S. G-SIBs are re-
quired to assume an instantaneous global market shock. According
to a clearinghouse analysis, both of these existing components al-
ready make up a significant portion the G-SIB surcharge calcula-
tion, including on issues of interconnectedness, complexity and
cross-jurisdictional activity.

Chair Yellen, doesn’t inclusion of the G-SIB surcharge on top of
the current G-SIB-only components result in regulatory redun-
dancy? Do you believe that this is in essence a double tax on these
risks?

Mrs. YELLEN. I think Congress intended for systemically impor-
tant firms to be more resilient than other firms and recognize that
it is important that even in very adverse circumstances, those
firms can go on serving the credit needs of the country, continue
to lend. And in all the static requirements, the leverage ratio, static
capital requirements, we have added an extra level, higher require-
ments for those firms. And I believe it is appropriate—
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Mr. PITTENGER. Let me ask you this. What then is the net added
benefit of adding the G-SIB surcharge as part of the CCAR exer-
cise? Where do you see the benefit to that?

Mrs. YELLEN. It is a forward-looking exercise in which we look
at how these firms would perform and survive in a highly adverse
circumstance—

Mr. PITTENGER. You don’t see it as an unnecessary added burden
to these firms?

Mrs. YELLEN. I think it is important that these firms be resilient.
But let me just say that we are doing a 5-year review of the stress
test in CCAR and will probably make other changes as well that
could be partially offsetting in terms of capital levels.

Mr. PITTENGER. One comment, there has been much said about
community banks, the Federal Reserve Bank Minneapolis Presi-
dent Neel Kashkari made comments regarding his contact with the
community bank in seeking to get a loan.

And his comment was that he saw through that an extraordinary
painful process. This was his own personal experience. He went on
to say that these community banks suffer under the new regulatory
regime. He added that the notion of let us solve too big to fail and
relax regulations on those who are not systemically risk, that he
supports that philosophy.

I just want to emphasize again and some of this has already been
said today, the real issue of addressing these community banks—
I served on a community bank board for a decade and to date there
are no additional community banks that are being formed because
they don’t see that market capability, they don’t see their ability
to support the requirements of the regulatory burden, but I would
just emphasize that need to you.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from New York, Mrs.
Maloney, the ranking member of our Capital Markets Sub-
committee.

Mrs. MALONEY. Thank you very much, Mr. Chairman.

Chair Yellen, when you were here in February, I asked you
whether the decline in inflation expectations to historically low lev-
els had caused you to rethink the inflation projections. And you
said that it is something that you are, and I quote, “evaluating
closely.”

Since February, however, inflation expectations have fallen even
further. Why do you think inflation expectations have continued to
decline?

Mrs. YELLEN. Some measures have declined and others have not.
Survey measures like the Michigan survey of households have de-
clined. In professional forecaster surveys, we don’t see a decline.

I'm not sure why, we are focused on that, but the decline we
have seen in energy prices going back some time may be influ-
encing household’s perceptions. We have also seen declines since I
was here last, in what is called inflation compensation, which is
market-based measures of the extra yield that investors require to
hold longer-dated Treasury nominal securities over tips.

And that is not a pure measure of inflation expectations. I think
perceptions of inflation risk and the value given the global risks
that investors attach to Treasuries as a safe haven may be playing
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a role. We watch this carefully because it can feed into actual price
setting, but core inflation is now running about 1.6 percent over
the last 12 months. It has moved up some. Headline inflation is
moving up as oil prices have come up some and stabilized and as
the dollar has stabilized, and of course, we need to keep track of
this. It is a risk. But inflation is behaving largely as I would have
anticipated.

Mrs. MALONEY. How long do we have to go without an increase
in inflation expectations for you to reconsider your plan to gradu-
ally increase interest rates?

Mrs. YELLEN. We are watching inflation and inflation expecta-
tions. As I said, in spite of some of these measures declining fur-
ther, actual inflation is moving up and roughly in the manner we
expected and we are also watching the labor market as the labor
market tightens and we see pressures develop there.

We certainly are contemplating some further increases in short-
term rates if things continue as we expect. We want to make sure,
we want to get inflation back to 2 percent, that is our objective, we
are committed to that, but we want to make sure that inflation
doesn’t rise to the point where we compromise price stability ei-
ther.

Mrs. MALONEY. Okay. I am very concerned about the recent cy-
bersecurity breaches involving SWIFT in which hackers success-
fully stole foreign banks’ SWIFT credentials and then initiated
fraudulent fund transfers from these foreign banks.

And as you know, I sent you, the Fed, and the OCC a letter last
month asking what your agencies are planning to do in response
to these truly unprecedented attacks. Can you give us an update
on the banking regulators’ response to these attacks? Are you con-
cerned that these cyberattacks could undermine confidence in the
international payments system?

And even though the hackers have not successfully stolen the
SWIFT credentials of a U.S. bank, what effect could these attacks
have on the U.S. banking system? It certainly rattled me that this
happened.

And as you know, the Federal Reserve is one of the 10 central
banks that collectively oversees SWIFT. What has the Fed done in
its capacity as a regulator of SWIFT to respond to these attacks?
I must tell you, if I go to a foreign country that I am not expected
to be in, my bank stops my transaction until I tell them it is okay.
It is, to me, quite unbelievable that such a large amount of millions
of dollars could be transferred to sites, including a casino in the
Philippines. I think this is a threat to the U.S. banking system.

Mrs. YELLEN. So, let me just say, the New York Fed systems
weren’t compromised, but they are looking at their processes, look-
ing at what is best practices, looking at the possibility of enhanced
monitoring for certain kinds of transactions.

We expect the institutions we supervise to make sure that they
comply with procedures to control access to critical payment serv-
ices and to review and ensure that they are meeting security re-
quirements. We do participate in an oversight arrangement for
SWIFT run by the—

Chairman HENSARLING. The time of the gentlelady from New
York has expired.
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The Chair wishes to advise Members that in order to accommo-
date the witness’ schedule, the Chair intends to recognize three
more Members. Currently, the queue would be Mr. Barr, Mr.
Rothfus, and Mr. Williams.

The gentleman from Kentucky, Mr. Barr is recognized.

Mr. BARR. Thank you, Mr. Chairman.

Welcome back to the committee, Chair Yellen.

New York Fed Bank President William Dudley recently acknowl-
edged a link between post-crisis regulations and liquidity problems
in Treasuries, corporate bonds, and asset-backed securities. Specifi-
cally, he stated that capital liquidity requirements for the largest
securities dealers, which have been raised significantly since the fi-
nancial crisis, have adversely impacted market liquidity.

These regulatory changes have affected the profitability of dealer
intermediation activities and consequently the provision of market
liquidity. Do you agree that market liquidity has declined since the
implementation of these post-crisis regulations?

Mrs. YELLEN. It is really difficult to tell because by many meas-
ures, market liquidity remains quite adequate and hasn’t deterio-
rated, but we certainly hear and have seen some evidence that
under stress, the liquidity may disappear.

And there are a bunch of different factors that we are looking at
that may be relevant to that. Regulations are on the list. I am not
precluding a role there, but there are changes in business models.
High-frequency trading has become very dominant in the Treasury
market.

Mr. BARR. Let me just interject right there. Do you agree with
your colleague, Mr. Dudley, that Volcker, risk retention, TLAC,
some of the supplemental ratio and some of these other require-
ments have decreased trade sizes, have resulted in fewer active
trading participant participants, there is a transfer of market mak-
ing activities out of highly regulated banks and into the less regu-
lated shadow banking sector which has less capacity to act as a li-
quidity provider?

Mrs. YELLEN. I didn’t know that he said that. That’s a long list.

Mr. BARR. I got a little more specific than he did.

Mrs. YELLEN. Okay.

Mr. BARR. But that is really what is happening according to a
lot of the market participants.

Mrs. YELLEN. You put a lot of things on the list that I am not
aware of any research suggests are in any way relevant to this phe-
nomenon. I am not aware of research that documents what the role
is of any specific regulation, but it is something we will look at.

We are looking at—

Mr. BARR. Let me follow up on a question, a specific question
about this issue that I asked you in February.

I asked you how the Fed was reviewing and tailoring the funda-
mental review of the trading book for the domestic market. That
is a rule that increases capital held against securitization expo-
sures in the bank trading book by up to 5 times the amount al-
ready required under Basel III. And one industry study suggests
that the trading of U.S. asset-backed securities would become un-
economical if the rule is not tailored to the U.S. marketplace.
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That is a really big deal, Chair Yellen, because if it is uneco-
nomical to act as a market maker for commercial mortgage-backed
securities, or residential mortgage-backed securities, auto loans,
credit cards, collateralized loan obligations, and if banks pull out
of the ABS marketplace, that is a $1.6 billion source of consumer
lending. That is 30 percent of all lending to U.S. consumers. So
how is that going? You indicated to me 4 months ago that you were
taking a look at that. How is that going?

Mrs. YELLEN. I need to get back to you with further details, and
I will do that.

Mr. BARR. Thank you for doing that. We need you to take a look
at it. Tailoring is very important.

And kind of to conclude, in your prepared remarks, you indicated
that business investment was surprisingly weak. Maybe the reason
why the Fed is surprised and continued to miss on forecasts, and
the Fed, as The Wall Street Journal pointed out estimated 2.4 per-
cent growth in December, that had fallen to 2.2 percent by March,
this month it was down to 2 percent, and it follows the Federal Re-
serve’s consistent record of forecasting error from a standpoint of
predicting stronger growth than is actually occurring.

Maybe the reason why the Fed is missing out on these forecasts
is that you continue to view fiscal policy as a “small positive” when
it is obvious to everybody in the private economy that over-regula-
tion is producing illiquidity. It is drying up access to capital. You
are very cognizant of keeping interest rates low, you are putting off
raising rates, it seems to me contradictory to the lack of attention
that the Fed seems to be giving to over-regulation as an impedi-
ment to economic recovery.

I would like you to comment on that.

Mrs. YELLEN. Growth has been disappointing. I am not sure of
the reason. But our forecasts of the unemployment rate and
progress in the labor market have been pretty close. And we have
seen a lot of job creation, firms that are doing relatively little in-
vesting are doing a lot of hiring.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from Pennsylvania, Mr.
Rothfus.

Mr. RoTHFUS. Thank you, Mr. Chairman.

Chair Yellen, my colleague Mr. Foster touched on the issue with
custody banks. I just want to follow up a little bit. I asked you pre-
viously about custody banks and their ability to accept deposits be-
cause of the supplementary leverage ratio rule. I would like to fol-
low up by asking, is the Fed studying or analyzing how the supple-
mentary leverage rule is impacting the custody banks’ ability to ac-
cept deposits?

Mrs. YELLEN. We will look at that. I am aware of concerns
around that.

Mr. ROTHFUS. There is no current study that you are going to do,
or you are planning on doing, but you are not studying it today?

Mrs. YELLEN. We don’t have a study underway, but you are talk-
ing about a handful of banks and the impact this has on them. And
we are aware of the concerns around this, and we will look at it.

Mr. RoTHFUS. If a bank is charging for deposits, that is the
equivalent of a negative interest rate, would you agree with that?
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Mrs. YELLEN. For that bank for that class.

Mr. ROTHFUS. If custody banks are unwilling or unable to take
client cash, where would the cash go? Any idea where a customer
might park that cash?

Mrs. YELLEN. They might put it in other banks that are less con-
strained or in money market funds.

Mr. RoTHFUS. Purchase Treasuries?

Mrs. YELLEN. Or do other things, yes.

Mr. ROTHFUS. As you know, both the proposed net stable funding
ratio rule and the liquidity coverage ratio rule use the same thresh-
olds to determine whether and to what extent those rules apply to
financial institutions. Specifically, any institution with more than
$250 billion in assets is subject to the full version of the rules.

In prior testimony, though, you indicated that the full version of
these rules should apply to only those that are internationally ac-
tive. Yet, in defining the term, you indicated that institution could
be considered as such merely if it has more than $250 billion in
total assets, even if it has no or limited foreign activities. Could
you explain why a bank should be considered internationally active
even if it has no or very limited foreign activities?

Mrs. YELLEN. I am not sure exactly what firms you are referring
to. I don’t have enough detail on that to be able to tell you, to an-
swer that. I will get back to you on it.

Mr. ROTHFUS. Yes, I would appreciate it. We will follow up with
you.

Again, any firm with more than $250 billion being somehow
deemed to be internationally active, that is what we would be curi-
ous to learn.

You talked about headwinds the last time you were here,
headwinds to the economy, headwinds today. The Fed is not oper-
ating in a vacuum. There has been discussion about any number
of issues that are going out there. You would agree that low inter-
est rates themselves are not a headwind, right?

Mrs. YELLEN. No.

Mr. ROTHFUS. And in fact, with low interest rates, you would ex-
pect much more robust economic growth.

Mrs. YELLEN. That is correct.

Mr. RoTHFUS. You testified you expect the headwinds to “slowly
fade over time.”

I contend those headwinds, like I did last time, are regulatory
and we had a discussion here today about some of the regulatory
impact. A number of Members have raised this issue because we
are hearing it from our constituents back home, small businesses.

So I contend again it is the regulatory and fiscal policies that
this Administration has pursued, which is not the vacuum, again,
the Fed is not operating in a vacuum. We have higher taxes, the
Affordable Care Act, EPA, Dodd-Frank regulations that I contend
are missing the mark because Dodd-Frank itself missed the mark.
Would you consider any of these regulations or fiscal policies to be
headwinds to the economy?

Mrs. YELLEN. I would say that productivity growth and growth
in the economy’s capacity to supply goods and services has been
pretty meager. And we are really not sure what the cause is. I
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would point out that it is a global phenomenon. We are seeing this
in many parts of the world.

Mr. ROTHFUS. But you also see other countries imposing other
regulations on their economies as well.

Mrs. YELLEN. The reasons may not all be the same in different
countries. I don’t think we really have a very good handle on it.

Mr. ROTHFUS. I am concerned because you talk about the
headwinds, yet you are not diagnosing the full scope of what the
headwinds are.

And as we look at the performance of this economy, which is
sputtering, and looking at the constituents I talk to have not seen
raises and the small businesses who are not accessing capital. I
think we have to take a comprehensive look at what those
headwinds truly are. I would encourage you to do that.

I yield back.

Chairman HENSARLING. The gentleman yields back.

The Chair is going to recognize now the last Member, the gen-
tleman from Texas, Mr. Williams, who is recognized for 5 minutes.

Mr. WiLLiaAMS. Thank you, Mr. Chairman.

And Chair Yellen, thank you for being here.

I am from Texas. I am a small-business owner, and I have been
for 44 years. I appreciate your testimony.

Last July, we had a chance to chat about community-based fi-
nancial institutions. I further asked you, when I go back home,
what should I tell the community bankers, the credit unions who
feel they are being penalized, even targeted, for the financial col-
lapse of our economy?

What you said was that you are trying to do everything you can
to relieve burdens on community banks that have been through
very difficult times.

Now, Madam Chair, 1 year later, community-based financial in-
stitutions are still feeling the pain, I can tell you, and most of them
don’t see any relief in sight.

Recent research from the Mercatus Center shows that the Dodd-
Frank Act creates more regulatory restrictions than do all other
regulations of the current Administration combined, over 27,000 re-
strictions for all laws passed through 2014. So clearly, someone is
not getting the message.

So, in your experience, is it more difficult for a small institution
to comply with new regulatory mandates than it is for a larger in-
stitution?

Mrs. YELLEN. Well, very small institutions, certainly we would
recognize there are burdens involved. But we have also tried to tai-
lor our regulations so that there is less burden and many fewer
rules apply to smaller institutions.

There has been an increase in the capital standards that apply
to those institutions, but most of the things we have discussed
today, stress tests, TLAC, other things, liquidity regulations, don’t
apply to those institutions at all. And as I said, we have tried to
make many efforts and will continue looking for ways to simplify
the regulatory regime and the capital regime for those institutions.

Mr. WiLLiaMS. Has the number of regulatory changes negatively
affected the community financial institutions’ ability, do you think,
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to offer products and services to consumers more than it has af-
fected larger institutions?

Mrs. YELLEN. I don’t know that it has affected smaller institu-
tions more than larger institutions.

Mr. WiLLIAMS. I would submit that it has. I wish you would take
a look at it, because to be honest I don’t really know how you start
a business—like I said, I am a business person—in this economic
environment. I don’t know how people would get started. I don’t
know how a new business even secures capital or is able to remain
profitable.

One thing you said earlier was that corporations can secure cred-
it. They can secure capital. But I am a Main Street person, and I
can tell you I don’t see that opportunity being able to get capital
and start a business right now with Main Street.

So let me just close by saying this, Madam Chair. I ask these
questions because the Federal Reserve is responsible for the regu-
latory oversight of about 5,000 bank holding companies, 850 deposi-
tory institutions that are State-chartered members of the Fed. I
personally have heard from banks in my district that the dispropor-
tionate impact of the ever-mounting regulatory burden is contrib-
uting to increased industry consolidation.

So, my question would be, would you please explain the negative
consequences that result from consolidation and the effects of con-
solidation on the local and national economy?

Mrs. YELLEN. Community banks are very important in supplying
the kinds of services to their communities that may not be readily
available from larger institutions. And I certainly agree that it is
important that they remain healthy and vibrant and able to thrive
and contribute to the growth of their communities.

Mr. WILLIAMS. Reducing regulations would help that. So, please
take a look at it. Main Street America is hurting. There is a dif-
ference between Main Street and Wall Street.

Mr. Chairman, I yield back.

Chairman HENSARLING. The gentleman yields back.

I wish to thank Chair Yellen for her testimony today.

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

This hearing stands adjourned.

[Whereupon, at 1:07 p.m., the hearing was adjourned.]
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Chairman Hensarling, Ranking Member Waters, and other members of the Committee, 1
am pleased to present the Federal Reserve’s semiannual Monetary Policy Report to the Congress.
In my remarks today, T will briefly discuss the current economic situation and outlook before
turning to monetary policy.

Current Economic Situation and Outlook

Since my last appearance before this Committee in February, the economy has made
further progress toward the Federal Reserve’s objective of maximum employment. And while
inflation has continued to run below our 2 percent objective, the Federal Open Market
Committee (FOMC) expects inflation to rise to that level over the medium term. However, the
pace of improvement in the labor market appears to have slowed more recently, suggesting that
our cautious approach to adjusting monetary policy remains appropriate.

In the labor market, the cumulative increase in jobs since its trough in early 2010 has now
topped 14 million, while the unemployment rate has fallen more than 5 percentage points from
its peak. In addition, as we detail in the Monetary Policy Report, jobless rates have declined for
all major demographic groups, including for African Americans and Hispanics. Despite these
declines, however, it is troubling that unemployment rates for these minority groups remain
higher than for the nation overall, and that the annual income of the median African American
household is still well below the median income of other U.S. households.

During the first quarter of this year, job gains averaged 200,000 per month, just a bit
slower than last year’s pace. And while the unemployment rate held steady at 5 percent over this
period, the labor force participation rate moved up noticeably. In April and May, however, the
average pace of job gains slowed to only 80,000 per month or about 100,000 per month after

adjustment for the effects of a strike. The unemployment rate fell to 4.7 percent in May, but that
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decline mainly occurred because fewer people reported that they were actively seeking work. A
broader measure of labor market slack that includes workers marginally attached to the
workforce and those working part-time who would prefer full-time work was unchanged in May
and remains above its level prior to the recession. Of course, it is important not to overreact to
one or two reports, and several other timely indicators of labor market conditions still look
favorable. One notable development is that there are some tentative signs that wage growth may
finally be picking up. That said, we will be watching the job market carefully to see whether the
recent slowing in employment growth is transitory, as we believe it is.

Economic growth has been uneven over recent quarters. U.S. inflation-adjusted gross
domestic product (GDP) is currently estimated to have increased at an annual rate of only 3/4
percent in the first quarter of this year. Subdued foreign growth and the appreciation of the
dollar weighed on exports, while the energy sector was hard hit by the steep drop in oil prices
since mid-2014; in addition, business investment outside of the energy sector was surprisingly
weak. However, the available indicators point to a noticeable step-up in GDP growth in the
second quarter. In particular, consumer spending has picked up smartly in recent months,
supported by solid growth in real disposable income and the ongoing effects of the increases in
household wealth. And housing has continued to recover gradually, aided by income gains and
the very low level of mortgage rates.

The recent pickup in household spending, together with underlying conditions that are
favorable for growth, lead me to be optimistic that we will see further improvements in the labor
market and the economy more broadly over the next few years. Monetary policy remains
accommodative; low oil prices and ongoing job gains should continue to support the growth of

incomes and therefore consumer spending; fiscal policy is now a small positive for growth; and
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global economic growth should pick up over time, supported by accommodative monetary
policies abroad. As a result, the FOMC expects that with gradual increases in the federal funds
rate, economic activity will continue to expand at a moderate pace and labor market indicators
will strengthen further.

Turning to inflation, overall consumer prices, as measured by the price index for personal
consumption expenditures, increased just 1 percent over the 12 months ending in April, up
noticeably from its pace through much of last year but still well short of the Committee’s
2 percent objective. Much of this shortfall continues to reflect earlier declines in energy prices
and lower prices for imports. Core inflation, which excludes energy and food prices, has been
running close to 1-1/2 percent. As the transitory influences holding down inflation fade and the
labor market strengthens further, the Committee expects inflation to rise to 2 percent over the
medium term. Nonetheless, in considering future policy decisions, we will continue to carefully
monitor actual and expected progress toward our inflation goal.

Of course, considerable uncertainty about the economic outlook remains. The latest
readings on the labor market and the weak pace of investment illustrate one downside risk--that
domestic demand might falter. In addition, although I am optimistic about the longer-run
prospects for the U.S. economy, we cannot rule out the possibility expressed by some prominent
economists that the slow productivity growth seen in recent years will continue into the future.
Vulnerabilities in the global economy also remain. Although concerns about slowing growth in
China and falling commodity prices appear to have eased from earlier this year, China continues
to face considerable challenges as it rebalances its economy toward domestic demand and
consumption and away from export-led growth. More generally, in the current environment of

sluggish growth, low inflation, and already very accommodative monetary policy in many
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advanced economies, investor perceptions of and appetite for risk can change abruptly. One
development that could shift investor sentiment is the upcoming referendum in the United
Kingdom. A U.K. vote to exit the European Union could have significant economic
repercussions. For all of these reasons, the Committee is closely monitoring global economic
and financial developments and their implications for domestic economic activity, labor markets,
and inflation.

Monetary Policy

I will turn next to monetary policy. The FOMC seeks to promote maximum employment
and price stability, as mandated by the Congress. Given the economic situation I just described,
monetary policy has remained accommodative over the first half of this year to support further
improvement in the labor market and a return of inflation to our 2 percent objective.
Specifically, the FOMC has maintained the target range for the federal funds rate at 1/4 to
1/2 percent and has kept the Federal Reserve’s holdings of longer-term securities at an elevated
level.

The Committee’s actions reflect a careful assessment of the appropriate setting for
monetary policy, taking into account continuing below-target inflation and the mixed readings on
the labor market and economic growth seen this year. Proceeding cautiously in raising the
federal funds rate will allow us to keep the monetary support to economic growth in place while
we assess whether growth is returning to a moderate pace, whether the labor market will
strengthen further, and whether inflation will continue to make progress toward our 2 percent
objective. Another factor that supports taking a cautious approach in raising the federal funds
rate is that the federal funds rate is still near its effective lower bound. If inflation were to

remain persistently low or the labor market were to weaken, the Committee would have only
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limited room to reduce the target range for the federal funds rate. However, if the economy were
to overheat and inflation seemed likely to move significantly or persistently above 2 percent, the
FOMC could readily increase the target range for the federal funds rate.

The FOMC continues to anticipate that economic conditions will improve further and that
the economy will evolve in a manner that will warrant only gradual increases in the federal funds
rate. In addition, the Committee expects that the federal funds rate is likely to remain, for some
time, below the levels that are expected to prevail in the longer run because headwinds—which
include restraint on U.S. economic activity from economic and financial developments abroad,
subdued household formation, and meager productivity growth-—mean that the interest rate
needed to keep the economy operating near its potential is low by historical standards. If these
headwinds slowly fade over time, as the Committee expects, then gradual increases in the federal
funds rate are likely to be needed. In line with that view, most FOMC participants, based on
their projections prepared for the June meeting, anticipate that values for the federal funds rate of
less than 1 percent at the end of this year and less than 2 percent at the end of next year will be
consistent with their assessment of appropriate monetary policy.

Of course, the economic outlook is uncertain, so monetary policy is by no means on a
preset course and FOMC participants’ projections for the federal funds rate are not a
predetermined plan for future policy. The actual path of the federal funds rate will depend on
economic and financial developments and their implications for the outlook and associated risks.
Stronger growth or a more rapid increase in inflation than the Committee currently anticipates
would likely make it appropriate to raise the federal funds rate more quickly. Conversely, if the

economy were to disappoint, a lower path of the federal funds rate would be appropriate. We are
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committed to our dual objectives, and we will adjust policy as appropriate to foster financial
conditions consistent with their attainment over time.

The Committee is continuing its policy of reinvesting proceeds from maturing Treasury
securities and principal payments from agency debt and mortgage-backed securities. As
highlighted in the statement released after the June FOMC meeting, we anticipate continuing this
policy until normalization of the level of the federal funds rate is well under way. Maintaining
our sizable holdings of longer-term securities should help maintain accommodative financial
conditions and should reduce the risk that we might have to lower the federal funds rate to the
effective lower bound in the event of a future large adverse shock.

Thank you. I would be pleased to take your questions.
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STATEMENT ON LONGER-RUN GOALS AND MONETARY POLICY STRATEGY

Adopted etfective January 24, 2012; as amended effective January 26, 2076

The Federal Open Market Committee (FOMC) is firmly committed to fulfilling its statutory
mandate from the Congress of promoting maximum employment, stable prices, and moderate
long-term interest rates. The Committee seeks to explain its monetary policy decisions to the public
as clearly as possible. Such clarity facilitates well-informed decisionmaking by households and
businesses, reduces economic and financial uncertainty, increases the effectiveness of monetary
policy, and enhances transparency and accountability, which are essential in a democratic society.

Inflation, employment, and long-term interest rates fluctuate over time in response to economic and
financial disturbances. Moreover, monetary policy actions tend to influence economic activity and
prices with a lag. Therefore, the Committee’s policy decisions reflect its longer-run goals, its medium-
term outlook, and its assessments of the balance of risks, including risks to the financial system that
could impede the attainment of the Committee’s goals.

The inflation rate over the longer run is primarily determined by monetary policy, and hence the
Commmittee has the ability to specify a longer-run goal for inflation. The Committee reaffirms its
judgment that inflation at the rate of 2 percent, as measured by the annual change in the price

index for personal consumption expenditures, is most consistent over the longer run with the
Federal Reserve’s statutory mandate. The Committee would be concerned if inflation were running
persistently above or below this objective. Communicating this symmetric inflation goal clearly to the
public helps keep longer-term inflation expectations firmly anchored, thereby fostering price stability
and moderate long-term interest rates and enhancing the Committee’s ability to promote maximum
employment in the {ace of significant economic disturbances. The maximum level of employment

is largely determined by nonmonetary factors that affect the structure and dynamics of the labor
market. These factors may change over time and may not be directly measurable. Consequently,

it would not be appropriate to specify a fixed goal for employment; rather, the Committee’s policy
decisions must be informed by assessments of the maximum level of employment, recognizing that
such assessments are necessarily uncertain and subject to revision. The Committee considers a

wide range of indicators in making these assessments. Information about Committee participants’
estimates of the longer-run normal rates of output growth and unemployment is published four
times per year in the FOMC’s Summary of Economic Projections. For example, in the most

recent projections, the median of FOMC participants’ estimates of the longer-run normal rate of
unemployment was 4.9 percent.

In setting monetary policy, the Committee seeks to mitigate deviations of inflation from its
longer-run goal and deviations of employment from the Committee’s assessments of its maximum
level. These objectives are generally complementary. However, under circumstances in which the
Comimittee judges that the objectives are not complementary, it follows a balanced approach in
promoting them, taking into account the magnitude of the deviations and the potentially different
time horizons over which employment and inflation are projected to return to levels judged
consistent with its mandate.

The Committee intends to reaffirm these principles and to make adjustments as appropriate at its
annual organizational meeting each January.
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SUMMARY

Labor market conditions clearly continued
to strengthen during the early months of this
year: Payrolls expanded at a solid pace of
almost 200,000 per month in the first quarter,
and while the unemployment rate flattened
out at close to 5 percent, the labor force
participation rate moved up strongly. More
recently, the signals regarding labor market
improvement have become more mixed:
Payroll gains are reported to have slowed to
an average of 80,000 per month in April and
May (or about 100,000 after adjustment for
the effects of a strike). The unemployment
rate dropped in May to 4.7 percent, its fowest
level since late 2007; however, the labor force
participation rate fell back again and was
little changed from its year-ago level. All told,
the latest readings suggest that labor markets
are tighter than they were at the end of last
year but that the pace of improvement has
slowed. Whether those signs of slowing will
be confirmed by subsequent data, and how
persistent any such slowing will be, remains to
be seen.

Consumer price inflation has continued to

be held down by lower prices for energy and
imports, and the price index for personal
consumption expenditures {PCE) increased
only about | percent over the 12 months
ending in April. Changes in the PCE price
index excluding food and energy items, which
provide a better indication than the headline
figure of where overall inflation will be in the
future, also remained modest; this index,
which rose 1% percent over the 12 months
ending in April, was partly restrained by
lower prices for non-oil imported goods.
However, both the headline and core
nflation measures have picked up somewhat
from a year earlier. Meanwhile, some survey-
bascd measures of longer-run inflation
expectations have remained relatively stable,
while others have moved down; market-based
measures of inflation compensation also are at
low levels.

Although real gross domestic product is
reported to have increased at a sluggish rate
in the first quarter of 2016, the available data
for the second quarter point to a noticeable
step-up in the pace of growth, On average,
consumer spending so far this year appears to
be expanding at a moderate pace, supported
by solid income gains and the ongoing effects
of the increases in wealth and the declines in
oil prices of the past two years. The housing
market continues its gradual recovery, and
fiscal policy at all levels of government is now
modestly boosting economic activity after
exerting a considerable drag in recent years.
One area of concern, however, is the softening
in business fixed investment in recent quarters
even beyond those sectors most directly
affected by the plunge in energy prices. In
addition, the weakness of exports—following
the significant appreciation of the dollar over
the past two years and the subdued pace of
foreign economic growth-—continues to hold
back overall output growth.

On balance, household and business credit
conditions in the United States have remained
accommmodative so far this year. Following

a period of heightened global financial
market volatility earlier this year in which
risk spreads for U.S. corporate bonds rose,
financial conditions have eased somewhat in
recent months, and corporate bond yields have
returned to historically low levels. Mortgage
rates once again have approached their all-
time lows, and mortgage credit appears
widely available to borrowers with solid credit
profiles, though less so to would-be borrowers
with imperfect credit histories. Student and
auto loans are broadly available, including

to borrowers with nonprime credit scores,
and the availability of credit card loans for
such borrowers appears to have expanded
somewhat over the past several quarters. Broad
measures of U.S. equity prices have increased
slightly, on net, since the beginning of the
year. Meanwhile, foreign financial markets
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appear to have stabilized following the period
of volatility earlier this year, with foreign
equity prices higher and risk spreads lower.
That said, the potential remains for spillovers
to the U.S. economy from shocks to foreign
economic activity and financial markets,
inctuding possible reverberations from the
U.K. referendum this week on membership in
the European Union.

Turning to the stability of the U.S. financial
system, financial vulnerabilities have remained
at a moderate level this year. Domestic
financial institutions and markets functioned
well during the period of heightened volatility
early in the year. Large banking firms have
kept their capital and liquidity ratios at

high levels relative to historical standards,
capital at other financial firms also appears

to be elevated, and financial firms’ use of
short-term wholesale funding remains
subdued. Debt growth in the household
sector has been modest. However, leverage

of nonfinancial corporations is elevated by
historical standards, and lower-rated firms arc

potentially vulnerable to adverse developments.

In particular, the performance of firms in

the energy sector has been especially weak
due to the prolonged period of low oil

prices. In equity markets, valuation pressures
have increased somewhat as expectations

for corporate earnings have been revised
downward; valuation pressures have remained
notable in the commercial real estate sector,
to which some small banks have substantial
exXposures.

After having raised the target range for the
federal funds rate to between % and Y percent
last December, the Committee maintained
that target range over the first half of the
year. The Committee’s decisions to leave the
stance of policy unchanged were supported
by its assessments earlier in the year that
global economic and financial developments
posed risks to the economic outlook and that
growth in economic activity appeared to have
slowed. In June, the Committee noted that
recent information indicated that the pace of

68

improvement in the labor market had slowed,
while growth in economic activity appeared to
have picked up. In addition, the Committee’s
policy stance so far this year reflected its
expectation that inflation would remain low in
the near term, in part due to earlier declines
in energy prices and in the prices of non-
energy imports. The Committee stated that its
accommodative stance of policy is intended to
support further improvements in labor market
conditions and a return to 2 percent inflation.

The Committee continued to emphasize

that, in determining the timing and size of
future adjustments to the target range for

the federal funds rate, it will assess realized
and expected economic conditions relative to
its objectives of maximum employment and

2 percent inflation. These judgments will take
into account a wide range of information,
including measures of labor market conditions,
indicators of inflation pressures and inflation
expectations, and readings on financial and
international developments. The Committee
expects that economic conditions will evolve in
a manner that will warrant only gradual future
increases in the federal funds rate, and that the
federal funds rate will likely remain, for some
time, below levels that are expected to prevail
in the longer run. Consistent with this outlook,
in the most recent Summary of Economic
Projections (SEP), which was compiled at

the time of the June meeting of the Federal
Open Market Committee (FOMC), FOMC
participants projected that the appropriate
level of the federal funds rate would be below
its longer-run level through 2018. (The June
SEP is discussed in more detail in Part 3 of
this report.)

The Pederal Reserve continued to use interest
paid on reserve balances and employ an
overnight reverse repurchase agreement
facility to manage the federal funds rate,

and these tools were effective in keeping the
federal funds rate within its target range.

The Federal Reserve also continued to test
the operational readiness of other policy
implementation tools.
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PART 1
Recent FcoNOMIC AND FINANCIAL DEVELOPMENTS

Labor market conditions have improved this year, though recent data suggest there has been a
loss of momentum. Payroll gains averaged about 200,000 per month in the first quarter but then
only 80,000 per month in April and May. The unemployment rate has edged down to 4% percent,
a level that is near the midpoint of the Federal Open Market Committee (FOMC) participants’
estimates of its longer-run rate. That said, a few indicators suggest that some slack in the labor
market remains. Despite persistently weak productivity growth, measures of labor compensation
show some tentative signs of acceferation. Overall consumer price inflation has continued to be
held down by lower prices for energy and imports, but both overall inflation and inflation excluding
food and energy items, a useful gauge of where overall inflation will be in the future, have picked
up a bit over the past year. Some survey-based measures of longer-run inflation expectations have
moved down; market-based measures of inflation compensation have declined noticeably since
last summer. ‘

Real gross domestic product (GDF) is estimated to have increased at a sluggish rate in the first
quarter, but more recent data point to a noticeable step-up in the pace of growth in the second
quarter. Consumer spending appears to be expanding at a moderate pace so far this year, while
the housing market continues its gradual recovery, and fiscal policy at all levels of government is
now modestly boosting economic activity after exerting a considerable drag in recent years. An
area of concern, however, is the softening in business fixed investment in recent quarters, even
beyond those sectors most directly affected by the plunge in energy prices. In addition, weak
exports are providing little boost to overall output growth. Heightened global financial market
volatility early this year damped confidence both domestically and abroad, but financial conditions
have generally eased somewhat in recent months; in the United States, credit conditions for both
households and businesses have remained generally accommodative.

Domestic Developments .
1. Net change in payroll cmployment

Early this year, the labor market o oo e ot
continued to improve . . .

The labor market continued to improve in - Private e
the first few months of this year. Payrolls — 200
expanded at an average rate of around 200,000 Y 3
per month {rom January through March, ~ otal nonfarm o
modestly below the average of 230,000 jobs ;

per month last year but still well above the - w00
number needed to absorb the trend number of - - 600
new entrants into the workforce (figure 1). The — — 300
unemployment rate held at about 5 percent, L L . . L | |
where it had been since the fall, but both labor 2009 2010 2011 2012 2013 2014 2015 2016

force participation and the employment-to— SourcE: Department of Labor, Bureau of Labor Statistics,



70

4 PART 1: RECENT ECONOMIC AND FINANCIAL DEVELOPMENTS

2. Labor foree participation rate and population ratio rose noticeably (figure 2). The
employment-to-population ratio rise in the labor force participation rate was
encouraging because it seemed to suggest that

oty ks labor supply was responding significantly to

. o the strengthening labor market.

e — 66 - . . but recently there may have been a
loss of momentum . . .

— — 64
p;ﬁgﬁﬁ:“w e The data for April and May, however, suggest
that the pace of labor market improvement
- 60 has slowed. Payroll growth is reported to
o have averaged a pace of only 80,000 per
) Employment-1o-population ratio month (about 100,000 after adjustment for
e e L j the effects of a strike).! And although the
Note: Both series are a percent of the population aged 16 and over. unemploymenF rate fell to 4.7 pereent in
Source: Department of Labor, Bureat of Labor Statistics, May, that decline occurred as both labor
force participation and the employment-to-
population ratio fell back somewhat from their
levels in March. On net, the participation rate
in May was little changed from a year earlier
(a position that should nonetheless be viewed
as a strengthening relative to a trend that is
probably declining because of demographic
changes, especially the aging of the baby-
boom generation).

Despite these disappointing data, other labor
market indicators are consistent with a job
market that has continued to strengthen. In
particular, initial claims for unemployment
insurance, now available through early June,
remain very low-—and therefore at odds with
the weaker tenor of the recent payroll figures.
In addition, according to the Job Openings
and Labor Turnover Survey, the rate of job
openings as a share of private employment
remains at a very high level; the quits rate has
continued to trend up and is now fairly high,
the latter measure indicating that workers
feel increasingly confident about their
employment opportunities.

1. According to the Labor Department, payroll
employment in May was reduced by about 35,000
because of workers on strike at Verizon. These employees
have returned to work and are expected o be included in
payroll figures for June.
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3. Measures of labor underutilization

Monthly Percent

o U-6 w16
e 14
. U-3 - 12
— — 10
— — 8
- inemployment rate — 6
e - 4
Lt ! ! ! I ! | I 1 ! 1 ]
2004 2006 2008 2010 2012 2014 2016
Note: U4 fotal 2 plus di; d workers, as a percent of the labor force plus di d workers. Di; dworkers are a subset of

marginally attached workers whe are not currently looking for work because they believe no jobs are available for them. U-5 measures total unemployed plus all
marginally attached to the labor force, as a percent of the labor force plus persons marginally attached to the labor force. Marginally attached workers are not in
the labor force, want and are available for work, and have looked for a job in the past 12 months. U-6 total loyed plus all inally attached
waorkers plus total employed part time for economic reasons, as a percent of the labor force plus all marginally attached workers. The shaded bar indicates a
period of business recession as defined by the National Burean of Economic Research.

Source: Department of Labor, Bureau of Labor Statistics.

. . . and a few signs of labor
underutilization remain

Although the May level of the unemployment
rate is near the midpoint of the FOMC
participants’ estimates of its longer-run rate, a
few indicators suggest that some slack in labor
resource utilization remains. Most notably,
the share of workers who are employed part
time but would like to work full time is still
elevated; accordingly, the more comprehensive
U-6 measure of labor underutilization, which
includes these underemployed individuals,

has remained well above its pre-recession

level (figure 3). Meanwhile, jobless rates for
African Americans and Hispanics are high
relative to the aggregate, though these rates
have also improved during the economic
recovery (figure 4). (For additional discussion,
see the box “Have the Gains of the Economic
Expansion Been Widely Shared?”)
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Have the Gains of the Economic Expansion Been Widely Shared?

The financial crisis resulted in massive job losses
and falling income for American households. However,
not all households suffered to the same extent during
the downturn, nor have they benefited to the same
extent during the subsequent recovery. This discussion
reviews the labor market situation and household
incomes for Americans of different races and ethnicities
during the Great Recession and the ensuing economic
expansion.!

A figure in the main text shows that unemployment
rates for blacks and Hispanics rose more during
the recession, and have declined more during the
expansion, than for the nation as a whole {text
figure 4).2 Rates for these groups remain higher than
for whites; the differentials among these rates are now
roughly the same as prior to the recession. A similar
result is true for employment-to-population ratios
of prime-age individuals (ages 25 to 54).% Prime-
age employment rates are lower for blacks and fell
more sharply during the financial crisis, dropping
nearly 8 percentage points between mid-2008 and
the end of 2011, compared with declines of between
4 and 5 percentage points for whites, Asians, and
Hispanics {figure A} Since 2011, however, blacks

1. The employment-to-population ratio and full-time share
of employed individuals are calculated using data from the
monthly Current Population Survey (CPS). Median household
income and the income composition are calcutated using data
from the March CPS Annual Social and Economic Supplement
(ASEC). Monthly data are available through April 2016, while
the most recent ASEC data (March 2015 CPSy are for 2014,

2. The Hispanic ethnicity and race categories are not
mutually exclusive. Some individuals are, for example, both
Hispanic and white, and they are represented in both lines in
the figures in the box.

3. The unemployment rate shows the number of
unemployed individuals actively fooking for work as a share

have experienced the largest rebound in employment.
Thus far in 2016, blacks continue to have the lowest
prime-age employment rates among these four groups,
and the racial differences in employment-to-population
ratios are very similar to pre-recession levels.

Among the working population, blacks and
Hispanics suffered the greatest losses in full-time
employmient share during the recession, and, even
as overall employment has recovered, the full-time
share remains significantly depressed for these workers
(figure B). By early 2016, white and Asian prime-age
workers had nearly returned to their pre-recession rates
of full-time work, but the share of full-time employment
among black and Hispanic workers remains several
percentage points lower than their previous high levels.
Prior to the Great Recession, black workers were the
most likely to report usually working 35 hours per
week or more, closely followed by Hispanics. By 2016,
Hispanic workers had slightly lower rates of full-time
employment than whites, and the fuil-time share of
black workers was slightly lower than that of Asians.

in the period of sustained high unemployment
following the financial crisis, household incomes
for all groups of Americans fell sharply and did not
begin to recover until 2012. The decline in median
household income was particularly large for black
households—16 percent, compared with approximately

of the total labor force. The employment-to-population ratio
ignores the distinction between those actively seeking work or
not and simply measures the number of employed individuals
as a share of the total population. We use the prime-age
population because we want to focus on the labor market
recovery and do not want income to include Social Security
and other sources of retirement income that are largely
independent of economic conditions.

B, Full-time share of all prime-age employed persons,

A. Prime-age employment-to-population ratio, by race by race
Monthly Percent Monthly Percent
— — 82
—- 80 —_ Black or African American - 62
- — . 90
— Asian
Asian -7 — 8
— — 7
. Hispanic or Latina — 70 -
- Hispanic or Latina
- - ° o 84
- Black or Affican American — 66
I T T SO T SO U OO AU OO SO O O | j Lddocbo b b bl b Ly Lot
2004 2006 2008 2010 2012 2014 2016 2004 2006 2008 2010 2012 2014 2016

i The data are 12-month moving sverages. Prime age is defined a5
aged 23 to 34,
Source: Department of Laber, Burean of Labor Statistics.

e: The data are 12-month moving averages. Prime age is defined as
1054,
Department of Labor, Burcau of Labor Statistics.
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8 percent for white, Hispanic, and Asian households
{figure 0.1

By 2014 (latest data available), median household
incomes of Asian, white, and Hispanic households had
improved and were at least 94 percent of pre-recession
levels, but median income for black households
remained only 88 percent of the 2007 level. Racial and
ethnic differences in income were sizable before the
financial crisis and have only grown larger since then,
with the median black household income at $40,000 in
2014, compared with $67,000 for white and $85,000
for Asian households (figure D).

Losses in wage income account for the bulk of
the decline in income for households during the
downturn. Between 2007 and 2011, mean wage
income for households in the middle quintile of the
income distribution fell just over $5,000 for white
households, $4,000 for Hispanic households, $8,000
for black households, and $7,000 for Asian households
(figure E).* Wages and salaries are the single largest
source of income and have provided most of the
increase in total income since 2011, Mean wage
income for 2014 had returned to pre-recession levels
for Asian households and had made up some of the
lost ground among white and Hispanic households.
Wage income for black househoids, however, remained

4. Percentages are based on an analysis of income data
from the March CPS ASEC. Household race was determined
by answers 10 the Hispanic ethnicity question and the first
racial category selected by household heads between the ages
of 25 and 54. Income of all household members is included.
Any household head identifying as Hispanic is coded as
Hispanic, regardless of race. Incomes for a very small group
of households (less than 2 percent in 2014) that are identified
as some other race group are not shown here, as the estimates
are somewhat volatile and not very precise.

5. To show changes in the composition of income for
“typical” households, we switch here to using mean income of
households in the middie quintile of the distribution.

(. Indexed median prime-age household income, by race
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substantially below levels experienced prior to the
financial crisis.

Transfer income rose substantially during the
recession because of federal economic stimutus
programs and automatic stabilizers, but the increases
only offset a modest portion of the overall decline in
income.® Transfer income has receded very slowly since
2011, with mean transfers in 2014 remaining above
pre-recession levels for all racial and ethnic groups.

6. Transfer income includes Social Security income,
welfare, Supplemental Security Income, unemployment
benefits, and educational assistance. Other income includes
business income; farm income; income from interest,
dividends, rent, alimony, and contributions; retirement
income; trusts; workers’ compensation; veterans’, survivors’,
and disability benefits; educational assistance from
nongoverament sources; assistance from friends and family;
and other sources.

D. Median prime-age houschold income, by race

Annual Thousands of inflation-adjusted dollars
- Asim T
- — 85
. __//\/\/ e
— — 75
- M —n
— — 65
— — 60
— — 55
- Hispunic of Lasino 0
. "/‘\\_-——-«./ o
—— — 40
— Black or African American — 35
| ! [
2004 2006 2008 2010 2012 2014

Note: Prime-age houscholds are defined as houscholds fed by those aged
25 to 54, Race refers 1o the race of the head of household. The data extend
through 2014

Soure

S. Census Bureas, Current Population Survey, March 2016.

E. Changing composition of income for middle quintile of’
prime-age households, by race group and key year

Annual Inflation-adjusted doflars, 2007=100

Trousands of inflation-adjusted doltars

— — 105

Hispanic or Lating

- 100

Black or African American
- 80

N A N T WO NN JUUNNN NS S N O N IO |
2004 2006 2008 2010 2012 2014

88 ‘Fransfer income

T % Wage income - 100
B Otherincome —
— 80

70

Black or Hispanic 60

African American orlatino o

40

30

. k.
07 11 14

% Prime-age houscholds are defined as households ted by those aged
54. Race refers to the race of the head of household. The data extund
through 2014,
Source: US. Census Bureau, Current Population Survey, March 2616,

Note: Prime-age houscholds are defined as houscholds led by those aged
25 to 54. Race refers to the race of the head of household. The data are
grouped according to key years 2007, 2011, and 2014,

Source: U.S. Census Bureau, Current Population Survey, March 2016,
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4. Unemployment by race and ethnicity

Manthly

Percent

Black or African American

Hispanic or Latino

White — 8

Asian

2004 2006 2008 2010

2012 2014 2016

Nore: Persons whose ethnicity is identified as Hispanic or Latino may be of any race, The shaded bar indicates a period of businessrecession as defined by the

National Burcau of Economic Research.
Source: Department of Labor, Bureau of Labor Statistics.

5. Measures of change in hourly compensation

Percent change from year carlier

— Compensation per hour, —
business sector

— 5
—_ — 4
. v 3
Employment —2

cost index
— e 1
4
0

V»\vemge howtly eamings
— —— 1
Lt L] Lo bt bl
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Nore: The average hourly eamings data series begins in March 2007 and
extends through May 2016. The ion per hour and employ cost
index data extend through 2016:QL. For business-sector compensation,
change is over four quarters; for the employment cost index, change is over
the 12 months ending in the last month of each quarter; for average hourly
earnings, change is from 12 months earlier.

Sourck: Department of Labor, Bureau of Labor Statistics.

Compensation growth has shown
tentative signs of a pickup . ..

By most measures, the growth of labor
compensation has remained modest, though
recently there have been some signs of faster
increases. The employment cost index (ECI)
for private-industry workers, which includes
the cost of employer-provided benefits as well
as wages, registered a rise of only 1% percent
over the 12 months ending in March (figure 5).
However, two other prominent measures of
labor compensation—average hourly earnings
for all private-sector employees and business-
sector compensation per hour—recorded
larger increases than the ECI over the past
year, and the increases in both series were
above their corresponding averages over the
preceding several years. In addition, according
to the Federal Reserve Bank of Atlanta’s Wage
Growth Tracker, the median of 12-month
changes in individuals’ hourly wages (from

the monthly survey of households) has been
gradually trending higher, reaching 3% percent
in May.



... amid persistently weak productivity
growth

The relatively slow gains in labor
compensation in recent years have occurred
against a backdrop of persistently weak
productivity growth. Since 2008, labor
productivity gains have averaged around

1 percent per year, far below the pace that
prevailed before the recession (figure 6).
Indeed, in the past five years, productivity
growth has averaged only %2 percent per
year. The relatively slow pace of productivity
growth is at least in part a consequence of
the sustained weakness in capital investment
over the recession and early recovery period.
Productivity gains may improve in the future
as investment in productivity-enhancing
capital equipment and in research and
development strengthens.

Falling energy prices have held down
consumer price inflation

Overall consumer price inflation has moved up
from the lows recorded last year, but it remains
well below the FOMC’s longer-run objective
of 2 percent. In April, the 12-month change

in the price index for personal consumption
expenditures (PCE) was around [ percent,
higher than the % percent rate recorded in
April 2015 (figure 7). The pickup over this
period was largely due to a slower rate of
decline in both energy prices and non-energy
import prices.

Low oil prices have reduced global investment
in the oil sector and have led to some cutbacks
in production, particularly in the United
States. These declines, firming global demand,
and some temporary supply disruptions—
including in Canada due to wildfires—have
recently pushed crude oil prices higher after
they reached a 12-year low in mid-January
(figure 8). Nonetheless, at a bit below $50

per barrel, the spot price of Brent crude oil
remains less than half its mid-2014 peak.
Moreover, the continued low level of oil
futures prices suggests that market participants
expect only a modest increase in o0il prices over
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6. Change in business scctor output per hour

Percent, anmual vate

[
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Nore: Changes are measured from Q4 of the year imamediately preceding
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wmecasured from 2007:04 through 2016:Q1.

Souree: Department of Labor, Bureau of Labor Statistics.

7. Change in the price index for personal consumption
expenditures
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8. Brent spot and futures prices
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9. Non-oil import prices and U.S. dollar exchange rate

Monthts 12-month percent change

Broad nominal dollar

Non-oil import prices -

J

o — 10

[ H 1 i 1 1 1]
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Source: Department of Labor, Burean of Labor Statistics; Federal Reserve
Buoard, Statistical Release H.10, “Foreign Exchange Rates.”

the next couple of years, given the historically
high global inventories of crude oil. The
large cumulative drop in crude oil prices

had mostly passed through to lower retail
prices for gasoline and other energy products
by early this year; despite some increases
thereafter, prices at the pump remain at levels
substantially below those of last summer.

Similar to the price of crude oil, prices of
metals and agricultural goods have moved
higher since early this year. The rise in the
prices of agricultural goods followed several
quarters of declines that have held down retail
food prices for consumers so far this vear.

The rise in many nonfuel commodities prices,
together with a weaker dollar, helped push
non-oil import prices higher in May—the first
increase since 2014 (figure 9).

Outside of the energy and food
categories, inflation has picked up a
little bit

Inflation for items other than food and energy
(so-called core inflation) has picked up a

little. Core PCE prices rose about 1% percent
over the 12 months ending in April, up about
Y4 percentage point from its year-earlier pace.’
The increase in the trimmed mean PCE price
index, an alternative indicator of underlying
inflation, has also picked up a bit over the past
year; as is typically the case, this measure has
run somewhat above core inflation over this
period. Because the slack in labor and product
markets appears to have been mostly taken

up, and given the recent upward movements

in oil prices and non-oil import prices—after
months of declines—the downward pressure
on inflation from these factors is likely waning.

2. Data from the consumer price index and the
producer price index point to a similar reading for the
12-month change in core PCE prices in May.



Some survey-based measures of expected
inflation have drifted downward . ..

The FOMC devotes careful attention to
indicators of long-run inflation expectations,
as these expectations are believed to be

an important factor underlying many

wage- and price-setting decisions. The

latest readings from surveys of longer-term
inflation expectations have sent mixed signals
(figure 10). In the Survey of Professional
Forecasters, conducted by the Federal Reserve
Bank of Philadelphia, the median second-
quarter reading on expected annual PCE
price inflation over the next 10 years was
again 2 percent. The distribution of inflation
expectations 5 to 10 years ahead derived from
surveys of primary dealers has remained
similarly stable. But in the University of
Michigan Surveys of Consumers, the median
reading on inflation expectations over the next
5 to 10 years has drifted down over the past
two years and recorded a new low in early
June. To the extent that this downward drift is
a reaction to energy-driven declines in overall
inflation, it could reverse over time as energy
prices stop declining.

. . . and market-based measures of
inflation compensation have remained
low

Market-based measures of longer-term
inflation compensation—derived either from
differences between yields on nominal Treasury
securities and Treasury Inflation-Protected
Securities or from inflation swaps—have
continued to decline and now stand at very
low levels (figure 11). Deducing the sources
of changes in inflation compensation is
challenging because such movements reflect
not only expected inflation, but also an
inflation risk premium—the compensation
that holders of nominal securities demand
for bearing inflation risk-——and other factors.
Nevertheless, one cannot rule out a decline
in inflation expectations among market
participants since last summer.
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10. Median inflation expectations
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Source: University of Michigan Surveys of Consumers; Federal Reserve
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11, 5-to-10-year-forward inflation compensation
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12, Change in real gross domestic product and gross
domestic income

Percent, annual rate
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Source: Department of Commesce, Bureau of Economic Analysis.

13.  Change in real personal consumption expenditures
and disposable personal income
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Source: Department of Commerce, Burean of Economic Analysis,

Economic activity has been expanding at
a moderate pace

Real GDP is currently reported to have
increased at an annual rate of just % percent
in the first quarter, but with several signs

of faster growth in the current quarter, real
GDP appears on track to record a moderate
overall gain in the first half of this year
(figure 12).* Consumer spending is advancing
further, and housing activity continues to
strengthen gradually. Meanwhile, government
expenditures have maintained momentum.
Although inventory investment exerted a
sizable drag on GDP growth in the latter half
of last year, it has been less of an influence in
the first half of this year.

Nevertheless, several of the headwinds that
were apparent last year have continued

to restrain growth in activity this year. In
particular, a substantial appreciation of the
dollar over the past couple of years, along
with continued sluggish foreign growth, is
weighing on the demand for U.S. exports. In
addition, the sizable drop in oil prices since
2014-—notwithstanding the substantial benefit
to households—has led to marked cutbacks in
production and investment in the energy sector
of our economy. These negative factors have
had particularly pronounced effects on activity
in the industrial sector.

Gains in income and wealth continue o
support consumer spending

Consumption growth was lackluster early

in 2016, but data on retail sales and motor
vehicle sales suggest that spending has picked
up appreciably so far this quarter. Smoothing
through the monthly fluctuations, consumer
spending is reported to have increased at

an annual rate of nearly 3 percent over the
first four months of this year, only a little
slower than the pace in 2015 (figure 13).

3. While it appears likely that residual seasonality
predictable scasonal pattern remaining in data that have
already been seasonally adjusted-—in some components
of GDP held down measured GDP growth in the first
quarter, this factor would imply an offsctting boost in
measured GDP growth over the remainder of the year.




The improvement in the labor market has
continued to support income growth, and
low energy prices are boosting households’
purchasing power. As a result, real disposable
personal income—that is, income after taxes
and adjusted for inflation—was reported to
have advanced at an annual rate of about

3% percent over the first four months of this
year, just a touch below the pace in 2015.

Ongoing gains in household net worth likely
have also supported growth in consumer
spending. House prices, which are of
particular importance for the balance sheet
positions of a broad set of households, have
continued to move higher, with the CoreLogic
national index showing a rise of about

6 percent over the 12 months ending in April
(figure 14). Elsewhere, although equity prices
have only increased slightly, on net, so far this
year, the prior gains of the past few years have
helped improve houscholds’ financial positions.
In the first quarter of this year, the ratio of
aggregate household net worth to disposable
income, which had previously returned to its
pre-recession highs, ticked down slightly but
remained far above its long-run historical
average (figure 15).

Consumers are upbeat about their
economic prospects . . .

The solid pace of income growth over the past
year has helped households retain fairly upbeat
perceptions about their economic prospects.
The Michigan survey’s composite index of
consumer sentiment—which incorporates
households’ views about their own financial
situations as well as economic conditions
more broadly——has improved again recently
following a moderate deterioration earlier

in the year, and the latest readings were

near the upper end of the range of values
recorded during the previous economic
expansion (figure 16). After having lagged
behind improvements in headline sentiment
earlier in the recovery, the survey measures

of households’ expectations for real income
changes over the next year or two have also
improved noticeably and now stand close to
their pre-recession levels.
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14, Prices of existing single-family houses
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15. Wealth-to-income ratio
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16. Indexes of consumer sentiment and income expectations
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Source: University of Michigan Surveys of Consumers.

17.  Changes in household debt

Bittions of dotars, annual rate
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18. Household debt service
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Note: Debt service payments consist of estimated required payments on
outstanding mortgage and consumer debt.

Source: Federal Reserve Board, Statistical Release, “Household Debt
Service and Financial Obligations Ratios.”

.. . and household credit availability is
generally favorable

Consumer credit has continued to expand
this year amid stable credit performance
(figure 17). Auto and student loans remain
widely available, even to borrowers with lower
credit scores, and outstanding balances of
these types of loans expanded at a robust pace.
Credit card borrowing has also accelerated a
bit, on balance, and the outstanding balance
in April was 5% percent above its level a

year earlier. Although there have been some
tentative signs of easing overall, credit card
standards have remained tight for nonprime
borrowers.

Low interest rates and rising incomes have
enabled many households to lower their debt
payment burdens. The household debt service
ratio——that is, the ratio of required principal
and interest payments on outstanding
household debt to disposable personal
income—has remained at a very low level by
historical standards (figure 18). Interest rates
on 30-year fixed-rate mortgages are down
about %2 percentage point from the level at

the December liftoff date, and rates on auto
loans, on net, have been little changed since
then. Going forward, the effect of any policy
rate tightening on mortgage rates and, in turn,
on households’ debt burdens will likely show
through only gradually, as the current stock of
household debt is disproportionately held in
loan products with fixed interest rates.

Residential construction activity has
improved at a gradual pace

The recovery in residential construction
activity has maintained a moderate pace.
Single-family starts continued to edge up
slowly over the past year, while multifamily
starts receded a little from their elevated levels
in the middle of 2015 (figure 19). Looking
further back, the rise in multifamily starts over
the past five years has been substantial and
has far exceeded the percent gain in single-
family housing starts. The relative strength in
multifamily construction partly reflects a shift



in demand away from owner-occupied housing
toward rental housing since the recession.
Elsewhere, outlays for improvements to
existing homes increased more than 10 percent
over the past year, and commissions and fees
paid on the sale of residential real estate rose
moderately, in line with the uptrend in sales of
existing homes and contracts for new homes
(figure 20). In all, residential investment rose
almost 10 percent in 2015 and appears on
track to maintain a similar pace in the first
half of this year.

Low interest rates and an ongoing easing in
mortgage credit standards have continued to
support the expansions in housing demand
and construction activity. In the April

Senior Loan Officer Opinion Survey on

Bank Lending Practices (SLOOS), banks
reported having eased lending standards and
experienced stronger demand for most types of
residential real estate loans in the first quarter.*
Even so, for individuals with relatively low
credit scores, mortgages remain difficult to
obtain. With mortgage interest rates having
again moved down close to their all-time lows,
housing affordability has remained favorable
despite the moderate growth in house prices
over the past year (figure 21).

Business fixed invesiment has
declined . ..

A worrisome development in recent quarters
has been the weakening in business fixed
investment (private nonresidential fixed
investment). Over the past year, real outlays
in the nonresidential stroctures category—
which constitutes roughly one-fourth of total
business fixed investment—have fallen sharply,
as investment in oil wells and other drilling
and mining structures has followed the steep
drop in oil prices {figure 22). The decline

in the number of drilling rigs in operation
has been so pronounced that investment in
drilling and mining structures has shrunk to

4. The SLOOS is available on the Board’s website at
www.federalreserve. goviboarddocs/snloansurvey.
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19. Private housing starts and permits
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20. New and existing home sales
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21. Mortgage rates and housing affordability
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Source: For housing affordability index, National Association of Realtors;
for mortgage rates, Freddie Mac Primary Mortgage Market Survey.
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22. Change in real private nonresidential fixed investment
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23, Corporate bond yields, by securities rating
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less than one-third its peak in 2014, and the
ongoing contraction has subtracted nearly

V4 percentage point from real GDP growth
over the past four quarters. Qutside of the
energy sector, business outlays for structures
recorded relatively modest increases following
the sizable gains observed in the first half

of 2015. Meanwhile, business spending on
equipment and intellectual property products
moved down in the fourth quarter of last year
and the first quarter of 2016, and the available
indicators, such as orders and shipments

of capital goods and surveys of business
conditions, point to continued softness in the
current quarter.

Although investment spending continues to be
supported by low interest rates and generally
accommodative financial conditions, spending
is likely being restrained by a slowing in actual
and expected business output growth. Weak
foreign demand and the stronger dollar are
already having an adverse effect on domestic
businesses, and analysts’ forecasts for year-
ahead corporate earnings have been revised
down considerably, even outside of the energy
sector. Meanwhile, as reported by the Burean
of Economic Analysis, corporate profits
recorded only a slight increase in the first
quarter after falling sharply at the end of last
year, although here, too, the weakness was
heavily concentrated in the energy sector.

... while corporate financing conditions
have remained generally accommodative

Corporate financing conditions remained
generally accommodative in the first half

of this year, although ongoing oil market
developments and episodes of global financial
stress led to sporadic periods of heightened
perceptions of risk. In particular, corporate
bond markets showed strains early in the
year, especially for those firms most affected
by the low energy prices. In recent months,
however, pressures in bond markets have
eased somewhat, and corporate bond yields
overall have returned to historically low
levels (figure 23). In the April SLOOS, banks
indicated that they had tightened their



standards on commercial and industrial (C&I)
loans to large and middle-market firms in

the first quarter, but even so, such financing
remained broadly available. For the first
quarter as a whole, corporate bond issuance
and the growth of C&I loans on banks’
balance sheets were quite strong (figure 24).
Firms’ equity issuance was also generally solid,
though initial public offerings have been weak.
Meanwhile, the growth of small business loans
was subdued.

Financing conditions in the commercial

real estate (CRE) sector have remained
accommodative overall, but here, too, there
have been some signs of tightening. Growth of
CRE loans at banks remained strong during
the first half of the year. However, banks
indicated that they had further tightened

their lending standards on CRE loans in the
first quarter of 2016, according to the April
SLOOS. In addition, spreads on interest rates
for CRE loans relative to 10-year swap rates
and to yields on commercial mortgage-backed
securities rose sharply further early this year,
and although they have retreated significantly
since then, these measures remain well above
their historical average levels.

Exports and imports have both been weak
this year

Based on recently released trade prices and
the nominal census trade data, it appears

that real exports were roughly flat in the first
quarter of 2016, held back by slow foreign
growth and the considerable appreciation of
the dollar over the past two years. Despite the
appreciation of the dollar, real imports looked
to have declined in the first quarter, with
weakness in both capital- and consumer-goods
categories. Overall, the net export contribution
to GDP growth was about neutral. While

the nominal trade deficit narrowed a little in
the first quarter, the current account deficit
widened a touch to 2.7 percent of nominal
GDP (figure 25). The April trade data suggest
that net exports will be a small drag on GDP
growth in the current quarter, as the trade
deficit increased, with imports rebounding
{rom a very weak March level.
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24, Selected components of pet debt financing for
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25. U.S. trade and current account balances
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26. Change in real government expenditures on
consumption and investment
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The drag from federal fiscal policy has
ended ...

Fiscal policy at the federal level had a roughly
necutral influence on GDP growth in 2015, as
the substantial contractionary effects of earlier
fiscal consolidation have abated. Policy actions
had little effect on taxes, while transfers

and federal purchases of goods and services
merely edged up (figure 26). Going forward,

if the increased spending authority enacted in
last year’s budget agreement is fully utilized,
federal fiscal policy would likely be mildly
supportive of GDP growth over 2016

and 2017.

After narrowing significantly over the past
several years, the federal unified budget deficit
has recently widened slightly. At 18 percent
of GDP, receipts have remained high relative
to the recession and early recovery period
(figure 27). At 21 percent, expenditures as

a share of GDP are above the levels that
prevailed before the start of the most recent
recession. Although the ratio of federal debt
held by the public to nominal GDP is already
quite elevated, the deficit currently remains
small enough to roughly stabilize this ratio at
around 75 percent (figure 28).

... and state and local government
expenditures are rising

The expansion of economic activity and
further gains in house prices continue to
support a gradual improvement in the fiscal
position of most state and local governments.
Consistent with their improving finances,
states and localities significantly expanded real
construction spending in 2015 and in the early
part of this year. By contrast, employment
growth in the state and local sector was

muted last year, but the pace has stepped up
somewhat so far in 2016 (figure 29).

Financial Developments

Financial conditions tightened early in
the year but then eased

Early in 2016, domestic financial conditions
tightened, as uncertainty about the outlook



for the Chinese economy, lower oil prices,
and weak data on economic activity in several
econormnies contributed to concerns about the
prospects for global economic growth and

to a pullback from risky assets. At that time,
Treasury yields declined across maturities,
equity prices fell steeply, equity price volatility
rose, and risk spreads on corporate bonds
widened notably. In addition, investors came
to expect a more gradual increase in the
target range for the federal funds rate than
they had previously anticipated. However,
investors’ concerns appeared to diminish
beginning in mid-February, and since then,
amid mixed U.S. economic data, domestic
financial conditions have generally eased on
balance: Stock prices rose notably, equity
price volatility declined, and credit spreads on
corporate bonds narrowed. (For a discussion
of financial stability developments over this
same period, see the box “Developments
Related to Financial Stability.”™)

On balance to date this year, the
expected path for the federal funds rate
over the next several years declined . . .

The path of the federal funds rate implied
by market quotes on interest rate derivatives
flattened, on net, since December. The
turbulence in global financial markets carly
in the year, the FOMC’s communications,
and some indications of a slowing in the
pace of improvement in the labor market

of late contributed to market participants’
expectation that U.S. monetary policy would
be more accommodative than they had
anticipated late last year.

Survey-based measures of the expected

path of policy also moved down this year.
Respondents to the Survey of Primary Dealers
and to the Survey of Market Participants in
June expected fewer 25 basis point increases in
the FOMC’s target range for the federal funds
rate this year than they projected in December.
Market-based measures of uncertainty about
the policy rate approximately one to two years
ahead declined, on balance, from their year-
end levels.
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28.  Federal government debt held by the public
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29.  State and local government employment change
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Developments Related to Financial Stability

Financial vulnerabilities in the United States
overall remain at a moderate level. This assessment is
supported by the resilience demonstrated by domestic
financial firms and markets during the period of
heightened financial volatility near the start of the year.
Capital and fiquidity ratios at large banks have stayed
at high levels relative to historical standards, and debt
growth in the household sector has been modest.
However, leverage of nonfinancial corporations
continues to be elevated by historical standards,
leaving lower-rated firms potentially vulnerable to
adverse developments. Stresses on energy firms
remain high given the low level of ol prices. Valuation
pressures have increased somewhat in equity
markets as expected profits have been marked down.
Commercial real estate (CRE) prices are near or above
their previous peaks. Even given moderate financial
vulnerabilities, a number of possible externai shocks,
including if the United Kingdom chooses to leave the
European Union in a pending referendum, could pose
risks to financial stability.

Stronger capital positions at domestic banking
organizations have substantially contributed to the
improved resilience of the U.S. financial system
(figure A). The results of the stress tests mandated by
the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 and the accompanying
Comprehensive Capital Analysis and Review are
scheduled to be released June 23 and June 29, 2016,
respectively.’ In addition, large domestic banks have
continued to hold high levels of liquid assets and
have shifted the composition of their liabilities toward
more-stable funding sources. However, measures of
profitability, such as return on assets and return on
equity, declined noticeably in the first quarter as many
banking firms increased provisions for loan losses.
The pickup in provisions to date primarily reflects
rising delinquencies for loans to energy-related firms.
Energy exposures for most banks appear manageable,
but some small domestic banks still have significant
exposure to the oil sector, and others could be affected
by spillovers from the energy sector to other business
lines. A few large domestic banks have material ties
to global banks that appear to be more susceptible to
low oil prices due to their significant exposures to oil-
producing emerging market economies.

1. The exercise tests the ability of the 34 participating
bank holding companies to maintain adequate capital ratios
and continue to provide intermediary services in the face
of a hypothetical severe recession. For descriptions of the
scenarios, see Board of Governors of the Federal Reserve
System {2016), 2016 Supervisory Scenarios for Annual Stress
Tests Required under the Dodd-Frank Act Stress Testing Rules
and the Capital Plan Rule (Washington: Board of Governors,
January), https://www.federalreserve govinewsevents/press/
bereg/bereg20160128a2.pdf.

Capital positions also have remained relatively
elevated at insurance companies and broker-dealers. in
addition, net secured borrowing by dealers—primarily
used to finance their own portfolios of securities—has
stayed near its lowest levels since 2001. Margin credit
extended by dealers—which funds clients’ positions in
traded stocks—has fluctuated within the upper part of
its historical range, but margin calls reportedly were
met without disruption or a marked increase in disputes
during the heightened market volatility at the start of
the year.

The stock of private, short-term, money-like
instruments, which form funding intermediation chains
that are vulnerable to runs, has continued to trend
down relative to gross domestic product (GDP) and
total nonfinancial debt, suggesting vulnerabilities from
maturity transformation have continued to fall. Assets
in money market mutual funds (MMFs) have been
relatively stable this year, though assets in institutional
prime MMFs have been declining, primarily because
Securities and Exchange Commission (SEC) reforms
aimed at mitigating the funds’ susceptibility to investor
runs have induced conversions of prime funds into
government-only funds. Nevertheless, some structural
vulnerabilities are expected to persist in MMFs even
after SEC reforms go fully into effect in October 2016.
For open-end mutual funds, the Financial Stability
Oversight Council highlighted potential risks to
financial stability from liquidity transformation

A. Regulatory capital ratios at the top 25 bank holding
companies
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SourcE: Federal Reserve Board, Form FR Y-9C, Consolidated Financial
Statements for Bank Holding Companics.
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through funds that hold less liquid assets and could
face elevated redemptions, and the council suggested
possible actions to mitigate those risks.

Valuation pressures have generally stayed at a
moderate level since January, though they rose for
a few asset classes. Forward price-to-earnings ratios
for equities have increased to a level well above
their median of the past three decades. Although
equity valuations do not appear to be rich relative to
Treasury yields, equity prices are vulnerable to rises
in term premiums to more normal levels, especially if
a reversion was not motivated by positive news about
economic growth. in contrast, valuation pressures in
corporate bond markets—which manifest in low yields
and credit spreads—were about unchanged. Credit
spreads for 10-year investment- and speculative-grade
bonds changed tittle, on balance, and far-term forward
spreads on speculative-grade corporate bonds have
risen slightly, suggesting only a small decrease in
investors’ risk appetite. Although respondents to the
Board's Sentor Credit Officer Opinion Survey on Dealer
Financing Terms reported some deterioration in market
liquidity during the heightened financial volatility near
the start of the year, standard measures of liquidity
in corporate bond markets decreased only about in
fine with what might be expected given historical
relationships between liquidity and volatility.

Valuations in the CRE sector appear increasingly
vulnerable to negative shocks, as CRE prices have
continued to outpace rental income and exceed,
by some measures, their pre-crisis peaks. However,
leverage in the sector does not appear excessive, and
some evidence points to a recent reduction in risk
appetite among CRE investors. Overall growth of CRE
debt is moderate, and the ratio of debt backed by
nonfarm nonresidential property to GDP is below an
estimate of its long-run historical trend. In addition,
according to the January and April results of the Board's
Senior Loan Officer Opinion Survey on Bank Lending
Practices, banks tightened lending standards in the
fourth quarter of 2015 and first quarter of 2016,

The private nonfinancial-sector credit-to-GDP ratio
has stayed near the levels that prevailed in the mid-
2000s, though it is below conventional estimates of
its long-term upward trend. In addition, debt growth
in the household sector remained modest and mostly
attributable to prime borrowers. In contrast, leverage for
the nonfinancial corporate sector has stayed elevated
and indicators of corporate credit quality, though still
solid overall, continued to show signs of deterioration
for lower-rated firms, especially in the energy sector.
Even so, the risks posed by the elevated indebtedness
of nonfinancial corporations may be attenuated by
substantial cash haldings of investment-grade firms,
relatively low interest expenses, and limited short-
term debt.
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The Federal Reserve Board has taken several further
steps to improve the resilience of financial institutions
and overall financial stability, including three proposals
that apply only to large banking organizations and
increase in stringency with the systemic footprint
of the organization. First, the Board issued for
public comment a proposed rule that would impose
single-counterparty credit limits to help constrain
interconnectedness within the financial system.?
Second, the Board and the other federal banking
agencies issued for public comment a proposed rule
that would require large U.S. banking organizations
0 maintain a minimum net stable funding ratio
(NSFR}.? The proposal would require those institutions
to maimain sufficient levels of stable funding
relative to the liquidity of their assets, derivatives,
and commitments over a one-year period, reducing
liquidity risk in the banking system, The NSFR proposal
would also serve as a complement to the liquidity
coverage ratio rule. Third, the Board issued for public
comment a proposed rule that would reduce the threat
of disorderly liquidation of financial firms by requiring
U.S. global systemically important banks (G-S1Bs) and
the U.S. operations of foreign G-SIBs to restrict the
ability of counterparties to terminate qualified financial
contracts early if the firm enters bankruptcy or a
resolution process.*

in addition, the Board and the Federal Deposit
Insurance Corporation announced their determinations
and provided firm-specific feedback on the 2015
resolution plans of eight U.S. G-51Bs.% The two
agencies ordered five of the firms to address identified
deficiencies in their plans by October 1, 2016, or
possibly be subjected to mare stringent prudential
requirements.

2. See Board of Governors of the Federal Reserve System
{2016), “Federal Reserve Board Proposes Rule to Address Risk
Associated with Excessive Credit Exposures of Large Banking
Organizations to a Single Counterparty,” press release,

March 4, https:/Awww.federalreserve gov/newsevents/press/
bereg/20160304b.htm.

3. See Board of Governors of the Federal Reserve System,
federal Deposit Insurance Corporation, and Office of the
Comptroller of the Currency (2076), “"Agencies Propose Net
Stable Funding Ratio Rule,” joint press release, May 3, hitps://
www federalreserve govinewsevents/press/boreg/20160503a.
htem.

4. See Board of Governors of the Federal Reserve System
{2016), “Federal Reserve Board Praposes Rule to Support U.S,
Financial Stability by Enhancing the Resolvability of Very Large
and Complex Financial Firms,” press release, May 3, htps://
www.federatreserve.govinewsevents/pressibereg/20160503b.
htm.

5. See Board of Governors of the Federal Reserve System
and Federal Deposit Insurance Corporation (2016), “Agencies
Announce Determinations and Provide Feedback on
Resolution Plans of Eight Systemically tmportant, Domestic
Banking Institutions,” joint press release, Aprit 13, hitps:/
wwiw.federalreserve. gov/inewsevents/press/bereg/20160413a.
him.
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30. Yields on nominal Treasury securities
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31, Yield and spread on agency mortgage-backed
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.. . longer-term nominal Treasury yields
decreased . . .

Yields on 5-, 10-, and 30-year nominal
Treasury securities declined in the first half

of the year on balance (figure 30). Treasury
yields decreased most notably in the early
part of the year amid an increase in safe-
haven demands and a pullback from risky
assets. Yields changed little since then, on

net, as risk sentiment generally improved but
concerns about longer-term economic growth
remained. Consistent with the change in
yields on Treasury securities, yields on 30-year
agency mortgage-backed securities (MBS)—an
important determinant of mortgage interest
rates—decreased, on balance, in the first half
of 2016 (figure 31).

... broad equity price indexes increased
slightly, and those of companies linked to
energy sectors rose substantially . . .

After incurring sharp declines early in the year,
broad equity price indexes rebounded as risk
sentiment improved, resulting in levels that
were slightly higher, on net, than at year-end
(figure 32). In addition, reflecting the rebound
in oil prices since the turn of the year, stock
prices of companies in the energy sector
outperformed broad equity market indexes
over the first half of 2016. Meanwhile, implied
volatility of the S&P 500 index increased
through mid-February and then declined,
ending the period above its year-end level.

.. . while risk spreads on corporate bonds
narrowed

Similar to the movements in equity markets,
spreads on corporate bonds over comparable-
maturity Treasury securities widened early

in the year but later retraced those moves,
leaving spreads generally little changed, on
net, over the first half of the year. Spreads
on the lowest-rated speculative-grade issues
declined appreciably. Nonetheless, corporate
bond spreads stayed notably above their
historical median levels, consistent with some
deterioration in credit quality in the
corporate sector,



Bank credit continued to expand, but
profitability declined

Aggregate credit provided by commercial
banks increased at a solid pace through May
(figure 33). The expansion in bank credit
reflected strong loan growth coupled with

a modest increase in banks” holdings of
securities. The growth of loans on banks’
books was generally consistent with banks’
reports in the April SLOOS of stronger
demand for most loan categories and easier
lending standards for loans to households.

Measures of bank profitability remained
below their historical averages and declined in
the first quarter of 2016, pressured by higher
provisioning for losses on loans to borrowers
in the oil and gas sectors, reduced trading and
investment banking revenues, and continued
low net interest margins (figure 34). However,
with the exception of C&]I loans, loan
delinquency and charge-off rates continued
to decline across most major loan types and
remained near or at their lowest levels since
the financial crisis. Stock prices of large bank
holding companies decreased over the first
half of the year, while banks’ credit default
swap spreads increased and stayed above their
average level over the past two years.

Measures of liquidity conditions and
functioning in financing markets were
generally stable

Available indicators of Treasury market
functioning have remained broadly stable over
the first half of 2016. A variety of liquidity
metrics—including bid-asked spreads and
bid sizes in secondary markets for Treasury
securities—have displayed no notable signs
of liquidity pressures over the same period.
In addition, Treasury auctions generally
continued to be well received by investors.

Liquidity conditions in the agency MBS
market also appeared to be generally stable.
Dollar-roll-implied financing rates for
production coupon MBS-—an indicator of
the scarcity of agency MBS for settlement—
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35. Equity indexes for selected foreign economies
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suggested limited settlement pressures over

the first half of 2016. In addition, measures

of corporate bond market liquidity, such

as gauges of the effect of trades on market
prices, stayed at levels comparable with those
seen prior to the financial crisis. However,
accurately measuring liquidity in fixed-income
markets can be challenging, and liquidity
conditions may vary in certain segments of the
market or during times of stress.

Short-term dollar funding markets also
continued to function smoothly during the first
half of 2016. There were generally no signs of
stress in either secured or unsecured money
markets, including at March quarter-end.

Municipal bond markets functioned
smoothly despite recent developments on
Puerto Rico’s debt

Credit conditions in municipal bond
markets continued to be stable even as

the situation facing Puerto Rico and its
creditors deteriorated further. Gross issuance
of municipal bonds remained solid in the
first quarter, and yield spreads on general
obligation (GO) municipal bonds over
comparable-maturity Treasury securities
increased a bit on net. Puerto Rico’s
Government Development Bank missed a
substantial debt payment due in early May,
and investors remained focused on the next
sizable payment of GO bonds due in July.

International Developments

Foreign financial market conditions
improved after tightening early in the
year

Foreign financial market conditions tightened
early in the year, with bond spreads rising
and equity markets falling in most countries
as investor concerns about global economic
growth increased, particularly with regard

to China (figure 35). Since mid-February,

in response to the release of some positive
foreign data, reassuring moves by Chinese
policymakers, and a market perception that



U.S. monetary policy would be somewhat
more accommodative than previously
expected, financial conditions generally
improved. A rebound in oil prices also seemed
to reassure investors, possibly by diminishing
financial stability concerns around oil-
producing firms and oil-exporting economies.
Bond yields, however, have generally moved
lower since February, both because of low
readings on inflation and in response to the
U.S. employment report in June (figure 36).

The dollar depreciated early in the year
but has risen, on balance, more recently

After increasing more than 20 percent from
mid-2014 through its recent peak in January of
this year, the broad dollar index—a measure
of the trade-weighted value of the dollar
against foreign currencies—has declined about
4 percent on balance (figure 37). The exchange
value of the dollar fluctuated importantly

over the first half of this year in response to
shifting views about the path of U.S. monetary
policy—falling early on, rising starting in May,
and declining again more recently. On net, the
dollar declined significantly against currencies
of some commodity exporters, including
Canada, as higher oil prices provided support
for those currencies. In contrast, the British
pound appreciated less against the dollar

than other currencies, likely reflecting investor
concerns about the upcoming referendum on
whether the United Kingdom should leave the
European Union. The Chinese renminbi was
under considerable depreciation pressure late
Jast year and very early in 2016 but stabilized
as fears that Chinese policymakers would allow
the renminbi to fall considerably further were
allayed by reassuring statements of Chinese
authorities, positive macroeconormic data, and
decreased capital outflows {figure 38).

Economic growth remained modest in
most advanced foreign economies

In the euro area, Canada, and Japan,
economic growth picked up in the first quarter
of 2016 (figure 39). The curo-area economy
was supported by the European Central Bank’s
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36. 10-year nominal benchmark yields in selected
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39. Real gross domestic product growth in selected
advanced foreign economies
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highly accommodative monetary policies, and
the Canadian economy continued to recover
from a brief recession in early 2015, with past
depreciation of the Canadian dollar providing
some support. However, GDP growth in

the second quarter is likely to be hampered

in Japan (as a result of an earthquake in
April) and in Canada (on account of massive
wildfires that have disrupted oil production).
In addition, uncertainty related to the
forthcoming U.K. referendum appears to have
contributed to a step-down in U.K. growth
this year.

inflation also remained low . . .

In most advanced foreign economies (AFEs),
core inflation remained subdued, reflecting
continued economic slack in some countries
and generally subdued wage growth. Asa
result, despite the recent rebound in oil prices
and the inflationary effects of past sizable
depreciations of some currencies, headline
inflation remained well below central bank
targets in Canada, the euro area, Japan, and
the United Kingdom (figure 40).

. . . leading AFE central banks to maintain
highly accommodative monetary policies

In late January of this year, the Bank of Japan
adopted a negative policy rate, and in March,
the European Central Bank reduced its deposit
rate further into negative territory, increased
the pace and scope of its asset purchases,

and announced a new program of four-year
loans—potentially at slightly negative rates—
to euro-area banks. Meanwhile, the Bank of
Canada, the Bank of England, and many
other AFE central banks maintained their
policy rates at historically low levels.



in emerging markets, economic growth
picked up from late last year but remains
subpar

The Chinese economy slowed in the first
quarter (figure 41). However, recent indicators
suggest that more accommodative fiscal

and monetary policies are providing a lift to
economic activity, particularly in the property
market, where easier credit conditions have
fueled a sharp turnaround. Elsewhere in
emerging Asia, weak external demand from
both the advanced economies and China
weighed on growth in the first quarter, but
exports and manufacturing have improved
more recently.

Mexico’s economy was a bright spot in
Latin America in the first quarter, as GDP
growth picked up despite lackluster exports
to the United States; however, it appears
economic activity decelerated in the second
quarter. In Brazil, the recession continued
in the first quarter, reflecting long-standing
stractural problems, low commodity prices,
and a political crisis, subsequently resulting
in a change in government. However, the
contraction was smaller than in previous
quarters, as commodity prices recovered
somewhat and the sharp depreciation of
the currency last year helped boost exports.
Growth was mixed in the rest of South
America, with Chilean GDP rebounding
sharply while Venezuela’s economy continued
to experience a deep recession.
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41, Real gross domestic product growth in selected
emerging market economies
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PARrT 2

MoNETARY PoLicy

Over the first half of the year, monetary policy remained accommodative to support further
improvement in labor market conditions and a return to 2 percent inflation. In particular, the
Federal Open Market Committee (FOMC) maintained the target range for the federal funds rate at
Ya to ¥ percent. This unchanged policy stance was supported, among other factors, by the FOMC's
assessments in the first months of the year that global economic and financial developments posed
risks to the economic outlook, and in June that recent information indicated that the pace of
improvement in the labor market had slowed. In addition, the Committee’s policy stance reflected
its expectation that inflation would remain low in the near term. Looking ahead, the FOMC
expects that economic conditions will warrant only gradual increases in the federal funds rate. In
determining future adjustments to the federal funds rate, the Committee will take into account a
wide range of information, including measures of labor market conditions, indicators of inflation
pressures and inflation expectations, and readings on financial and international developments.

The FOMC maintained the federal funds domestic economic activity appeared to have
rate farget range al % to %2 percent in the slowed.® In June, the Committee noted that
fivst half of the year . .. recent information indicated that the pace of

improvement in the labor market had slowed,

After raising the target range for the federal X . . R .
g g 8 while growth in domestic economic activity

funds rate last December to between % and
V4 percent, the Committee has maintained that

range over the first half of the year (figure 42). 5. See Board of Governors of the Federal Reserve
This unchanged policy stance was supported System (2016), “Federal Reserve Issues FOMC
initiaﬂy by the Commitiee’s assessment that Statement,” press release, March 16, https://www.
global economic and financial developments fcderalreserveAgov/newsevcnts/press/mgnetary/.’!()160316av
posed risks to the economic outlook, as htm; and Board“of Governors of the PC(}eml Ifeserve
PR System (2016}, “Federal Reserve Issues FOMC State-
expressed in its March 201(? statement, . ment,” press release, April 27, httpsi//www.federalreserve,
and by its judgment in April that growth in gov/newsevents/press/monetary/20160427a.htm,

42. Selected interest rates
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appeared to have picked up in the spring.¢
The decision to maintain the target range

for the federal funds rate also reflected the
Committee’s expectation that inflation would
stay low in the near term, partly because

of earlier declines in energy prices and in

the prices of non-energy imports, as well

as recently elevated uncertainty about the
possible consequences of the UK. referendum
on European Union membership for the U.S.
economic outlook.

Over the first half of 2016, the Commitiee
remained particularly attentive to risks to
the U.S. economic outlook posed by global
economic and financial developments. The
Committee noted earlier in the year that it
was closely monitoring such developments
and assessing their implications for the labor
market and inflation and for the balance

of risks to the outlook. The Committee
subsequently indicated that these concerns
had attenuated, but that it would continue to
closely monitor inflation indicators and global
economic and financial developments.

... indicated that the stance of
monetary policy was likely to remain
accommodative . ..

The Committee continued to expect that the
federal funds rate was likely to remain, for
some time, below levels that were expected to
prevail in the longer run, and that with gradual
adjustments in the stance of monetary policy,
economic activity would expand at a moderate
pace and labor market indicators would
continue to strengthen. The Committee also
continued to expect inflation to remain low in
the near term but to rise to 2 percent over the
medium term as the transitory effects of past
declines in energy and import prices dissipate
and the labor market strengthens further.

Consistent with this outlook, in the most
recent Suramary of Economic Projections,
which was compiled at the time of the June

6. See Board of Governors of the Federal Reserve
System (2016), “Federal Reserve Issues FOMC
Statement,” press release, June 15, https:/federalreserve.
gov/newsevents/press/monetary/20160615a.htm.
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FOMC meeting, FOMC participants projected
that the appropriate level of the federal funds
rate would be below its longer-run level
through 2018.

... and stressed that future changes in
the target range for the federal funds rate
will depend on the economic outlook as
informed by incoming data

The FOMC continued to emphasize that,

in determining the timing and size of future
adjustments to the target range for the federal
funds rate, the Committee would assess
realized and expected economic conditions,
as informed by incoming data, relative to

its objectives of maximum employment and

2 percent inflation. This assessment would
take into account a wide range of information,
including measures of labor market
conditions, indicators of inflation pressures
and inflation expectations, and readings on
financial and international developments. In
light of the current shortfall of inflation from
2 percent, the Committee indicated that it
would carefully monitor actual and expected
progress toward its inflation goal. Stronger
growth or a more rapid increase in inflation
than the Committee currently anticipates
would likely call for faster increases in the
federal funds rate; conversely, if conditions
prove weaker, a lower path of the federal funds
rate would likely be appropriate.

The size of the Federal Reserve’s balance
shect has remained stable

To help maintain accommodative financial
conditions, the Federal Reserve kept its
holdings of longer-term securities at sizable
levels over the first half of the year. In
particular, the Committee maintained its
existing policy of reinvesting principal
payments from its holdings of agency debt and
agency mortgage-backed securities in agency
mortgage-backed securities and of rolling over
maturing Treasury securities at auction, and it
anticipates doing so until normalization of the
level of the federal funds rate is well under way.

With the continuation of the Committee’s
reinvestment policy, the Federal Reserve’s total
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assets have held steady at around $4.5 trillion The Federal Reserve’s remittances to the
(figure 43). Holdings of U.S. Treasury Treasury have totaled over $600 billion on a
securities in the System Open Market Account cumulative basis since 2008.

(SOMA) have remained at $2.5 trillion,

and holdings of agency debt and agency The Federal Reserve’s implementation of
mortgage-backed securities at approximately monetary policy has continued smoothly
$1.8 trillion. Consequently, total liabilities Consistent with the FOMC’s Policy

on the Federal Reserve’s balance sheet were

Normalization Principles and Plans published
mostly unchanged.

on September 17, 2014, and augmented with
additional operational information at the
March 2015 FOMC meeting, the Federal
Reserve continued to use interest paid on
reserve balances and employ an overnight
reverse repurchase agreement (ON RRP)
facility to manage the federal funds rate,
and the effective federal funds rate has
remained in its target range.® Specifically,
the Board of Governors left the interest rate
paid on required and excess reserve balances
unchanged at Y2 percent, while the FOMC
continued to authorize daily ON RRP

Interest income on the SOMA portfolio has
continued to support substantial remittances
to the U.S. Treasury Department. The Federal
Reserve provided $117.1 billion of such
distributions to the Treasury in 2015, which
included a one-time transfer of $19.3 billion
made in December 2015 to reduce aggregate
Reserve Bank capital surplus to $10 billion,
as required by the Fixing America’s Surface
Transportation Act, and a transfer of

$24.8 billion during the first quarter of 2016.7

7. See Board of Governors of the Federal Reserve 8. Sece Board of Governors of the Federal Reserve

System (2016), “Federal Reserve System Publishes System (2014), “Federal Reserve Issues FOMC Statement
Annual Financial Statements,” press release, March 18, on Policy Normalization Principles and Plans,”
hitps:/fwww.federalreserve. gov/newsevents/press/ press release, September 17, www.federalreserve.gov/
other/20160317a.htm; and Board of Governors of newsevents/press/monetary/20140917¢.htm; and Board
the Federal Reserve System (2016), Quarterly Report of Governors of the Federal Reserve System (2015),

on Federal Reserve Bajance Sheet Developments “Minutes of the Federal Open Market Committee,
(Washington: Board of Governors, May), https://www. March 17-18, 2015.” press release, April 8, www.
federalreserve.gov/monetarypolicy/files/quarterly federalreserve. gov/newsevents/press/monetary/20150408a.
balance_sheet_developments_report_201605.pdf. htm.
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dit and liquidity facilities” consists of primary, secondary, and seasonal eredit; term auction credit; central bank liquidity swaps; support for Maiden
arns, and AIG; and other credit facilities, including the Primary Deater Credit Facility, the Asset-Backed Commercial Paper Money Market Mutual
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premiums and discounts on securities heid outright. “Capital and other liabilities™ includes reverse repurchase agreements, the U.S. Treasury General Account,
and the U.S. Treasury Supplementary Financing Account. The data extend through June 15, 2016,

Source: Federal Reserve Board, Statistical Release H.4.1, “Factors Affecting Reserve Balances.”




32 PART 2: MONETARY POLICY

operations at an offering rate of ' percent.

In addition, the Board of Governors took no
action to change the discount rate (the primary
credit rate), which remained at 1 percent.

The FOMC also continued to indicate that the
Federal Reserve’s daily ON RRP operations
would be undertaken in amounts limited

only by the value of Treasury securities held
outright in the SOMA that are available for
such operations and by a per-counterparty
limit of $30 billion per day. The total take-up at
ON RRP operations with the Federal Reserve
generally decreased in the first half of the year
and remained at levels below those observed
prior to the increase in the target range for

the federal funds rate in December. The

Comunittee has stated that it intends to phase
out the ON RRP facility when it is no longer
needed to help control the federal funds rate.

The Federal Reserve also continued to test
the operational readiness of other policy
tools. In particular, two Term Deposit Facility
operations were conducted in the first half

of 2016; seven-day deposits were offered at
both operations at a floating rate of 1 basis
point over the interest rate on excess reserves.
In these operations, term deposit volumes
were broadly in line with those in previous
tests with similar parameters. In addition, the
Open Market Desk conducted several small-
dollar value exercises solely for the purpose of
maintaining operational readiness.
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PART 3
SummARY OF ECONOMIC PROJECTIONS
In conjunction with the Federal Open under appropriate monetary policy and in the
Market Committee (FOMC) meeting held absence of further shocks to the economy.
on June 14-15, 2016, meeting participants “Appropriate monetary policy” is defined as
submitted their projections of the most the future path of policy that each participant
likely outcomes for real output growth, the deems most likely to foster outcomes for
unemployment rate, inflation, and the federal economic activity and inflation that best
funds rate for each year from 2016 to 2018 satisfy his or her individual interpretation of
and over the longer run.’ Each participant’s the Federal Reserve’s objectives of maximum
projection was based on information available employment and stable prices.
at the time of the meeting, together with his
or her assessment of appropriate monetary The median of participants’ projections for
policy and assumptions about the factors likely the growth of real gross domestic product
to affect economic outcomes. The longer- (GDP) was 2 percent for each year from 2016
run projections represent each participant’s through 2018, in line with the median estimate
assessment of the value to which each variable of the longer-run growth rate of real GDP
would be expected to converge, over time, (table 1 and figure 1). The median of growth

projections in 2016 and 2017 was slightly lower
9. One participant did not submit longer-run than the med}an of near-term projections
projections in conjunction with the June 2016 FOMC made at the time of the March FOMC
meeting. meeting. The range of participants’ projections

Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents, under their
individual assessments of projected appropriate monetary policy, June 2016

Percent
Median' Central tendency’ Range®
Variable o
e 2016 2()(7'2018 Longert  a16 [ 2017 i 01s | honer | ogig l 2017 ‘ a1g | Longer
Change in real GDP 20 20 20} 20 1822 1821|1820 16-24 1522 1624

March projection 22 21 20 20 2.0-23 1.8-2.1 1.8-2.1 1.7-2.3 1.8-23 1.8-2.4

4348 4350 4.6-5.0
4.3-49 43-50 [ 47-58
1.6-2.0 1.8-21 2.0
1620 1820 20
1.6-2.0 1.8-21
1L6-20 1820

47 46 46 43
47 48 435 4.8
4 1% 20 2.0
L2 1% 20 20

4.5-4.7 4.4-4.8 4.7-3.0
4.5-4.7 4.5-50 4750
17-2.0 19-2.0 290
17-2.0 1920 206

Unemployment rate
March projection

PCE inflation .
March projection
Core PCE inflation®
March projection
Memo: Projected
appropriate policy path

17 19 20
16 18 20

0614 0.6-2.4 0.6-3.4 2.8-3.8
0.6-14 1.6-2.8 2.1-39 {30448
d projections for hotk measures of inflation are percent changes from the fousth quacier of the previous yeur
1o the fourth quarter of the year indicated. POE fnflation and core nilation are the percentage rates of change i, respectively, the price index for personal consumption cxpendi-
tures (PCE} and the price index for PCE excluding food and energy. Projections for the unemployment rate 2ze 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-ron projections represent each participant’s assessment of
the rate 10 which each variable would be expected to converge under appropriate monetary policy and in the absence of further shocks ta the economy. The projections for the federal
funds rate arc the value of the midpoint of the projected appropriate. target range for the federal finds rate or the projecied appropriate target level for the federal funds rate at the
end of the specified calendar ycar or over the longer run. The March projections were made in conjunction with the mecting of the Federal Open Market Canunittee on March 15-16,
2016, One participant did rot submit longer-rin projectinas fo conjunction with the Jane 14-15, 2016, meeting.

1. For each peried, the median is the middle projection when the projections ate arranged from lowest to highest. When the nomber of projections is even, the median is the average

of the two middie projections.

2. The central tendency excludes the theee highest and three fowest projections for sach variable in cach year.

3. The range for a variable in a given year includes all participants” projections, frons Jowest to highest, for that variable in that year,

4, Longer-ran projections for core PCR inflation are ot coflected.

Federal fundsrate oo} 0.9 16 24 3.0 0.6-0.9 1419 2.1-29
March projecti ..} 69 19 38 33 0.9-14 1.6~2.4

Nowe: Prajuctions of change in reat gross domestic prodect (GDP)
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Figure 1. Medians, central tendencies, and ranges of economic projections, 2016-18 and over the longer run
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for real GDP growth in 2017, 2018, and over
the longer run widened somewhat relative
to March.

The median of projections for the
unemployment rate edges down from

4.7 percent at the end of 2016 to 4.6 percent
in 2017 and 2018, modestly below the
median assessment of the longer-run normal
unemployment rate of 4.8 percent. The
medians and ranges of the unemployment
rate projections for 2016 to 2018 were nearly
unchanged from March.

The median of projections for inflation as
measured by changes in the price index for
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personal consumption expenditures (PCE) in
2016 stands at 1.4 percent, a bit higher than in
March; the median rises to 1.9 percent for 2017
and to the Committee’s objective of 2 percent
for 2018 and over the longer run. The medians
of projections for core PCE inflation also rise
gradually over the next two years.

With regard to participants’ projections of
appropriate monetary policy, the median
projection for the federal funds rate rises

only gradually from % percent in 2016 to

1% percent at the end of 2017 and 2% percent
by the end of 2018, somewhat below the

3 percent median of participants’ estimates
of its longer-run normal level (figure 2).

Figure 2. FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range or target level for the federal

funds rate

Percent
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Note: Each shaded circle indicates the value (rounded to the nearest ¥ percentage point) of an individual participant’s
judgment of the midpoint of the appropriate target range for the federal funds rate or the appropriate target level for the federal
funds rate at the end of the specified calendar year or over the longer run. One participant did not submit longer-run

projections.
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Although the median federal funds rate at the
end of 2016 is unchanged from the March
projection, a number of participants revised
down their projections. For 2017 and 2018, the
median projections are ¥ percentage point and
% percentage point lower, respectively, than

in March. The median estimate of the longer-
run level of the federal funds rate was revised
down Y percentage point. These projections
represent participants’ individual assessments
of appropriate policy consistent with their
projections of economic growth, employment,

inflation, and other factors. However, the
economic outlook is inherently uncertain; thus,
each participant’s assessment of appropriate
policy 1s also necessarily uncertain, especially
at longer time horizons, and will change in
response to changes to the economic outlook
and associated risks.

A more complete description of the Summary
of Economic Projections will be released with
the minutes of the June 14-15, 2016, FOMC
meeting on July 6.
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ABBREVIATIONS

AFE
C&l
CRE
ECI
FOMC
GDP
GO
MBS
Michigan survey
ONRRP
PCE
SEP
SLOOS
SOMA
S&P

advanced foreign economy

commercial and industrial

commercial real estate

employment cost index

Federal Open Market Committee; also, the Committee
gross domestic product

general obligation

mortgage-backed securities

University of Michigan Surveys of Consumers
overnight reverse repurchase agreement

personal consumption expenditures

Summary of Economic Projections

Senior Loan Officer Opinion Survey on Bank Lending Practices
System Open Market Account

Standard & Poor’s
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the
Federal Reserve System from Chairman Hensarling:

1. Chair Yellen, you testified that, unlike funding sources for commercial banks,
Fed-liabilities are not prone to runs. You also testified that, despite the Fed's
immunity from systemic risks, the Fed nevertheless conducts stress tests on itself.
Please describe in detail the results of those tests, and how your self-testing differs
from tests you administer to commercial banks.

Federal Reserve staff have examined how the Federal Reserve’s income would be
affected in the “supervisory severely adverse scenario” in the annual Comprehensive
Capital Analysis and Review (CCAR) stress tests. The CCAR stress tests to date have
focused on macroeconomic conditions that could give rise to large losses at depository
institutions. Typically, these involve shocks that drive various credit spreads much
higher and that could be expected to result in significant losses on bank loan portfolios.
However, these scenarios generally involve lower short-term Treasury yields along with
modest declines in long-term Treasury yields. This type of interest rate configuration
tends to result in somewhat higher Federal Reserve income.

A number of other studies have also examined the risks to the Federal Reserve’s balance
sheet and income over time employing stress tests and related methodologies.! All of
these studies conclude that the risk that the Federal Reserve will experience a prolonged
period in which its net income turns negative is very remote. The types of hypothetical
scenarios that could lead to periods of negative net income for the Federal Reserve are
those in which short-term interest rates rise very quickly relative to the level of long-term
interest rates. In extreme cases, the Federal Reserve’s interest expense could rise faster
than its interest income and result in negative net income for a time. The Federal Reserve
reports the results of the effects of alternative interest rate scenarios along these lines in
the Annual Report of the System Open Market account. Even when subjected to large
and sustained increases in interest rates, Federal Reserve net income generally remains
positive.?

2. The Fed regularly discloses details about various aspects of its monetary policy
conduct. Given that the rate paid on reserves (required and excess) has become a
prominent monetary policy tool, will the Fed commit to identifying the top twenty
recipients of interest on reserves on a quarterly basis, and detail the amounts cach
such recipient received?

! See for example, Carpenter, Seth B., Jane E. Ihrig, Elizabeth C. Klee, Daniel W. Quinn, and Alexander
H. Boote. 2013. “The Federal Reserve’s Balance Sheet and Earnings: A Primer and Projections.”
Finance and Economics Discussion Series paper 2013-01, Federal Reserve Board, Christensen, Jens
H.E, Jose A. Lopez, and Glenn D. Rudebusch. 2013. “A Probability-Based Stress Test of Federal
Reserve Assets and Income.” FRB San Francisce Working Paper 2013-38. Christensen, Jens H.E., and
Glenn D. Rudebusch, 2013, “Modeling Yields at the Zero Lower Bouud: Are Shadow Rates the
Solution?” FRB San Francisco Working Paper 2013-39. Greenlaw, David, James D. l1amilton, Peter
Hooper, and Frederic 8. Mishkin. 2013. “Crunch Time: Fiscal Crises and the Role of Monetary Policy.”
NBER Working Paper 19297,

See pages 30-34 of the Annnal Report of the System Open Market Account for 2015 at
hitps://www.newyorkfed org/medialibrary/media/markets/omo/omo201 5-pdf.pdf.

(5
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Under the Dodd-Frank Act, the Federal Reserve has published a great deal of detailed
information by individual counterparty on participation in Federal Reserve credit and
liquidity programs established during the financial crisis.® In addition, on a quarterly
basis, the Federal Reserve publishes detailed data on open market operations and
discount window lending by counterparty with a two-year lag.* However, consistent with
the practice of all other U.S. financial institutions and other central banks, the Federal
Reserve does not generally publish current information about the individual accounts or
transactions of specific customers or counterparties.

In aggregate, the twenty depository institutions with the largest interest payments on
reserves account for about 60 percent of the Federal Reserve’s total interest payments to
depository institutions. The Federal Reserve publishes information on total interest
payments to depository institutions in its quarterly financial statements.?

3. In the Federal Reserve's legal opinion, how far above the general level of short-
term rates does interest on reserves, required or excess, have {o rise before it
breaches the legal limit specified in Section 20 1 of the Financial Services Regulatory
Relief Act of 20067

The Federal Reserve sets the interest rate on reserves at the level necessary to keep the
federal funds rate in the target range established by the Federal Open Market Committee.
At present, the interest rate on required reserves and on excess reserves are both set at 50
basis points, and the federal funds rate has generally been just a few basis points below
that level.

The Federal Reserve Act provides that the Federal Reserve may pay interest on balances
held by depository institutions at a level not to exceed the general level of short-term
interest rates. In financial markets, the term “short-term rates” is often taken to mean
rates on obligations with maturities of one year or less. The Federal Reserve Board
adopted a similar definition of the “general level of short-term interest rates” in
Regulation D. The interest rates on required and excess reserves have been well within
the range of short-term rates under the Regulation D definition. For example, at present,
rates paid by financial institations on three-month commercial paper and wholesale time
deposits are significantly above 50 basis points. ¢

4. Testifying before the Committee on February 10, 2016, you rationalized the Fed’s
above-market interest on reserves by arguing that it ultimately lets the Fed put
money back inte taxpayers’ pockets:

1 would point out that althongh we are paying interest to banks on reserves, those
reserves are financing our holdings, a large portfolio of holdings of longer-term

3 See http://www.federalreserve gov/newsevents/reform_transaction htm.

* See http://www.federalreserve.gov/newsevents/reforra_quarterly transaction.htm.

* See http://www.federalreserve.gov/monetarypolicy/bst_fedfinancials.htm.

& See for example the Board’s H.15 statistical release, hitp://www.federalreserve.govireleases/h 1 5/current/.
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treasury securities and mortgage-backed securities on which we earn substantially
greater inferest. And because of that large balance sheet...the Fed transferred back to
the Treasury and to the American taxpayers $100 billion.”

1 really want to emphasize that from the taxpayers’ point of view the Federal Reserve
has transferred, since 2008 through 2015, roughly $600 billion back to Congress, to
the taxpayers, to the Treasury, funds that have contributed importantly to financing the
government, and that has only been possible because we have a larger stock of reserves
in the—on our—in the banking system and, correspondingly, hold a far larger stock of
interest-bearing assets that pay in larger amounts.® .

We have $2.5 trillion, roughly, of reserves in the banking system, as compared with $20
billion or $30 billion prior to the crisis. The counterpart of that on our balance sheet is
that we hold a very large stock of assets on which we are earning a substantially higher
rate of return than we are paying to the banks. And that differential between what we
earn on our holdings of long-term treasuries and mortgage-backed securities and the
25 or 50 basis points we pay to the banks, that differential all shows up in the
taxpayers’ pocket. It is money that Congress can use to address all of the problems
that you have discussed.®

The Government Accountability Office and Congressional Budget Office,'® as well
as recent testimony before the Subcommittee on Monetary Policy and Trade,
suggest that Fed remittances do not put money back into the taxpayers’ pocket.
According to GAO, for example, )

While a Reserve Bank transfer to Treasury is recorded as a receipt to the government,
such transfers de not produce new resources for the federal government as a whole.

In light of GAQ’s and related assessments, will you commit to publicly retracting
the Federal Rescrve’s repeated claim that paying above-market interest on reserves
puts money in taxpayers’ pockets? If not, please provide the Comamittee with an
analysis of whether taxpayers are earning a competitive return on “their money,”
given the Fed’s considerable balance sheet exposures to both interest rate and credit
risk. In that case, please also provide your opinion about whether the Fed’s
investment of taxpayers’ money is consistent with that of a fiduciary.

The reference from the Government Accountability Office report noting that transfers
from Reserve Banks to the Treasury do not produce new resources for the federal
government as a whole is focused on the case of a transfer of Federal Reserve surplus.
The Federal Reserve concurs with that analysis and with similar statements in the
Congressional Budget Office (CBO) analysis of the recent transfer of Federal Reserve

7 Monetary Policy and the State of the Ecopomy (2016). Transcript of Hearing Before the Committce on
Financial Services, U.S. House of Representatives, 114th Congress, Second Session, February 10, p. 11.
U.8. Government Publishing Office, Washington.

$ Ibid, p. 12.

? Ibid, p. 41.

" Government Accountability Office (2002, p. 16). Federal Reserve System: The Surphus Account, GAO-

02-939.
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surplus in connection with the Surface Transportation Reauthorization and Reform Act of
2015V

In contrast to transfers of Federal Reserve surplus, the Federal Reserve’s remittances to
the U.S. Treasury do represent an increase in resources available to the government over
standard investment horizons. Indeed, that view is reflected in the procedures that have
Tong been employed by the CBO in scoring various policies that could affect Federal
Reserve remittances over time. The Federal Reserve has remitted over $600 billion
dollars to the U.S. Treasury over the period from 2008 to present.'” Those elevated
remittances have lowered federal debt and the government’s net interest expense
substantially relative to levels that would have prevailed if remittances had been closer to
historical levels.

It is important to note that the Federal Reserve conducts monetary policy to foster
progress toward its statutory goals of maximum employment and stable prices. Thus,
while the elevated Federal Reserve remittances to the Treasury over recent years have
benefited U.S. taxpayers, the most important benefit of the Federal Reserve’s policies for
U.S. households and businesses has come from the effects of those policies in boosting
U.S. economic activity and employment and averting disinflationary pressures. The
improvement in the U.S. economy over recent years, in turn, has greatly benefited the
fiscal position of the United States in terms of increased tax revenues, lower expenses on
unemployment insurance and other social programs, and lower federal debt burdens.

5. In response to a question posed by Congressman Garrett, you testified that

We have no credit risk in our portfolic. We only have government and agency
[debt].

According to Vanguard, however, U.S. government agency debt has exposuxe to a
number of risks, including the following.?

Agency bond prices can rise or fall depending on interest rates. Interest rate
changes generally have a greater effect on long-term bend prices.

All agency bonds carry the credit risk that the issuer will default or will be unable to
make timely payments of interest and principal. GSE debt is solely the obligation of
the issuer and carries greater credit visk than U.S. Treasury securities.

Certain events can impact a GSE or agency issuer’s financial situation and ability te
make timely payments to bondholders, including economic, political, legal or
regulatory changes and natural disasters. Event risk is unpredictable and can
significantly impact bondholders.

1 See hitps://www .cbo.govisites/default/files/| 14th-congress-2015-2016/costestimate/51015-
strractrevision.pdf.

12 See, for example, http://www.federalreserve.gov/newsevents/press/other/201601 1 a htm.

3 Accessed at hitps:/personal.vanguard.com/us/content/Funds/FixIncAgencyBondsContent jsp.
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Agency bonds sold prior to maturity may be subject to substantial gain or loss. The
secondary market may alse be limited.

Is the Fed’s portfolio subject to credit risk, or does the Fed assume that U.S.
government agencies will be bailed out in times of stress? In addition, to what extent
does the Fed believe its balance sheet is subject to interest rate risk? Finally, will the
Fed commit to a regular and transparent disclosure of its balance sheet’s duration?

The Federal Reserve’s principal securities holdings include about $2.5 trillion of
Treasury securities and $1.8 trillion of agency Mortgage-Backed Securities (MBS)
securities.” The credit risk for the Federal Reserve in holding such securities is very
low. All Treasury securities are full faith and credit obligations of the U.S. government.
Moreover, about $400 billion of the Federal Reserve’s holdings of agency MBS
securities are Ginnie Mae securities; these securities are also full faith and credit
obligations of the U.S. government. The Federal Reserve’s remaining agency MBS are
those issued and guaranteed by Fannie Mae and Freddie Mac.

The Housing and Economic Recovery Act of 2008 authorized the Secretary of the
Treasury to support Fannie Mae, Freddie Mac, and the Federal Home Loan Banks by
purchasing obligations and other securities from those entitics. On September 7, 2008,
individual agreements with Fannie Mae and Freddie Mac were initiated to purchase
senior preferred stock. The Senior Preferred Stock Purchase Agrecments (SPSPAs)
effectively provide a long-term federal guarantee to existing and future debt holders.

Regarding interest rate risk, as noted in the answer to question 1, the Federal Reserve
regularly reviews the effects of alternative interest rate scenarios on its net income and
reports those results in the public documents cited above.

The Federal Reserve’s holdings of securities are readily available to the public.’®
Moreover, we publish information on the maturity distribution of our securities holdings
on a weekly basis.'® Additional information on our securities holdings is presented in the
quarterly report to the Congress on Credit and Liquidity Programs and the Balance
Sheet.”

* The Federal Reserve also holds a small amount {(about $22 billion) of direct obligations of Fannie Mae
and Freddie Mac. The bulk of these holdings will mature by the ouddle of 2018.

1S See hitps://www.newyorkfed.org/markets/soma/sysopen_accholdings.html.

% See table 2 in the Board’s H.4.1 statistical release http://www.federalreserve.gov/releases/h4 1/current/.

17 See http://www.federalreserve. gov/monetarypolicy/quarterly-balance-sheet-developments-report.htm.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Chairman Hensarling:

6. You testified, in response to Congressman Heck, that a marked slowdown in
productivity growth may simply reflect difficulty in measuring output from service firms,
especially those preducing tech-based services. In doing so, you also suggested that the
weight of academic research supports this conclusion. However, University of Chicago
economist Chad Syverson has been influential in arguing that the measurement-problem
hypothesis falls well shert of rationalizing our observed productivity slowdown.!

After referring to “growth” almost twenty times in your opening statement, you
acknowledged in response to questioning that while “growth has been disappointing...I'm
not sure of the reason.” Clearly, you think “growth” is important. Why is the Fed “not
sure of the reason” for our economy’s disappointing performance?

Can the Fed make prudent monetary policy decisions without understanding why growth
repeatedly falls short of its projections?

Could a real productivity slowdown, related perhaps to a prolonged peried of remarkably
unconventional monetary policy, be contributing to the persistence of “disappointing”
growth?

Given the fundamental importance of productivity growth to ecoromic opportunity, is the
Fed also considering how monetary policy may be dragging on productivity?

Economic growth since the end of the last recession has been disappointing, not only in the
United States but also in many other advanced economies. When considering the reasons, it is
useful to distinguish between factors that have contributed to slower growth in the economy’s
capacity to produce goods and services (slower growth in potential GDP), and factors that have
contributed to the speed with which the economy recovered from the recession -- that is, factors
that influenced how guickly actual GDP moved up toward potential GDP and thus how quickly
the economy put unemployed workers and idle production capacity back to work.

Growth of potential GDP over time reflects supply-side factors: growth in labor supply, growth
of the capital stock, and growth of multi-factor productivity. Whether actual real GDP grows at
a faster or slower pace than potential GDP in the short-run largely reflects demand-side factors:
the economic variables and policy decisions that influence the growth rates of consumer
spending, business and residential investment, government purchases of goods and services,
exports, and imports. Of course, there is interaction between supply-side and demand-side
factors. For example, stronger or weaker business investment spending contributes to strength or
weakness in tofal demand for U.S. goods and services in the short run, but persistently strong or
weak business investment means faster or slower growth of the capital stock. And the rate of
productivity growth is an important influence on the growth rates of wages and incomes, and
thus on growth of consumer spending. Nonetheless, the distinction between supply-side and

¥ Syverson, Chad (2016). Challenges to mismeasurement expalanations for the U.S. productivity slowdown.
January, University of Chicago Booth School of Business and NBER.
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demand-side factors is useful for analytic purposes so long as one bears in mind that they
interact, as is the case in the analytic models we use in the Federal Reserve.

The disappointing pace of economic growth in the U.S. during the current economic recovery
and expansion reflects both a slower than historically normal recovery in demands for goods and
services and a slowdown in the growth rate of potential GDP.

With respect to growth in demands for goods and services, consumer spending has grown ata
solid pace, on average, with low interest rates contributing to strong growth spending on durable
goods. In contrast, business fixed investment spending, residential investment, and government
purchases of goods and services have generally shown weaker growth than one would have
expected based on their behavior in past economic recoveries.

As a matter of growth accounting, a combination of slower growth of the labor force in recent
years than in the preceding several decades, slower growth of the capital stock, and sluggish
growth of multifactor productivity have contributed to slower growth of potential GDP since the
end of the last recession.

Slower growth of the labor force largely reflects demographic trends, primarily the aging of the
baby-boom generation and the drop in the labor force participation rate as a growing fraction of
that generation pass retirement age. Slower growth of the capital stock reflects relatively weak
business investment spending as a share of GDP and, to some extent, relatively weak
infrastructure investment.

Lastly, slow growth of productivity since the last recession appears to be a global pheromenon.
As illustrated by a recent Brookings Institution conferenee on “Slow Growth in Productivity:
Causes, Consequences, and Policies,” economists are still actively debating the causes of slow
productivity growth, whether the slowdown is likely to be temporary or persistent, the extent to
which productivity growth may be mismeasured, and what policy changes might contribute to
faster productivity growth. Regardless of its causes, sluggish productivity growth is a worrisome
phenomenon because, if it continues, it portends a period in which there will be little or no
growth in households’ standard of living. With respect to policy actions, participants mentioned
increasing competition throngh changes in patent, regulatory and licensing policies, investing
more in infrastructure and in workers’ skills, and expanding rather than restricting international
trade.

The implications of sluggish productivity growth for monetary policy are twofold. First, a lower
rate of productivity growth implies that the economy’s capacity to produce goods and services is
growing at a slower rate. In recent years, real GDP growth averaging around 2 percent, an
appreciably slower pace of growth than during the recoveries from previous recessions, has been
sufficient to generate continued labor market improvement, including a substantial decline in
unemployment. The decline in unemployment clearly indicates that actual GDP growth has
exceeded potential GDP growth, on average. If sluggish productivity growth persists and labor
markets continue to tighten, it is possible that monetary policy accommodation will need to be
reduced while the economy is growing at only a moderate pace. Second, the rate of productivity
growth is an important factor determining the neutral interest rate, that is, the interest rate that
keeps the economy growing on an even keel. A lower trend growth rate of productivity likely
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implies that the federal funds rate will be lower in the longer run than has been the case
historically. Productivity growth may pick up, however, if tighter labor markets and stronger
demand for their goods and services lead firms to undertake more investment in cost-reducing
and productivity-enhancing technologies.

7. In response to Congressman Carney, you testified that lower energy prices are nof a plus
for the economy, since lower prices cause a drop in spending. At the same time, you
acknowledged that lower prices can reflect productivity growth.

Fundamentally, what is more important for economic growth, spending per se or
productivity growth?

Given that prices can decrease with preductivity gains, why does the Fed maintain a fixed
2% inflation target?

Lower energy prices are, on balance, a plus for American households because lower energy
prices allow households to spend less of their incomes on energy and more on other goods and
services -~ or, if they prefer, to save more. Of course, not all households have benpefited from
lower energy prices; many people who work in the energy sector have seen their incomes decline
as energy prices fell. On balance, however, lower energy prices have boosted real consumer
spending in the United States. At the same time, the sharp drop in energy prices resulted in a
substantial decline in business investment spending, particularly in the energy sector. The
decline in investment spending has been a factor restraining growth in demands for goods on
services.

In general, lower prices can result from weaker demands for goods and services, or from reduced
production costs {which may, in turn, result from productivity gains, particularly from
productivity gains that exceed wage increases), or from both. In an economy with high resource
utilization and thus little slack, productivity gains might well be reflected in rising wages rather
than falling prices.

The Federal Reserve adopted and maintains a 2 percent inflation objective because, taking into
account historical experience and extensive empirical research, we have concluded that inflation
at a rate of 2 percent per year is most consistent over the longer run with the statutory mandate to
foster both maximum employment and stable prices. I want to note that we do not have a rigid,
inflexible, inflation target. If a period of rapid productivity growth were to put downward
pressure on inflation at a time when labor market conditions indicate that the economy is
operating in the vicinity of maximum employment, the Federal Open Market Committee would
not be alarmed if inflation were to run below 2 percent for a time, particularly if longer-run
inflation expectations remained consistent with our 2 percent longer-run inflation objective. In
addition, it is worth noting that differences in productivity growth across industries will be
reflected in different rates of inflation for different types of goods and services even when the
average inflation rate is close to 2 percent. For example, rapid productivity growth in the
clectronics industry can generate declining prices for goods such as computers and televisions
even as sluggish productivity growth in some other industries translates into rising production
costs and rising prices.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Barr:

1. You have indicated the this delay will be short; however it is my understanding that
even a nine-month delay by the Europeans could have a significant and adverse impact on
US swaps markets. In a June 14 House Agriculture Committee hearing, several witnesses
nofed that this delay could put domestic firms at a competitive advantage compared with
their European counterparts. Could you advise the Committee as to what you and your
colleagues are doing to assess and mitigate the impact of the European Union’s delay of
fmplementation on domestic markets?

The rules for margin requirements on uncleared swaps are a key component of the post financial
crisis reform package. While the Europeans have not followed through with the internationally
agreed upon timeline for phasing in these requirements, other jurisdictions such as Japan and
Canada have joined the U.S. in implementing these requirements. Accordingly, across the globe
a wide array of firms are subject to these requirements. In addition, any European firm that
transacts with a U.S., Japanese, or Canadian dealer will be required to comply with the margin
requirements as well. Accordingly, the amount of activity that is not subject to any requirements
is expected to be small and largely limited to transactions between European dealers.

As these requirements have been implemented across the globe, we have been keeping a very
close eye on market developments to assess whether the staggered implementation is having any
significant effects on market functioning. To date, our discussions with regulated banks as well
as general media reports suggest that the onset of the requirements on September 1, 2016, has
been well received by the market. While some operational delays and other technical issues have
arisen, firms are dealing with these issues, and there is no evidence of a wide-spread market
dislocation or pullback in general market liquidity.

We view these requirements as being critical to achieving financial reform, but we also have a
deep appreciation for market stability and integrity. We intend to closely monitor the market
over the next several months and look forward to a time in the near future when all major
jurisdictions have implemented this important and much needed reform.
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uestions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Beatty:

1. P’d like to start off by thanking you for your prompt response to the letter that over 100
Members of this body signed, including myself, regarding diversity at the Federal Open
Market Comamittee (FOMC) and among Federal Reserve Bank Presidents. I want to
commend you for your leadership in this effort over the past few yecars to increase women
and minority employment at the Board and the Federal Reserve Banks. 1 would like to ask
about the Federal Reserve Board's 2016 OMWI report; specifically the Employer
Information Report for ealendar year 2015, which accounts for diversity throughout the
Federal Reserve System. Looking at the numbers in this report, I noticed a profound trend.
The higher up you go starting with the Officials and Managers band, the less diverse the
workforce becomes. The highest band, the Executive and Senior level officers band, is
represented by enly 37.23% women, 2.6% Hispanic, 7.36% African-American, while
81.82% are white, with over half of the Executive and Senior level officers being

white males. The OMWI provisions in Dodd-Frank are meant, in part, to promote diversity
in the financial services industry, where historically it has been lacking. If we want our
private sector te become more inclusive and raise their diversity profiles, the Federal
regulators must first take the lead. Again, I recognize your efforts and commitment to
diversity, I believe more work needs to be done and I know that with your leadexship, we
will get to a more diverse workforce.

My question is, why do you think senior Jeadership at the Federal Reserve, and more
generally, why senior leadership in the financial services industry is lacking in diversity?

The Federal Reserve recognizes the value of building and sustaining a diverse work force at all
levels of the organization. 1 also believe that diversity makes the Federal Reserve more effective
in carrying out its mission. When I joined the Board staff, [ was one of relatively few women
economists. Since then, there have been significant gains in diversity at the Board and
throughout the System.

Currently, minorities represent 18 percent and women represent 37 percent of official staff
(executive senior leadership) at the Board of Governors. Throughout the Federal Reserve Banks,
minorities make up 19 percent of official staff and women comprise 47 percent. In the past four
years, minority representation at the Reserve Banks® official staff level has increased by 22
percent and women by 14 percent. At the Board of Governors, the increase in minority and
female official staff over the past four years was 17 percent and 13 percent, respectively.

Throughout the Federal Reserve System, we are committed to further expanding the range of
perspectives reflected on Reserve Bank boards by identifying and recruiting individuals from a
broad range of economic sectors and historically underrepresented groups, such as women and
minorities. Since 2010, minority representation among all Reserve Bank and Branch board
directors has increased by approximately 7 percentage points. This increase is most notable in
several Reserve Bank Districts where the number of minority directors has nearly doubled, and
in some cases, tripled, over the past several years. There has been a similar increase of nearly 7
percentage points with respect to female directors. Currently, with regards to Reserve Bank and
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Branch board leadership positions (i.¢., Reserve Bank Chairs and Deputy Chairs and Branch
Chairs), 40 percent are held by women. We have also achieved greater diversity among Reserve
Bank and Branch directors with respect to occupation and sector representation. Despite this
progress, there is room for more, and our focus will remain on identifying and recruiting diverse
candidates for all vacancies.

Increasing minority representation in official staff is an ongoing objective and challenge for the
Board. Targeted outreach activities, recruitment strategies, and talent development opportunities
continue to be implemented and evaluated for desired outcomes. In addition, the Board
continues its participation in minority recruitment events at Historically Black Colleges and
Universities and at Hispanic professional conferences and career fairs for MBAs, as well as in
events for information technology professionals and financial and legal professionals as part of
its efforts to increase minorities in the pipeline workforce.

While the availability of minority and female professional economists in the educational and
professional pipeline remains persistently low, creating recruitment challenges for the Board, the
Federal Reserve continues to promote diversity in the financial services industry as well, To
address this challenge, the Board aims to stimulate an interest in economics and math among
minorities and women through its participation in financial literacy programs. Under the
purview of the American Economic Association’s Comumitiee on the Status of Minority Groups
in the Economics Profession, the Board will continue to organize, oversee, and participate in the
three programs intended to foster a long-term strategy in the recruitment of minority economists:
1} the Summer Economics Fellow Program; 2) the Summer Training Program; and 3) the
Mentoring Program.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Gevernors of the Federal
Reserve System from Representative Beatty:

2. Last year, when you presented testimony hefore this committee I asked you whether the
Federal Reserve and the FOMC looked at the disparities in employment between the
overall unemployment number and the higher unemployment numbers among minorities.
1 was pleased to see a section in the Monetary Policy Report dedicated to this question,
Now, I would like to turn to the issue of income inequality. The reason I would like to
discuss income inequality is because the International Monetary Fund concluded in a June
2015 study that closing the income inequality gap between the lower and middle-class to the
upper-class would increase growth in the economy, while conversely, a rising income share
of the top 20% would result in lower growth. When the Board of Governors decided it was
an appropriate time to raise interest rates last December, did the Board take inte account
income inequality? Moving forward, when the Board determines it appropriate to raise
rates in the future, will income inequality be a factor considered?

Federal Reserve policymakers are well aware of, and concerned that, not all demographic groups
or income groups are faring equally well as the U.S. economy and U.S. labor market conditions
improve. Clearly there is scope for improvement with regard to income inequality and with
ensuring that lower-income and middle~-income households share more fully in the economic
recovery. And as you noted, we have changed the Monetary Policy Report (MPR) to include
broader coverage of the economic experiences of major demographic groups and this coverage is
now a regular component of the MPR.

However, monetary policy is not capable of addressing differences in income or wealth across
specific groups. Rather, we are using our monetary policy tools to support rising employment
and incomes across the entire American society. The best contribution that the Federal Reserve
can make to improve the economic circumstances of particular demographic groups is to
promote the objectives that the Congress has established for monetary policy: maximum
employment and stable prices for the overall economy.

Our monetary policy since the financial crisis has contributed to promoting faster job growth and
substantially lower unemployment; the more vibrant labor market is benefiting all income
groups. Widespread income gains are shown in a recent Census Bureau report on income,
poverty, and health insurance coverage in the United States. In addition, unemployment rates
among disadvantaged groups, including lower-income households have dropped sharply over
recent years, but they remain above levels prevailing prior to the crisis. Even so, our work is not
done. As noted in the Federal Open Market Committee’s most recent policy statement, the
stance of monetary policy remains accornmodative, thereby supporting further improvement in
labor market conditions. In addition to lower unemployment rates, we hope and expect to see
some pickup in wage growth over time that should benefit lower- and middle-income
households.

Of course, monetary policy is not our only tool. The Federal Reserve is very engaged, especially
at the Reserve Bank level, with community and economic development initiatives, conducting
and sharing applied research, and identifying emerging issues. These initiatives aim to improve
economic opportunities for disadvantaged and other lower-income households.
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uestions for The Honorable Janet L. Vellen, Chair, Board of Governors of the Federal
Reserve System from Representative Beatiy:

3. One of the concerns of keeping interest rates too low for too long, is that asset bubbles
can begin to emerge. Commentators have suggested that asset bubbles may be beginning
to emerge in the sub-prime auto lending industry; that credit card debt is approaching the
all-time peak of $1.02 trillion set in July 2008 and we all know the pressure student loans
are putting on our younger generation to make ends meet. Does the Federal Reserve have
any concerns regarding asset bubbles forming in today's economy due to prolonged periods
of low interest rates?

Long-term interest rates are low in all advanced economies, likely reflecting a low level of
projected inflation and sluggish economic growth, as well as an apparently accommodative
stance of monetary policy and possibly lower real interest rates. Accommeodative monetary
policy is important for promoting a strong economy, but a prolonged period of low interest rates
could encourage an imprudent reach for yield by some investors and eventually underming
financial stability.

The Federal Reserve, on its own and with other domestic and international regulators, has
increased its efforts to comprehensively monitor the financial system to identify emerging
systemic risks and guide actions to mitigate those risks. Our monitoring includes a focus on
asset prices and debt burdens, and possible consequences for financial firms and the economy.
For the financial system as a whole, asset valuation pressures remain at a moderate level, though
they have risen for a few asset classes. Over the first half of the year, valuation pressures
increased somewhat in equity markets and remained notable in commercial real estate. The
Federal Reserve, in cooperation with other federal banking regulators, issued a joint statement in
December reinforcing existing guidance for prudent risk management in Commercial Real Estate
(CRE) lending. Recent indicators suggest a deceleration of prices in some of the most expensive
markets and that banks have tightened lending standards on CRE loans.

In terms of household debt, as you noted, student loans and car loans are broadly available,
including to consumers with nonprime credit scores, and credit card standards appear to have
eased somewhat, but mortgages remain constrained for households with less than perfect credit
histories. Overall, the growth of household debt remains modest; indeed, the ratio of household
debt to gross domestic product has continued to move down since its pre-crisis peak. In the
business sector, leverage of nonfinancial firms is elevated by historical standards and corporate
credit quality has deteriorated for lower-rated firms; however, credit quality remains solid and
risks from elevated leverage are attenuated by substantial cash holdings of investment-grade
firms, relatively low interest rates, and limited short-term debt.

Overall leverage in the financial system is low, supporting the resilience of the system. In
addition to careful monitoring, the Federal Reserve has taken important steps to boost the
resilience of the financial system, so that it is better positioned to absorb losses if an asset bubble
were to burst. Financial firms are now much stronger than they were before the crisis. We have
increased risk-based and leverage capital requirements at the nation’s largest banks, which must
hold nearly double the amount of capital before the financial crisis as a buffer against economic
and financial shocks. We have proposed additional measures, including liquidity requircments
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for large U.S. banking firms, to reduce the failure probabilities of such firms and to mitigate the
adverse spillovers from distress at an individual firm that could stem from a sharp decline in
asset prices. In addition, the Federal Reserve conducts annual Dodd-Frank Act stress tests
(DFAST) of large banking firms to gauge the resilience of such firms to possible adverse shocks,
including severely adverse scenarios with sharp declines in economic activity and asset prices,
and in this year's DFAST, all firms' projected capital ratios under a hypothetical scenario of
severe economic and financial market stress exceeded the minimum requirements. In 2013,
2014, and 2015, DFAST also considered the effect of changes in interest rates on bank’s profits
and capital. And the Federal Reserve is engaged in supervisory work on interest rate risk at the
largest banking firms and insurance companies. Finally, the Federal Reserve has also developed
and published a framework last year for putting in place the Basel countercyclical capital buffer.
The buffer can be activated when there is an elevated risk of above-normal losses, and released
when the risk of above-normal losses recedes.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Hinojosa:

1. Chair Yellen, the Federal Reserve has been operating at near zero interest rates since
December 2008. Given carrent global economic weakness, near zero rates and negative
rates in Japan and Europe and slowing growth here at home, it doesn’t appear interest
rates will return to normal anytime soon. In your most recent public comments, you stated
that “low interest rates” may be the “new normal”.

Persistently low interest rates are associated with slower economic growth, deflation and
econemic stagnation, such as has happened to Japan over the past nearly three decades.
Are you concerned that the persistence of extremely low interest rates are dragging down
investment and economic growth here in the United States?

Areyou concerned that the United States is heading inte a frap similar to what Japan has
been facing for the past three decades?

Current conditions do not suggest that we are heading to a period of economic stagnation and
deflation. Indeed, the incoming data indicate that U.S. economic activity continues to expand,
led by solid growth in household spending. While economic growth has not been rapid, it has
been sufficient to generate further improvement in the labor market. Although the
unemployment rate has remained fairly steady this year—-just under 5 percent--broader measures
of labor utilization have improved. Inflation has continued to run below the Federal Open
Market Committee’s (FOMC) objective of 2 percent, but that shortfall reflects in part the
transitory effects of earlier declines of energy and import prices.

Looking ahead, the FOMC expects moderate growth in real gross domestic product, additional
strengthening in the labor market, and inflation rising to 2 percent over the next few years.

Based on this economic outlook, the FOMC continues to anticipate that gradual increases in the
federal funds rate will be appropriate over time to achieve and sustain employment and inflation
near our statutory objectives. Raising the federal funds rate target only gradually will allow us to
verify that the economy is evolving as expected. In addition, a cautious approach to raising rates
is all the more appropriate given that short-term interest rates are still near zero, which means
that monetary policy can more effectively respond to surprising inflation pressures in the future
than to a weakening labor market and falling inflation.

3. Corporate debt has reached record peaks, largely due to low interest rates. In fact, the
ratio of non-financial corporate debt to nominal GDP (44%) is at its highest level since Q2
2009, when the economy was still in recession. Moreover, consumer and student debt is
also at an all-time high. When interest rates eventually normalize, the cost of servicing
much of that debt will also rise.

¢. To what extent dees the seemingly ever rising levels of debt in our ecopomy factor into
the FOMC’s decision making with respect to inferest rates?

Consistent with its statutory mandate, the FOMC seeks to foster maximum employment and
price stability. In determining its policy decisions and the timing and size of adjustments to the
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target range for the federal funds rate, the FOMC assesses incoming data, evolving economic
conditions and the outlook, and their implications for the mandated ebjectives. The FOMC looks
at a broad set of financial indicators in making its decisions about monetary policy, including the
levels of non-financial corporate debt and consumer debt, and debt servicing costs. While many
individual bouscholds struggle with burdensome debt and the cost associated with servicing that
debt, overall debt relative to household income has moderated in recent years and the share of
disposable income that households spend on servicing debt is at its lowest level in decades.

In making monetary policy decisions, the FOMC looks at a broad array of data on the
macroeconomy. The FOMC has noted in its recent statements that its assessment of the
economy takes into account measures of labor market conditions, indicators of inflation
pressures and inflation expectations, and readings on financial and international developments.
At its most recent meeting in July, the FOMC decided to maintain the target range for the federal
funds rate at 1/4 to 1/2 percent. The stance of monetary policy remains accommodative, thereby
supporting further improvement in labor market conditions and a return to 2 percent inflation.

4. Several econemic indicators peint to a souring economy. Industrial production has
declined in 10 of the past 12 months, and is now off nearly 2% from its peak in December
2014. While corporate profits peaked around the summer of 2014 and were off by nearly
5% as of the third quarter of last year, Corporate debt has reached record peaks, largely
due to low interest rafes. In fact, the ratio of non-financial corporate debt to nominal GDP
(44%), yet investment spending is very low.

Of the warning signs, the decline in U.S. industrial production has one of the best track
records. The output from mines, factories and utilities has always begun to decline before
recession strikes.

Do you see the U.S. heading into a recession?

To the contrary, I expect the economic expansion to continue. While it is true that industrial
production has been negatively affected by the steep decline in oil prices since mid-2014, weak
foreign demand, and the appreciation of the dollar, overall ecopomic activity has continued to
expand and we expect it to continue to do so. This view is reflected in the Summary of
Economic Projections (SEP) released in conjunction with the June FOMC meeting, in which
policymakers did not see the U.S. as heading into recession. The median of participants’
projections for the growth rate of real GDP fourth-quarter-over-fourth-quarter basis, conditional
on their individual assumptions about appropriate monetary policy, was 2 percent for each year
from 2016 through 2018, the same as the median of their projections for the longer run GDP
growth rate. However, a majority of participants expected that real GDP growth would pick up a
bit in 2017 from this year’s pace, and most expected it to remain at or above their estimates of jts
longer-run pace in 2018. The range of forecasts for real GDP growth submitted by the 17 FOMC
participants was relatively concentrated around the 2 percent median, with projections ranging
from 1.8 to 2.2 percent in 2016, 1.6 to 2.4 percent in 2017, and 1.5 to 2.2 percent in 2018.
Participants pointed to a number of factors that they expected would contribute to moderate
output growth over the next few years, including a diminution of the drag on net exports from a
strong dollar, the continued improvements in household and business balance sheets,
accommodative financial conditions, and somewhat more supportive fiscal policy
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The median projection in the June SEP was for the unemployment rate to edge down from 4.7
percent in the fourth quarter of 2016 to 4.6 percent in 2017 and to remain at that level in 2018,
modestly below the median assessment of the longer run normal unemployment rate of 4.8
percent. The median of projections for headline Personal Consumption Expenditures (PCE)
price inflation in 2016 was 1.4 percent. The median projections for the next two years and in the
longer run were for headline PCE price inflation to rise to 1.9 percent in 2017, and to the
Committee’s objective of 2 percent in 2018. Almost all participants projected that inflation will
be within 0.1 percentage point of the Committee’s 2 percent objective by 2018.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Hinojosa:

2. The Swedish Riksbank recently warned that housing prices in Sweden were rising too
quickly. Swedish houschold debt is far too high, and that persistent low interest rates in
that country have the pofential to cause serious vulnerabilitics in the financial system,
leading to a erash in asset prices and potentially a recession.

Housing prices in the United States have returned to pre-recession levels and almost all
rises in the CPI index recently have come from rising home prices. Are you concerned that
the extremely low interest rate environment is leading to another housing bubble here at
home?

Aggregate measures of house prices in the United States are nearing the nominal peak seen in the
mid-2000s. However, it is normal for nominal prices to rise over time as housing demand
expands. In fact, as shown below, the ratio of house prices to income 1s still somewhat on the
low side of ity historical norm.

Price-fo-Income Ratio

L |

The purchase price of a house can be thought of as composed of two parts: the price of lodging
(remis) and the price of a long-lived investment asset. A bubble occurs when expectations about
future house prices increases become overly optimistic, causing current house prices to exceed
the level predicted by rents and investment costs. Consequently. one can gain some evidence
(albeit inconclusive) of whether there are bubbles in the housing market by comparing house
prices to the level that would be predicted from rents and the cost of investment (which includes
interest rates). As shown below, this approach shows significant overvaluation of housing from
2004 through 2007. Currently, two such measures suggest that house prices are relatively close
1o the value predicied by rents and investment costs, which suggests that housing-—in
aggregate——is not overvalued. However, a nood deal of statistical uncentainty surrounds
assessments like this one.
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For the housing rent component of the Consumer Price Index (CP1), the Bureau of Labor
Statistics (BLS) is interested in capturing only the price of lodging; it excludes the investment
aspect. To measure the price of lodging, the BLS collects data on rents paid by tenants and
constructs an index of tenants” remt. In addition, the BLS uses those rent data and data on energy
costs to impute an index for what they call owners™ equivalent rent. Thus, although there is some
correlation between changes in house prices and changes in rents, the purchase prices of houses
do not directly affect the consumer price index.

For a detailed deseription of how the price of housing services are caleulated in the CPI see the
BLS fact sheet How the CPI measures price change of Owners " equivalent vent of primary
residence (OER) and Rent of primary residence.! Housing services, comprised of OER, Rent of
primary residence, and Lodging away from home (e.g. hotels, motels, college dorms), aceount
for roughly one-third of the consumer price index.

,‘

Over the past twelve months (through July 2016) housing services in the CPlincreased 3.3
percent, only slightly faster than the 2.9 percent inerease in other non-energy services, but a fair
amount faster than the 0.8 percent increase in the overall index. The overall CPI was held down
by declines in prices for encrgy goods and services, which fell 11 percent over the past twelve
months led by a large decline in gasoline prices. The overall CPI was also held down by food
prices. which rose only 0.2 percent.

3. Corporate debt has reached record peaks, largely due to low interest rates. In fact, the
ratio of non-financial corperate debt to nominal GDP (44%) is at its highest level since Q2
2009, when the economy was still in recession. Moreover, consumer and student debt is
also at an all-time high. When inferest rates eventually normalize, the cost of servicing
much of that debt will also rise,

a. To what extent are vou concerned about the largest corporate, consumer, and student
foan debt load in history, and whether such large debt loads are sapping economic activity
and investment in the economy?

! See hittpwaww bls.goviepi‘epifacnewrent. pdf
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Non-financial corporate debt indeed grew at a rapid pace over the past five years. This is an
important development, which the Federal Reserve monitors closely. However, one important
consideration is that, overall, the interest expenses of nonfinancial companies (in relation to
business’s cash {low) are still low by historical standards. Furthermore, corporations have used a
substantial portion of their new debt 10 refinance outstanding obligations at lower (fixed) interest
rates and to extend their maturity profile of their liabilities. Finally, the growth of debt issued by
riskier companies, which pay higher interest rates and carry higher debt servicing costs, has
slowed markedly in recent quarters, although outstanding obligations remain high by longer-term
standards.

While total outstanding consumer and student debt are at record high levels, debt relative to
aggregate household income has moderated in recent years. Moreover, the share of disposable
incame that houscholds devote to servicing such debt remains well below the levels seen prior to
the financial crisis, due to the low levels of interest rates paid on that debt. In addition, \
delinquency rates for credit card debt are near historically low levels and those on auto loans arc
also below their historical averages. This indicates that borrowers are curently managing those
obligations relatively well, aided by the strengthening U.S. economy and much-improved
employment opportunities, Student debt, which had continued to expand through the recession
at a concerning pace, has moderated over the past couple of years, and the delinquency rate on
student loans has stabilized as well, albeit at a high level.

b. To what extent are you concerned about the ramifications that future rate rises will
have on the ability of business, government and consumers to make payments on their
debt, and the effects on the cconomy?

increasing interest rates in coming vears would be expected to push up companies” debt serviee
costs, but from generally modest levels, Several factors will mitigate the effects of higher
interest rates on corporate borrowers.  The relatively long maturities of fixed-rate corporate
bonds will slow any resulting rise in the burden of interest payments. While exposure to
floating-rate bank loans has also grown. many of the more-leveraged nonfinancial firms tend
at least partially hedge the associated interest rate risk through derivative contracts. Finally,
companices” heldings of lquid assets are relatively high, representing an available source of funds
to cover rising interest expenses or weather unanticipated developments.

gy
lev:

Because most auto loans carry fixed interest rate terms, any increases in interest rates should feed
through only gradually to increases in car-buyers” {aggregate) monthly payments. The majority
of the stock of student debt is also fixed-rate, and only the loans originated in the current year are
indexed to the Treasury yields of the same year, so payments on student debt are also only
expected to be moderately affected by prospective interest rate increases. By contrast, interest
rates charged on credit card halances tend to reset with current interest rates at a fairly high
frequency, tanslating into required monthly payments that are more sensitive to market rates.
Factors that would be expected, on the whole, to mitigate the adverse effects on houscholds
financial conditions associated with a rising interest rate environment include ongoing
improvements in employment opportunities and the fact that credit card balances are currently
heavily skewed toward individuals with stronger financial circumstances (as evident by credit
scores, lor example).
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Although federal debt is elevated, interest rates are quite low, keeping debt service costs low by
historical standards. Looking forward, the Congressional Budget Office anticipates that debt
service costs will increase to 2% percent of GDP as interest rates rise, from 1 percent in 2015,
still below the level seen during the mid-1980s. All else equal, this increase in debt service
burden would raise budget deficits and would require fiscal authorities to cut other spending or
increase taxes to keep the ratio of debt to GDP at the current level.

Finally, absent an unexpected surge in inflation, in coming years, inferest rates are likely (o be
rising in the context of a stronger U.S. economy. the benefits of which would be expected to
counterbalance much of the increased burden on businesses, households, and governments of
servicing outstanding debt. Morcover, inferest rates are expected to normalize at fevels that are
somewhat fower than was experienced during the decades preceding the financial crisis.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Luetkemeyer:

1. As you know, financial regulators including the Federal Reserve Board recently put
forward a joint proposed rule on executive compensation pursuant to section 956 of the
Dodd-Frank Act. The rules, which are intended to reduce systemic risk, would represent a
sweeping change to executive compenpsation arrangements for many financial institutions,
and would apply to a subset of insurance companies - those that own thrifts. Applying the
rule to thrift insurers and their subsidiaries without tailoring runs counter to the Fed’s own
policy in other areas. Why has the Fed allowed the group of financial regulators to take
this approach? Are you willing to conduct an analysis of insurance executive compensation
practices and insurance risks before finalizing the rule for thrift insurers, and will you
treat insurers distinctly from banks in the final rule, consistent with the treatment of thrift
insurers for capital purposes?

Consistent with the statutory requirements of section 956 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act, the Agencies? joint notice of proposed rule-making? covers all
depository institution holding companies, including all savings and loan holding companies.®> As
described in the preamble, the proposed rule does not establish a rigid, one-size~fits-all approach.
Rather, the Agencies have tailored the requirements of the proposed rule to the size and
complexify of covered institutions. In addition, the proposed rule would allow firms to tailor the
incentive-based compensation arrangements to the nature of a particular institution’s business
and risks, as long as those incentive-based compensation arrangements appropriately balance risk
and reward. The Agencies have encouraged institutions to provide feedback on the potential
impact of the proposed rule on covered institutions through the comment process.* The Agencies
have included numerous questions, touching on all aspects of the rule. The comment process is
intended to help us assess and address the impact of the rule on all types of covered institutions,
including insurance savings and loan holding companies. At the request of certain insurance
companies, we have met with those companies, and will include summaries of these meetings in
the rulemaking record. Through these meetings, we plan to obtain a deeper understanding of
how their compensation practices work to inform the final rule. Similarly, the Agencies will
consider your comments, and all other comments received, as a final rule is developed.

Office of the Comptroller of the Currency; Board of Governors of the Federal Reserve System; Federal Deposit
Insurance Corporation; Federal Housing Finance Agency; National Credit Union Administration; and U.S!
Securities and Exchange Commission.

81 FR 37670 (July 10, 2016).

Section 956 of the Dodd-Frank Act defines “covered financial institution” to include any of the following types of
institutions that have $1 billion or more in assets: (A) a depository institution or depository institution holding
company, as such terms are defined in section 3 of the Federal Deposit Insurance Act (FDIA) (12 U.S.C. 1813); (B)
a broker-dealer registered under section 15 of the Securities Fxchange Act of 1934 (15 U.S.C. 780); (C) a credit
union, as described in section 19(b)(1)(A)(iv) of the Federal Reserve Act; (D) an investment adviser, as such term
is defined in section 202(2)(11) of the Investment Advisers Act of 1940 (15 U.5.C. 80b-2(z}(11)); (E) the Federal
National Mortgage Association (Fannie Mae); (F) the Federal Home Loan Mortgage Corporation (Freddie Mac);
and (G} any other financial institution that the appropriate Federal regulators, jointly, by rule, determine should be
treated as a covered financial institution for these purposes.

As of the preparation of this response, the Agencies have already received multiple comments letters reparding the
application of the proposal to insurance SLHCs and bave met with insurance industry representatives.

w e
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Luetkemeyer:

2. The Fed has released two separate draft capital requixements for federally supervised
insurers. The “building bleck approach” would apply to savings and loan holding
companies and is based on the state insurance eapital requirements. The “consolidated
appreach” would apply to SIFY insurers and is a new standard and is not based on state
insurance capital requirements, likely lengthening the time necessary for development of
the standard. Would the Board consider applying the Building Block Approach for both
SLHCs and SIF)s as an interim approach? If not, arc you concerned about potential
unintended consequences resulting from the creation of an un-level playing field in the
insurance sector?

The Federal Reserve issued an advance notice of proposed rulemaking (ANPR) that requests
input from the public on two possible options for capital standards for supervised insurers. The
Federal Reserve Board (Board) has niot reached decisions on approaches to be used to build a
capital standard for supervised insurers. As stated in the ANPR, the Board’s initial analysis of
the relative strengths and weaknesses of the consolidated approach indicates that this approach
may be an appropriate regulatory capital standard for the systemically important insurance -
companies. As a consolidated capital standard, this approach would cover all material risks of
the systemically imaportant insurance corpanies, reduce the opportunity for regulatory arbitrage
and risk of double-leverage, and more casily enable supervisory stress testing and other
macroprudential measures for these companies. While we note your comment that it is a new
standard that does not directly rely on stafe insurance capital requitements, the consolidated
approach would conceptually have a simple and transparent factor-based design and would be
relatively expeditious for the Board to develop and institutions to implement, particulatly in light
of the broad risk segmentation that may initially be used. The advantages of the consolidated
approach are most salient for the systemically important instrance cornpanies, which tend to be
large, internally and externally complex institutions.

The Board also understands the concern you raise about a level playing field in the insurance
sector, and believes that prudential measures requiring insurers to maintain capital commensurate
with their risk profile and activities, thereby mitigating any systemic risk and potential impact of
default borne by solvent insurers and their customers, best achicves the Board’s mandate and
objectives in the competitive insurance market. As indicated by the questions included in the
ANPR, the Board welcomes comment on the considerations that should guide the development
of its insurance regulatory capital framework for the two populations of supervised institutions
significantly engaged in insurance activities, as well as whether the consolidated approach is
appropriate to apply to systemically important insurance companies and key challenges in this
application.

3. The Financial Stability Board (FSB) has noted that, in designating U.S. insurers as
global SIFls, it did so in “consultation” with “national authorities.” With which U.S.
authorities did the FSB consult before designating American insurers as G-SIPs?
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The Financial Stability Board (FSB), in its identification of global systemically important
insurers (G-S1Is), relied on the methodology and analytical work conducted by the members of
the International Association of Insurance Supervisors (IAIS). Numerous state insurance
regulators, including those with significant insurance markets, the National Association of
Insurance Commissioners, the Federal Insurance Office, and the Federal Reserve were all active
participants in this analysis and recornmendation process.

4. Given that the FSB is not subject to the requirements of the Dodd-Frank Act, and
several members of FSOC sexve on the FSB and have been involved in the separate
designation process for global SIFIs, how much does FSOC rely on or consider the FSB’s
designations in conducting its own assessment of SIFI prospects? Does the FSB influence
the decisions that FSOC makes regarding designation?

The Financial Stability Oversight Council (FSOC) process for assessment and designation of
companies is.not linked, mechanically or otherwise, with the deliberations or findings of
agencies outside the United States, including the FSB. Indeced, a designation by the FSB that an
insurer is globally systemically important would not Jogically require a similar finding of
domestic systemic risk by the FSOC, even if the FSB and the FSOC agreed on the undexlying
facts. In additiop, any standards adopted by the FSB, including any designation of an entity. as a
G-811, are not binding on the Federal Reserve, the FSOC, or any other agency of the U.S.
government, or any U.S. companies.

The FSOC undertakes a process for designating nonbank firms as systernically important that
assesses the potential harm that the firm’s distress or failure could cause to the economy of the
United States. The methodology underlying the FSOC’s assessment process, including the
quantitative metrics used to rule out smaller, less complex firms, has been made public.? In
addition, for the firms it ultimately votes to designate, the FSOC publishes the basis for its
finding. Under the Dodd-Frank Act, the FSOC is responsible for deciding whether a nonbank
financial company should be regulated and supervised by the Board, based on the FSOC’s
assessment of the extent to which the failure, material distress, or ongoing activities of that entity
could pose a risk to the U.S. financial system.

5. Why did U.S. authorities consent to the designation of U.S. jnsurers as global SIFls
before having undertaken the “detailed exchange of information” that occurs as part of the
FSOC process? Wouldn’t you want the U.8. to act first en SIFI designations, before the
FSB acts, so that the FSB’s actions could be aligned with ours, and not the other way
around?

The specific designation frameworks and standards at the FSB and FSOC are distinctive. The
fact that both groups have examined the same firms, at times in close proximity, is to be
expected given the limited number of firms that would reasonably be large and interconnected
enough to be considered systemically important. The FSB’s process for identifying a firm that is
a global systemically important insurer is completely independent from the FSOC’s designation

1

bttp/fwww.{reasury.gov/initiatives/fsoc/rulemaking/Documents/ Autharity %20to¥a20R e quire %2 0 Supervision20an
d%20R eguiation%200f%620Certain%20Nenbank Y2 0F inancial%20Companies. pdf.
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process of firms that are domestically systemic. The methodology for identifying G-SIls is
developed by the JAIS and has been updated this year.

The FSOC’s analysis is based on a broad range of quantitative and qualitative information
available to the FSOC through existing public and regulatory sources and as submitted to the
FSOC by the firms under consideration. The analysis is tailored, as appropriate, to address
company-specific risk factors, including, but not limited to, the nature, scope, size, scale,
concentration, interconnectedness, and mix of the activities of the firms. The FSOC undertakes
its analysis for designating nonbank firms as systemically important in accordance with its
assessinent process, and not for the purpose or because of any FSB action,

A designation by the FSB that an insurer is globally systemically important would not require or
result in a similar finding by the FSOC, and neither the FSB nor FSOC must align its actions
with those of the other.

6. Throughout your testimony, you referenced the need to provide regulatory relief for
“small banks” or “community banks.” How do you and the Board define “small” or
“community” banks? Assuming your determination relies on a bank’s asset size, please tell
me what assef size qualifies an institution to be “small” or “commumity.”

The terms small banks and community banks are used inferchangeably. Generally, the Federal
Reserve defines community banking organizations as state piember banks, bank holding
companies, and savings and loan holding companies with consolidated assets totaling less than
$10 billion. This threshold was reinforced by Congress in the Dodd-Frank Act, which exempted
banking organizations with less than $10 billion in lotal assets from many requirements and
restrictions applied to regional and larger banking organizations. However, we recognize there
are differences in complexity among firms with less than $10 billion in assets and further tailor
our policies and supervision of these firms. For example, we supported extending the
examination cycle from 12 to 18 months for banks with assets totaling $1 billion or less and
increasing the threshold for firms that may qualify for the Small Bank Holding Company Policy
Statement to §1 billion. ’
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uestions for The Honorable Janet .. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Messer:

1. Chair Yellen, in a final rule released by the Fed on April 1, 2016, relating to the liquidity
coverage ratio (LCR) and the treatment of U.S. Municipal Securities as High-Quality
Liguid Assects, I was encouraged to sce that the Fed conceded that investment grade
municipal bonds are highly liquid assets and are appropriate for banks to hold under the
LCR. .

However, I was disappointed that the Fed singled out a certain class of municipal securities
as being ineligible for banks to hold, specifically municipal revenue bonds*. These revenue
bonds, like general obligation bonds have very similar liquidity and volatility
characteristics to general obligation bonds. I’m concerned that this rule will increase
borrowing costs for cities and towns in Indiana, hurting Hoosiers all across the state.

Chair Yellen, why did the Fed exclude municipal revenue bonds in this rule?

The April 2016 amendment to the Liquidity Coverage Ratio (LCR) rule expanded the definition
of high-quality liquid assets (HQLA) to include certain investment-grade municipal securities.
The amendment does not limit in any way the ability of banking organizations to invest in
municipal securities, including revenue bonds, for other purposes.

The Federal Reserve Board (Board) is committed to designing liquidity regulations that
strengthen the resilience of the banking sector to liquidity shocks. For the purpose of the LCR
rule, the definition of HQLA includes assets that could be monetized in a period of significant
liquidity stress. General obligation bonds are less likely to experience significant price declines
during a period of significant stress because they are backed by the general taxing authority of
the issuing municipality and, therefore, are less likely to default in times of stress.

The Board expects banking organizations will continue to invest in municipal securities,
including revenue bonds, and does not anticipate a significant change in the demand for these
securities based on their treatment in the LCR rule.

2. Chair Yellen, as you know, many types of revenue bonds are not always dependent on a
single source of repayment. And many are backed by the full faith and eredit of other
public entities, or by ether sources of tax revenues.

a. Wouldn’t it be more appropriate to single out revenue bonds that are tied to a single
revenue source, rather than applying the same standard to an entire class of municipal
securities?

During a period of significant stress, the revenue of a municipal project or public entity that
supports a revenue bond may fall dramatically as domestic consumption declines. Revenues
derived outside of a municipality’s general taxing authority may be more susceptible to the level
of business and consumer consumption in a time of stress. As the risk of default of any
associated revenue bond increases, these revenue bonds may experience significant price



130

2.

declines and become less liquid. The credit quality of revenue bonds tends to deteriorate more
significantly than general obligation bonds during periods of stress, and thus, the hiquidity of
revenue bonds may not be as reliable as that of general obligation bonds in a market stress.
Historically, there have been a significantly higher number of defaults on revenue bonds than
general obligation bonds.

b. Do you believe this rule will increase municipal borrowing costs, ultimately hurting the
taxpayer?

Banking organizations invest in municipal securities for a range of purposes other than liquidity
risk management. The amendment to the LCR rule does not prohibit banking organizations from
continuing to invest in municipal securities for those other purposes. The Board does not
anticipate that the LCR rule or the recent amendment will have a significant impact on municipal
borrowing costs.
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Questions for The Honorable Janet .. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Messer:

3. Chair Yellen, as you kaow over the past year the dollar has had a remarkable strength
against many European carrencies. This strength has led fo a disadvantage for American
exporters, particularly in the agricultural industry in my district.

In the face of the potential Brexit, continning European economic difficulties, and
diverging* European Central Bank (ECB) and Federal Reserve monetary policy strategies,
the dollar appears likely to gain even more strength against European currencies.

Chair Yellen, how can we ensure farmers in rural Indiana are competitive in the global
market, in the face of a strengthening dollar?

Although a stronger U.S. dollar may have contributed to some of the recent decline in the value
of U.S. agricultural exports, there are many factors that have the potential to affect global
demand for U.S. agricultural products. From 1993 to 1996, for example, the real value of U.S.
agricultural exports increased more than 40 percent following the passage of The North
American Free Trade Agreement in 1993, despite a 16 percent increase in the value of the U.S.
dollar on a trade-weighted basis over that time. From 2008 to 2014, U.S. agricultural exports
increased by more than 30 percent, alongside strong economic growth in China, even as the
dollar strengthened about 4 percent. Productivity growth in the U.S. farm sector, sputred by both
public and private sector investments, likely has also contributed significantly to historical
increases in agricultural exports. Since 1980, for exaraple, comn yields in Indiana have nearly
doubled, from 96 bushels per acre in 1980 to 187 bushels per acre projected for 2016, with
notable productivity and efficiency gains also apparent in the livestock industry.

In sum, a stronger U.S. dollar may present some challenges for the U.S. farm sector due to the
potential effect on agricultural exports. However, the pace of economic growth among key
trading partners of the U.S. will likely remain a fundamental driver of export demand strength.
Whereas the Unijted Kingdom accounted for only 1.3 percent of the value of U.S. agricultural
exports in 2015, Canada, China, and Mexico together accounted for nearly 45 percent of the
total. In addition to the effects of economic growth in these nations, innovations that generate
productivity gains or reduce production costs, and policies that reduce the cost of trade, may also
have a significant effect on the competitiveness of the U.S. farm sector in the global marketplace.
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Questions for The Honorable Janet 1.. Yellen, Chair, Beard of Gevernors of the Federal
Reserve System from Representative Murphy:

1. The recent referendum in the United Kingdom to leave the European Union has already
had significant repercussions on the giobal economy. Falling equity markets have erased
trillions of dollars in equity value. The Bank of England has laid the groundwork for
slashing interest rates and has publicly warned of slower growth, which is likely to spill
into the Eurozone.

In your testimony before the committee, you had previously noted that the Fed “cannof
rule out the possibility expressed by some prominent cconomists that the slow productivity
growth seen in recent years will continue into the future.”

I certainly share your assessment that a cautious appreach to adjusting monetary policy
remains appropriate. However, I would like to know what contingency plans the Fed has
in place to respond to the event of a slowdown in the economy as swiftly as pessible,
especially if European concerns increase investor demand for U.S. Treasury securities.

The Federal Open Market Committee (FOMC) seeks to promote maximum employment and
price stability as mandated by the Congress. Monetary policy has remained accommodative to
support further improvement in the labor market and a return of inflation to our two percent
objective. Specifically, the FOMC has maintained the target range for the federal funds rate at
0.25 percent to 0.5 percent, and this kept the Federal Reserve’s holdings of longer-term securities
at an elevated level.

The FOMU(s actions reflect a careful assessment of the appropriate setting for monetary policy,
taking into account continuing below-target inflation and the readings on the labor market and
economic growth seen this year. Proceeding cautiously in raising the federal funds rate will
allow us to keep the monetary support to economic growth in place while we assess whether
growth is returning to a moderate pace, and whether the labor market will strengthen further, and
whether inflation will continue to make progress toward our two percent objective.

Another factor that supports taking a cautious approach in raising the federal funds rate is that
the federal funds rate is still near its effective lower bound. If inflation were to remain
persistently low or if the labor market were to weaken, the FOMC would have only limited room
to reduce the target range for the federal funds rate. However, if the economy were to overheat
and inflation seemed likely to move significantly or persistently above two percent, the FOMC
could readily increase the target range for the federal funds rate. The FOMC continues to
anticipate that economic conditions will improve further and that the economy will evolve ina
manner that will warrant only gradual increases in the federal funds rate.

In addition, the FOMC expects that the federal funds rate is likely to remain for some time below
the levels that are expected to prevail in the longer run because head-winds, which include
restraint on U.S. economy activity from economic and financial developments abroad, subdued
household formation, and meager productivity growth mean that the interest rate needed to keep
the economy operating near its potential is low by historical standards. If these headwinds
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slowly fade over time as the FOMC expects, then gradual increases in the federal funds rate are
likely to be needed.

With regard to the United Kingdom (U K.}, the country’s vote to leave the European Union (EU)
has increased uncertainty about the future trading relationship between the UK. and the EU.
That increased uncertainty appears to be weighing on UK. investment and hiring decisions, and
early indicators following the June 23 referendum point to a slowdown in U.K. economic
growth. The broader effect on the global economy, however, is likely to be Hmited, as many
post-vote declines in global asset prices have since been reversed. For instance, U.S. stock price
indexes are now higher than before the referendum.
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Questions for The Honorable Janet L. Yellen, Chair, Board of Governors of the Federal
Reserve System from Representative Tipton:

1. As exemplified by the increasing amount of cyber incidents over the past few years, the
Federal Reserve’s knowledge in cybersecurity protections is eritical to the health of the
financial sector. Docs the Federal Reserve use the National Institute of Standards and
Technology’s (NIST) Federal Information Processing Standards (FIPS) and associated
guidelines and best practices on cybersecurity?

The Federal Reserve's Information Security Program is built on a foundation of the Federal
Information Security Management Act of 2014 (FISMA) and guidance from the National
Institute of Standards and Technology (NIST), including the Federal Information Processing
Standards (FIPS), the Office of Budget and Management, and Department of Homeland
Security. The Federal Reserve Board’s Inspector General reviews the Federal Reserve Board’s
(Board) Information Security Program on an annual basis to ensure the Board is maintaining an
effective and compliant program.

The Federal Reserve District Banks completed implementation of a new information security
framework for key systems in 2014, and in keeping with its requirements has started recertifying
key systems every three years. The framework, known as Security Assurance for the Federal
Reserve, is based on guidance from NIST and adapted to the Federal Reserve’s environment.

a. If so, do you find FIPS to be sufficient standards for protecting the {financial sector? If
not, why not?

The Federal Reserve assesses supervised firm’s information technology risk management
capabilities using the Federal Financial Institutions Examination Council (FFIEC) Information
Technology Handbook. Private sector organizations that compose the critical infrastructure of
the United States are encouraged to use the standards of the FIPS as appropriate.! However,
financial institutions that are supervised by the Federal Reserve are not required to use the FIPS
standards. The Federal Reserve conducts risk-based examinations and does not explicitly assess
supervised entities’ compliance with the FIPS standards.

b. Does the Federal Rescrve consult with the NIST on cybersecurity best practices and
standards to implement to protect the financial sector’s information system? If so, has this
been helpful? Please explain. If not, why not?

Board and System staff have collaborated with NIST on cybersecurity matters since the issuance
of Executive Order 13636, Improving Critical Infrastructure Cybersecurity in February 2013.
Staff actively participated in all five open public workshops in 2013 and staff continues to meet
on a periodic basis to collaborate and exchange ideas about alignment between the NIST Cyber -
Security Framework (CSF) and regulatory approaches to protect the sector’s information
systems.

! Federal Information Processing Standards 200, Applicability, p. iv.
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The Federal Reserve’s collaboration with NIST on cybersecurity best practices and standards has
enhanced our collective efforts to protect critical infrastructure within the financial services
sector.

c. Do you know of any instances of others in the financial services industry using NIST’s
standards or consulting with NIST on cybersecurity best practices?

Anecdotally, Board and System staff have heard from supervised financial institutions during
examination events that some firms are adopting the CSF because it contains common
definitions of cybersecurity terms. The Board has also utilized the NIST CSF to organize
internal horizontal cybersecurity supervisory efforts,

The Board and the FFIEC have adopted NIST as a foundation wpon which to build the
Cybersecurity Assessment Tool (CAT). The CAT, developed by the FFIEC in light of the
increasing volume and sophistication of cyber threats, is a voluntary tool to help institutions
identify their risks and assess their cybersecurity preparedness. It provides a repeatable and
measurable process for financial institutions to measure their cybersecurity preparedness over
time. We encourage financial institutions that are regulated by the FFIEC agencies to utilize this
tool to assess their cybersecurity preparedness.

d. Can NIST be deoing more to help the financial sector with protecting its information
systems? Please explain.

NIST has proactively engaged the financial services sector and regulators since the issuance of
Executive Order 13636. The actions undertaken by NIST to date, such as their open public
workshops and collaborative exchanges with various industry stakeholders, have encouraged
broad participation by the financial and other critical infrastructure sectors to protect their
information systems.

The adoption and implementation of the NIST CSF will require financial sector firms make
significant business process changes. NIST has to balance the changing risk landscape and the
need to revise the CSF standards with the fact that it takes time for firms to change their core
business processes. Board and System staff recognize that NIST is continuing to work to
balance these competing needs.

2. Are there currently any standards for distributed ledger technologies? If so, who is
setting those standards, are they sufficient, and are they being implemented? If not, who
de you believe should be working on these standards to effectively mitigate risk for this
technology?

Distributed ledger technology is an emergent technology that has garered much interest in the
financial sector. As such, various applications are being conducted by the finaneial industry to
better understand how to leverage the technology. Currently, it is unclear what specific uses for
the technology may be viable for the financial industry.
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Because of this, specific standards for this technology do not exist. There are a number of efforts
in the industry, however, that are looking at developing standards.

Federal Reserve staff continues to monitor global and industry developments with distributed
ledger technology, including following the development of standards. We periodically engage
with various stakeholders in the industry, including technology firms, financial institutions, and
other federal agencies.

O



