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By Electronic Mail 

BOARD OF GOVERNORS 
Of THE 

FEDERAL RESERVE SYSTEM 
W.ASHINGTON, O. C:. 20551 

Re: Freedom of Information Act Request 2013-270 

ADDRESS OFFJClAL CORRESPONDENCE 
TO THE BOAAD 

September 30, 2013 

This is in response to your e-mail message dated April 20, 2013, and received by 
the Board's Freedom of Information Office on April 22. Pursuant to the Freedom of 
Information Act ("FOIA"), 5 U.S.C. § 552, you request the following documents: 

each written response or letter from the Federal Board of 
Governors to a Congressional Committee (not a congressional 
office) (or Committee Chair) in calendar years 2012 and 2013 
to date. By this, I mean one-time type responses to 
Committee inquiries. You may exclude from the scope of 
this request regular periodic reports .... [and] constituent 
responses to a congressional office. 

Staff searched Board records and located documents responsive to your request. 
The Board's Freedom of Information office will provide you with the documents you 
seek under separate cover. Your request, therefore, is granted in full. 

Very truly yours, 

(\(\~~h~ 
Margaret ~Closkey Shanks 

Deputy Secretary of the Board 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Barney Frank 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

January 19, 2010 
BEN 5. BERNANKE 

CHAIRMAN 

The Honorable Spencer Bachus 
Ranking Member 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Chairman Frank and Ranking Member Bachus: 

We are happy to work with you as the Chairman and Ranking Member of the 

Committee to provide the Committee access to various documents related to the 

American International Group, Inc., at the same level of access to those documents as is 

being provided to the Senate Committee on Banking, Housing, and Urban Affairs. I have 

directed my staff to contact each of your staffs to make appropriate and complete 

arrangements. 



BOAR f VERN ORS 
OF' THE 

FEDERAL RESERVE SYSTEM 

(Signed} Ben Bemanke 

N 
.D 



Responses submitted to questions received from Chairman Dodd and Ranking Member 
Shelby on December 11, 2009. Documents responsive to questions 7, 8, 9, 10, 22, 24, 25, 
and 26 (which are not reproduced below), and the bracketed portions of questions 2, 4, 5, 6, 
12 and 21 below, are being made available in accordance with the December 11, 2009, 
letter. 

1. How was the Federal Reserve notified about AI G's financial problems? Had the 
Treasury Department, any regulator or any market participant contacted the Federal 
Reserve with concerns about AIG prior to September 2008? If so, when and what was the 
nature of the contact? 

The Federal Reserve was first notified of the extent of the impending liquidity crisis at 
American International Group ("AIG") on Friday, September 12, 2008, by officials of AIG. On 
that date, AIG officials met with senior officials of the Federal Reserve Bank of New York 
("FRBNY") and the Board to discuss the company's then-current liquidity position and the 
significant liquidity events the company expected in the immediate future due to, among other 
things, its inability to roll-over maturing commercial paper, ongoing collateral calls associated 
with the derivative exposures of AIG Financial Products Corp. ("AIGFP"), the withdrawal of 
securities lending counterparties from the securities lending program operated by the company's 
regulated insurance subsidiaries, and a potential downgrade of the company's credit ratings. 

Before September 12, 2008, the Federal Reserve was aware of general concerns 
regarding the financial health of AIG through our ongoing interaction with market participants 
and banking organizations we supervise, as well as press reports and other public materials. 
However, prior to this date, the Federal Reserve did not have access to the type of proprietary, 
confidential company information needed to understand the true severity and immediacy of 
AIG's liquidity needs, nor had any person (including AIG) requested that the Federal Reserve 
provide emergency credit to AIG under section 13(3) of the Federal Reserve Act. As you know, 
the Federal Reserve did not and does not have supervisory authority over AIG or any of its 
subsidiaries. 

2. Please describe the efforts of the Federal Reserve to facilitate a private sector rescue of 
AIG before the Federal Reserve ultimately decided to provide assistance to AIG. Please 
describe the nature of the private sector rescue plans that were considered and the reasons 
why those plans proved inadequate. [Please provide all emails, correspondence, and other 
communications between the Federal Reserve and private banks related to efforts to devise 
a private sector rescue plan for AIG.] 

AIG is a holding company that controls a number oflarge insurance companies 
supervised by state insurance departments as well as a number of other regulated and unregulated 
subsidiaries. By mid-September 2008, AIG had already held discussions with a number of 
investment banking firms to discuss possible ways for raising capital and liquidity to address its 
financial difficulties. For example, as reported in AIG's public filings, in late August, AIG had 
engaged J.P. Morgan Securities, Inc. ("J.P. Morgan") to assist in developing alternatives, 
including a potential additional capital raise. 



The company's efforts to find a private-sector solution accelerated after S&P, on Friday, 
September 12, 2008, placed AIG on CreditWatch with negative implications and noted that, 
upon completion of its review, the agency could affirm AIG parent's then-current rating of AA
or lower the rating by one to three notches. As part of these efforts, AIG discussed potential 
capital injections, asset sales, and other liquidity measures with private equity firms, sovereign 
wealth funds, and other potential investors. AIG also retained Blackstone Advisory Services LP 
to provide assistance in connection with a potential capital raise or other financial transaction to 
address the company's liquidity needs. In addition, AIG met with representatives of Goldman, 
Sachs & Co., J.P. Morgan, and other financial institutions in an effort to obtain a $75 billion 
secured lending facility to be syndicated among a number of large financial institutions. This 
private-sector secured lending facility was intended to act as a bridge loan to meet AIG's 
liquidity needs until AIG could sell sufficient assets to stabilize and enhance its liquidity 
position. At this time, AIG also had discussions with the New York State Insurance Department 
("NYSID") about ways that AIG's insurance subsidiaries, with appropriate regulatory approval, 
could potentially provide assistance to AIG as part of a private sector solution to its financial 
needs. The NYSID, in conjunction with other state insurance authorities, was considering a 
proposal under which certain of AIG's property and casualty insurance subsidiaries would 
transfer a portfolio of high quality assets to the parent company in exchange for equity interests 
in certain of AIG's life insurance subsidiaries. 

After being informed by the company on September 12, 2008, of the extent of its 
financial pressures, the Federal Reserve strongly encouraged the company to pursue private 
solutions to its problems. We also monitored the efforts of the company to achieve a workable 
and timely private sector solution in conjunction with its financial advisors, potential investors or 
lenders, and the NYSID. The FRBNY also provided "good offices" to facilitate discussions 
among AIG, the NYSID, and potential private sector investors and lenders. In particular, at the 
request of AIG and participants in a potential industry consortium, the FRBNY hosted a meeting 
on September 15, 2008, at its offices in conjunction with NYSID to facilitate negotiations 
between the company, the NYSID, and representatives towards a potential private sector package 
of supports for the company. The Federal Reserve was not willing to provide credit to AIG 
under section 13(3) of the Federal Reserve Act while a viable private sector solution remained 
potentially available. 

On September 15, 2008, Lehman Brothers Holdings Inc. ("Lehman") filed for 
bankruptcy. Later that evening, S&P downgraded AIG's long-term debt rating by three notches, 
and Moody's and Fitch downgraded AIG's long-term debt rating by two notches. These events 
resulted in substantial and immediate liquidity demands on AIG. 1 Concurrently, private 
investors terminated their negotiations and no private sector solution for AIG, either in the form 
of a syndicated lending facility or a substantial capital raise, was reached. 

1 For example, as a consequence of the rating actions, AIGFP estimated that it would need in 
excess of $20 billion in order to fund additional collateral demands and transaction termination 
payments in a short period of time. Also, on September 15, 2008, AIG experienced returns 
under the securities lending program conducted by its regulated insurance subsidiaries~ which led 
to cash payments of $5.2 billion to securities lending counterparties, and AIG became unable to 
access the commercial paper market for its primary commercial paper programs. 
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These pressures posed an immediate threat to AIG's ability to operate as a going concern. 
A disorderly failure of AIG during that time of global financial fragility posed considerable 
systemic risks in various ways as a consequence of the company's significant and wide-ranging 
operations. A disorderly failure would also have further undermined business and household 
confidence and contributed to higher borrowing costs, reduced wealth, and general additional 
weakening of the economy. To address this immediate threat to financial stability and the 
broader economy, and in light of the absence of any feasible alternative solution, the Federal 
Reserve, with the full support of the Treasury Department, on September 16, 2008, agreed to 
lend up to $85 billion to AIG on a fully secured basis to meet the company's liquidity needs 
while it unwound and sold its operations. 

3. Before determining that Federal assistance was necessary, did the Federal Reserve 
consider alternative rescue plans that were being discussed by AIG and the New York State 
Insurance Department? 

Yes, the Federal Reserve discussed with AIG and the NYSID the plans that they were 
developing to find liquidity to meet AIG's needs, and monitored and encouraged these efforts. 
These efforts are described in response to Question 2 above. 

4. According to news reports, the New York State Insurance Department considered 
allowing AIG to transfer assets from its property and casualty insurance companies to its 
holding company as part of an effort to stabilize the company. Why was this plan 
abandoned? [Please provide any documents and analysis that the Federal Reserve 
prepared or received concerning this plan.] 

The proposed arrangement under which certain of AIG's insurance subsidiaries would 
have transferred (subject to regulatory approval) assets to AIG in exchange for equity interests in 
certain of AIG's life insurance subsidiaries was one part of a potential comprehensive private 
sector solution for AIG. After the Lehman bankruptcy and additional credit rating downgrades 
of AIG on September 15, 2008, this comprehensive private sector solution was no longer 
possible. The NYSID would be best able to provide an explanation and analysis of its proposal 
and decision. 

5. How did the Federal Reserve determine how much money it needed to loan to AIG? 
[Please provide all documents and analysis the Board of Governors used to make this 
decision.] 

In establishing the $85 billion maximum authorized size of the revolving credit facility in 
September 2008, the Federal Reserve considered a number of factors. 

As a general matter, the size of the facility was established based on estimates of the 
amount of liquidity the firm would need to stabilize the company, meet its obligations as they 
came due, and allow AIG sufficient time to find alternative sources of funding and sell certain of 
its businesses in an orderly manner, the proceeds of which could be used to repay borrowings 
under the facility. In estimating these needs, we considered information developed by or for the 
consortium of private sector financial institutions that in the days preceding the Board's 

3 



authorization had been in discussions with AIG concerning a potential $75 billion private-sector 
lending facility. In addition, we considered additional information provided by AIG, as well as 
information obtained through discussions and contacts with the Treasury Department and the 
NYSID. The information considered included estimates of liquidity needs associated with 
collateral calls from credit default swaps ("CDS") and other derivatives contracts written by 
AIGFP; maturing AIG commercial paper and other short-term maturing obligations that AIG 
likely would be unable to fund elsewhere; the liquidity needs associated with the securities 
lending program operated for AIG's domestic insurance company subsidiaries; and other 
material funding requirements of AIG and its subsidiaries. We also considered the potential that 
AIG and its subsidiaries might need additional liquidity to meet unexpected liquidity needs that 
might arise due to the bankruptcy of Lehman just the day before and the continuing deterioration 
of conditions in the financial markets. 

Importantly, we also considered the collateral available to secure the credit facility. The 
credit facility was fully secured by assets that AIG was able to pledge under the associated 
Guarantee and Pledge Agreement and that had an estimated value in excess of the maximum size 
of the credit facility. 

6. Please describe the efforts of the Federal Reserve and the Treasury Department to 
devise a government rescue plan for AIG, including when the Treasury Department began 
working with the Federal Reserve, and when and why it was decided that TARP funds 
should be invested by the Treasury Department in AIG? [Please provide all documents 
and analysis that the Board of Governors used to determine that TARP funds should be 
part of the rescue plan for AIG.] 

As discussed in response to Question 2 above, after the Federal Reserve was informed by 
AIG of its severe liquidity pressures on September 12, 2008, the Federal Reserve strongly urged 
the company to find a private sector solution to its financial difficulties. This posture was 
supported and echoed by senior officials of the Treasury Department. Federal Reserve staff also 
began to analyze the causes and extent of the company's financial problems, as well as the 
potential risks that a disorderly failure of AIG would present to the financial system and the 
broader economy, using information obtained from the company and other sources. As the 
company worked with investors, financial institutions, and the NYSID over the next few days to 
develop a solution to its problems, the Federal Reserve and the Treasury Department monitored 
developments, and senior officials of the Federal Reserve and Treasury Department remained in 
ongoing contact. On September 16, 2008, when no private sector solution remained available 
and AIG's liquidity needs became urgent, the Federal Reserve acted with the full support of the 
Treasury Department to provide AIG up to $85 billion in secured credit to prevent the 
company's disorderly failure. The Emergency Economic Stabilization Act of 2008 ("EESA") 
was not proposed or enacted at this point. Consequently, neither the Treasury Department nor 
any other federal agency had the authority to provide capital to AIG. 

The loans provided by the Federal Reserve to AIG under the revolving credit facility 
authorized in September 2008, and the securities borrowing facility authorized in October 
2008, helped stabilize the company by addressing the immediate liquidity needs of the 
company. However, credit markets continued to be severely stressed for all firms and 

4 



liquidity pressures on AIG in particular did not abate even with access to these Federal 
Reserve liquidity facilities. For example, the company continued to be negatively affected by 
the decline in market value of many assets owned by AIG entities or to which AIG entities 
were exposed through derivatives. As a result, the company reported a $24.5 billion loss for 
the third quarter of 2008, approximately $19 billion of which was attributable to fair value 
adjustments on the residential mortgage-backed securities ("RMBS") held in connection with 
the securities lending program conducted by its insurance subsidiaries and on CDS that 
AIGFP had written on multi-sector collateralized debt obligations ("CDOs"). 

The severe market turbulence also made it difficult for the company to quickly sell its 
subsidiaries or business units to raise funds. At the same time, the liquidity needs of AIG, 
which helped determine the size of the emergency credit, as well as the terms of the 
emergency credit provided under the revolving credit facility, which were based on the terms 
offered by the private sector to AIG, increased the company's leverage and lowered the 
company's interest coverage ratio,2 two key metrics used by the credit rating agencies in 
assessing the financial strength of an issuer. These and other factors placed the company's 
credit ratings in jeopardy. Further downgrades in the company's credit ratings would have 
resulted in substantial new liquidity demands on the company, due in part to collateral calls 
and contractual obligations based on the credit ratings of AIG. These greater liquidity 
demands and other potential consequences of a ratings downgrade placed the stability of the 
company and the :financial system at risk. 

Through the fall of2008, the Federal Reserve and the Treasury Department worked to 
develop a restructuring of the government's assistance to AIG that would facilitate AI G's 
execution of its plan to sell certain of its businesses in an orderly manner, address the 
continuing capital and liquidity issues facing the company, promote market stability, and 
protect the interests of the U.S. government and taxpayers. On November 10, 2008, the 
Federal Reserve and the Treasury Department jointly announced a package of actions 
designed to achieve these goals. As part of that package of actions, the Treasury Department 
agreed to invest $40 billion in Series D senior preferred stock of AIG under the authority 
recently granted by the EESA. This investment constituted an important part of the 
restructuring actions by providing new equity capital to AIG, a tool not available to the U.S. 
government at the time the revolving credit facility was authorized in September 2008. The 
proceeds of this investment were used by AIG to repay outstanding borrowings under the 
revolving credit facility and, in connection with this repayment, the maximum amount 
available under the facility was reduced from $85 billion to $60 billion. Accordingly, the 
Treasury Department's investment both increased AIG's capital and reduced its leverage. 

In connection with the November 2008 restructuring, the Federal Reserve provided 
liquidity to two special purpose vehicles to permanently address the liquidity pressures caused by 
the securities lending program of AIG's domestic insurance subsidiaries and by the CDS 
exposure of AIGFP to multi-sector CDOs. Specifically, the Federal Reserve provided 
$19.5 billion in senior secured financing to Maiden Lane II LLC ("Maiden Lane II"). AIG's 

2 A company's interest coverage ratio typically is calculated by dividing the company's earnings 
before interest and taxes by the company's interest expenses. This ratio is one measure of how 
well a company can meet its interest-payment obligations. 
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insurance subsidiaries also provided $1 billion in subordinated funding to Maiden Lane II, which 
is available to absorb first any loss that may be realized by the entity. Maiden Lane II then used 
the proceeds from these fundings to purchase the RMBS held by AIG's domestic insurance 
subsidiaries in connection with their securities lending program. Maiden Lane II acquired the 
RMBS, which had an aggregate par value of approximately $39 .3 billion, at market prices for an 
aggregate amount of approximately $20.5 billion. This facility allowed the domestic insurance 
subsidiaries to terminate their securities lending program. 

In addition, the Federal Reserve provided $24.3 billion in senior secured financing to 
Maiden Lane III LLC ("Maiden Lane III"). AIG also provided a $5 billion subordinated equity 
contribution to Maiden Lane III, which is available to absorb first any realized loss that may be 
incurred by Maiden Lane III. Maiden Lane III used the proceeds of these fundings to purchase 
the multi-sector CDOs on which AIGFP had written credit protection from the counterparties of 
AIGFP and the counterparties terminated the associated credit derivative transactions with 
AIGFP. Maiden Lane III acquired these multi-sector CDOs, which had an aggregate par value 
of approximately $62.1 billion, at market prices for an aggregate amount of approximately 
$29.3 billion. Additional information concerning Maiden Lane II and Maiden Lane III is 
provided in response to Question 11 below. 

Financial and economic conditions, however, continued to worsen during the fourth 
quarter of 2008 and AIG continued to face strong liquidity and capital pressures. On 
March 2, 2009, AIG announced a loss of approximately $62 billion for the fourth quarter of 
2008, ending a year in which AIG suffered approximately $99 billion in total net losses. These 
losses weakened the company's financial condition. The extreme financial and economic 
conditions that existed during the fourth quarter also greatly complicated AIG's plans to divest 
significant parts of the company in order to repay the U.S. government for its previous support. 

In the context of this backdrop, on March 2, 2009, the Treasury Department and the 
Federal Reserve announced a further restructuring of the government's assistance to AIG. The 
restructuring actions announced in early March 2009 were the result of extensive discussions 
among officials of the Federal Reserve and the Treasury Department, in consultation with 
management of AIG and outside advisors retained by the Federal Reserve, that began in 
January 2009, as initial estimates of the potential size of the company's loss for the fourth 
quarter of 2008 began to be developed. A key component of the restructuring involved the 
creation by the Treasury Department of a Series F preferred equity capital facility for AIG that 
can be drawn up to a maximum amount of $29.835 billion3 and the exchange by the Treasury 
Department of the $40 billion of Series D cumulative perpetual preferred shares that it acquired 
in November 2008 for new Series E preferred shares with revised terms that more closely 
resemble common equity. 

In conjunction with these actions, the Federal Reserve also agreed to take a variety of 
actions. Among other things, the Federal Reserve agreed to accept, in satisfaction and reduction 
of an equivalent amount in the amount outstanding and the maximum amount available under the 

3 As explained in response to Question 16, as of December 31, 2009, AIG had drawn 
approximately $5.34 billion from this new Series F capital facility. 
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revolving credit facility, up to $26 billion in preferred interests in two special purpose vehicles 
("SPY s") that would hold all of the outstanding common stock of two life insurance holding 
company subsidiaries of AIG, American Life Insurance Company ("ALICO") and American 
International Assurance Company Ltd. ("AIA"). These transactions closed on 
December 1, 2009, and, based on independent valuations obtained by the Federal Reserve, 
resulted in a $25 billion reduction in the amount outstanding under the revolving credit facility 
and a reduction from $60 billion to $35 billion in the maximum amount available to AIG under 
the revolving credit facility at any one time. These transactions position AIA and ALICO for 
initial public offerings or sale in the near future. For example, AIG has chosen global 
coordinators for a potential IPO of AIA. Depending on market conditions and subject to 
customary regulatory approvals, the IPO may occur as early as this year. The proceeds of the 
IPO would be used to redeem the Federal Reserve' s preferred interest. 

Consistent with the goals of previous actions, the actions authorized by the Treasury 
Department and Federal Reserve in March 2009 were designed to help stabilize the company and 
the financial system, enhance the company's capital and liquidity, and facilitate the orderly 
completion of the company's global divestiture program. Importantly, as noted above, these 
restructuring actions also began to separate the company's major non-core businesses from AIG 
in order to facilitate the sale of these businesses and the repayment of the assistance provided by 
the Federal Reserve and the Treasury Department. 

11. What proportion of assistance provided by the Federal Reserve to AIG was used to 
address problems with AIG's securities lending program and what proportion was used to 
address problems with AIG's Financial Products division? Please provide a detailed 
description of how the funds were used in each case. 

The Federal Reserve tracks on a daily basis advances to, and repayments by, AIG under 
the revolving credit facility. In addition, the Federal Reserve receives daily reports concerning 
the company's cash flow and monitors the company's use of funds. Over time, AIG has used 
advances under the facility for a number of different purposes, including satisfying collateral 
calls on derivatives entered into by AIGFP, making capital contributions to the company's 
insurance subsidiaries, and repaying maturing debt. Because the credit facility is a revolving 
facility (like a credit card), repayments made by AIG (other than repayments generated by the 
sale ofbusinesses)4 provide AIG additional borrowing capacity under the revolving credit 
facility, subject at all times to the maximum limit on the facility and the requirement that the 
entire facility be repaid by September 13, 2013. By agreement with the Treasury Department 
and the Federal Reserve, AIG used the proceeds of the Treasury Department's November 2008 
investment in $40 billion of Series D preferred shares to repay a portion of the outstanding 
balance on the Federal Reserve's revolving credit facility and reduce the maximum amount of 
credit available under that facility from $85 billion to $60 billion. Since the inception of the 

4 Under the terms of the revolving credit facility, the net proceeds from the sale of AI G's 
businesses (after certain deductions) not only must be used to repay the outstanding balance on 
the facility, but also reduce the maximum amount of credit available under the facility at any one 
time unless the Federal Reserve otherwise agrees. 
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revolving credit facility, the amount of borrowings outstanding at any one time under the facility 
has not exceeded the authorized maximum size of the facility in effect at that time. 

Table 1 provides information concerning the amount drawn under the revolving credit 
facility from September 16, 2008, through December 31, 2009, for uses related to AIGFP and 
AIG' s insurance subsidiaries after taking into account the $40 billion repayment resulting from 
the Treasury Department's investment in the Series D preferred shares and other repayments. 
The table assumes all funding provided by AIG to AIGFP and AIG's insurance subsidiaries, 
other than amounts drawn from the Treasury Department's Series F capital facility,5 was fully 
funded through the revolving credit facility. Some of the actual funds provided by AIG to 
AIGFP and AIG's insurance subsidiaries may, however, have been obtained through internal 
sources or other external sources. 

The information provided for AIGFP is net of approximately $22 billion in AIGFP
related repayments on the credit facility during the period. Funding needs within AIGFP may be 
met through a combination of internal and external sources. The amounts in Table 1 reflect the 
aggregate net daily amount of funding that AIGFP required from AIG over the period for each 
indicated purpose. 

5 As discussed later in this response, as of December 31, 2009, AIG had drawn approximately 
$5 .34 billion under the Treasury's Series F capital facility. 

8 



Table 1 

··~@~~i''.feiiiNii:~~;~~J·o~~i:~9~iz~~i~i'!ti~~~~2!igii~l~~~1~1Liri:l~~· 

Maturing debt 

Collateral posted to secure guaranteed investment agreements (GIA) following 

ratings downgrade prior to 9/16/08 

Commercial Paper Programs1 

Collateral calls on credit derivatives 
Collateral calls on other derivatives 
Interest payments to AIG Inc. 
Asset sales 

Contractual payments (other than collateral calls) and other business 

operating expenses2 

Maiden Lane Ill equity interest 

Insurance Companies 
Capital contributions to insurance subsidiaries to fund to Domestic 
Securities Lending Program 

Capital for insurance subsidiaries to ensure regulatory minimums, including 

make-wholes for the insurance subsidiaries when loses from the Securities 
Lending Program were realized through the termination of the program and 
creation of Maiden Lane II 

Capital for insurance subsidiaries to fund their interest in Maiden Lane II 
Repayment of outstanding loans from insurance subsidiaries to AIG Inc. 
made prior to Se t. 16, 2008 

9,812 

15,330 

(631) 

17,178 
1,514 

3,758 
(2,393) 

6,037 

14,660 

11,004 

1,000 

50,605 

5,000 

28,192 

1 Reflects repayment to AIGFP by Curzon, a commercial paper program operated by AIGFP, following Curzon's participation in 

the Commercial Paper Funding Facility (CPFF). Curzon and certain other commercial paper programs of AIGFP participate in the 
CPFF under the same terms and conditions, including eligibility requirements, es ta bl ished for all borrowers under that facility. 

As of December 31, 2009, AIGFP's commercial paper programs had $3.7 billion outstanding under the CPFF. 

2 Contractual payments include the difference between cash flows (e.g., coupon and premium payments) received and cash 
payments made with respect to interest rate swaps, credit default swaps, and foreign exchange, equity, and commodity 
derivative contracts; principal and interest payments received on investment securities; interest paid on issued securities and 

investment contracts; and net repayments received on repurchase agreements. 

Other business operating expenses exclude non-cash expenses (e.g., depreciation and restructuring costs}. Other business 

operating expenses are estimated to be $654 million for the period from September 16, 2008, through December 31, 2009. 

In addition to the amounts above, in October 2008, the Board authorized the FRBNY to 
engage in securities borrowing transactions with AIG's domestic insurance subsidiaries under a 
separate securities borrowing facility. This facility was designed to address the liquidity and 
capital pressures facing AIG as a result of the securities lending program conducted by certain of 
the company's regulated insurance subsidiaries. Under this program, the insurance subsidiaries 
pooled together and lent out high-quality, fixed-income securities owned by the insurance 
companies to third parties in exchange for cash. The cash collateral received was used to 

9 



purchase a portfolio ofRMBS. However, as the value ofRMBS declined in 2007 and 2008, and 
AIG's securities lending counterparties began to pull away from the company or demand 
additional collateral due to its weakening condition, these transactions became a significant 
source of liquidity strain on AIG. Although the maximum authorized size of the securities 
borrowing facility was $3 7 .8 billion, the actual maximum amount of advances outstanding under 
this facility at any one time was $20.5 billion. 

The securities borrowing facility was terminated and fully repaid in connection with the 
establishment of Maiden Lane II. On December 12, 2008, the Federal Reserve provided 
$19.5 billion in senior secured financing to Maiden Lane II to partially fund the acquisition by 
Maiden Lane II of the RMBS acquired by AIG's domestic insurance subsidiaries in connection 
with the subsidiaries' securities lending program. Maiden Lane II acquired these RMBS at their 
fair market value, which represented a substantial discount to the par value of the securities. 
Importantly, the full portfolio ofRMBS held by Maiden Lane II serves as collateral for the 
Federal Reserve's loan to Maiden Lane II, and AIG's insurance subsidiaries also have a 
$1 billion subordinated position in Maiden Lane II that is available to absorb first any losses that 
may be realized. The proceeds received by AIG' s insurance company subsidiaries from the · 
establishment of Maiden Lane II, together with other AIG funds, were used to return all cash 
collateral posted by securities borrowers under the insurance subsidiaries' securities lending 
program and terminate the program, thereby relieving the insurance subsidiaries from continued 
exposure to these transactions as well as the RMBS purchased with the associated cash 
collateral. 

In late 2008, the Federal Reserve also extended a loan to Maiden Lane III to help address 
the liquidity strains facing AIG as a result of the credit protection that AIGFP had written on 
multi-sector CDOs. Although the maximum authorized amount of the Maiden Lane III facility 
was $30 billion, only $24.3 billion in senior secured financing ultimately was provided. The 
proceeds of this loan were used by Maiden Lane III to partially fund the purchase of the 
underlying multi-sector CDOs from AIGFP's counterparties. Importantly, Maiden Lane III 
acquired these CDOs, which had an aggregate par value of approximately $62.1 billion, at the 
then current market value of the CDOs, which was substantially below the par value. The 
Federal Reserve's loan is secured by the full portfolio of CDOs acquired, as well as by a 
$5 billion subordinated equity contribution provided by AIG, which is available to absorb first 
any losses that may be realized. In connection with the purchase of these CDOs, the 
counterparties agreed to terminate the related CDS with AIGFP, thereby eliminating AIGFP's 
obligation to continue to post collateral under these contracts and AIGFP's continuing financial 
exposure to these CDS. 

Finally, as discussed in response to Question 16 below, the Treasury Department 
established a separate $29.835 billion capital facility for AIG in connection with the March 2009 
restructuring of the government's assistance. As described in response to Question 16 below, as 
of December 31, 2009, AIG had drawn approximately $5.34 billion under the Series F facility, of 
which approximately $5.243 billion had been used for purposes directly related to AIG's 
insurance subsidiaries. 
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12. Please describe the Federal Reserve's consultations with state insurance commissioners 
in determining whether and how financial assistance to address problems with AIG's 
securities lending program should be provided. [Provide copies of all relevant emails, 
correspondence, and other communications in addition to those provided in response to 
question 8.] 

Following the initial interactions with officials of the NY SID leading up to the 
establishment of the revolving credit facility, Federal Reserve officials continued in regular 
contact with NYSID officials and officials from other state insurance departments that 
supervised significant insurance subsidiaries of AIG. As part of these discussions, Federal 
Reserve and state insurance officials discussed the financial condition of AIG and its insurance 
subsidiaries, the impact of market developments on the company and its insurance subsidiaries, 
and the continuing strains facing AIG and its subsidiaries, including the strains arising from the 
company's domestic securities lending program. The state insurance authorities for the 
insurance subsidiaries participating in the securities lending program supported the Federal 
Reserve's establishment of the securities borrowing facility in October 2008, and also approved 
the sale of the RMBS associated with the securities lending program to Maiden Lane U in 
December 2008. 

13. Other than the problems associated with AIG's securities lending program, were there 
any other problems involving AIG's insurance companies that contributed to the 
company's overall financial problems? 

Many factors contributed to the imminent liquidity crisis that faced AIG in the fall of 
2008. Among these factors were limitations on the authority of the state insurance 
commissioners to monitor and regulate significant risks that were taken by AIG (the parent 
holding company) and its unregulated subsidiaries, in particular AIGFP, as well as the liquidity 
drains and capital losses resulting from AIG's securities lending program. In addition, AIG's 
insurance subsidiaries, like many other domestic and foreign financial institutions, were affected 
by the sharp and broad-based declines in prices for commercial and residential real estate, the 
substantial drop in the values of mortgages and mortgage-backed securities, and the general 
decline in economic activity that began in 2007. AIG has used funds from both the Federal 
Reserve's revolving credit facility and the Treasury Department's Series F capital facility to help 
address the capital and liquidity pressures facing AIG's insurance subsidiaries. These actions 
have helped preserve the stability of the AIG organization and also have helped preserve the 
value of these subsidiaries for the benefit of taxpayers. 

14. Was concern about the failure of any of AIG's insurance companies a material factor 
in the Federal Reserve's decisions either initially or subsequently to provide financial 
support to AIG? If not, why did the Federal Reserve allow the proceeds of its loan to AIG 
to be used to recapitalize insurance companies? If so, please explain how the Federal 
Reserve decided that insurance companies presented sufficient risks to the financial system 
to justify receiving financial assistance? 

The risks facing AIG imperiled the entire organization and, because of the scope, size, 
and interconnectedness of AIG, the financial system. A disorderly failure of AIG clearly would 
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have placed additional pressures on, and magnified the risks facing, AIG's insurance 
subsidiaries. For example, AIG's insurance subsidiaries had substantial derivatives exposures to 
AIGFP and were interconnected with the parent company and its unregulated affiliates in a 
variety of other financial and operational ways. Moreover, as I have testified previously, a 
failure of AIG likely would have resulted in a significant intensification of an already severe 
financial crisis and a further worsening of global economic conditions. Conceivably, its failure 
could have resulted in a 1930s-style global financial and economic meltdown, with catastrophic 
implications for production, income, and jobs. Such consequences would have raised substantial 
uncertainty about the solvency of a number of financial institutions, including AIG' s insurance 
subsidiaries. AIG' s insurance subsidiaries are among the largest providers of life insurance and 
property and casualty insurance in the United States and have millions of individual and 
corporate policyholders. Problems at these insurance subsidiaries could have led to a run by 
policyholders and creditors on other insurance companies and, potentially, on the insurance 
industry as a whole. 

The revolving credit facility established for AIG was intended to stabilize this 
systemically important firm--of which its insurance subsidiaries are an importmt part--and allow 
AIG and its subsidiaries to meet their obligations as they come due while the company pursues 
its global restructuring and divestiture program. Accordingly, as explained in response to 
Question 11, AIG used advances under the facility for a number of different purposes, including 
satisfying collateral calls on derivatives entered into by AIGFP, making capital contributions to 
the company's insurance subsidiaries, and repaying maturing debt. Moreover, the use of funding 
obtained under the revolving credit facility to stabilize and address the funding needs of its 
insurance subsidiaries helps preserve the value of these subsidiaries and, thus, facilitates AI G's 
ability to repay the assistance provided by U.S. government. 

15. At the time the Federal Reserve was considering providing financial assistance to AIG, 
what did the Federal Reserve believe would have been the implications for AI G's insurance 
companies had the Federal Reserve not provided assistance? Did the Federal Reserve 
believe that one or more of AIG's insurance companies could have failed or been rendered 
insolvent had the Federal Reserve not provided financial assistance to AIG? 

Please see the response to Question 14. 

16. Which AIG insurance companies received proceeds of the financial assistance provided 
by the Federal Reserve or the Treasury Department to AIG and how much financial 
assistance did each company receive? Why was it determined that these insurance 
companies needed financial assistance? 

As indicated in Table 1 above, between September 16, 2008, and December 31, 2009, 
AIG had drawn approximately $28.192 billion under the revolving credit facility for uses directly 
related to its insurance subsidiaries.6 Table 2 indicates the portion of that amount that AIG 

6 As discussed in response to Question 11, this figure assumes all funding provided by AIG to 
its insurance subsidiaries, other than amounts drawn from the Treasury Department's Series F 
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As discussed above, AI G's insurance subsidiaries are an important part of the overall 
organization, and supporting the ability of these companies to meet their obligations to 
policyholders and others helps maintain the stability of the company and the financial system and 
helps preserve the value of the subsidiaries, thereby facilitating the company's ability to repay 
the financial assistance it has received from the U.S. government. 

17. In the Federal Reserve's view, would the state insurance guaranty fund system have 
been able to handle the failure of several of AI G's insurance companies? If so, why did the 
Federal Reserve allow a significant portion of the proceeds from the loans it made to AIG 
to go to AIG insurance companies? 

AIG's insurance subsidiaries are among the largest in the United States and the world and 
operate in virtually every state. In the past, insolvent insurance companies have been effectively 
liquidated under state-based insolvency regimes, but they were of a much smaller size than 
AIG's insurance operations. There has never been a liquidation of an insurance enterprise of the 
size and geographic scope of AIG. The commencement ofrehabilitation proceedings against 
AIG's domestic insurance businesses would have been a significant test of this insolvency 
regime during a period of tremendous uncertainty and stress in the financial markets. It likely 
would have resulted in some policyholders being unable to access their funds and substantial 
delays in the payment of some policyholder claims. It also likely would have significantly 
increased the uncertainty of policyholders of AIG and other insurance companies about whether 
their claims would be paid at a time when consumers, municipalities, pension funds, small and 
large businesses, and others were already experiencing financial stress from the crisis. And, 
because losses resulting from the liquidation or rehabilitation of a failed insurer typically are 
recovered through assessments on other insurers, the failure of AIG's insurance subsidiaries 
could have placed substantial additional strains on other insurance companies. In light of the 
environment then prevailing, the failure of AIG's insurance subsidiaries likely would have 
contributed to a further weakening of confidence in the financial system and conceivably could 
have led to a run on the industry generally. 

18. What changes, if any, has the Federal Reserve required AIG to make in its risk 
management infrastructure? 

In connection with the Federal Reserve's extension of credit, in September 2008, AIG's 
CEO was replaced and the first of several changes to the company's board of directors occurred. 
The Federal Reserve has actively engaged with AIG to ensure that AIG made significant 
improvements to its risk management and reporting processes, including the fulfillment of risk 
management requirements pursuant to the credit agreement governing the revolving credit 
facility. For example, the credit agreement includes several provisions designed to limit the 
ability of AIG to materially increase its risk exposures such as, for example, by restricting the 
ability of the company and its subsidiaries to engage in material new business activities beyond 
those conducted, or incidental to activities conducted, on the date of the agreement; make 
material investments in illiquid, complex structured products for which prices cannot be 
reasonably determined; or engage in a variety of derivative transactions other than those needed 
to hedge or mitigate the business risks of the company or its subsidiaries and that are conducted 
consistent with prudent business practices. 
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The Federal Reserve monitors AIG governance around important decision-making 
bodies, such as the board of directors, key steering committees, and committees established to 
manage material divestitures. The Federal Reserve also monitors AIG's internal processes to 
ensure appropriate levels of analysis and transparent reporting of key decisions. Since 
September 2008, the Federal Reserve has witnessed improvements in key risk management 
processes at AIG, including those related to liquidity monitoring, forecasting, and reporting by 
the AIG treasury function; weekly reporting from AIG's Enterprise-wide Risk Management 
function, which aggregates, monitors, and reports to management material market, credit, 
operational, and legal risks throughout the company and its subsidiaries; and expanded daily 
reporting on market and credit risks associated with the investments and derivatives portfolios at 
AIGFP, including new measures that track progress on the wind down of that operation. 

19. How many people does the Federal Reserve have at AIG and what are their duties? 

The FRBNY has a team of about 20 staff, led by senior officials, who are primarily 
responsible for conducting the Federal Reserve's oversight of AIG as lender under the terms of 
the revolving credit facility. Staff are frequently on site· at the company in order to make sure 
that we are adequately informed on funding and cash flows, liquidity, earnings, valuation of 
assets of the company, risk management across the company, and progress in pursuing the 
company's divestiture plan. Federal Reserve monitoring extends to the general financial 
condition of the company on a consolidated basis as well as to reviews of separate financial 
information on all of the company's major subsidiaries. FRBNY staff usually meet several times 
a week with key corporate managers, including the Chief Executive Officer and the Chief 
Financial Officer, to gather information and monitor the company's financial condition, 
operations, and progress in pursuing its restructuring and divestiture plans. FRBNY staff 
observe all meetings of the board of directors of AIG, including committee meetings. The 
Federal Reserve also has obtained the assistance of qualified advisors to help us with the 
monitoring process. This work has been coordinated with the Treasury Department, as equity 
owner, and we will continue to coordinate with the Treasury Department. 

20. What input does the Federal Reserve have in the day-to-day management of AIG? 

As is usual in commercial lending transactions involving distressed borrowers, the 
Federal Reserve has certain limited rights as a creditor. These rights allow the Federal Reserve 
to monitor the financial condition of AIG and to restrict certain major decisions that might 
reduce the ability of AIG to repay its loan from the Federal Reserve. Through these and other 
interactions with the firm's senior management, we routinely make our views known on key 
issues affecting the company's financial condition and its ability to repay the U.S. government. 
However, as with other lending arrangements, these rights do not permit the Federal Reserve to 
participate in the ordinary business decisions of management. For example, the credit agreement 
requires AIG to submit to the Federal Reserve a significant number of financial statements and 
reports that address a broad range of topics relating to the financial condition and future 
prospects of the company. However, as a lender, the Federal Reserve is not empowered to 
review or approve all of the specific compensation or other expenditures related to the ongoing 
business operations of AIG and its subsidiaries. These types of decisions are within the authority 
of the company's senior management and board of directors, as well as, in some cases, subject to 
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determinations of the Treasury Department as an equity owner or the TARP Special Master for 
Executive Compensation. 

21. Please describe the Federal Reserve's plan for unwinding its investment in AIG. 
[Please provide any documentation and reports that the Federal Reserve has prepared or 
considered relating to the management and unwinding of its investment in AIG.] 

Under the terms of the revolving credit facility, the net proceeds from the sale of AIG's 
businesses (after certain deductions) must be used to repay the outstanding balance on the facility 
unless the Federal Reserve otherwise agrees and all borrowings under the facility must be fully 
repaid by September 13, 2013. AIG develops and implements the strategy for selling its 
businesses and other assets. AIG's plans to divest these businesses and assets are reviewed by 
Federal Reserve staff with the assistance of outside advisors, as appropriate. We provide our 
views on these strategies to AIG senior management and consult and coordinate with the 
Treasury Department. The ultimate decisions with respect to the development and 
implementation of the plans are the responsibility of the company's senior management and 
board of directors. As discussed in response to-Question 6, AIG recently placed its two largest 
foreign life insurance subsidiaries (AIA and ALICO) into separate SPV s to facilitate a sale or 
initial public offering of these entities in the near future. 

23. News reports indicate that the Federal Reserve was informed by a French financial 
institution that it could not accept a haircut on obligations AIG owed it on derivatives 
contracts because French law prohibited it from accepting such a haircut. Are these news 
reports accurate? If so, is it true that French law would prohibit a French financial 
institution from accepting such a haircut? 

That report is accurate. As part of the November 2008 restructuring of the AIG loan, the 
Federal Reserve extended credit to Maiden Lane III to address the increasing liquidity strains 
faced by AIG resulting from its obligation to post collateral with the counterparties to CDS it had 
written on multi-sector CDOs. In connection with this restructuring to terminate the CDS, and as 
confirmed in the recent report by the Special Inspector General for the Troubled Asset Relief 
Program ("SIGTARP"), the Federal Reserve actively undertook to obtain concessions from the 
CDS counterparties, but was unable to obtain such agreements. 

As described in the recent SIGT ARP report, as part of this effort to obtain concessions 
for AIG, FRBNY officials contacted the Commission Bancaire, the French bank regulator, to 
inform it that the FRBNY was conducting negotiations with two French banks, Societe Generale 
and Calyon, which were two of the counterparties to which AIG had the largest CDS exposure, 
and to request the Commission's support for the Federal Reserve's efforts. The Commission 
Bancaire informed the FRBNY that under French law, absent an AIG bankruptcy, the French 
banks could not voluntarily agree to less than par value for the underlying securities in exchange 
for terminating the CDS. The French banks informed FRBNY officials of this position as well. 
The Commission Bancaire is an arm of the French government that is charged with supervising 
French banks and administering and enforcing French banking laws. It has the power to impose 
administrative penalties and financial sanctions on offenders. See Article L613-1, Monetary and 
Financial Code. In the face of this, the Federal Reserve believes it would have been particularly 
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inappropriate for the Federal Reserve to use its supervisory authority on behalf of AIG to obtain 
concessions from those domestic counterparties subject to Federal Reserve supervision and such 
action would have provided an advantage to AIGFP's foreign counterparties over its domestic 
counterparties. 

27. Please describe any actions that the Federal Reserve took prior to or after its rescue of 
AIG regarding the risk exposure that AIG posed to entities regulated by the Federal 
Reserve. 

The Federal Reserve has long viewed counterparty credit risk management as a key 
element of sound risk management. In 1999, the Federal Reserve issued supervisory guidance to 
reaffirm the importance of effective counterparty credit risk management and to address 
weaknesses that had become evident in the counterparty credit risks management practices of 
banking organizations we supervise. See SR letter 99-3, Supervisory Guidance Regarding 
Counterparty Credit Risk Management (Feb. 1, 1999). The Federal Reserve regularly reviews 
the effectiveness of the risk management systems of banking organizations as part of our risk
focused supervisory program and works with organizations to correct material deficiencies that 
are identified. 

With respect to exposures of banking organizations to AIG, established industry practices 
prior to the crisis among financial institution counterparties with high credit ratings called for 
little exchange of initial margins on OTC derivative contracts. These industry practices and 
AIG's high credit rating thus inhibited the checks and balances initial margins would have placed 
on AIG's positions. Federal Reserve supervisory reviews of counterparty credit risk exposures at 
individual firms prior to the crisis did not flag AIG as posing significant counterparty credit risk 
for several reasons. For example, AIG was regularly able to post its variation margins on OTC 
derivative contracts, thus reducing the counterparties' exposures to AIG. Moreover, AIG spread 
its exposures across a number of different counterparties. In fact, some of AIG' s largest 
counterparties were investment banks and foreign institutions that were not directly supervised 
by the Federal Reserve. In addition, because the Federal Reserve did not have supervisory 
authority over AIG, we did not have access to nonpublic information about the firm that may 
have raised questions about AIG's ability to continue to meet its collateral positing and other 
obligations to its counterparties. 

28. Did the Federal Reserve have any communications during the fall of 2008 with credit 
rating agencies regarding AIG's credit rating? 

FRBNY staff, together with the company, met with the credit rating agencies multiple 
times in the fall of 2008 to discuss and understand their assessment of AI G's current and future 
financial strength and prospects and to provide information regarding the U.S. government's 
initial and restructured support facilities. Meetings occurred with representatives of S&P, 
Moody's, Fitch, and AM Best. During these meetings, company, rating agency, and Federal 
Reserve officials discussed, among other things, the company's level of leverage and debt 
servicing costs (including costs under the Federal Reserve's revolving credit facility), the losses 
and potential ongoing liquidity drains associated with the company's securities lending program 
and CDS on multi-sector CDOs, progress and expected progress in divesting assets and 
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businesses, and the financial condition and business prospects of the company's subsidiaries. 
Company and Federal Reserve officials also described to the rating agency representatives the 
actions that the U.S. government proposed to take to restructure the assistance provided to AIG 
to further stabilize the company and provide the company time to restructure and wind down its 
operations in an orderly manner. Such actions included the injection of $40 billion in equity by 
the Treasury Department under the Troubled Assets Relief Program, the use of such proceeds to 
pay down an equivalent amount of borrowing under the Federal Reserve's revolving credit 
facility, establishment of the credit facilities for Maiden Lane II and Maiden Lane III, and the 
restructuring of the terms of the revolving credit facility to, among other things, reduce the 
maximum amount available from $85 billion to $60 billion. Company, Federal Reserve, and 
rating agency officials also discussed the potential impact of these and other factors on the credit 
ratings of the company and its subsidiaries. 

29. What factors governed the Federal Reserve's decision to address the problems posed 
by AIG's CDS positions by purchasing the underlying CDOs? 

Financial markets and institutions were under severe stress during the fall of 2008. A 
failure of AIG during this period would have resulted in a significant intensification of an 
already severe financial crisis and a further worsening of economic conditions, causing further 
declines in already very dire prospects for production, income, and jobs. AIG's failure also 
would have placed additional pressures on AIG's insurance subsidiaries, which are among the 
largest in the United States and the world, and could have put at risk millions of policyholders, 
the retirement plans that had purchased insurance from AIG against the risk that their stable 
value funds would decline in value, and others that had relied on risk mitigation products 
provided by AIG. 

Following the Federal Reserve's initial secured loan in September 2008, the ongoing 
stress in the financial markets continued to place substantial pressure on AIG. The CDS 
protection that AIGFP had written on multi-sector CDOs was a significant source of AIG's 
capital and liquidity strains during 2008. These contracts required AIGFP to provide its 
counterparties collateral as the market value of the underlying CDOs, AI G's credit rating, or the 
credit rating on the referenced assets declined. As of November 5, 2008, AIG had posted or 
agreed to post approximately $37 billion in collateral against these exposures, and these 
exposures contributed significantly to the $24.5 billion in losses that AIG reported for the third 
quarter of2008. For example, during the third quarter of2008, AIG incurred a $7.1 billion 
unrealized market valuation loss related to AIGFP's super senior CDS portfolio. AIG's 
continuing CDS exposure to multi-sector CDOs also was a concern to the credit rating agencies. 
A downgrade of AIG's credit rating by the agencies would have resulted in additional liquidity 
demands on AIG. 7 

7 For example, AIG estimated that, based on its financial derivative transactions as of the close 
of business on October 27, 2008, a downgrade of the company's long-term senior debt ratings to 
Baa2 by Moody's and BBB by S&P would trigger the right of counterparties to transactions 
representing $47.8 billion in notional amount to elect early termination of the contracts. 
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Maiden Lane III was established to ease this continued pressure on AIG and to establish a 
vehicle that would allow the orderly sale or disposition of the underlying CDOs over a period of 
time that would facilitate the realization of the full value of these instruments. On November 10, 
2008, the Board of Governors authorized the FRBNY to lend up to $30 billion to Maiden Lane 
III to partially fund the purchase by Maiden Lane III, at current market value, of multi-sector 
CDOs for which AIGFP was obligated to provide credit protection. In connection with the 
purchase of these CDOs, the counterparties agreed to terminate the related CDS with AIG, 
thereby eliminating AIGFP's obligation to continue to post collateral under these contracts and 
AIGFP's continuing financial exposure to these CDS. As part of this restructuring of AIG's 
multi-sector CDO exposures, AIG made a $5 billion equity contribution to Maiden Lane III. 
This equity contribution is subordinated to the FRBNY' s senior loan to Maiden Lane III and, 
thus, is available to absorb first any loss that ultimately may be incurred by Maiden Lane III. 

The CDOs were purchased by Maiden Lane III at their current market value 
(approximately $29.3 billion), which represented a significant discount to their par value 
(approximately $62.1 billion). Before agreeing to this transaction, the Federal Reserve consulted 
independent financial advisors to assess the value of the underlying CDOs and the expectation 
that the value of the CDOs would be recovered. The advisers believed that the cash flow and 
returns on the CDOs would be sufficient, even under highly stressed conditions, to fully repay 
the Federal Reserve's loan to Maiden Lane III. Under the terms of the agreement negotiated 
with AIG, the Federal Reserve will also receive two-thirds of any proceeds received on the 
CDOs after the Federal Reserve's loan and AIG's subordinated equity position are repaid in full. 

30. Please list all outside firms (e.g., law firms, consulting firms, accounting firms, advisory 
firms, etc.) engaged by the Federal Reserve to provide services in conjunction with the 
management of AIG's businesses, asset sales, portfolio positions, etc. Please provide details 
on why these firms were selected, how they were selected, and the amounts paid for their 
services. 

The Federal Reserve has hired the following vendors to provide services to the Federal 
Reserve in connection with AIG. Firms were selected based on a number of criteria, including 
their expertise in the relevant subject area. 

1. Ernst & Young LLP ("Ernst & Young"), to provide support in a number of areas such 
as insurance expertise, including actuarial support to value collateral, and expertise in 
derivatives, liquidity, risk management, and compensation; 

2. Morgan Stanley & Co., Inc. ("Morgan Stanley"), to provide broad-based advice on 
AIG matters, including specific advice and assistance with respect to the company's ongoing 
restructuring and divestiture program; 

3. BlackRock Financial Management, Inc. ("BlackRock"), to serve as investment 
manager of Maiden Lane II and Maiden Lane III; 

4. The Bank of New York Mellon ("BNYM"), to provide administrative and custodial 
services for Maiden Lane II and Maiden Lane III; 

5. Davis Polk & Wardwell LLP, to provide legal advice on matters related to the AIG 
loan and the establishment of Maiden Lane II and Maiden Lane III; 

19 



6. Sidley Austin LLP, to provide legal advice in connection with the proposed 
securitizations of life insurance cash flows that were authorized in March 2009 and in connection 
with certain CDOs held by Maiden Lane III; 

7. Milliman, Inc. ("Milliman"), to provide consulting and actuarial services in 
connection with the proposed securitizations oflife insurance cash flows that were authorized in 
March 2009; 

8. Towers, Perrin, Foster & Crosby, Inc. ("Towers Perrin"), to provide consulting and 
actuarial services in connection with the proposed securitizations oflife insurance cash flows 
that were authorized in March 2009; 

9. Houlihan Lokey Howard & Zukin Financial Advisors, Inc. ("Houlihan Lokey"), to 
perform independent valuations of significant AIG subsidiaries and business lines; 

10. Spencer Stuart, to provide executive search services in connection with the hiring of 
one or more senior experts in connection with the transactions involving AIA and ALICO that 
were authorized in March 2009;8 

11. Herbert Smith, to provide legal advice in connection with the transactions involving 
AIA and ALICO that were authorized in March 2009; 

12. Five f3ridges Advisors, LLC ("Five Bridges"), to provide portfolio pricing 
information in connection with Maiden Lane II and Maiden Lane III; 

13. Cleary Gottlieb Steen & Hamilton LLP, to provide legal services in connection with 
the revolving credit facility and the restructuring of the government's support for AIG; 

14. Morris, Nichols, Arsht & Tunnel LLP, to provide legal services in connection with 
the establishment of Maiden Lane II and Maiden Lane III; 

15. Cadwalader, Wickersham & Taft LLP; McKee Nelson LLP (now Bingham 
McCutchen LLP); Clifford Chance LLP; and Ashurst LLP, to provide legal services in 
connection with certain RMBS held by Maiden Lane II or CDOs held by Maiden Lane III; 

16. Crowe & Dunlevy, P.C.; McCann FitzGerald; Pedersoli e Associati; De Brauw 
Blackstone Westbroek N.V.; Hengeler Mueller; Law Office ofT.J. Koutalidis; Run Ming Law 
Office; and Appleby, to provide legal services in connection with various issues related to 
International Lease Finance Corporation, a subsidiary of AIG; 

17. KPMG, to provide tax-related services in connection with Maiden Lane III; and 
18. Deloitte & Touche LLP ("Deloitte"), to provide audit services with respect to the 

financial statements of Maiden Lane II and Maiden Lane III. 

Copies of the contracts with the vendors listed in items 1 through 6 are available on the 
FRBNY's public website at http://www.newyorkfed.org/aboutthefed/vendor_information.html. 
The contracts with the remaining vendors are being made available to your staffs. The fees that 
the Federal Reserve has agreed to pay these vendors are specified in the contracts. 

With respect to the BNYM, Milliman, Towers Perrin, Houlihan Lokey, Spencer Stuart, 
and Five Bridges contracts, the FRBNY administered a formal competitive proposal process to 
select each firm in accordance with the FRBNY' s Acquisition Guidelines. Consistent with the 
FRBNY' s internal policies on retaining outside counsel, the firms listed above that were retained 

8 As a result of the executive search conducted by Spencer Stuart, the FRBNY hired one 
individual as an independent consultant to provide advice in connection with the AIA and 
ALICO transactions. 
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to provide legal advice or services were selected and approved by the FRBNY' s Legal Function 
based on their relevant expertise and consideration of potential conflicts of interest, among other 
factors. Due to uniquely exigent circumstances that did not allow sufficient time for a formal 
competitive process, Ernst & Young, Morgan Stanley, BlackRock, and KPMG were selected 
based on an assessment of their expertise and the approval of an exception to the competitive 
proposal process by senior FRBNY management. This exception process was internally 
documented in accordance with the FRBNY's Acquisition Guidelines. Deloitte currently is the 
independent public accounting firm that audits the financial statements of the Board and the 
Reserve Banks and was selected through a competitive bidding process for those engagements. 
The Board separately engaged Deloitte to provide audit services for Maiden Lane II and Maiden 
Lane III, which are consolidated on the balance sheet of the FRBNY, in light of the substantial 
efficiencies achieved by having Deloitte also perform those services. 

31. Please provide details on how the Federal Reserve unwound derivatives positions in 
AIG's Financial Products division and how the Federal Reserve plans to unwind AIG's 
remaining derivatives positions. 

AIG has developed and is in the process of implementing a multi-year wind-down plan 
for both the CDS and non-CDS positions of AIGFP. Under this plan, AIGFP is entering into 
new derivative transactions only to hedge its current portfolio, reduce risk, and hedge risks for 
affiliated businesses. To facilitate this wind-down, AIGFP has disaggregated its portfolio of 
existing transactions into a number of separate books, and has developed a plan for addressing 
each book, including assessing each book's risks, risk mitigation options, appropriate monitoring 
metrics, and potential outcomes. Each plan has been reviewed by a steering committee whose 
membership includes senior executives of AIG and implementation of the plans is being led and 
managed by the company in accordance with its internal governance processes. AIGFP is 
following a variety of strategies to reduce and close out its positions and exposures. These 
strategies include: the sale, assignment or other transfer of positions or books of business; 
termination of positions; and the run-off of positions in accordance with their terms. As part of 
these efforts, in August 2009, AIGFP completed the sale of its energy and infrastructure 
investment assets, realizing aggregate net proceeds in excess of $1.9 billion. Moreover, as 
explained above, Maiden Lane III was established to help unwind the CDS protection written by 
AIGFP. 

Between September 30, 2008, and December 31, 2009: 

• The notional amount of AIGFP's derivatives portfolio was reduced by 46 percent (from 
$1.8 trillion to $970 billion); and 

• The number of trade positions was reduced by 64 percent (from approximately 44,000 to 
16,000). 

As a lender, the Federal Reserve does not direct AIGFP's wind-down. The Federal 
Reserve does closely monitor AIGFP' s progress in executing its wind-down strategy through a 
variety of ways. For example, the Federal Reserve receives daily risk reports on AIGFP's 
activities to monitor the effectiveness of the company's hedging and the impact of terminations 
and novations on the company's risk profile. Federal Reserve staff also has regular discussions 
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with management of AIG and AIGFP and observe internal meetings and discussions to monitor 
AIGFP's progress in effecting its wind-down and the company's risk exposures. Significant 
changes in risk profile are discussed with AIGFP's risk management function and periodic on
site visits also are conducted. 
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Responses to questions from Ranking Member Issa dated January 22, 2010, 
concerning certain counterparties of credit default swaps written by AIG on multi
sector collateralized debt obligations 

Following the Federal Reserve's initial secured loan, the ongoing stress in the 
financial markets continued to place substantial pressure on AIG. The CDS protection 
that AIG had written on multi-sector CDOs was a significant source of AI G's capital and 
liquidity strains during 2008. These contracts require AIG to provide its counterparties 
collateral as the market value of the underlying CDOs, AIG credit rating, or the credit 
rating on the reference assets declined. As of November 5, 2008, AIG had posted or 
agreed to post approximately $37 billion in collateral against these exposures, and these 
exposures contributed significantly to the $24.5 billion in losses that AIG reported for the 
third quarter of 2008. 

As a part of the restructuring of the government's assistance to AIG by the 
Treasury and the Federal Reserve in November 2008, Maiden Lane III LLC (ML III) was 
formed to ease thisoContinued pressure on AIG. ML III purchased from the CDS 
counterparties multi-sector CDOs with the par value of $62 billion referenced in the CDS 
at their current market value (approximately $29 billion), a substantial discount to par 
value. The purchase of the CDOs was funded in part by a loan of approximately $24 
billion from the Federal Reserve Bank of New York (FRBNY) to ML III and a $5 billion 
equity contribution to ML III by AIG. In addition, the counterparties were allowed to 
retain approximately $35 billion in collateral already posted with the counterparties by 
AIG pursuant to its obligations under the CDS contracts. In return, the counterparties 
agreed to terminate the CDS, relieving AIG of, among other things, the obligation to post 
additional collateral pursuant to the CDS. 

1. In deciding on how FRBNY would pay AI G's CDS counterparties in return for 
tearing up their CDS contracts, did Federal Reserve officials take into consideration 
the financial health of the counterparties themselves? 

Because of its concerns about the stability of the financial markets during this 
period, the Federal Reserve was monitoring the financial condition of major banking and 
investment banking participants in the markets, which included many firms that were not 
counterparties to AIG's CDS and some that were. However, the overriding motivating 
factor in structuring the payments to the counterparties was to relieve AIG of the 
destabilizing drains on its liquidity caused by the requirement to continue to post 
collateral as required by the CDS contracts. All counterparties were treated the same for 
payment purposes. Whether the individual counterparties were in relatively sound 
financial condition or not was not a factor in the decision regarding the amount paid to 
the counterparties or whether concessions should be sought from them. 
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2. Did you ever personally discuss the payment of AIG's counterparties with 
employees or representatives of AIG's counterparties? 

I was not directly involved in the negotiations with the counterparties. These 
negotiations were handled primarily by the staff of the FRBNY on behalf of the Federal 
Reserve. I participated in and supported the Board's final action to authorize lending to 
ML III for the purpose of purchasing the CDOs in order to remove an enormous obstacle 
to AIG's financial stability and thereby help prevent a disorderly failure of AIG during 
troubled economic times. 

3. Were you ever personally involved in discussions about what AIG should disclose 
to the public or Congress about the payments to AIG's CDS counterparties? 

I was not directly involved in the discussions with AIG related to this decision. 
I fully supported AI G's decision to release publicly in March 2009 the identities of the 
AIG's CDS counterparties that received payments from ML III. 

4. Did you ever recuse yourself from involvement with decisions related to the 
disclosure of the payments to Al G's CDS counterparties and, if so, when? 

I did not recuse myself from involvement with any decisions related to the 
disclosure of payments made to AI G's CDS counterparties because I have no financial or 
other interest that would have made a recusal necessary or appropriate. However, as 
explained above, I was not involved in discussions with AIG regarding counterparties or 
the disclosure matters you raise. As I have previously indicated, I supported AIG's 
decision to make public the identities of the counterparties, and those names were 
disclosed nearly a year ago. In addition, I was actively involved in Federal Reserve 
initiatives to expand disclosure of information relating to various Federal Reserve credit 
facilities, including the Monthly Report on Credit and Liquidity Programs and the 
Balance Sheet, and the weekly H.4.1. release, which include detailed information on the 
status of the ML III credit facility. These and other publications of the Federal Reserve 
provide substantial information about all of our credit facilities, including the loans to 
AIG, ML III, and Maiden Lane II LLC, and the value of collateral supporting those 
loans. 

S. What alternatives to the course FRBNY ultimately took in paying AIG's CDS 
counterparties were considered and why were they rejected? 

The alternatives considered by the FRBNY are explained in the testimony of 
Thomas Baxter, Executive Vice President and General Counsel, FRBNY, before the 
Committee on Government Oversight and Reform. 

As I and other Federal Reserve officials have made clear in congressional 
testimony and elsewhere, the situation faced by AIG and the Federal Reserve in the fall 
of2008 with respect to AIG's CDS contracts pointedly demonstrates the urgent need for 
adoption of new resolution procedures for systemically important nonbank financial 



3 

firms. Such a resolution authority would provide a wider range of tools for addressing 
the potential disorderly failure of a systemically significant firm, such as receivership or 
conservatorship powers, than are available to the Federal Reserve, which is limited to 
lending authority. 

6. Did FRBNY consider assuming or guaranteeing AI G's obligations to its CDS 
counterparties and, if so, why was this course of action rejected? 

See answer to Question 5 above. 

7. If the Federal Reserve felt it lacked the statutory authority to pursue alternatives 
to the course FRBNY ultimately took in paying AI G's CDS counterparties, why 
didn't the Federal Reserve seek additional authority from Congress? 

As I and other Federal Reserve officials have made clear in congressional 
testimony and elsewhere, the situation faced by AIG and the Federal Reserve in the fall 
of 2-008 with respect to AIG's CDS contracts pointedly demonstrates th~ urgent need for 
adoption of new resolution procedures for systemically important nonbank financial 
firms. Such a resolution authority would provide a wider range of tools for addressing 
the potential disorderly failure of a systemically significant firm, such as receivership or 
conservatorship powers, than are available to the Federal Reserve, which is limited to 
lending authority. Given the extremely compressed time frame in which a solution to the 
liquidity threat to AIG posed by its CDS had to be found, obtaining additional statutory 
authority for additional powers was not possible. 

8. How did FRBNY determine the price it paid for the CDOs it purchased through 
Maiden Lane III ("ML3")? 

As explained in Mr. Baxter's testimony, ML III purchased the multi-sector CDOs 
underlying AI G's CDS at their current market value (approximately $29 billion), which 
represented a significant discount to their par value ($62 billion). Before agreeing to the 
transaction, the Federal Reserve consulted independent financial advisors to assess the 
value of the underlying CDOs and the expectation that the value of the CDOs would be 
recovered. The advisors believed that the cash flow and returns on the CDOs would be 
sufficient, even under highly stressed conditions, to fully repay the Federal Reserve's 
loan to ML III. Under the terms of the agreement negotiated with AIG, the Federal 
Reserve will also receive two-thirds of any profits received on the CDOs after the Federal 
Reserve' s loan and AIG' s subordinated equity position are repaid in full. 

9. Do you believe that FRBNY paid a fair price for the CDOs it purchased through 
ML3 and, if so, what basis do you support that belief? 

See answer to Question 8 above. 

10. Are you aware of any attempts by Federal Reserve officials, staff or outside 
counsel to prevent public disclosure of information about the payment of AI G's 
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CDS counterparties by seeking special procedures from the Securities and Exchange 
Commission ("SEC")? 

I was not involved in discussions with the SEC about any disclosure issues 
involving AIG. I understand that the Federal Reserve staff and its outside advisors 
supported AI G's initial application to the SEC to have the names of the CDS 
counterparties that sold CDOs to ML III remain confidential in public disclosures. I 
understand that the material sought to be kept confidential was handled under the special 
procedures created by the SEC for handling certain types of information for which 
confidential treatment has been requested. Under these procedures, the SEC keeps the 
confidential information in a separate safe so that the confidential version of the relevant 
document is not mistakenly treated as the public version. The procedures do not relate to 
the SEC's decision with regard to whether the information at issue warrants 
confidentiality under applicable standards. 

Three months later AIG changed its view and decided to reveal the counterparty 
names. The Federal Reserve supported that decision. The counterparty names were 
disclosed nearly one year ago. I also understand that AIG has continued to ask the SEC 
to keep confidential certain commercially sensitive information, including CUSIP 
numbers and tranche names, that would identify the individual CDOs that ML III 
acquired from the counterparties. The Federal Reserve has supported this request. The 
FRBNY and its advisors believed that public disclosure of the identifying details 
concerning individual securities in ML III' s portfolio, including to market participants, 
would undercut the ability of ML III to sell those assets for a maximum return to the 
detriment of taxpayers. In May 2009, the SEC independently concluded that this 
commercially sensitive infom1ation need not be disclosed. All other material information 
concerning the Iv1L III transaction has been disclosed in AIG public filings with the SEC. 

11. Are you aware of any attempts by Federal Reserve officials, staff or outside 
counsel to prevent Congress from obtaining information about the payment of 
AIG's CDS counterparties? 

The Federal Reserve has made a tremendous amount of information about its 
actions with respect to AIG available to Congress in testimony, correspondence, and 
reports as well as to the public on the Federal Reserve website. I strongly support the 
goal of transparency with respect to the Federal Reserve's actions in connection with the 
creation of the ML III credit facility and the other actions we have taken regarding AIG. 
To further this goal, I have welcomed a full review by the Government Accountability 
Office of all aspects of our involvement in the extension of credit to AIG. 

12. Are you aware of any attempt by Federal Reserve officials, staff or outside 
counsel to prevent public disclosure, either through the SEC or Congress, of any 
AIG employee compensation packages? 

.; 

See answer to Question 11. 
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MEMORANDUM 

This responds to questions posed by Chairman Edolphus Towns and Member 
Stephen Lynch regarding Stephen Friedman's service on the board of directors of the 

Federal Reserve Bank of New York. To properly respond to the questions asked, this 

memorandum begins with a brief background on the statutory provisions governing the 

composition of Reserve Bank boards of directors and the ways in which potential 

conflicts of interest are addressed. 

Reserve Bank Board Structure 

By statute, Reserve Bank boards are composed of nine members divided into 

three classes of three directors each. Each class of directors has separate restrictions and 

qualifications set by statute and, in some cases, by Board policy. The classification 

scheme is set out in section 4 of the Federal Reserve Act and codified at 12 U.S.C. § 302, 

and the relevant Board policy, both as in effect in 2008 and as revised in-2009, has been 

provided to the Committee. 

Under the statute, the three Class A directors are elected by the commercial banks 

that hold stock in (and are thereby members of) a regional Federal Reserve Bank. The 

Federal Reserve Act provides that these directors shall be "representative of' the 

stockholding banks. There are no restrictions on stock ownership or affiliations of these 

Class A directors, or on their transactions in bank or other stock. As contemplated by the 

statute, in virtually every case, Class A directors are affiliated with, and own stock in, 

banks or bank holding companies that are supervised by the Federal Reserve Bank on 

whose board they serve. 

The Federal Reserve Act provides that the three Class B directors are also to be 

elected by the member banks, and are to "represent the public" and be elected "with due 

but not exclusive consideration to the interests of agriculture, commerce, industry, 
services, labor, and consumers." By statute, a Class B director may not be an "officer, 

director or employee of any bank." 12 U.S.C. § 303. In order to effectuate the statutory 
prohibition, the Board of Governors has by policy extended the affiliation prohibition to 

bank holding companies, which are companies that control banks and are subject to the 

Bank Holding Company Act. The Federal Reserve Act does not, however, impose any 

restrictions on ownership of or transactions in bank or bank holding company stock or 

other stock by Class B directors. 

Finally, three Class C directors are designated by the Board of Governors. By 

statute, they too represent the public and must be selected "with due but not exclusive 

consideration to the interests of agriculture, commerce, industry, services, labor, and 



2 

consumers." 12 U.S.C. § 302. 1 Like Class B directors, Class C directors may not be 
officers, directors, or employees of any bank. However, in the case of Class C directors, 
the prohibition also extends to being a "stockholder" of any "bank." 12 U.S.C. § 303. As 

in the case of affiliations, the Board of Governors has by policy extended the 

stockholding prohibition applicable to Class C directors to ban owning stock in firms that 

are bank holding companies. The statute provides that one of the Class C directors must 

be designated by the Board of Governors as chairman of the Reserve Bank board. 12 

U.S.C. § 305. Although prohibited by statute from being a banker or owning bank stock, 

the Federal Reserve Act specifically requires that the Class C director chosen to be 

chairman of the Reserve Bank board "be a person of tested banking experience." Id. 

As is evident from this structure, the framers of the Federal Reserve Act did not 

view involvement with banking or the ownership of bank stock per se as impairing the 

intended governance of the Reserve Banks or the operations of their boards. All Class A 

directors are by design elected by and representative of the banks _in a particular Reserve 

Bank's region that belong to the Federal Reserve System. Those Class A directors may, 

and in practice always do, have affiliations that would be prohibited for Class B or Class 

C directors, and Class A and Class B directors are permitted to (and do) have stock 

ownership that would be prohibited for Class C directors. The division of the Reserve 

Bank boards into three separate groups of directors, with varying degrees of permitted 

involvement in the banking sector, was intended to ensure that various viewpoints will be 

brought to bear on decisions relating to the administration of Reserve Banks, as well as 

upon advice with respect to monetary policy and other policies. The limitation on 

involvement in the banking sector for Class B and C directors is thus designed to foster 

diversity of views rather than to address potential conflicts of interest. 

The potential for conflicts of interest that might arise from this structure are 

addressed in separate statutory and policy provisions. Section 4 of the Federal Reserve 

Act provides that the board of directors "shall administer the affairs of said bank fairly 
and impartially and without discrimination in favor of or against any member bank or 
banks." 12 U.S.C. § 301. Importantly, Reserve Bank directors are explicitly included 

among officials subject to the federal government ethics and conflict of interest statute, 

1 As originally enacted, the Federal Reserve Act required Class B directors to have been 
actively engaged, at the time of their election, in "commerce, agriculture, or some other 
industrial pursuit" in their district. No occupational requirements were originally applied 
to Class C directors. The Act was amended in 1977 to remove the occupational 
requirement for Class B directors and to provide instead that Class B and Class C 
directors be elected "without discrimination on the basis of race, creed, color, sex, or 
national origin, and with due but not exclusive consideration to the interests of 
agriculture, commerce, industry, services, labor, and consumers." Pub. L. 95-188, § 
202(b ), ( c ). 



3 

18 U.S.C. § 208. That statute imposes criminal penalties on Reserve Bank directors who 

participate personally and substantially as a director in any particular matter \vhich. to the 
director's knowledge, will affect the director's financial interests or those of his or her 

spouse, minor children, or partner, or any firm or person of which the director is an 

officer, director, trustee, general partner, or employee, or any other firm or person with 

whom the director is negotiating for employment. The Board also has adopted a policy 

specifically prohibiting Reserve Bank directors from, among other things, using their 

position for private gain or giving unwarranted preferential treatment to any organization. 

Reserve Banks routinely provide training for their new directors that includes 

specific training on section 208, and Reserve Bank corporate secretaries are trained to 

respond to inquiries regarding possible conflicts in order to assist directors in complying 

with the statute. Reserve Banks also provide training to their directors on all other 

matters involving their service, including the statutory and policy prohibitions on Class B 

and Class C directors with regard to ownership of stock iq, or affiliations with, banks and 

bank holding companies. Indeed, Class C directors must certify upon appointment that 

they will not be an officer, employee, director, or stockholder of any commercial bank or 

bank holding company during their tenure on the Reserve Bank board. 

Importantly, as a practical matter, because of the way Reserve Banks are 

governed, actual or potential conflicts of interest associated \Vith stock ownership or 

affiliation rarely arise. Reserve Bank directors are not involved, for example, in matters 

relating to the supervision of particular banks or bank holding companies. The Board of 

Governors is responsible for bank supervision by statute, and Reserve Bank staff perform 

this function for the Board under authority delegated by the Board and under the general 

supervision of Board of Governors staff. Reserve Bank directors are not consulted 

regarding bank examination ratings, potential enforcement actions, or similar supervisory 

issues. In addition, while the Board of Governors' rules delegate to the Reserve Banks 

certain authorities for approval of specific types of applications and notices, Reserve 
Bank directors are not involved in any way in the review, consideration, or approval of 
those matters. Moreover, in order to avoid even the appearance of impropriety, the Board 

of Governors' delegation rules withdraw the Reserve Banks' authority to act on any 
application or notice requiring Federal Reserve approval when a senior officer or director 

of an involved party is also a director of a Reserve Bank or branch.2 Directors are also 

not involved in decisions regarding discount window lending to any financial institution. 

Finally, directors are not involved in awarding most contracts by the Reserve Banks. In 

the rare case where a contract requires director approval, directors who might have a 

conflict as a result of affiliation or stock ownership routinely are required to recuse 

2 See 12 C.F.R. § 265.1 l(c)(S)(iv)(B), (c)(9), (d)(3), and (d)(4). 
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themselves from the Reserve Bank board action, and any involvement they would have in 
such a contract would be subject to the prohibitions in section 208 discussed above. 

These policies and statutory restrictions are longstanding and were designed to 

address any potential conflict of interest that might arise from the requirement in the 

Federal Reserve Act that members of the board of directors of Reserve Banks include 

representatives of firms supervised by the Federal Reserve. Even with these restrictions, 

members of the boards of directors of the Reserve Banks serve a very valuable function. 

Reserve Bank directors provide valuable grass roots information about the condition of 

the local economy, the availability of jobs and credit to small businesses, consumers and 
others, and prospects for local grovvth. This anecdotal information provides an essential 

context to the national statistics and other economic data collected by the Federal 

Reserve. It is for these reasons that the Federal Reserve Act requires selection of 

directors that represent a broad spectrum of the economy, including bankers, and 

representatives of commercial, agricultural, servic.es, labor, consumers, and other sectors 

of the economy. 

Stephen Friedman's Service on the Board of the FRBNY 

Stephen Friedman joined the board of directors of the Federal Reserve Bank of 

New York ("FRBNY") as a Class C director in January 2008. At that time, Goldman 

Sachs & Co. ("Goldman"), of which he was also a stockholder and director, was not a 

bank holding company. Accordingly, neither Mr. Friedman's position as a director of 

Goldman nor his ownership of stock of Goldman was prohibited either by statute (which 

bars interlocks with and ownership of stock of a "bank") or by the Board's broader policy 

barring interlocks with and ownership of stock of companies that are bank holding 

compames. 

At the end of September 2008, as a result of the financial crisis then underway, 

Goldman's subsidiary industrial loan company converted to a state bank charter, and 
Goldman became a bank holding company. While this conversion did not cause Mr. 

Friedman's service as a Class C director to violate any statutory provisions (because he 

was not an officer, director, employee, or stockholder of a bank), the conversion did 

cause his service to be inconsistent with the Board's policy for Class C directors. On 

October 6, 2008, the president of the FRBNY requested that the Board of Governors 

waive its policy to permit Mr. Friedman to continue his service as a Class C director and 

as Chairman of the FRBNY board. The FRBNY believed that Mr. Friedman's continued 

service during the financial crisis would be very important to the FRBNY, and that 

requiring Mr. Friedman to step down during the height of the financial crisis would have 

been disruptive. While the request was pending, the FRBNY was also engaged in a 

search for a new Reserve Bank president. The chairman of the Reserve Bank would 

normally play a significant role in this process. This consideration, coming as it did 
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during the financial crisis which was appropriately consuming the time and attention of 
the staff of the FRBNY and the staff and members of the Board of Governors, made it 
even more critical that the Reserve Bank retain its chairman, at least while the search for 

a new Reserve Bank president was underway. While the waiver request was pending, the 

general counsel and corporate secretary of the FRBNY advised Mr. Friedman that the 

status quo would be maintained until the waiver request was resolved, and that he would 

not be required to recuse himself from board activities during that period (beyond what 

would have been required by Section 208). 

Importantly, Mr. Friedman's stock ownership did not violate the provision of the 

Federal Reserve Act prohibiting Class C directors from owning shares in a "bank." As 

noted above, the prohibition on ownership of bank holding company stock was imposed 

by Board policy, not by law. On that basis, and because of the benefits Mr. Friedman's 

continued service conferred on the FRBNY at the time, the Board granted the request for 

a temporary waiver of the eligibility policy for the remainder of Mr. Friedman's term, 

which was set to expire on December 31, 2010. Neither the Board nor the FRBNY was 

aware that Mr. Friedman had purchased additional shares of Goldman stock while the 

waiver request was pending, although the FRBNY was aware that Goldman directors 

received compensation for their services with Goldman shares. The FRBNY's waiver 

request and the Board's action in granting a temporary waiver of its policy related only to 

Mr. Friedman's continued service as a Class C director, and did not address or authorize 

any additional stock purchases. 3 Nor did it waive the requirements of the Federal 

Reserve Act or Section 208. 

Because of the conflict of interest rules regarding directors' involvement in any 

matter in which they have a financial interest, Mr. Friedman had no involvement of any 

kind relating to the FRBNY's relationship with Goldman during his tenure on the 

FRBNY board, either before or after Goldman became a bank holding company, or in the 

Federal Reserve's consideration of Goldman's application to become a bank holding 
company. Once that application was approved, Mr. Friedman had no involvement in any 

3 In light of the issues that arose as a result of conversions of non-banking companies to 
bank holding companies during the financial crisis, the Board in 2009 revised and 
clarified its eligibility policy for Class B and Class C directors to state explicitly that a 
Class B or Class C director who is affiliated with a company that becomes a bank holding 
company during his or her tenure as a Reserve Bank director, and a Class C director who 
owns stock in such a company, must sell the stock and resign the impermissible 
affiliation, or resign from the Reserve Bank board of directors, within 60 days of the 
earlier of the date on which the director becomes aware of the impermissible affiliation or 
stockholding or the date that the Board informs the Reserve Bank of the company's 
change in status. During the 60-day period, the director must recuse him- or herself from 
all regular duties related to service as a Reserve Bank director. 
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supervisory matter relating to Goldman and was provided no confidential supervisory 
information or other non-public information concerning the company. Mr. Friedman also 
had no involvement in supervisory matters or access to confidential supervisory 

information regarding any of Goldman's competitors that were supervised by the Federal 

Reserve. In addition, Mr. Friedman had no input into any contractual relationship 
between FRBNY and Goldman, and no contractual relationship between FRBNY and 

Goldman was altered during the time Mr. Friedman served on the FRBNY board, from 

January 1, 2008 through his resignation on May 7, 2009. 
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Dear Senator: 
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I am responding to your letter of March 25 regarding the Federal Reserve's f;'Xit 
strategy and related issues. You noted that the Federal Reserve has several possible 
methods for firming the stance of monetary policy and reducing the size of its balance 
sheet, including the payment of interest on reserves, short-term reserve management tools 
such as the use of reverse repos and the establishment of a term deposit facility, and the 
sale of securities. You further noted that increasing reserve requirements is another 
option and asked for my thoughts on that alternative. Finally, you noted that the Federal 
Reserve' s holdings of mortgage-backed securities could decline significantly in value if 
the level of interest rates were to rise appreciably and expressed concern about the 
possible effects on the Federal Reserve' s ability to absorb excess reserves. 

You are correct that the Federal Reserve Board could increase reserve 
requirements as a means of reducing excess reserves. The Federal Reserve Act, as 
amended, gives the Board the authority to vary the maximum required reserve ratio on 
transaction deposits in a range of 0 to 14 percent and to vary the maximum required 
reserve ratio on nonpersonal time deposits and net Eurodollar liabilities in a range of 0 to 
9 percent. Since the early 1990s, the required reserve ratio on transaction accounts above 
the so-called low-reserve tranche has been 10 percent, and the required reserve ratio on 
nonpersonal time accounts and net Eurocurrency liabilities has been 0 percent. 

An increase in the required reserve ratio on nonpersonal time deposits could not 
be accomplished immediately. To minimize the reporting burden on depository 
institutions, the Federal Reserve has not been requiring banks to report the data series that 
would be necessary to compute required reserves on nonpersonal nontransaction 
accounts. Nevertheless, based on the limited available data, we estimate that increasing 
the required reserve ratio on nonpersonal nontransaction accounts to 9 percent would 
reduce excess reserves by a maximum of roughly $400 billion. However, because banks 
would likely substitute other liabilities for nonpersonal nontransaction accounts in 
response to the increase in required reserve ratios, the actual reduction in excess reserves 
would probably be considerably smaller but by an amount that is difficult to estimate. 
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The Honorable Barney Frank 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

July 1, 2010 

Enclosed are my responses to the written questions you submitted following the 

February 26, 2010, hearing before the Committee on Financial Services. A copy has also 

been forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Sincerely, 
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Questions for The Honorable Elizabeth Duke, Governor, Board of Governors of the 
Federal Reserve System, from Chairman Frank: 

Many feel that the crisis was caused by financial institutions that became too big and too 
complex. Now that the crisis is ending the four largest banks are 50% bigger and much 
more complex than before the crisis. Are you happy with this outcome? If not, what are 
you prepared to do to reduce their size and complexity? 

The recent financial crisis demonstrated the problems posed by financial institutions that are 
perceived to be "too big to fail." As supervisors we are pursuing a number of initiatives in this 
area. 

First, we are vigorously addressing the weaknesses at major financial institutions with regard to 
capital adequacy, liquidity management, and risk management. Firms whose failure would pose 
a systemic risk should receive especially close supervisory oversight and be held to the highest 
prudential standards. Aside from its direct benefits for the safety and soundness of these large 

·institutions, this approach also should help offset financial firms' incentive to grow until they are 
perceived to be "too big to fail." 

Second, we are paying close attention to compensation practices that can create mismatches 
between the rewards and risks borne by institutions or their managers. As the Federal Reserve 
and other banking agencies have noted, poorly designed compensation policies can create 
perverse incentives that can ultimately jeopardize the health of the banking organization. 
Management compensation policies should be aligned with the long-term prudential interests of 
the institution, be tied to the risks being borne by the organization, provide appropriate incentives 
for safe and sound behavior, and avoid short-term payments for transactions with long-term 
horizons. 

In addition, we and our supervisory colleagues around the world are exploring requiring banking 
firms to identify obstacles to the sale or liquidation of parts of the firm, areas of unnecessary 
complexity, and obstacles to an orderly resolution, and to show they can quickly produce the 
information needed for the supervisor to orchestrate an orderly resolution should the need arise 
(so called "living wills"). A living will of this type could remove some of the uncertainty around 
a possible resolution. As part of their ongoing oversight, supervisors could target the areas 
where a firm's planning falls short of best practices. Focusing on the legal, contractual, and 
business relationships among the firm's subsidiaries could yield significant benefits for 
prudential supervision in normal, as well as stressed, times. The various elements of the 
regulatory system could thus be better integrated by identifying mechanisms and connections for 
the transmission of risk and liability between affiliates and by identifying relationships that may 
present an obstacle to the ready sales of businesses, the proceeds from which might allow the 
firm to avoid failure. 

For the two banks that are above the 10 percent cap on deposits, would you approve a new 
deposit taking branch? Are you intent on flouting the express desire of congress? 
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You have said that the Bank of America's former thrift deposits don't count toward the 
market cap. Would you tell the committee how those former thrift customers are treated. 
differently by the bank? Can they use B of A ATM machines? Go to B of A branches? 
Apply for consumer loans? 

The terms of the deposit cap, and the authority of the Federal Reserve to apply that cap, are set 
by statute and do not cover all manners in which an insured depository institution may expand. 
Specifically, the deposit cap provision in Section 3(d) of the Bank Holding Company Act 
(BHC Act) applies only to interstate acquisitions of a bank. See 12 USC 1842( d). By its terms, 
this limitation does not apply to in-state acquisitions, acquisitions of savings associations, branch 
openings, or organic growth. If a bank holding company such as B of A proposed to acquire a 
bank in an interstate transaction, however, the deposits of its subsidiary thrifts and banks alike, 
together with the deposits of the bank to be acquired, would be included in the bank holding 
company's amount of total deposits for purposes of evaluating compliance with the 10 percent 
deposit limit in Section 3(d). 

If pending legislative proposals are enacted, the deposit cap limitation would be broadened to 
include acquisitions of savings associations. 
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The Honorable Darrell Issa 
Chairman 
Committee on Oversight 

and Government Reform 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, O. C. 20551 

January 28, 2011 

BEN 5. BERNANKE: 

CHAIRMAN 

This is in response to your letter dated January 11, 2011, requesting information 
related to the Federal Reserve's financial assistance to the American International Group, 
Inc. ("AIG") and certain information relating to the assets of Maiden Lane LLC, a special 
purpose vehicle formed by the Federal Reserve Bank of New York ("FRBNY'') to 
facilitate the acquisition of Bear Steams, Inc. by JPMorgan Chase. As I indicated to you 
in our meeting last month, the Federal Reserve wants to cooperate with the Committee's 
oversight efforts and to provide the Committee with access to the information requested. 

Today we are producing to you documents maintained at the FRBNY that 
mention AIG, including AIG counterparties, between January 1, 2007 and September 8, 
2008. Information responsive to your request dealing with Maiden Lane III counterparty 
payments and disclosure of payment for the period of September 9, 2008, through the end 
of May 2009 has already been provided to you. We are providing requested information 
dated after May 2009 through December 31, 2010, related to oversight inquiries 
regarding counterparty disclosure including congressional inquiries and an investigation 
by the Special Inspector General for TARP. Finally, we are providing today documents 
relating to the disclosure of information concerning assets held by Maiden Lane LLC, 
which includes previously published disclosures identifying individual Maiden Lane 
assets by CUSIP number where applicable. 

Certain of the material provided today contains confidential supervisory 
information obtained through the exam process relating to third party financial 
institutions regulated by the Federal Reserve that had dealings with AIG and that are 
open and continue to operate. Experience has shown that public disclosure of 
examination material threatens to impair cooperation between regulated institutions and 
bank examiners and thus to tum the examination process into an adversarial proceeding. 
Comments in reports by examiners or their preliminary analyses also may be 
misunderstood or exaggerated by the public, resulting in unwarranted harm to the 
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institution. Accordingly, we request that the Committee maintain the confidentiality of 
this infonnation. 

We are continuing to assemble other information responsive to your request. A 
significant portion of this material will contain detailed proprietary financial information 
about the commercial operations of AIG, an open and functioning institution, and its 
individual business lines, its financial prospects and business plans, and potential 
divestiture of assets. Much of this detailed information has not been made available to 
the public by AIG and is commercial information protected by the Trade Secrets Act. 

A substantial set of AIG related docwnents were previously made available to the 
Senate Banking Committee and the House Financial Services Committee which are the 
direct oversight committees for the Federal Reserve. In recognition of the highly 
confidential nature of this information, both Committees established conditions on access 
by Committee members and staff to this information that preserved the confidentiality of 
the information while allowing the Committees to fulfill their responsibilities for 
oversight of the Federal Reserve. We propose to make this sensitive information 
available to the Committee for review under the same conditions that our oversight 
Committees followed in reviewing these documents. 

Both the Board and the FRBNY are conducting additional searches for responsive 
materials and will make these materials available to the Committee at quickly as possible. 

cc: The Honorable Elijah Cummings 



The Honorable Darrell Issa 

Ranking Member 

BOARD OF GOVERNORS 
OF' THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

March 26, 2010 

Committee on Oversight and Government Reform 

House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

BENS. BERNANllE 

CHAIRMAN 

Thank you for your letter of February 17, 2010, regarding payments made to certain 

counterparties that heid credit default swaps written by the American International Group, 
Inc. (AIG). You request information relating to the Federal Reserve' s decisions to extend 
credit to AIG and to pay AIG counterparties at par and relating to the disclosure of 
information related to those payments. 

As indicated in your letter, I strongly support the goal of transparency with regard to 
the actions taken by the Federal Reserve in connection with AIG. To that end, we have 

made public an extensive amount of information that describes the nature and basis for the 
Federal Reserve's decisions and provides detailed data on the operation of the credit 

facilities established for AIG. The information you requested includes confidential business 
information that is subject to the prohibitions on disclosure contained in the Trade Secrets 

Act, 18 U.S.C. § 1905. 

To further greater accountability and to provide a comprehensive response to 

questions that have been raised by members of Congress, the Federal Reserve has said that it 
would welcome a full review by the Government Accountability Office (GAO), the 
investigative and audit arm of Congress, of all aspects of the Federal Reserve's involvement 

in extending credit to AIG, in accordance with the provisions of the Helping Families Save 
Their Homes Act of2009. Chairman Towns and another member of the Committee on 

Oversight and Government Reform have requested the GAO to undertake a full review of all 
aspects of federal assistance from any source provided to AIG, including a review of the 

decisions of the Federal Reserve relating to payments made to AIG's counterparties to credit 
default swaps. We will cooperate fully with any review of this kind undertaken by the 

GAO. 

I hope this information is helpful. 

Sincerely, 

/o2;V--



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Darrell Issa 
Chairman 
Committee on Oversight and 

Government Reform 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

February 8, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

This is in response to your letter dated December 29, 2010, relating to prior 
correspondence requesting disclosure of information concerning the American 
International Group, Inc. (AIG). The information requested in this prior correspondence 
was also requested in your letter to me dated January 11, 2011, to which I responded on 
January 28, 2011. In my response, I indicated that the Federal Reserve is providing the 
Committee with certain requested AIG information and is proposing to make additional 
information concerning AIG available for review by the Committee. 

I hope this is helpful. 

Sincerely, 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 

The Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

WASHINGTON, 0. C. 20551 

February 14, 2011 

BENS. BERNANKE 

CHAIRMAN 

Thank you for your letter of December 16, 2010, concerning implementation of 
the derivatives title (Title VII) of the Dodd-Frank Act. The Board shares your goal that 
the Dodd-Frank Act be correctly implemented, and we are working to achieve this goal 
with respect to all our new authority, including in the derivatives area. 

In particular, you asked about the provisions in Title VII related to margin and 
capital requirements applicable to swap dealers and major swap participants and the 
effect of these provisions on certain end users of swaps. Although section 723 of the Act 
provides an explicit exemption for certain end users from the swaps clearing requirement, 
there is no exclusion in section 731 or section 7 64 of the Act from the margin 
requirements for a swap dealer or major swap participant's (MSPs) swaps with end users. 
Sections 731 and 764 of the Act require the CFTC, SEC, Board, and other prudential 
regulators to adopt rules for swap dealers and MSPs imposing initial and variation margin 
requirements on all non-cleared swaps. The statute directs that these margin 
requirements be risk-based. Although development of a proposed rule is still underway, 
the Board and the other prudential regulators are giving serious consideration to how the 
relatively low risk posed by commercial end users engaged in hedging activities should 
be reflected in the amount of margin that dealers and MSPs need to collect from them. 
For example, we are considering whether it would be appropriate to allow a banking 
organization that is a swap dealer or MSP to establish a threshold, with respect to an end 
user counterparty, based on a credit exposure limit that is reviewed, monitored, and 
approved in accordance with the banking organization's standard credit approval 
processes, below which the end user would not have to post margin. Your comments on 
these issues will be carefully considered as we work with the other agencies in 
developing implementing regulations. 

You also expressed concern about the potential retroactive application of margin 
requirements to existing derivative contracts. The Board is of the view that the new 
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margin requirement regime should be applied only to contracts entered into after the new 
requirements become effective, regardless of counterparty type. 

In addition, you noted your concern that the concentration of risk in financial 
market utilities (FMUs), coupled with the Title VIII provisions that provide for access by 
those utilities to the Federal Reserve discount window in times of crisis, could result in 
increased potential for taxpayer bail-outs of those utilities. Title VIII also imposes 
heightened supervisory oversight of designated financial market utilities. We are 
carefully considering ways to implement these provisions in a way that reduces potential 
systemic risk, protects taxpayers, and limits any rise in moral hazard. 

I hope this information is helpful to you. 

Sincerely, 

/)-~ 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 

The Honorable Frank Lucas 
Chairman 
Committee on Agriculture 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

WASHINGTON, D. C. 20551 

February 14, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your letter of December 16, 2010, concerning implementation of 
the derivatives title (Title VII) of the Dodd-Frank Act. The Board shares your goal that 
the Dodd-Frank Act be correctly implemented, and we are working to achieve this goal 
with respect to all our new authority, including in the derivatives area. 

In particular, you asked about the provisions in Title VII related to margin and 
capital requirements applicable to swap dealers and major swap participants and the 
effect of these provisions on certain end users of swaps. Although section 723 of the Act 
provides an explicit exemption for certain end users from the swaps clearing requirement, 
there is no exclusion in section 731 or section 7 64 of the Act from the margin 
requirements for a swap dealer or major swap participant's (MSPs) swaps with end users. 
Sections 731 and 764 of the Act require the CFTC, SEC, Board, and other prudential 
regulators to adopt rules for swap dealers and MSPs imposing initial and variation margin 
requirements on all non-cleared swaps. The statute directs that these margin 
requirements be risk-based. Although development of a proposed rule is still underway, 
the Board and the other prudential regulators are giving serious consideration to how the 
relatively low risk posed by commercial end users engaged in hedging activities should 
be reflected in the amount of margin that dealers and MSPs need to collect from them. 
For example, we are considering whether it would be appropriate to allow a banking 
organization that is a swap dealer or MSP to establish a threshold, with respect to an end 
user counterparty, based on a credit exposure limit that is reviewed, monitored, and 
approved in accordance with the banking organization's standard credit approval 
processes, below which the end user would not have to post margin. Your comments on 
these issues will be carefully considered as we work with the other agencies in 
developing implementing regulations. 

You also expressed concern about the potential retroactive application of margin 
requirements to existing derivative contracts. The Board is of the view that the new 
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margin requirement regime should be applied only to contracts entered into after the new 
requirements become effective, regardless of counterparty type. 

In addition, you noted your concern that the concentration of risk in financial 
market utilities (FMUs), coupled with the Title VIII provisions that provide for access by 
those utilities to the Federal Reserve discount window in times of crisis, could result in 
increased potential for taxpayer bail-outs of those utilities. Title VIII also imposes 
heightened supervisory oversight of designated financial market utilities. We are 
carefully considering ways to implement these provisions in a way that reduces potential 
systemic risk, protects taxpayers, and limits any rise in moral hazard. 

I hope this information is helpful to you. 

Sincerely, 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
Hquse of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

March 16, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your February 10, 2011, letter concerning the definition of a 
"qualified residential mortgage" for purposes of the risk retention requirements to be 
established under section 941(b) of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act of 2010. The Board is working with the other relevant federal agencies to 
develop proposed regulations that would effectively implement all aspects of section 
941 (b ), including the exception for qualified residential mortgages from any credit risk 

. retention requirement, in a manner consistent with the language and purposes of that 
section. 

Section 941 (b) directs the Federal banking agencies, the Securities and Exchange 
Commission, the Secretary of Housing and Urban Development, and the Director of the 
Federal Housing Finance Agency to define jointly what constitutes a qualified residential 
mortgage, taking into consideration underwriting and product features that historical loan 
performance data indicate result in a lower risk of default (15 U.S.C. § 78o-1 l(e)(4)(B)). 
As part of these efforts, the Board is continuing discussions with the other agencies on 
how to define qualified residential mortgage in a manner consistent with the language 
and purposes of section 941 (b ), taking into account economic research and data on 
mortgage characteristics associated with historically lower risk of default. A down 
payment standard is one subject that has been raised in these interagency discussions. 
We will carefully consider your comments as the agencies move forward with this 
interagency rulemaking process. Moreover, any proposed rules developed by the 
agencies will be published for public comment, as required under the Administrative 
Procedure Act (5 U.S.C. § 552). The Board has found the public comment process to be 
an important aspect of the rulemaking process. 

Thank you for sharing your views. We will carefully consider your comments as 
we move forward with this interagency rulemaking process. 

Sincerely, 

/:JP-



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Barney Frank 
Ranking Member 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

June 15, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your letter regarding recent amendments the Federal Reserve 
Board's Regulation Z, which implements the Truth in Lending Act (TILA). These 
amendments, which became effective on April 6, 2011, were adopted to protect 
consumers from certain unfair or abusive practices related to loan originator 
compensation. The final rules prohibit a party other than the consumer from paying 
compensation to a loan originator that is based on the terms or conditions of the loan, 
except the amount of credit extended. When a consumer pays the loan originator 
compensation directly, the final rules prohibit parties other than the consumer from also 
paying any compensation to a loan originator in the transaction. 

You suggest that the Board make two changes to the final rules so that the rules 
are more consistent with the provision in Section 1403 of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act ("Dodd-Frank Act"). We recognize that the 
Board's final rules issued in August 2010 do not fully implement the provisions in 
Section 1403 of the Dodd-Frank Act. The Board's rules were initially proposed in 2009 
based on the Board's authority in TILA to prohibit unfair or deceptive practices in 
connection with mortgages. The prohibitions in Section 1403 are intended to be 
implemented without the need for findings under the "unfair or deceptive" standard that 
applied to the Board's rulemaking. In addition, changes to the Board's proposal to 
implement Section 1403 would have called for the issuance of a new proposed 
rulemaking. Recognizing this, the Board determined that finalizing its 2009 proposal was 
the best way to effectuate Section 1403 's legislative purpose and eliminate the unfair 
practices that the Congress sought to prohibit without further delay. 

Specifically, you are concerned that under the Board's rules, when a consumer 
compensates a mortgage brokerage firm directly, a loan officer employed by the 
brokerage firm may not receive any payment that is specific to, and paid solely in 
connection with, that particular transaction. You state that the brokerage firm and its 
employee should be allowed to share any compensation that is paid by the consumer 
directly as long as such compensation is not based on terms of the loan, other than the 
loan amount. 
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The Board's rule seeks to prevent the firm's loan officers from steering 
consumers to transactions that will increase the loan officer's compensation. Because the 
rules prohibit "dual compensation," a brokerage film, may be paid either by the creditor 
or by the consumer, but not by both. When the brokerage firm's compensation is paid by 
the creditor, the amount cannot be based on the loan's rate or other tenns (except the loan 
amount) and the rule's anti-steering provisions apply. However, when a consumer pays a 
brokerage firm's compensation directly, the Board's rules do not deem it to be an unfair 
practice for the originator to negotiate any compensation amount to which the consumer 
will agree. 

The Board believed it was necessary to prohibit a brokerage firm from sharing the 
consumer-paid compensation with its loan officer to prevent the loan officer from 
steering consumers to more expensive transactions by influencing the decision on 
whether the consumer will pay the brokerage firm directly or allow the originator's fees 
to be paid by the creditor. Because this restriction only covers payments that are specific 
to the particular transaction, a brokerage firm still may provide its loan officers with other 
forms of incentive compensation (in addition to salaries or hourly wages) without 
violating the rule, for example, by paying bonuses to loan officers who exceed a 
threshold number ofloans closed within a specified period. 

You also suggest a second revision to the Board's final rules. Under the rules, 
compensation received by a loan originator from the creditor may not be based on the 
loan's terms or conditions (except the loan amount). To prevent circumvention of this 
restriction, the final rules prohibit creditors from either increasing or reducing the 
originator's compensation in response to changed loan terms or conditions,_ such as 
closing costs. You suggest that a limited exception to this rule should be created, to 
allow an originator to make a small decrease to the originator's compensation on an 
infrequent basis when the adjustment is requested by a consumer within a short period 
before the loan closing to cover an unexpected third-party charge. The manner in which 
such an exemption could be crafted without allowing circumvention of the rules, is a 
matter that would benefit from public comment. 

As you are aware, general rulemaking authority for TILA is scheduled to transfer 
to the Consumer Financial Protection Bureau (CFPB) in July 2011. Accordingly, the 
issuance of rules implementing Section 1403 will be the responsibility of the CFPB. We 
believe that both of the issues you have raised can best be resolved by the CFPB in the 
context of that rulemaking, so that any reforms made to the originator compensation rules 
can be addressed comprehensively. 

I appreciate you taking the time to share your views with us on these important 
matters. 

Sincerely, 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

BENS. BERNANKE 

CHAIRMAN 

September 16, 2011 

The Honorable Darrell Issa 
Chairman 
Committee on Oversight 

and Government Reform 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

This is in response to your letter of July 19, 2011, concerning monetary policy, 
inflation and other issues affecting the economy. 

Attached, please find responses to the questions posed in your letter. In addition, 
for many questions we have either referenced publicly available studies or documents in 
the answers, or have attached copies of documents that supplement the answers. 

I am also providing a copy of these materials to the Ranking Member of the 
Oversight and Government Reform Committee as well as the Chairman and Ranking 
.~vfember of the Committee on Financial Services. 

I hope this information is helpful to you. 

Enclosures 

cc: The Honorable Elijah Cummings 
The Honorable Spencer Bachus 
The Honorable Barney Frank 
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal 
Reserve System, from Chairman Issa: 

1. In the May 19, 2011 meeting mentioned above, your staff mentioned that the Federal 
Reserve has done studies to determine the value of the Federal Reserve's assets and what 
the potential losses would be based on different unwind scenarios regarding the Federal 
Reserve's portfolio of mortgage backed securities, collateralized debt obligations, Treasury 
bonds, Treasury notes, Treasury bills, and Treasury inflation-Protected Securities (TIPS). 
The Committee requests those studies. 

See the analysis by Glenn Rudebusch1 and the material on income on the System Open Market 
Account in the annual report on Domestic Open Market Operations During 2010 (pp. 11-16). 2 

Both are available on Federal Reserve websites. 

2. In the May 19, 2011 meeting mentioned above, members of your staff stated that the 
Federal Resen'e believes it is possible to pay interest on reserves sufficient to prevent 
inflation by incentivizing banks to maintain excess reserves. Currently, the Fed pays 
interest on reserves. How much have these interest payments on reserves cost taxpayers to 
date? How much do you expect these reserve interest payments to rise as interest rates 
rise? Provide all estimates and analysis of the potential costs of payment of interest on 
reserves. 

Central banks in most advanced countries pay interest on reserves to facilitate the 
implementation of monetary policy. The Federal Reserve long supported the payment of interest 
on reserves in the United States for this reason and also as a way of reducing distortions and 
inefficiencies associated with reserve requirements.3 Congress enacted legislation specifically 
authorizing the Federal Reserve to pay interest on reserves in 2006 and 2008.4 

The accounting costs associated with interest on reserves are reported in the Federal Reserve's 
annual reports. For the years 2008, 2009 and 2010, these interest expenses were $0.8 billion, 
$2.2 billion, and $2. 7 billion, respectively. However, these accounting measures of interest 
expense do not represent net costs to U.S. taxpayers. The large expansion in the quantity of 
reserves outstanding over this period (and the associated increase in interest expense) was the 
counterpart of the expansion of the Federal Reserve' s assets that, in turn, reflected policy actions 
taken to address the financial crisis and foster the economic recovery. These assets have 
generated interest income over recent years that far exceeds the interest expense from the 
payment of interest on the associated reserves. The Federal Reserve has remitted this income to 
the Treasury after deducting its costs and other adjustments, such as dividends paid on capital 
stock held by member banks and transfers necessary to equate surplus with capital paid in. Net 

1 http://www.frbsf.org/publications/economics/letter/20l1/e12011-11.html 
2 http://www.newyorkfed.org 1markets/omo/omo201 O.pdf 
3 See the Congressional testimonies by Governor Meyer at 
http://www.federalreserve.gov/boarddocs/testimonv/2000/20000503 .htm and Governor Kohn at 
http://www.federalreserve.gov/boarddocsitestimony/2001/20010313/default.htm on this topic. 
4 The Financial Services Regulatorv Relief Act of2006, section 201(P.L.109-351; 120 Stat. 1966); and The 
Emergencv Stabilization Act of2008, section 128 (P.L 110-343; 122 Stat. 3765). 
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of these expenses, the Federal Reserve remitted a total of$31.7 billion, $47.4 billion, and 
$79.3 billion to the U.S. Treasury in 2008, 2009, and 2010, respectively. 

The future path of interest expense, both associated with reserves and overall, as well as 
remittances to the Treasury will depend on economic developments and monetary policy actions. 
The FOMC has indicated that it will normalize the stance of monetary policy and the size and 
composition of the Federal Reserve's balance sheet when warranted by economic conditions. 
This process will involve an increase in short-term interest rates and a gradual decline in both the 
size of the Federal Reserve' s balance sheet and in the reserves banks maintain at the Federal 
Reserve. Once this process is completed, the direct accounting costs associated with interest on 
reserves will likely be quite modest. While these costs will continue to be offset by earnings on 
the assets held by the Federal Reserve, the reduced size of the balance sheet that comes from 
reducing reserves will also likely cause the Federal Reserve's annual remittances to the Treasury 
to return to levels consistent with historical experience. 5 

3. In an article dated January 16, 2010, Harvard Professor of Economics Greg Mankiw 
wrote: 

[A]s a result of legislative changes in October 2008, the Fed has a new tool: it can 
pay interest on reserves. With short-term interest rates near zero, this tool has been 
largely irrelevant. But as the economy recovers and interest rates rise, the Fed can 
increase the interest rate it pays banks to hold reserves as well. Higher interest on 
reserves would discourage bank lending and prevent the huge expansion in the 
monetary base from becoming inflationary .... [T]he Fed could easily overestimate 
the economy's potential growth. In light of the large fiscal imbalance over which 
Mr. Obama is presiding, it's a good bet he will end up raising taxes for most 
Americans in coming years. Higher tax rates mean reduced work incentives and 
lower potential output. If the Fed fails to account for this change, it could try to 
promote more growth than the economy can sustain, causing inflation to rise. (Italics 
added). 

Do interest payments on reserves reflect the Fed's intention to retain those reserves at the 
Fed to pre-vent inflation? Does this indicate the Fed's recognition of a limit to potential 
growth given aggregate constraints on the economy? Please explain and provide Fed 
analysis, internal communications and communications between the Treasury and the Fed. 

The current high level of reserve balances is the counterpart of actions the Federal Reserve has 
taken over recent years to address the financial crisis and foster economic recovery and price 
stability. The payment of interest on reserve balances can influence the level of short-term 
interest rates but has essentially no bearing on the quantity of reserves outstanding. As Professor 
Mankiw notes in his article, the payment of interest on reserves is one of several tools that the 
Federal Reserve can employ in removing policy accommodation at the appropriate time so as to 

5 Projections of Federal Reserve income and expense are presented in the article by Glenn Rudebusch and annual 
report on Domestic Open Market Opera/ions During 2010 (see footnotes 1 and 2, respectively, in question 1 above). 
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maintain inflation at a level consistent with the Federal Reserve's statutory mandate to foster 
maximum employment and stable prices. 6 

In June, the Federal Open Market Committee provided additional information concerning key 
principles of its strategy for normalizing the stance of policy and the size and composition of the 
Federal Reserve's balance sheet.7 These exit strategy principles indicate how the interest rate on 
excess reserves will be adjusted over time to foster trading in the federal funds market at rates 
close to the FOMC's target rate. The exit strategy principles are summarized below. 

• The FOMC will determine the timing and pace of policy nomrnlization to promote its 
statutory mandate of maximum employment and price stability. 

• To begin the process of policy normalization, the Committee will likely first cease 
reinvesting some or all payments of principal on the securities holdings in the SOMA. 

• At the same time or sometime thereafter, the Committee will modify its forward guidance 
on the path of the federal funds rate and will initiate temporary reserve-draining 
operations aimed at supporting the implementation of increases in the federal funds rate 
when appropriate. 

• When economic conditions warrant, the Committee's next step in the process of policy 
normalization will be to begin raising its target for the federal funds rate, and from that 
point on, changing the level or range of the federal funds rate target will be the primary 
means of adjusting the stance of monetary policy. During the normalization process, 
adjustments to the interest rate on excess reserves and to the level of reserves in the 
banking system will be used to bring the funds rate toward its target. 

• Sales of agency securities from the SOMA will likely commence sometime after the first 
increase in the target for the federal funds rate. The timing and pace of sales will be 
communicated to the public in advance; that pace is anticipated to be relatively gradual 
and steady, but it could be adjusted up or down in response to material changes in the 
economic outlook or financial conditions. 

• Once sales begin, the pace of sales is expected to be aimed at eliminating the SOMA's 
holdings of agency securities over a period of three to five years, thereby minimizing the 
extent to which the SOMA portfolio might affect the allocation of credit across sectors of 
the economy. Sales at this pace \Vould be expected to normalize the size of the SOMA 
securities portfolio over a period of two to three years. In particular, the size of the 
securities portfolio and the associated quantity of bank reserves are expected to be 
reduced to the smallest levels that would be consistent with the efficient implementation 
of monetary policy. 

• The Committee is prepared to make adjustments to its exit strategy if necessary in light of 
economic and financial developments. 

6 See also testimony by Ben S. Bemanke, "The Federal Reserve's Exit Strategy," before the Committee on 
Financial Services, U.S. House of Representatives, Washington, D.C., February 10, 2010, at 
http://www.federalreserve.gov/newseventsitestimony/bemanke2010021 Oa.htm 
7 See Minutes of the Federal Open Market Committee, June 21-22, 2011, at 
http://www. federalreserve. eov/newse\'ents 1press 1monetarv/201107 I 2a htm. 
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Regarding possible constraints on potential output, the FOMC carefully assesses the evolution of 
demand and supply conditions in the economy including possible changes in the level and 
grov.ih of potential output. In their economic projections prepared in conjunction with the June 
FOMC meeting, policymakers generally viewed the unemployment rate as elevated and likely to 
decline only gradually toward a longer-run level in a range of 5-1/4 to 5-1/2 percent. Economic 
grov.1h was projected to pick up in 2012 and 2013 to a level that would result in a gradual 
decline in the unemployment rate and then return to a rate of about 2-112 to 2-3/4 percent in the 
longer-run. 8 

4. As the Prudential Regulators state in a proposed rulemaking related to the Dodd-Frank 
Wall Street Reform and Consumer Protection Act (Dodd-Frank): 

Assessing the quantitative impact of the proposed requirements is particularly 
difficult in light of the wide ranging and as yet undetermined changes that are 
occurring to the derivatives market as a result of regulatory reform. 

The "wide ranging" changes to financial regulation arising out of Dodd-Frank represent a 
fraction of the regulatory changes and uncertainties facing our economy today. Given the 
extent of new regulations, growth of the national debt, and the Fed's uncertain regarding 
the impact of new regulations (as indicated above) it seems unlikely that the Fed will be 
able to accurately estimate the extent to which regulations or taxes may constrain the 
economy. 

In your opinion, can the Fed accurately estimate the extent that regulations or taxes may 
constrain the economy? If not, how can the Fed be confident in its management of 
monetary policy generally? Is the Fed essentially making an educated guess with regard to 
the extent that regulations or taxes may constrain the economy? Please provide Fed 
estimates, analysis, internal communications and communications between the Treasury 
and the Fed referring or relating to the impact of regulations on the expected growth of the 
economy. 

As part of the analysis used to inform the FOMC's policy decisions, the Federal Reserve staff 
estimates the productive potential of the U.S. economy, taking into account a number of different 
factors, including the rate of capital formation, trend growth in the labor force, the underlying 
rate of technological progress, and movements in underlying inflation.9 Changes in government 

8 See Summary of Economic Projections of the Meeting of June 21-22, 2011, pp. 12-21 at 
http ://w\vw. federalreserve. gov /newsevents/press/monetary/fomcminutes20110622 .pdf. 
9 These factors are incorporated in models of the U.S. economy--the Board's FRB/US and EDO models--that the 
staff uses in developing forecasts for U.S. economy as background material for each meeting of the Federal Open 
Market Committee. A discussion of the EDO model is provided by the following papers: Hess T. Chung, Michael 
T. Kiley, and Jean-Philippe Laforte (2010), "Documentation of the Estimated, Dynamic, Optimization-based (EDO) 
Model of the U.S. Economy: 2010 Version." FEDS 2010-29 (May); and Rochelle Edge, Michael T. Kiley, and 
Jean-Philippe Laforte (2008), "Natural Rate Measures in an Estimated DSGE Model of the U.S. Economy." 
Journal of Economic Dynamics and Control. Vol 32, 2512-2535. On the FRB/US model, see "Potential Output in 
FRB/US," May 2002. Finally, Michael T. Kiley (2010), "Output Gaps" FEDS 2010-27 (May), provides a general 
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regulations and taxes have the potential to influence all these factors, and as a result, by paying 
attention to developments in business investment, labor force participation, labor productivity, 
and inflation, the Federal Reserve can pick up the broad effects of regulatory or tax changes as 
they manifest themselves in actual economic performance. 

To be sure, estimates of the economic effects of regulatory and tax changes, as with all economic 
estimates, are subject to unce1iainty, and the FOMC sets monetary policy with uncertainty about 
both the economic outlook and the impact of its policy actions fully in mind. Indeed, the 
quarterly economic projections prepared by FOMC participants and published on the Board's 
website (see http://www.federalreserve.gov/monetarypolicy/fomccalendars.htm) regularly report 
the range of policymakers' forecasts for key economic variables and their assessment of the 
uncertainty surrounding their forecasts. More generally, an assessment of uncertainty and risks 
to the forecast are an integral part the monetary policy process. 10 

5. Following up on No. 4 above, is the Fed at risk of triggering inflation by.allowing too 
much money to flow out of reserves and into the economy if it inadvertently underestimates 
the burden of reguJation and taxation? Please provide aJl re]ated Fed anaJysis, internal 
communications and communications between the Treasury and the Fed. 

If the FOMC were to attempt to stimulate the economy beyond its productive capacity for a 
sustained period because capacity was lower than the FOMC estimated, inflation would rise. 
Currently, however, with the unemployment rate above 9 percent, there is very little doubt that 
the economy is producing well below its potential. Moreover, the FOMC is closely monitoring 
inflation and inflation expectations and is prepared to act as necessary to foster maximum 
employment and price stability. In particular, the Committee has developed the tools necessary 
to tighten monetary policy when it is appropriate to do so, including by immobilizing or draining 
reserve balances if necessary. 11 

6. What maximum growth rate for the U.S. economy does the Fed estimate it can 
accommodate through optimal monetary policy (i.e., the fastest possible growth without 
generating excessive inflation)? Please provide your estimates for each quarter for the next 
two years. Please explain and provide all Fed analysis and internal communications 
referring or relating to potential growth rates and risk of inflation. Please include 
estimates that identify the impact of new regulations and taxation separately. 

Based on the Summary of Economic Projections of Board members and Reserve Bank 
Presidents, policymakers generally vie\v economic growth in the neighborhood of 2-1/2 to 
3 percent and an unemployment rate in the range of 5 to 6 percent to be consistent, over the 

discussion of the issues involved in the measurement of potential GDP and the output gap, including estimates 
generated by both EDO and FRB/US. 
10 See my October 19, 2007, speech "Monetary Policy under Uncertainty," at 
http://www.federalreserve gov/newsevents/speechfbemanke20071019a.htm 
11 See my February 201 O testimony on exit in footnote 6 above and the discussion of the FOMC' s exit principles in 
the minutes of the June 2011 FO!v1C meeting, cited in the response to question 4. 



- 6 -

medium term, with the Federal Reserve's mandate of maximum employment and price 
b·1· 12 sta i ity. 

In the short run, there is no mechanical linkage between the rate of economic growth and 
inflation. Inflation depends on many factors including resource utilization, cost pressures, and 
inflation expectations. Given very low levels of resource utilization, subdued cost pressures, and 
stable long-term inflation expectations, past experience suggests that economic growth well in 
excess of 2-112 to 3 percent could be sustained for a time without creating significant inflation 
pressures. 

7. Do you agree that a share of the blame for the limitations to growth should fall on the 
substantial new regulations and potential for new taxes, and the resulting Fed actions to 
attract excess bank reserves? Please provide related Fed analysis, internal 
communications, and communications between the Treasury and the Fed. 

It is important that regulations to implement the laws passed by the Congress be designed in a 
manner that achieves the law's key objectives as cost-effectively as possible so that unnecessary 
burdens are not placed on individuals or businesses. More broadly, as the Federal Reserve 
carries out its statutory responsibilities, we are committed to promulgate rules that are 
economically sensible within the constraints of the law and to appropriately weigh costs and 
benefits. 

Even after economic conditions have returned to normal, the federal government faces a sizable 
and unsustainable structural budget gap that is projected to widen over the long tenn under 
current policies. Trying to keep the federal budget on an unsustainable path would eventually 
result in serious economic consequences. Achieving fiscal sustainability would require a long
run plan that restrains federal spending, increases tax revenues, or some combination of these 
policies. In addressing our fiscal challenges, it would help long-run economic grov.ih if tax 
policies were reformed so that they not only raised sufficient revenues to cover the level of 
federal spending that Congress has chosen, but also increased incentives to work, save, hire, and 
invest. In current circumstances, an advantage of taking a longer-term perspective for fiscal 
consolidation is that policymakers can avoid a sudden fiscal contraction that might put the still
fragile recovery at risk. At the same time, acting now to put in place a credible plan for reducing 
future deficits would not only enhance economic performance in the long run, but could also 
yield near-term benefits by leading to lower long-term interest rates and increased consumer and 
business confidence. 13 

12 See the FOMC's Summary of Economic Projections, cited in the response to question 3. 
13 See Ben S. Bernanke, "The Economic Outlook and Monetary and Fiscal Policy," testimony before the Committee 
on the Budget, U.S. House of Representatives, Washington, D.C, February 9, 2011, at 
http://www federalrcserve.gov/newsevents/testimony/bemanke20110209a.htm; and Ben S. Bernanke, "The Near
and Longer-Tenn Prospects for the U.S. Economy," speech presented at the Federal Reserve Bank of Kansas City 
Economic Symposium, Jackson Hole, Wyoming August 26, 2011, at 
http:/fwww.federalreserve.gov/newsevents 1spe.echlbernanke20110826a.htm. 
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As noted in the answer to question 2 above, the high level of reserve balances is the counterpart 
of actions the Federal Reserve has taken over recent years to address the financial crisis and 
foster economic recovery and price stability. The Federal Reserve, like many other central 
banks, remunerates reserves at a rate close to the general level of short-term interest rates. 
Currently, the Federal Reserve remunerates reserve balances at an annual rate of 114 percent. In 
the current environment, the low level of short-term interest rates is a factor that helps to foster 
economic recovery and stable prices. As noted in its August statement, the Federal Open Market 
Committee anticipates that economic conditions--including low rates of resources utilization and 
a subdued outlook for inflation over the medium run--are likely to warrant exceptionally low 
levels for the federal funds rate at least through mid-2013. 

8. It is generally understood that, since February 2000, the Federal Reserve Board has 
relied on the Personal Consumption Expenditures Price Index (PCE deflator), which 
excludes volatile food and energy, to estimate inflation. Previously, the Fed relied on the 
Consumer Price Index (CPI). Please explain whether the Fee) continues to believe the PCE 
deflator method of inflation measurement is appropriate and whether this measure 
underestimates inflation and/or may lead to an overestimation of deflation. Please provide 
all related Fed analysis, internal communications and communications between the · 
Treasury and the Fed. 

Although Federal Reserve policymakers consider a variety of price measures in assessing 
inflation trends, we emphasize in our communications the price index for personal consumption 
expendi~ures (PCE), both the overall index and a sub-index that excludes food and energy items. 
Overall consumer price inflation is most relevant for assessing changes in the cost of living for 
the average American household. Accordingly, the Federal Reserve interprets its price-stability 
mandate as pertaining to overall consumer prices. For this reason, the FOMC presents long-term 
projections for overall PCE inflation only. 14 However, over shorter time periods the prices of 
food and energy items can be very erratic; in such circumstances, an inflation sub-index that 
excludes food and energy can provide a useful gauge of underlying trends in overall inflation. 
To provide the public with the views of FOMC participants on the extent to which shorter-term 
movements in food and energy prices are pushing overall inflation away from its longer run path, 
the Federal Reserve presents near term (that is two-year ahead) projections for both overall 
inflation and the sub-index that excludes food and energy. 

Measuring inflation accurately is extremely important but it is also difficult. The available 
evidence indicates that, on average over time, the consumer price index (CPI) has tended to 
overstate increases in the cost of living. This conclusion was reached most prominently in 1996 
by the Senate Advisory Commission on the CPI, headed by Michael Boskin, 15 and the broad 

14 See the Committee's Summary of Economic Projections, cited in response to question 3. 
15 See "Toward a More Accurate Measure of the Cost of Living," Final Report to the Senate Finance Committee 
from the Advisory Commission to Studv the Consumer Price Index, December 4, 1996, at 
http://www. ssa. gov/h istory/repo11sfboskinrpt. html. 
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conclusion has been supported by other researchers, including within the Federal Reserve. 16 One 
reason the Federal Reserve emphasizes the PCE price index, rather than the CPI, in its 
communications is that the PCE measure employs an aggregation formula that better captures the 
way consumption patterns change in response to changes in relative prices. In addition, the PCE 
price index has somewhat broader coverage than the CPI, and it also seems to be based on more 
accurate expenditure weights. These differences notwithstanding, the overall CPI and overall 
PCE price index move similarly over time. Thus, I do not see the PCE price index as 
systematically overestimating the risks of deflation. 

9. On July 14, 2011, you warned of risks of deflation as a basis for quantitative easing 
programs and its low rate policy. Deflation is generally defined as a decrease in the general 
price level of goods and services. Do you consider deflation resulting from gains in 
productivity ("good deflation") as different from deflation resulting from a reduction in 
demand ("bad deflation")? Which form of "deflation" worries J"OU more? 

As I said in my Congressional testimony, deflation can be quite detrimental to economic 
performance. That said, one can imagine, in principle, a situation in which an acceleration of 
productivity that is not initially matched by correspondingly rapid wage gains would reduce 
firms' costs and lead to dovmward pressure on prices, perhaps enough so as to lead to outright 
deflation. Such a scenario could be beneficial overall in that it would be associated with an 
economic boom and low unemployment; even so, deflation would still carry risks, including 
those associated with an increased debt burden on those who had incurred debt prior to the 
deflation, and economic performance would probably be better still if the rapid productivity 
growth in that scenario were associated with prices that were stable on average rather than 
declining. In any event, such a hypothetical scenario bears little resemblance to the economic 
circumstances the economy has faced in recent years. Rather, the deep recession and relatively 
modest recovery have led to a persistently high rate of unemployment and low underlying 
inflation that at times has raised the risk of outright deflation. Federal Reserve policy has helped 
to prevent that risk from being realized. 

10. \Vhen considering the risks of deflation, do you attempt to exclude "good deflation" 
from your ultimate measurement of the risks of deflation? Please explain and provide all 
related Fed analysis, internal communications and communications between the Treasury 
and the Fed. 

When we consider the risks of deflation, the economic scenarios that have confronted the U.S. 
economy correspond to the "bad" deflation scenario according to your taxonomy. In my view, 

16 See "Measurement Error in the Consumer Price Index: Wbere Do We Stand?" Journal of Economic Literature, 
Vol. XU (March 2003) pp. 159-201; "Estimates of Measurement Error in Inflation," Memorandum by Jeremy 
Rudd, Feb. 13, 2004; and "Bias in the PCE price index," Memorandum by David Lebow and Jeremy Rudd, 
Oct.10,2001. 
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those are the situations that were a risk to the economy, and that our policies have been 
. 17 

attemptmg to prevent. 

11. Assume that, in the case of flat screen televisions, 100% of deflation resulted from 
"good deflation." Would this generate concerns of a "deflationary spiral" or would it 
simply reflect an increase in the dollar's purchasing power? Is there any reason to fear this 
decline in television prices resulting solely from productivity improvements? Please 
provide all analysis, internal communications and communications between the Treasury 
and the Fed referring or relating to "good deflation" and "bad deflation." 

As you noted in an earlier question, the term deflation is reserved for a decline in the overall 
level of prices, not for a decline in the price of any individual item. Indeed, in a properly 
functioning market economy with low and stable inflation, prices of some items will inevitably 
decline as prices of other items increase. Such price declines frequently occur among items for 
which productivity growth has been especially rapid, including many high-tech products. To 
take your example, the CPI for televisions has declined persistently over time. The deflation 
scenario that concerns me and my colleagues involves a generalized decline in the overall price 
level, not a decline in the relative price of particular items. 

12. Given that the PCE deflator relied on by the Fed excludes food and energy price 
changes, but includes price decreases resulting from productivity gains, doesn't this 
underestimate the dangers of inflation while overestimating the dangers of deflation? 
Please explain and provide all related Fed analysis, internal communications and 
communications between the Treasury and the Fed. 

As I noted above, the Federal Reserve interprets its price-stability mandate as applying to overall 
consumer prices, not to a sub-index that excludes food and energy items. With due recognition 
of the difficulties involved in measuring inflation accurately, I do not believe that the PCE price 
index systematically underestimates inflation or overestimates the dangers of deflation. Indeed, 
the best available evidence suggests that both the CPI and the PCE price index probably 
overestimate changes in the cost of living. 18 

13. Does the Fed implement the PCE deflator with its inherent multi-factor downward bias 
in order to reduce the national debt through inflation? Does the Fed seek to subsidize 
debtors, including the U.S. government, at the expense of savers? Please explain and 
provide all related Fed analysis, internal communications and communications between the 
Treasury and the Fed. 

17 For additional discussion of the risks of, and policy response to, deflation, see Ben S. Bemanke, "J\Ionetary 
Policy Objectives and Tools in a Low-Inflation Environment," speech presented at the Federal Reserve Bank of 
Boston, Boston, Massachusetts, October 15, 2010, at 
http://www federalreserve gov/newsevents/speech/bemanke201010 l 5a.htm 
18 See the answer to Question 8 for references related to price measurement 
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The Federal Reserve conducts monetary policy to meet its statutory mandate to foster maximum 
employment and stable prices. As I noted in my response to question 8, Federal Reserve 
policymakers consider a variety of price measures in assessing inflation trends, but we have 
emphasized in our communications the price index for personal consumption expenditures 
(PCE). Over recent years, the Federal Open Market Committee (FOMC) has taken a number of 
policy steps to address the financial crisis and encourage economic recovery in a context of price 
stability. These actions have resulted in very low levels of short- and longer-term interest rates. 
In general, low interest rates reduce borrowing costs for businesses and households and bolster 
asset prices, and the associated easing in financial conditions encourages spending and counters 
potential disinflationary pressures. At all times, monetary policy is guided by the Federal 
Reserve's fundamental macroeconomic objectives--maximum employment and stable prices; 
monetary policymakers do not seek to subsidize any particular sector of the economy or any 
particular group of households and businesses or the U.S. government. Effective monetary 
policy benefits all Americans by fostering solid macroeconomic performance and low inflation. 

14. Does the Fed recognize that negative real interest rates generate a risk of inflation 
while also transferring wealth from savers to borrowers? This is effectively a stealth tax on 
assets, wouldn't you agree? Have you quantified the effective revenue that this bas 
provided to the U.S. government at the expense of savers? Please explain and provide all 
related Fed analysis, internal communications and communications between the Treasury 
and the Fed. 

As noted in the answer to question 6, inflation is determined by a number of factors including 
resource utilization, cost pressures and inflation expectations. Negative real interest rates could, 
if maintained for too long, result in inflationary pressures. However, in conducting monetary 
policy, the Federal Reserve carefully monitors a range of economic indicators and various 
measures of inflation and inflation expectatioB.s. As the Federal Open Market Committee 
(FOMC) noted in its August statement, it anticipates that inflation will settle, over coming 
quarters, at levels at or below those consistent with the Committee's dual mandate to foster 
maximum employment and stable prices. The Committee also noted that it anticipates that 
economic conditions--including low rates of resources utilization and a subdued outlook for 
inflation over the medium run--are likely to warrant exceptionally low levels for the federal 
funds rate at least through mid-2013. 

The Federal Reserve conducts monetary policy to foster its statutory objectives of maximum 
employment and stable prices. It is important to note that all Americans--both borro\vers and 
savers--benefit from effective monetary policy. Over the long run, an environment with strong 
macroeconomic perfonnance and stable prices best fosters the welfare of all of our citizens. 

15. Does the Fed recognize that its pro-inflation strategy increases the risk that China and 
Japan "Will shift away from Treasury bonds, which in turn would drive up interest rates in 
an uncontrolled manner? Please provide all Fed analysis and communication on the risks 
that China or Japan will shift away from purchasing Treasury debt and the related 
impacts. 
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The Federal Reserve takes the inflation half of its dual mandate very seriously and will take 
whatever actions are needed to ensure price stability. While inflation increased earlier in the 
year, reflecting run ups in prices of energy, food, and imports, it has moderated more recently as 
these prices generally have flattened out or declined from their peaks. Moreover, high levels of 
resource slack and stable longer-term inflation expectations should keep inflation contained 
going forward. Reflecting this, both the yields on long-term Treasuries and the spread between 
the yields on nominal Treasuries and the yields on TIPS remain quite low. 

Treasuries remain the premier asset class in cross-border investment portfolios as their safety and 
the depth and liquidity of their markets are unparalleled. Indeed, foreign holdings, as a share of 
total Treasuries available to the public (those not held by government agencies or the Federal 
Reserve), rose by a further two percentage points during the first half of this year. This increase 
has been driven primarily by demand from foreign official investors, generally associated with 
fi . h 19 ore1gn exc ange reserve management. 

16. Does the Fed seek to replace any loss in demand for Treasury bonds by imposing 
margin requirements through Title XII of Dodd-Frank that would heavily incentivize the 
use of U.S. Treasury and Agency debt as collateral to derivatives transactions? Please 
explain and provide all related Fed analysis, internal communications and communications 
between the Treasury and the Fed. 

No, we do not seek to incentivize the use of Treasury and Agency bonds through the imposition 
of margin requirements. As required by the Dodd-Frank Act, the proposed margin requirements 
on uncleared swaps are intended to offset the greater risks arising from the use of swaps that are 
not cleared. 

17. Currently, what percentage of Treasury and Agency bills, notes and bonds currently 
act as collateral to financial transactions such as derivative transactions and repurchase 
transactions (repo transactions)? Please explain and provide analysis sufficient to support 
your response. Please breakdown your response for transaction types. 

According to Flow of Funds data, as of the first quarter of 2011, the stock of Treasury securities 
and Agency debentures was roughly $12 trillion. BelO\v I discuss the amount of Treasury and 
Agency debt serving as collateral against repo, OTC derivative, and exchange-traded derivative 
transactions. Before moving on to this discussion, I would note that the data infrastructure 
needed to track collateral use for global repo and derivative transactions is imperfect and 
incomplete. Accordingly, the following discussion should be viewed as illustrative. 

Roughly $580 billion of Treasury securities and Agency debentures are being used to support tri
party repo transactions.20 This amount does not account for bilateral repo transactions that settle 

19 See "U.S. Treasury Yields and Foreign Holdings of U.S. Securities: An Interim Report" by Daniel Beltran, 
Maxwell Kretchmer, Jaime Marquez, Charles Thomas, Federal Reserve Board, February 19, 2010, for furt':er 
background on this topic. 
20 http://www.newvorkfedorgltripartnepo/margin data.html 
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outside the tri-party repo market; however, tri-party repos are the larger portion of the repo 
market. Moreover, it is difficult to accurately estimate the true size of collateral supporting bi
lateral transactions because counting bilateral transactions would result in significant double 
counting since assets that are pledged in a bilateral repo transaction are often re-pledged. 
Primary dealers report financing around $2 trillion of Treasury and Agency securities with 
repurchase agreements (both tri-party and bilateral), but as noted above, because collateral in the 
bilateral repo market can be re-pledged, this figure cannot be used to estimate how many 
Treasury and Agency securities are supporting repo transactions. 

In the case of OTC derivatives, the overwhelming majority of collateral backing these 
transactions is held in the form of domestic and foreign currency. In particular, the 2010 ISDA 
margin survey indicates that roughly 82 percent of all OTC derivative collateral is held in the 
form of currency while around 5 percent, or $50 billion, is held in the form of U.S. Treasury and 
Agency securities. Nearly all derivatives dealers re-use collateral received for other purposes, 
such as collateralizing their .own exposures to their counterparties. As a result, the $50 billion 
figure is an upper bound on the amount of Treasury and Agency debt supporting OTC derivative 
transactions. 

In the case of exchange-traded derivatives such as futures and options, Treasury and Agency 
collateral is held by clearing organizations in the form of initial margin and guaranty fund 
contributions. Only currency is typically accepted by clearing organizations to satisfy variation 
margin requirements. The Chicago Mercantile Exchange and Options Clearing Corporation, two 
large and significant U.S. clearing organizations, hold roughly $100 billion of U.S. Treasury and 
Agency collateral against cleared derivative transactions. This amount does not reflect any 
Treasury and Agency collateral held by other clearing organizations, including foreign clearing 
organizations, to support cleared derivative transactions. 

Taken together, the information above suggests that around $730 billion of Treasury and Agency 
securities are being used to support repo and derivative transactions. This estimate should be 
viewed as an order of magnitude estimate rather than a precise estimate of the actual level of 
Treasury and Agency collateral being held. As explained above, available data sources are 
imperfect and data on some collateral held by unregulated and foreign market participants is not 
included in the above analysis. 

18. What percentage of Treasury and Agency bills, notes and bonds does the Fed expect to 
act as collateral in the years that follow the full implementation of Dodd-Frank? Please 
explain and provide all related Fed analysis, internal communications and communications 
between the Treasury and the Fed. Please breakdown your response over time and for 
transaction types. 

Two provisions of Dodd-Frank that could require additional collateral are the requirement for 
mandatory clearing of some swaps and the requirement that prudential margin requirements be 
imposed on non-cleared swaps. Rules concerning mandatory clearing are still under 
deYelopment by the CFTC and SEC. Rules concerning margin requirements on non-cleared 
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swaps are also still under development; however, the International Swaps Dealers Association 
(ISDA), in a public comment letter, has estimated that the additional Dodd-Frank margin 
requirements on uncleared swaps could be as high as $1 trillion. How these collateral 
requirements would be satisfied depends on the range of eligible collateral. Under the proposed 
rule both domestic and foreign currency as well as Treasury and Agency debt could be used to 
satisfy initial and variation margin requirements. Further, the notice of proposed rulemaking 
invited public comment on several questions about possible expansions to the set of eligible 
collateral. We will carefully consider the comments received in response to these and other 
questions posed in the proposed rulemaking when moving forward with a final rule. 
Accordingly, it is not possible to determine whether increased collateral requirements would be 
fulfilled with Treasury and Agency securities or other forms of collateral at the present time 
because of the range and potentially expanding set of eligible collateral. 
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The Fed's Interest Rate Risk 
BY GLENN D. RUDEBUSCH 

To make financial conditions more supportive of economic growth, the Federal Reserve has 

purchased large amounts of longer-term securities in recent years. The Fed's resulting 

securities portfolio has generated substantial income but may incur financial losses when 

market interest rates rise. Such interest rate risk appears modest, especially relative to the 

Fed's policy objectives of full employment and price stability. 

In the midst of the recent financial and economic crisis, with short-term nominal interest rates 
essentially lowered to zero, the Federal Reserve started expanding its portfolio oflonger-term securities 

in order to spur economic gro\\i:h, reduce unemployment, and avoid deflation. However, the Fed's 
purchases of longer-term securities have been controversial, in part because of the associated interest 

rate risk, including the possibility that increases in interest rates will cause the market value of the Fed's 

portfolio to fall. For example, former Fed Governor Frederic Mishkin (2010) argued that "major holdings 

of long-term securities expose the Fed's balance sheet to potentially large losses if interest rates rise. 
Such losses would result in severe criticism of the Fed and a weakening of its independence." This 
Economic Letter provides a financial assessment of the Fed's interest rate risk and places that risk in the 

context of the Fed's macroeconomic goals for monetary policy. 

The Fed's bigger balance sheet 

Responding to the financial crisis that started in August 2007 and the ensuing deep recession, the Fed 

took extraordinary monetary policy actions. By the end of 2008, the Federal Open Market Committee 
(FOMC) had reduced the overnight interest rate-the usual instrument of monetary policy-essentially to 
its lower bound of zero. With no scope for lowering short-term interest rates further, the Fed started to 
provide additional monetary stimulus to the economy by buying longer-term Treasury and federal 
agency securities. These purchases reduced the stock of such securities available to private investors and 
put downward pressure on longer-term interest rates. The Fed's securities purchases generally 
supported asset prices and improved credit conditions, thereby helping stabilize the economy 
(Rudebusch 2009, 2010). 

As Figure 1 shows, the Fed's recent securities purchases have caused its balance sheet to grow 

enormously. Just before the financial crisis, the Fed's largest financial asset was about $0.8 trillion in 

Treasury securities, and its chief liability was a similar amount of currency outstanding in the form of 

Federal Reserve notes. The Fed now holds about $2-4 trillion in Treasury and federal agency securities. 

These assets are roughly balanced by a similar amount of currency and bank reserves, which can be 

thought of as the electronic equivalent of currency. 
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Conclusion 

In its policy actions, the Fed's primary focus has been on restoring the economy to health and 

maintaining low inflation. The Fed's recent securities purchases appear likely to register financial 

gains, though these are at risk if interest rates rise. However, as then-professor Ben Bernanke (2000) 

wrote: For a central bank "to allow consideration of possible capital losses to block needed policy 

actions is misguided." That is, interest rate risk should be a secondal)· consideration, subordinate to 

the macroeconomic goals of monetary policy. 

Glenn D. Rudebusch is a senior vice president and acting director of research at the Federal Reserve 
Bank of San Francisco. 
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The Desk's holdings of agency debt at the end of 2010 were instead concentrated in securities with less than 

three years to maturity, and nearly all of the agency debt held at the end of 2010 matures by June 2018, 

reflecting the fact that agency debt purchases focused on the shorter maturities where issuance 1,vas greatest. 

Almost all of the l\IBS purchased for the SOl\Ll. were backed by 30-year conventional mortgages. 

Repayment of principal on these types of securities is sensitive to many factors besides the contractual 

maturity of the underlying loans because of the option that households have to repay their mortgages early. 

As noted previously, prepayments in 2010 rose follO\ving declines in mortgage rates during the year. The rise 

in mortgage rates late in the year, however, suggests that most of the mortgagors underlying the MBS held in 

the SOivLA,. will have little incentive to refinance, so the pace of prepayments on these SO~LA,. holdings is 

likely to slow in 2011. 

Prepayment speeds will depend on other underlying characteristics of the more than 4 million mortgagors 

backing the MBS held by SOl\/Li\.. For example, most of the mortgages underlying the MBS in the SOl\/Ll. 

were originated in 2008 and 2009, after credit standards had been tightened considerably. As more 

creditworthy mortgagors presumably should be able to refinance more readily whenever they have a financial 

incentive to do so, the prepayment rates for the MBS in the SOMA may be somewhat above those on older 

vintages of MBS. 

The weighted average remaining life of the MBS held in the SOlvL!\. at the end of 2010 was estimated to be 

about 4 2 years. 25 While not strictly comparable, the average maturity of Treasury holdings was 6.4 years at 

the end of 2010. 26 At the end of 2006, the average maturity of Treasury securities, which accounted for all 

outright holdings in the SOl\-LA. at that time, was 3.4 years. Thus, in addition to being both larger and 

including many non-Treasury securities, the SOl\/Ll. portfolio consisted of a proportionately larger amount of 

longer-term securities at the end of 2010 than it did before the onset of the financial crisis.27 

25 To help assess the portfolio of MBS holdings in the SOl\!IA and to project future prepayments under various 
scenarios, the Desk uses analyses and monitoring tools purchased from external vendors. The estimate of the average 
remaining life is subject to considerable uncertainty because of the many factors that affect actual prepayment speeds. 
26 Although purchases of Treasury securities since 2008 have been concentrated in longer term securities, the average 
maturity of this portfolio has not changed significantly since then because the average maturity of these purchases has 
been similar to the average maturity of the Treasury holdings that remained in the SOMA. after the sales and 
redemptions of 2008. In fact, the average maturity of Treasury holdings has fallen slightly over the past two years 
because existing holdings have aged while new purchases have held roughly constant rn maturity composition. 
27 As of the end of 2010, the average maturity of agency debt in the portfolio was 2.9 years, but these securities 
accounted for only a very small portion of the total portfolio. 
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Another factor that could affect future SOJ\L\ net income is the difference in the value of any securit1es that 

might be sold in the future from their book value. 30 As the market value of these securities 'Nill move 

inversely "l.vith the level of longer-term interest rates, capital losses could be realized if the FOMC were to 

decide to sell assets in a higher interest rate environment, \vhich would reduce S01v1A. net income.31 

The realized path of SOl'vfA net income will therefore depend on the evolution of interest rates and future 

policy decisions made by the FOMC about the size and composition of the SOl\L'\ portfolio. To provide an 

illustrative example, a project.Jon of SOl\L\ net income out to 2018 was made under a particular set of 

assumptions for these factors. In particular, interest rates were assumed to evolve according to the Blue Chip 

consensus forecast, with short-term interest rates rising to around 4 percent and the ten-year Treasury yield 

rising to between 5 1
/4 and 5 1

/2 percent.32 In addition, the size and composition of the Federal Reserve 

balance sheet were assumed to evolve in a manner similar to that assumed in a recent research paper by 

Chung, Laforte, Reifschneider, and Williams.33 Specifically, SOMA. domestic asset holdings grow to $2.6 

trillion by June 2011, remain at that level until mid-2012, and then fall steadily over a four year period at a 

pace of roughly $80 billion per quarter· through a combination of asset redemptions and asset sales. 34 

Based on these assumptions, SOJ'v1A net income would be expected to remain quite elevated over the next 

two years, to subsequently decline for several years to a trough in 2014, and to rise agalll thereafter (Chart 8). 

The decline in income from 2012 to 2014 results primarily from the assumed rise in interest rates and from 

the declines in SOl\B. outright holdings. The rise in interest rates would reduce net income by increasing 

interest payments on reserve balance liabilities, although this effect declines over time srnce reserves shnnk as 

the size of the SOJ'vL'\ falls. In addition, the assumed sales of securities generate capital losses in these 

projections, which further reduce income. Nonetheless, SOl\LA. net income remains sizable throughout the 

30 The book value will be their value at the time of purchase, adjusted for any amortized premium or accreted discount. 
31 For l'vfBS, the inverse relationship between the market value of the portfolio and interest rates is amplified by the 
response of mortgagors to interest rate changes. For example, higher rates would not only make current holdings of 
MBS less attractive relative to newly issued securities having higher coupons, but would also reduce the expected 
prepayment speeds on the mortgages underlying these securities. 
32 These assumptions are based on long-range consensus interest rate proJections from "Blue Chip Economic Indicators: 
Top Analysts' Forecasts of the U.S. Economic Outlook for the Year Ahead," Vol. 36, No. 3, March 10, 2011. 
33 See "Have We Underestimated the Likelihood and Severity of Zero Lower Bound Events'" Federal Reserve Bank of 
San Francisco Working Paper, 2011-01. For balance sheet projections, the authors make illustrative assumptions about 
SOMA reinvestment and sales policies, reserve levels, and growth in Federal Reserve note liabilities. The portfolio 
assumptions behind the SOl'viA net income proiections presented here are similar to the "Phase 3" assumptions made in 
the research paper. These projections are based on historical SOJ'viA holdings through February 2011. Minor sources of 
net income, such as income on foreign assets held in the SOJ\1A, were ignored in constructing these estimates. 
34 Under these assumptions, by mid-2016 the size of the SOl'vL\ is consistent with reserve balances close to levels 
prevailing just ahead of the cnsis. But as some MBS would remain in the portfolio at this time under these assumptions, 
sales of these securities continue for about another year until completely eliminated from the portfolio, the impact of 
these sales on portfolio size being offset by purchases of Treasury securities. By 2018, the portfolio is renormalized in 
both its composition and its size. 
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Potential Output in FRB/US 

Potential output in the nonfarm business (NFB) sector is based on a three-factor (labor, 

capital, energy) Cobb-Douglas production function. Potential is the level of production that 

would be achieved were factor inputs fully utilized and multifactor productivity at its trend 

level. In the case of labor, potential aggregate hours is built up from trends for labor-force 

participation, the workweek, and the difference between total and nonfarm employment. 

The BLS measure of total capital services is used for capital input, which is linked to 

the stocks and rental prices of the four types of business investment modeled in FRB/US. 

Energy input is captured with a measure of the trend energy-output ratio that is essentially 

a lengthy moving average of the relative price of energy. Trend multi factor productivity

the fourth and final determinant of potential output in the nonfarm business sector-is 

estimated as an unobserved component in the model's equation for total NFB hours. 

Until recently, trend MFP and the trends that define potential hours were measured 

by smoothing the actual values of the corresponding variable with the HP filter. This ap

proach, however, because it utilizes future values, leads to econometric problems when the 

HP trends are included as explanatory variables in the estimation of other relationships. 

To avoid this problem, we now treat each of the trends as an unobserved variable that is 

estimated with the Kalman filter in one of the model's labor-sector equations, and use the 

resulting one-sided series to define the components of potential output. While two-sided 

measures might provide a better view today of the potential output and its determinants in 

the past, for most purposes to which these trends are put in FRB/US, one-sided estimates 

are preferred. 

The next five sections describe in more detail the production function for nonfarm busi

ness output and the measurement of trend values of its four inputs. The final section de

scribes the translation of potential output in this sector into potential GDP. 
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1. Production in the Adjusted Nonfarm Business Sector 

A three-factor production function is the basis for the measurement of potential output 

in the adjusted NFB sector, 

(1) 

where X is nonfarm output (adjusted to be gross of energy input), A multifactor produc

tivity, H labor hours, Q a quality-adjustment factor for hours, Ks capital services, and M 

energy consumption. The "hats" on most variables indicate that they are measures of trend 

or potential; although Ks is not designated in this manner, it too conforms to the concept 

of "trend" because BLS does not adjust capital services for utilization. The correspondence 

between FRB/US variable names and the symbols used in this are is shown in table A. 

The use of a three-factor production function raises the question of how output should 

be measured. The definition used in FRB/US is one that adjusts NFB output to contain the 

income earned by owners of all three factors. Because some energy input takes the fonn 

of imported oil, this approach requires that oil imports be included in output to capture the 

flow of income to foreign oil producers. 1 

The production function elasticities are based on average factor shares. The labor elas

ticity, 0.70, is similar to the historical mean of the product of total hours times compensa

tion per hour divided by nominal adjusted nonfarm output (0.69 from 1961 to 2000). In 

the case of energy, the elasticity of .035 is close to the average crude fossil energy share 

in adjusted output for the period from 1960 to 1973 and from 1986 to 2000. The years of 

high oil prices from 1974 to 1985 are excluded from the calculation on grounds that the 

very gradual adjustment of energy use to its price led to an above-trend energy share in this 

period. The elasticity of output with respect to capital services is the residual share under 
1 An alternative to this "gross" concept of output is one that equals value added by labor and capital. 

Such a measure would exclude the income accruing to energy, and thus remove from nonfarm output the 
contribution of domestic energy production. 

Aside from oil imports, there are several other differences between the BLS J\i'FB series used for produc
tivity statistics and FRB/US adjusted NFB output. They are minor, however, and pertain to the definition of 
the price ofNFB output. 
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the assumption of constant returns to scale. 

Figure 1 previews the FRB/US series on potential NFB output, showing its level, the 

gap between actual and potential, and its rate of growth. The middle panel of the figure 

shows that the percentage gap between actual and potential output typically peaks a few 

quarters prior to the start of NBER recession periods and tracks closely a simple form 

of Okun's law in which the output gap is compared with the negative of 2-112 times the 

unemployment gap. 

In FRB/US, a distinction is made between the log change of potential output, as given 

by the first difference of equation ( 1) after taking logs, 

.6x = .6a + .700(.6h + llq) + .235~ks + .035llm, (2) 

where lower case symbols denote logarithms, and the potential growth rate of output, 

9x = ga, + .700(g1i + flq) + .235.6ks + .035.6m. (3) 

The symbol "g" is used for a trend growth rate that differs from the log difference of the 

associated trend level. From a mechanical perspective, .6.x and 9x differ because most of 

the Kalman filter series that define trend MFP and hours are 1(2) processes that are sub

ject to permanent level and growth shocks. As a result, trend growth depends only on the 

realization of the second shock, whereas the change in the trend level depends on both.2 

The economic importance of this distinction lies in the fact that the expected value of level 

shocks is zero. As a result, at any point of time, 9x is the optimal expectation of how po

tential output will subsequently grow. In FRB/US, 9x enters all investment equations as a 

determinant of future investment requirements and the stock market equation as determi

nant of future dividend growth. The lower panel of figure l compares trend output growth 

and the growth rate of the level of potential output. 

2Because their trends are not estimated with the Kalman filter, the log difference of the trend level is the 
same as trend growth for labor quality, capital services, and energy. 
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2. Capital Services 

The BLS measure of total capital services is constructed using Tornquist-Theil aggre

gation of capital stocks (Ki) at the finest level of disaggregation, 

D.log(K5 ) = L w;D.log(K;), (4) 

where the weights (w;) are ratios of income earned by each type of capital to total capital 

mcome. 

Although FRB/US does not contain the detailed disaggregation of capital stocks and 

income needed to make equation 4 an identity, the BLS series on capital services can be 

approximated reasonably well using the four stocks of business capital in the model

nomesidential structures, high-tech E&S, other E&S, and inventories-and weights based 

on the model's definition of income associated with each type of capital (see figure 2). The 

generic formula for income earned by capital type i (r~ K) is, 

11 1 

~K = (r + 5; - L 1(,_1/l2)T; L Pt-_1K;,-1/2. (5) 
;=O J=O 

In this equation, r is a real rate of interest measured in terms of a mixture of output and 

consumption prices, 5 the rate of depreciation, rrr the rate of inflation of the purchase price 

of the capital good (PK) relative to the price of output, T a tax adjustment factor, and K 

the real capital stock. The capital income series are based on asset-specific measures of 

depreciation, relative inflation, and tax factors, but on a common real rate of interest in 

which debt and equity costs receive equal weight. 

An aside on rates of depreciation.· The rates of depreciation for the three types of business 

fixed capital are derived from the capital accumulation identity. For a particular capital 

good or homogeneous capital aggregate, the accumulation equation can be rearranged to 

express real investment as the product of the lagged real stock and the sum of the rates of 

growth and depreciation, 
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(6) 

where g; is the growth rate of the real capital stock. For capital aggregates that are not ho

mogeneous, however, this expression must be modified to take account of disparate move

ments in the prices of aggregate investment (P1) and capital( PK), 

I - - K P I= (g + 5)P K_ 1 . (7) 

Equation 7 links nominal investment to the nominal capital stock, but the expression sim

plifies to equation 6 when the aggregate investment and capital stock prices are identical. 

For a heterogeneous capital aggregate, the rate of depreciation, 3, that makes equation 

7 an identity is the relevant aggregate depreciation rate, namely, the average of the depre

ciation rates of the individual capital stocks weighted by the nominal share of each type of 

capital in the total capital stock. To see this, first, multiply equation 7 by the price of the ho

mogeneous capital good, P;, and sum the result across all types of capital in the aggregate 

under consideration, 

(8) 

Next, use the identity L, PJi = P1 I, the approximation L, P;K;,-r ::::::; pK K _1 (which 

would be an identity if the capital stocks were not lagged), and the definitions g = L, v;gi 

and J = L, v;5;, where v; = P;K;,-if (PK f< _1), to rewrite equation 8 as, 

(9) 

This simplifies to equation 7, because the summation on the right hand side of equation 9 

1s zero. 

As a practical matter, the heterogeneous composition of the capital aggregates in FRB/US 

needs to be taken into account only for the high-tech component of E&S. In this instance, 

a renonnalized fonn of equation 7 is used to define the rate of depreciation. Equation 6 
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implicitly defines the rates of depreciation for the other two fixed capital stocks. 

3. Potential Labor Hours 

Potential hours in the nonfarn1 business sector depends on civilian population and three 

trends that are estimated in the model's labor sector. The trend participation rate links 

population to the trend labor force, and, given the NAIRU, to trend economy-wide employ

ment.3 This measure of broad employment, in turn, is converted to trend NFB employment 

by adjusting for movements in trend employment outside the NFB sector. Finally, the prod

uct of trend employment and the trend value of the average number of hours per worker 

(the "workweek") yields potential hours. Each trel}.d is treated as an unobserved variable 

in the FRB/US equation that explains the corresponding actual series, with the equation's 

parameters and associated (one-sided) historical trend values estimated using the Kalman 

filter. Brief descriptions of each of these equations follow and coefficient estimates are 

reported in table 1. 

are: 

The equations for the participation rate ( ¢) and the timeseries behavior of its trend ( J) 

4 

0'1 ( ~ - 0-1) + CY2(U - 0)-1+03L6¢_;j4 + cq, 

<P-1 + dJ, 

dJ,,-1 + 7/¢ 

i=l 

(10) 

(11) 

(12) 

According to equation 10, the participation rate adjusts to close the gap between actual and 

trend participation, has a procyclical element (a2 < 0), and tends to move in the opposite 

direction as it has recently (a3 < 0). The cyclical term, measured as the deviation of the 

unemployment rate (U) from the NAIRU (lT), is lagged to avoid problems that might arise 

from common measurement error in the contemporaneous values of the participation and 

3 Aside from a time-varying demographic adjustment, the NAIRU is a constant whose value is taken from 
the model's wage-price sector. 
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unemployment rates. The trend participation rate is an I(2) process in \vhich trend drift (d¢) 

is subject to permanent shocks (T/q, in equation 12). The maximum-likelihood estimate of 

the variance of shocks to the level of trend participation (equation 11) is zero.4 Given that 

maximum-likelihood parameters may be biased toward zero, future research may explore 

alternative procedures for estimating the variance of level shocks. Actual and trend levels 

of the participation rate are shown in figure 3a. 

The equations for the workweek (w = log(W)) and its trend have a simpler structure: 

w 

w 

w + f31 ((h - h_2) - (h - h-12)) 

1(1_1 + f32d¢/ ¢ + µw 

(13) 

(14) 

Notably, movements in the workweek are estimated to be predominantly variations in trend 

(see figure 3b and table 1 ). There is evidence neither of any delay in the adjustment of the 

workweek to trend nor of transitory shocks to the workweek (equation 13 has no error 

term). Only changes in the growth rate of hours (h = log(H)) drive a temporary wedge 

between the actual and trend values of the workweek. The estimated coefficient on this 

expression ((31 = .36) implies that about a third of a change in total hours is initially reflected 

in the workweek and thus two-thirds shows up in employment; then over the next three 

years, if the change in hours persists, the workweek returns to trend and the shift in hours 

is fully reflected in employment. The trend workweek is subject to permanent shocks 

(µw) and has a drift term that is proportional to the drift in trend labor-force participation, 

expressed as a growth rate (d1j¢). This link reflects the observation that, over the past 35 

years, the rise in the participation rate and the fall in the average workweek have a common 

source.5 

Employment outside the nonfarm business and government sectors (B), expressed as a 

4The symbol "d" rather than "g" is used for the drift term because it applies to the the first difference 
rather than the growth rate of participation. 

5The current version of the FRB/US labor sector estimates the participation rate and workweek equations 
sequentially. Future work may explore simultaneous estimation of the two. 
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Table 1 
Labor Sector Equations 

participation workweek other employment aggregate hours 
rate(¢) (w) (&) (h) 

(l 956ql-200lq4) (1958ql-2001q4) (l 958q l-200lq4) (1961q1-2000q4) 

0:1 .396 (4.4) 

0:2 -.00069 (4.4) 

0'.3 -.344 (2.0) 

/31 .360 (14.3) 

f32 -.727 (4.1) 
~il .152 (4.9). 
~(2 .00937 (4.5) 

13 -.0056 (6.7) 

>-1 .195 (5.5) 

>-2 .178 (2.0) 

A3 .380 (constr.) 

A4 -.067 (constr.) 

>-s .620 (19.7) 

aE .0014 (17.6) .0272 (16.7) .0041 ( 15 .3) 
aµ .0024 (18.7) .0099 (constr.) .0025 (0.8) 

ary .00011 (3.4) .00037 (2.2) 
Asymptotic t-statistics shown in parentheses. 
The equation for h contains the following restrictions: 

,\3 + ,\5 = 1 and ,\4 = ->-2>-3. 

ratio to the labor force, is given by equations 15 and 16, 

b.log(&) 

log(B) 

11log(B /B-1) + 12(U - [1)-1 +Ee 

log(B)-1 + ')3 + µe 

(15) 

(16) 

This residual category includes employment in the agricultural and household and institu-
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tions sectors, as well as the discrepancy between the household and payroll employment 

reports. The ratio of residual employment to the labor force varies counteryclically and 

adjusts gradually to trend. The latter is subject to permanent shocks (/Le) and has a constant 

(negative) drift over time that primarily reflects the secular decline in the share of employ

ment in agriculture.6 The lower panel of figure 3 shows this downward drift of the trend, 

and the large transitory variations about this trend of the the residual employment ratio. 

We can now pull together these labor-sector trends ( ¢, W, and B) and constrnct potential 
A A 

NFB employment (E) and (aggregate) hours (H). 

E 

H 

N¢(l - (; - B) - E90v, 

EW. 

(17) 

(18) 

Potential nonfarm employment (E) is the product of civilian noninstitutional population 

(N) and the trend in labor-force participation «h adjusted for the natural rate of unem

ployment (U) and the trend ratio of employment outside of the nonfarm sector and outside 

of government to the labor force (B). Trend government employment (Egov), which is ac

tual government employment smoothed with the HP filter(,,\ = 6400), is also subtracted. 

Potential hours (H) is the product of this measure of potential nonfarm employment and 

the trend workweek (W). Figures 4a and 4b show that series on potential employment and 

hours tend to cut through the ups and downs of their actual counterparts, although each 

trend lies above its actual counterpart from the mid-l 970s to the early 1990s. This feature 

comes from the behavior of the trend participation rate (figure 3a) and is a matter for future 

work. 

The trend growth rate ofNFB employment (g,J is given by equation 19. Although it is 

possible to express (ge) directly as a function of the gwwth trends of its components, the 

resulting expression is quite complicated. A bit more straightforward is the approximation 

6The maximum likelihood of the standard error of µ 0 is zero. Because this probably reflects a biased 
estimate owing to the "pile up" problem, the Stock-Watson median unbiased estimate of a(µe) is used: 
a(11o) = .0533a (cg) /r1, which is significantly different from zero with a p-value of< .01. 
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used in FRB/US in \Vhich the log difference of trend employment is adjusted to add the 

contributions of labor force participation and residual employment to trend growth and to 

subtract their contributions to the log difference of trend employment.7 

9e ~ 6.e + (N/ E)[(dJ - 6¢)(1 - (J - iJ) - (g8 - 6.log(iJ))¢iJ], (19) 

9;,, 9e + g,;;, (20) 

9e /3, (21) 

9w f32d¢/¢. (22) 

As shown in equation 20, the trend growth rate of potential hours equals the sum of the 

trend growth rates of potential employment and the workweek. Equations 21 and 22 restate 

earlier results. Figures 4c (hours) and 4d (employment) compare trend growth and growth 

of the trend level. 

In addition to potential hours, the contribution of labor to potential output also depends 

on trend labor quality (Q), as indicated in equation 1. This trend equals the BLS series on 

labor quality, smoothed with the HP filter (A= 6400). 

4. Trend Energy Intensity 

Energy use (M) in FRB/US is an aggregate of the three main fossil fuels-petroleum, 

natural gas, and coal-based on quantities and prices measured at the crude level of pro

duction (that is, before refining and distribution costs and taxes). Potential output depends 

on a concept of equilibrium (Af) energy use, whose specification is based on three consid

erations. The first is that the energy intensity of newly installed capital should be chosen 

7The specification of equation 19 relies on the following derivatives: 

atog(E)/8¢; 

olog(E) /Olag( B) 
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in accord \vith the first-order condition for optimal energy use and thus move in proportion 

with the inverse of the price of energy relative to the price of output. Although one could 

define potential output at each point of time using this measure of optimal energy efficiency, 

the very long lags between movements of optimal and actual efficiency would make this 

a poor reflection of the economy's production capabilities in the near term. Unlike labor, 

for which adjustment costs are not so great as to preclude actual hours from moving to 

potential over a year or two, much of energy use is determined by the characteristics of the 

existing stocks of business and household capital. For this reason, the second aspect of the 

specification of M is that it should reflect average rather than marginal energy efficiency. 

This is accomplished by making it a function of a weighted average of past relative energy 

prices.8 The final consideration is that M should provide an accurate measure of short-to

medium-run equilibrium energy use, in the sense that actual energy demand error-corrects 

to this equilibrium fairly promptly. 

Based on these considerations, the specification of equilibrium energy intensity is gov

erned by the following definition, which is also used in the FRBUS equation for energy 

demand, 

mnx,-1 + (1 - o:)log(P3 I pM) + (3(t94 - o:t~41), 

.988, 

(3 -.00639, 

(23) 

where rhx =log( NJ/ X) and pB / pAI is the price of business sector output divided by the 

crude energy price. The estimated value of ex indicates that the rate of adjustment of m to a 

change in the relative price of energy is 1.2 percent per quarter, or 5 percent per year. The 

expression also includes a time trend (t94
) that starts in 1994:Ql and accounts for a 2-112 

percent annual rate of improvement in energy efficiency since the mid-1990s that is not 

8This putty-clay view of the energy requirements associated with capital is, however, at odds with mea
surement of capital services, which implicitly assumes that factor requirements for existing capital can be 
flexibly altered. 
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captured by gradual adjustment to relative prices. Figure 5 compares the actual and trend 

levels of the energy-output ratio. 

5. Multi-factor Productivity 

Just as MFP is a residual that fills the gap between actual output and the level of produc

tion predicted by factor inputs, trend MFP in FRB/US has the characteristic of a residual 

in that its value is estimated conditional on the values of the other trends that enter the 

calculation of potential output. Although there may be specifications in which the trends 

for MFP, participation, the workweek, and residual employment could be estimated simul

taneously in a multivariate system that brought together the complete FRB/US labor sector, 

the current design of the sector does not permit this. The problem is that the log of trend 

hours is not linear in either the levels or logs of the three stochastic trends that enter its 

construction, which can be seen by substituting equation 17 into equation 18. 

Trend MFP (ii) is estimated as an unobserved variable in the FRB/US equation for 

aggregate hours, through the contribution of trend MFP to trend labor productivity, whose 

level and growth rate enter the equation. The logarithm of the level of trend output per 

hour, p, is the difference between the logs of potential output and trend hours, 

p x - h, (24) 

(a+ .700(h + q) + .265ks + .035m) - h., (25) 

= (ii+ .700(ii + q) + .265ks + .035mx)/(l - .035) - h. (26) 

Equation 26 results from the substitution m = mx +x. Given that the values of h, q, k" and 

rnx have already been specified, only level of trend MFP remains to be determined in the 

definition of the level of trend labor productivity. Similarly, the only unexplained variable 

remaining in the definition of the trend growth rate of labor productivity (gp), 

(27) 
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= (9a + .700(91i + 6q) + .23-56ks + .0356rhx)/(1 - .03.S) - .7009/i· (28) 

is associated with trend MFP, namely, its growth rate (g,:i). 

The aggregate hours equation in FRB/US is based on the polynomial adjustment cost 

(PAC) framework, which in this particular application makes the growth rate of hours a 

function of an error-correction term expressed as the gap between trend and actual labor 

productivity, the lagged growth rate of hours, the contemporaneous and first lagged values 

of the growth rate of output in excess of trend labor productivity, and a final term that 

captures the expected future growth rate of target hours (YV(D.h*), h* = x - p):9 

6h 

a 

,\1 (fJ-1 - P-1) + A26h_1 + ,\3(6x - 9fl,-1) 

+,\4(6x_1 - 9{!,-2) + AsPV(D.h*) +Eh 

9a,-l + T/h 

(29) 

(30) 

(31) 

Equations 30 and 31 specify that trend MFP follows a random walk with stochastic drift. 

Permanent I( 1) shocks enter through µh and permanent growth shocks through 7/h. Results 

of estimating the system given by equations 26, 28, 29, 30, and 31 are reported in table 1. 

The level and grmvth of trend MFP are plotted in figure 6. The standard error of growth 

shocks, CJr;h = 0.15 percentage point at an annual rate, is estimated moderately precisely, 

but the standard error of permanent level shocks, a µ
0 

= .25 percentage point, is not. The 

duration of deviations of actual labor productivity from trend is in large part governed by 

the error-correction coefficient in the hours equation (,\ 1 = .20), whose magnitude indicates 

that such deviations tend to be eliminated in 1-2 years. Cyclical productivity is thus more 

transitory than cyclical output. 

9For a discussion of the PAC framework and the definition of expectations terms such as PV(ti.h * ), see 
Flint Brayton, Morris Davis, and Peter Tulip, "Polynomial Adjustment Costs in FRB!US," May 2002. 
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are used for capital (K) accumulation and are produced by the business (B) sector. 

The goods are produced in two stages by intermediate- and then final-goods produc

ing firms (shown in the center of the figure). As in most new-Keynesian models, the 

introduction of intermediate and final goods producers facilitates the specification of 

nominal rigidities. 

The disaggregation of production (aggregate supply) leads naturally to some dis

aggregation of expenditures (aggregate demand). EDO moves beyond the typical 

model with just two categories of (private domestic) demand (consumption and in

vestment) and distinguishes between four categories of private demand: consumer 

non-durable goods and non-housing services, consumer durable goods, residential in

vestment, and non-residential investment. The boxes surrounding the· producers in 

the figure illustrate the sources of each demand for each category. Consumer non

durable goods and services are sold directly to households; consumer durable goods, 

residential capital goods, and non-residential capital goods are intermediated through 

capital-goods intermediaries (owned by the households), who then rent these capi

tal stocks to households. Consumer non-durable goods and services and residential 

capital goods are purchased (by households and residential capital goods owners, 

respectively) from the first of economy's two final goods producing sectors, while con

sumer durable goods and non-residential capital goods are purchased (by consumer 

durable and residential capital goods owners, respectively) from the second sector. 

In addition to consuming the non-durable goods and services that they purchase, 

households supply labor to the intermediate goods-producing firms in both sectors of 

the economy. 

This remainder of this section provides an overview of the decisions made by each 

of the agents in the economy. Given some of the broad similarities between the model 

and others, the presentation is selective. 
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3.1 The Final Goods Producers' Problem 

The economy produces two final goods and services: slow-growing "consumption" 

goods and services, Xfb\ and fast-growing "capital" goods, x;b. These final goods 

are produced by aggregating (according to a Dixit-Stiglitz technology) an infinite 

number of sector-specific differentiated intermediate inputs, Xf (j) for s = cbi, k:b, 

distributed over the unit interval. The representative firm in each of the consumption 

and capital goods producing sectors chooses the optimal level of each intermediate 

input, taking as given the prices for each of the differentiated intermediate inputs, 

P/(j), to solve the cost-minimization problem: 

es 
_:::_J_ 

min [1 P/(j)Xt(j)dj subject to ( [1(Xt(j))
8

it
1 

dj) e:-r 2: Xt, for s = cbi, k:b. 
{Xt(JJJ}=o lo lo 

(1) 

The term 8! is the stochastic elasticity of substitution between the differentiated 

intermediate goods inputs used in the production of the consumption or capital goods 

sectors. Letting Of = ln 8f - ln 8! denote the log-deviation of 8f from its steady-state 

value of 8!, we assume that 

es e,s f b. kb t = Et , or s = c ?,, , (2) 

where E~' 5 is an i.i.d. shock process. A stochastic elasticity of substitution introduces 

transitory markup shocks into the pricing decisions of intermediate-goods producers. 

3.2 The Intermediate Goods Producers' Problem 

The intermediate goods entering each final goods technology are produced by aggre

gating (according to a Dixit-Stiglitz technology) an infinite number of differentiated 

labor inputs, Lf (j) for s = cbi, kb, distributed over the unit interval and combining 

this aggregate labor input (via a Cobb-Douglas production function) with utilized 

non-residential capital, K~,nr,s. Each intermediate-good producing firm effectively 
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solves three problems: two factor-input cost-minimization problems (over differenti

ated labor inputs and the aggregate labor and capital) and one price-setting profit

maximization problem. 

In its first cost-minimization problem, an intermediate goods producing firm 

chooses the optimal level of each type of differential labor input, taking as given 

the wages for each of the differentiated types of labor, H'i3(i), to solve: 

el 

fo l (11 ~ )~ min W;5(i)Lt(i,j)di subject to .· (Lt(i,j)) 8 i di ;::: Lt(j), for s = cbi, kb. 
{Lf(i,j)};= O 

(3) 

The term e; is the stochastic elasticity of substitution between the differentiated labor 

inputs. Letting e~ = ln e; - ln 8~ den.ate the log-deviation of Gi from its steady-state 

value of 8~, we assume that 

el B,l 
t =Et · (4) 

where -(~' 1 is an i.i.d. shock process. A stochastic elasticity of substitution introduces 

transitory wage markup shocks into the wage decisions of households. 

In its second cost-minimization problem, an intermediate-goods producing firm 

chooses the optimal levels of aggregated labor input and utilized capital, taking as 

given the wage, Wt, for aggregated labor, Lt (1,v hi ch is generated by the cost function 

derived the previous problem), and the rental rate, R~r,s, on utilized capital, K:·nr,s, 

to solve: 

min W/ L:(j) + R~r,s K:·nr,s(j) 
{ Lf (j) ,K~,nr,s (j)} 

subject to (Z;'Zt L:(j)) 1
-a (K;'·nr,s(J))" ;:::Xt(j), for s = cbi, kb, with z~bi = 1. (.5) 

The parameter o: is the elasticity of output with respect to capital, while the Zt vari

ables denote the level of productivity. The level of productivity has two components. 

The first, z;,n, is common to both sectors and thus represents the level of economy

wide technology. The second, Zf, is sector specific; zti is normalized to one, while 

Zfb is not restricted. 
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The exogenous productivity terms contain a unit root, that is, they exhibit perma

nent movements in their levels. The stocha.'3tic processes z;1 and ztkb evolve according 

to 

1 Z n l zn _ l rz,n _ l (r·z,n [ z,n]) _ l rz,n z,n _ kb n t - n t-l - n t - n * ·exp Et - n * +Et , n - , m 

where f;,n and E;,n are the steady-state and stochastic components of f~,n. 

stochastic component E~,n is an i.i.d shock process. 

(6) 

The 

The unit-root in technology in both sectors yields a non-trivial Beveridge-Nelson 

permanent/transitory decomposition. The presence of capital-specific technological 

progress allows the model to generate differential trend growth rates in the economy's 

two production sectors. In line ·with historical experience, a more rapid rate of techno

logical progress in capital goods production is accomodated by calibrating f!,kb > 1, 

where (as is the case for all model variables) an asterisk on a variable denotes its 

steady-state value. 

In its price-setting (or profit-maximization) problem, an intermediate goods pro

ducing firm chooses its optimal nominal price and the quantity it will supply con

sistent with that price. In doing so it takes as given the marginal cost, M Cf (j), 

of producing a unit of output, Xf(j), the aggregate price level for its sector, Pt, 

and households' valuation of a unit of nominal profits income in each period, which 

is given by J\~nn / ptcbi where Af11 n denotes the marginal utility of non-durables and 

non-housing services consumption. Specifically, firms solve: 

00 J\cnn 

s m~x = l'oL!3t ;cbi {P/(j)Xf(j)-f\1Cf(j)Xt(j) 
{Pt (J),Xt (J)}t=O t=O t 

_ 100 · XP ( Pt(j) _T)pIIp,s -(l-TJP)IIP,s)
2

psxs} 
2 ps ( ·) t-1 * t t 

t-1 J 

subject to x:(j) = (P:(j)/ P:J-e~ x; for 1=0,1, ... , oo ands= cbi, kb. (7) 

The profit function reflects price-setting adjustment costs (the size which depend on 

the parameter xP and the lagged and steady-state inflation rate). The constraint 
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against vvhich the firm maximizes its profits is the demand curve it faces for its differ

entiated good, which derives from the final goods producing firm's cost-minimization 

problem. This type of price-setting decision delivers a new-Keynesian Phillips curve. 

Because adjustment costs potentially depend upon lagged inflation, the Phillips cuffe 

can take the "hybrid" form in which inflation is linked to its own lead and lag as well 

as marginal cost. 

3.3 The Capital Owners' Problem 

I now shift from producers' decisions to spending decisions. There exists a unit mass 

of non-residential capital mvners (individually denoted by k, with k distributed over 

the unit interval) who choose investment in non-residential capital, EI'r, the stock of 

non-residential capital, KI'r (which is linked to the investment decision via the capital 

accumulation identity), and the amount and utilization of non-residential capital in 

each production sector, K;r,cb\ Utcb', Kr·kb' and Utkb. (Recall, that the firm's choice 

variables in equation 5 is utilized capital K~,nr,s = Ui5 K;r,s.) The mathematical 

representation of this decision is described by the following maximization problem 

(in which capital owners take as given the rental rate on non-residential capital, R~,., 

the price of non-residential capital goods, Ptb, and households' valuation of nominal 

capital income in each period, Arn/ ptcbi, and the exogenous risk premium specific to 
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non-residential investment, A~r): 

subject to 

100 nr (Enr(k) Enr (k)fx,kb)2 
K;'~ 1 (k)=(l-6nr)K;r(k)+E;'r(k) - . ~X T - K;~l t K;r and 

K;r,cbi(k)+K;r,kb(k) = K;r(k) for T = 0, 1, ... , 00. (8) 

The parameter 5nr in the capital-accumulation constraint denotes the depreciation 

rate for non-residential capital, while the parameter xnr governs how quickly invest

ment adjustment costs increase when (E~,.(k) - E~~ 1 (k)f~,kb) rises above zero; note 

that these adjustment costs include a term for the stochastic growth rate of the trend 

in the level of the output in sector KB, f~,kb equal to r:·mr:·k6. The variable A;ir is 

a stochastic element reflecting a risk premium on non-residential investment. Letting 

arr = ln Arr denote the log-deviation of A~T from its steady-state value of unity, we 

assume that: 

nr nr nr + a,nr 
at = P at-1 Et · (9) 

Higher rates of utilization incur a cost (reflected in the last two terms in the cap

ital owner's profit function). Utilization is unity in the steady-state, implying "' = 

The time-variation in utilization, along with the imperfect competition in product 

and labor markets, implies that direct measurement of total factor productivity may 

not provide an accurate estimate of technology; as a result, the EDO model can 

deliver smoother estimates of technology that might be implied by a real-business

cycle model. 

The problems solved by the consumer durables and residential capital owners are 
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rental of residential capital, and their leisure time, which is equal to what remains 

of their time endowment after labor is supplied to the market. Preferences are sep

arable over all arguments of the utility function. The utility that households derive 

from the three components of goods and services consumption is influenced by the 

habit stock for each of these consumption components, a feature that has been shown 

to be important for consumption dynamics in similar models. A household's habit 

stock for its consumption of non-durable goods and non-housing services is equal to a 

factor h multiplied by its consumption last period E2':.~. Its habit stock for the other 

components of consumption is defined similarly. 

Each household chooses its purchases of consumer non-durable goods and services, 

Efnn, the quantities of residential and consumer durable capital it wishes to·rent, K[ 

and I<tcd, its holdings of bonds, Bt, its wage for each sector, TVicbi and Wtkb, and the 

supply of labor consistent with each wage, Lfbi and L~b· This decision is made subject 

to the household's budget constraint, which reflects the costs of adjusting wages and 

the mix of labor supplied to each sector, as \vell as the demand curve the household 
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parameter x1• The costs incurred by households when the mix of labor input across 

sectors changes may be important for sectoral co-movements. 

3.5 Gross Domestic Product 

The demand and production aspects of the model are closed through the exogenous 

process for demand other than private domestic demand and the GDP identity. XtHG 

represents exogenous demand (i.e., GDP other than private domestic demand, the 

aggregate of Efnn, Efd, E[, and Er). Exogenous demand is assumed to follow the 

process: 

1 X~Hc 1 x~Hc He ( 1 V-Hc 1 :;;He) He 
n t - n * ~ p n ./\t - n ''* +Et . 

Exogenous demand impinges on each sector symmetrically, and specifically that the 

percent deviation of exogenous demand proportionally affects demand for each sec

tor's (s = cbi, k:b) output via the share of exogenous demand in total demand, WHG· 

(In this formulation, XtHG represents the level of expenditure relative to the stochas

tic long-run trend, i.e., the model assumes balanced growth, so exogenous demand 

for each sector fluctuates around its long-run trend; for example, the long-run trend 

for sector KB is given by Z[" z;b). 
The rate of change of Gross Domestic Product (real GDP) equals the Divisia 

(share-weighted) aggregate of production in the two sectors (and of final spending 

across each expenditures category), as given by the identity: 

(14) 

3.6 Monetary Authority 

The last important agent in the model is the monetary authority. It sets monetary 

policy in accordance with an Taylor-type interest-rate feedback rule. Policymakers 

smoothly adjust the actual interest rate Rt to its target level Rt 
qf - l-rjJT 

Rt= (Rt-i) (Rt) exp [E~], (15) 
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where the parameter <V reflects the degree of interest rate smoothing, while t~ rep

resents a monetary policy shock. The central bank's target nominal interest rate, Rt 

depends the deviation of output from its stochastic trend ( xbn' the output gap as 

defined by Beveridge and Nelson (1981)) 

(16) 

In equation 16, the deterministic, or steady-state, levels of growth are suppressed. 

Consumer price inflation and the change in the output gap also enter the target. The 

target equation is: 

</JY <Pe:.y ( rrc) <P" R = (x bn) (x bn/xbn ) _t R . 
t t t t-1 rrc * 

* 

(17) 

In equation (17), R. denotes the economy's steady-state nominal interest rate and 

<f>Y, ¢6.y, and cf>n denote the weights in the feedback rule. Consumer price inflation, 

IIL is the weighted average of inflation in the nominal prices of the goods produced 

. h t IIp,cbi d IIp,kb m eac sec or, t an t : 

(18) 

The parameter wed is the share of the durable goods in nominal consumption 

expenditures. 

3. 7 Summary of Model Specification 

The brief presentation of the model highlights several important points. First, al

though the model considers production and expenditure decisions in a bit more de

tail, it shares many similar features with other DSGE models in the literature, such 

as imperfect competition, nominal price and wage rigidities, and real frictions like 

adjustment costs and habit-persistence. The rich specification of structural shocks 

(to aggregate and investment-specific productivity, aggregate and sector-specific risk 
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premiums, and mark-ups) and adjustment costs allows the model to be brought to 

the data >vith some chance of finding empirical validation. 

\Vi thin EDO, fluctuations in all economic variables are driven by eleven structural 

shocks. For the discussion of each concept of the output gap, it is most convenient 

to summarize these shocks into four broad categories: 

• Permanent technology shocks: This category consists of shocks to aggregate 

and investment-specific (or fast-growing sector) technology. 

• Financial, or intertemporal, shocks: This category consists of shocks to risk 

premia. In EDO, variation in risk premia - both the premium households' 

receive relative to the federal funds rate on nominal bond holdings and the 

additional variation in discount rates applied to the investment decisions of 

capital intermediaries - are purely exogenous. Nonetheless, the specification 

captures important aspects of related models with more explicit financial sectors 

(e.g., Bernanke, Gertler, and Gilchrist (1999)). 

• Markup shocks: This category includes the price (two shocks) and wage (one 

shock) markup shocks. 

• Other demand shocks: This category includes the shock to autonomous demand 

and a monetary policy shock. 

Using this categorization, only technology shocks affect the Beveridge-Nelson per

manent component. The Beveridge-Nelson gap reflects the influence of all shocks 

(and technology shocks imply movements in the gap, as the economy does not in

stantaneous adjust to the long-run implications of a shock to technology for standard 

neoclassical adjustment reasons and because of the short-run impediments to adjust

ment created by wage and price rigidities). 

Several shocks do not influence the flexible-price or natural-rate of output (defined 

as the flexible price and constant markup outcome): markup shocks, by definition; 
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the monetary policy shock, as such shocks are neutral under price and wage flexibility; 

and the aggregate risk premium shock driving a wedge between the household return 

to a nominal bond and the policy interest rate, which enters everywhere the nominal 

funds rate enters and hence affects the natural rate of interest but not the natural 

rate of output (as in related models, e.g., Smets and Wouters (2007)). The last point 

will be important in discussion prescriptions for policy from gaps and policy rules. 

It will also be quite important in examining the historical fluctuations in the natural 

rate of interest and the natural rate of output, as this is an important shock in EDO 

and was the shock that emerged as central in the 2008-2009 recession where the link 

between the funds rate and other bond yields broke due to a jump in risk spreads. 

Finally, the relation between the natural rate of output and economic efficiency 

depends upon whether certain shocks are distortionary - a point on which theory is. 

ambiguous, a standard feature of New-Keynesian DSGE models (discussed, for ex-

. ample, in Smets and ·wouters (2007)). For example, EDO labels certain shocks as 

shocks to markups introduced through stochastic elasticities of substitution between 

goods or labor input, but other models enter shocks in the same equilibrium condi

tions through labor supply or other shocks; shocks to markups are distortionary, and 

shocks to preferences are not. Theory does not distinguish between such observation

ally equivalent shocks, which are (after all) simply appended to a model to generate 

variation in the data. Chari, Kehoe, and McGrattan (2009) are highly critical of this 

ambiguity, and suggest that DSGE models must find some method for identifying 

whether such shocks are distortionary or non-distortionary before such models can 

be used in policy applications; one possibility they mention is to explore microeco

nomic implications of these shocks/ distortions. While I agree that such research is 

essential to definitively answer some questions of policy interest, I view the forecast 

performance (e.g., Edge, Kiley, and Laforte (2009)) and range of policy-relevant sto

ries that can be discussed with such models (e.g., Edge, Kiley, and Laforte (2008)) as 

suggesting that such models are currently useful, when analyzed with care. (As an 
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aside, the critique of Chari, Kehoe, and McGrattan (2009) is not particularly novel; 

for example, Clarida, Gali, and Gertler (1999) emphasize how New-Keynesian models 

may provide a useful guide to underlying structural relationships even if their welfare 

implications and the interpretation of structural disturbances in such models may be 

somewhat controversial). 

3.8 Estimation Strategy and Results 

The empirical implementation of the model takes a log-linear approximation to the 

first-order conditions and constraints that describe the economy's equilibrium, casts 

this resulting system in its state-space representation for the set of (in this case 

11) observable variables, uses the Kalman filter to evaluate the likelihood of the 

observed variables, and forms the posterior distribution of the parameters of interest 

by combining the likelihood function with a joint density characterizing some prior 

beliefs. Since a closed-form solution of the posterior is not available, Markov-Chain 

Monte Carlo (MCMC) methods are used. 

The model is estimated using 11 data series over the sample period from 1984:Q4 

to 2008:Q4. The series are: 

1. The growth rate of real gross domestic product; 

2. The growth rate of real consumption expenditure on non-durables and services 

excluding housing services; 

3. The growth rate of real consumption expenditure on durables; 

4. The growth rate of real residential investment expenditure; 

5. The growth rate of real business investment expenditure; 

6. Consumer price inflation, as measured by the growth rate of the Personal Con

sumption Expenditure price index; 

7. Consumer price inflation, as measured by the growth rate of the Personal Con

sumption Expenditure price index excluding food and energy prices; 
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8. Inflation for consumer durable goods, as measured by the growth rate of the 

Personal Consumption Expenditure price index for durable goods; 

9. Hours, vvhich equals hours of all persons in the non-farm business sector from 

the Bureau of Labor Statistics; 3 

10. The growth rate of real wages, as given by compensation per hour in the non

farm business sector from the Bureau of Labor Statistics divided by the GDP 

price index; 

11. The federal funds rate. 

The implementation adds measurement error processes to the likelihood implied by 

the mcrdel for all of the observed series used in estimation except the nominal interest 

rate series. 

The estimation results depend upon the specification of priors and calibration of 

certain parameters. A number of parameters are calibrated. As reported in table 1, 

these include the household's discount factor ((3), the Cobb-Douglas share of capital 

input (CY), the curvature parameter associated with costs of varying capital utilization 

( 1/J), the depreciation rates ( 5nr, 5cd, 8r), and the elasticities of substitution between 

differentiated intermediate goods and labor input (8;,cbi, e;,kb, e:). The share of 

exogenous demand in overall expenditure (wHc) equals 20 percent. Other calibrated 

parameters include the steady-state growth rates of aggregate technology, investment

specific technology, and the rate of consumer price inflation (at 0 percent, 4.5 percent, 

and 2 ~ percent (all at annual rates), respectively); these calibrations ensure the model 

matches the average behavior of the data over the estimation sample. 

Tables 2 and 3 present the prior distributions assumed for the estimated pa

rameters and the posterior mode and standard deviation about that mode from the 

3 A low-frequency trend from hours is removed via the Hodrick-Prescott filter with a smoothing 

parameter of 64000; our model is not designed to capture low frequency trends in population growth 

or labor force participation. 
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Table 2: Prior and Posterior Distributions of the Behavioral and Policy Parameters 

Prior Distribution Posterior Distribution 

Parameter Type Mean S.D. Mode S.D. 10th perc. 50th perc. 90th perc. 

h N 0.000 0.3300 0.6024 0.0350 0.5917 0.6392 0.6807 

v G 2.000 1.0000 0.1918 0.2514 0.1409 0.3860 0.7701 

Xp G 4.000 1.0000 2.5028 1.0797 2.2321 3.2782 4.8710 

x1 G 4.000 1.0000 3.8424 1.9715 1.9764 3.9778 6.8915 

xw G 4.000 1.0000 2.1868 1.0576 2.1997 3.3348 4.8769 

xnr G 4.000 1.0000 0.2411 0.0911 0.2239 0.3180 0.4504 

xcd G 4.000 1.0000 0.3702 0.5521 0.4485 0.9534 1.8840 

xr G 4.000 1.0000 8.6694 2.3585 7.4588 9.9908 13.3231 

T)p N 0.000 0.5000 0.3006 0.1343 0.2325 0.4056 0.5779 

T)w N 0.000 0.5000 0.2542 0.1318 0.0823 0.2505 0.4207 

</>rr N 1.500 0.0625 1.4562 0.0606 1.3776 1.4548 1.5331 

</>y N 0.250 0.1250 0.2096 0.0283 0.1769 0.2101 0.2486 

¢6.y N 0.000 0.1250 0.3310 0.0936 0.2104 0.3273 0.4488 

cpr N 0.500 0.2500 0.6593 0.0453 0.5949 0.6559 0.7116 
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4 Output Gap Estimates 

4.1 The Beveridge-Nelson Gap 

As implicit in the definition of the Beveridge-Nelson trend above, the Beveridge

N elson gap is defined as 

;Xbn = E [- ~ Hgdpl 
t t ~ T > 

T=l+l 

(19) 

i.e., as the forecast of GDP growth in excess of its steady-state level going forward. 

This measure is computed for the EDO model given the implied reduced-form vector 

autoregressive/moving average representation of the model in terms of the observable 

variables used in its estimation. 

Figure 2 presents the estimate of the Beveridge-Nelson gap from the EDO model 

in the upper panel; the shading represents National Bureau of Economic Research 

(NBER) recession periods. It is clear that this measure of the gap captures the 

cyclical peaks in activity as identified by the NBER well; it is also clear that the EDO 

Beveridge-Nelson output gap has continue to widen following the NB ER-identified end 

of recent recessions - consistent with the generally agreed upon view that these periods 

have been sluggish or "jobless" recoveries. The picture of the Beveridge-Nelson gap 

implied by EDO also shows a fairly smooth evolution of the gap; this contrasts with 

much of the literature on univariate time-series estimates of the Beveridge-Nelson gap 

(e.g., the discussion in Morley, Nelson, and Zivot (2003)), but echoes the result from 

(at least some) multivariate time series approaches (e.g., Rotemberg and \Noodford 

(1996)). 

The middle panel of figure 2 presents the percent change from four-quarters earlier 

in the Beveridge-Nelson permanent component implied by these gap estimates; the 

bottom panel presents the one-quarter percent change (at an annual rate). These 

panels show that the variation in the growth rate of the permanent component is 

considerable. Of course, the permanent component depends solely on the technology 

shocks - implying that the variation shown is consistent with a view that permanent 
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Table 3: Prior and Posterior Distributions of the Parameters corresponding to the 

Exogenous Processes 

Prior Distribution Posterior Distribution 

Parameter Type Mean S.D. Mode S.D. 10th perc. 50th perc. 90th perc. 

PW N 0.000 0.3300 0.7930 0.0364 0.7579 0.8070 0.8502 

pnr N 0.000 0.3300 0.8297 0.0302 0.8076 0.8496 0.8836 . 
Ped N 0.000 0.3300 -0.2110 0.1422 -0.4099 -0.2412 -0.0469 

pHG B 0.500 0.0150 0.9173 0.1637 0.4577 0.6821 0.8969 

pr N 0.000 0.3300 0.8328 0.0285 0.7914 0.8324 0.8637 

CJw I 1.000 2.0000 0.3742 0.0597 0.3234 0.3881 0.4737 

CJHG I 1.000 2.0000 1.4573 0.3374 0.5267 0.7994 1.3940 

CJe,1 I 1.000 2.0000 1.5877 0.7145 1.6168 2.4055 3.4337 

CJ,. I 0.200 2.0000 0.1572 0.0134 0.1437 0.1.595 0.1778 

CJz,k I 0.250 2.0000 0.8771 0.1321 0.7181 0.8748 1.0533 

CJz,m I 0.250 2.0000 0.4036 0.0663 0.3751 0.4551 0.5437 

CJ B,cbi I 0.200 2.0000 0.3125 0.1576 0.2845 0.4296 0.6678 

ae,kb I 0.200 2.0000 0.4621 0.2747 0.3926 0.6584 1.0556 

aa)r I 1.000 2.0000 0.4921 0.1562 0.4102 0.5433 0.7742 

D"a,cd I 1.000 2.0000 7.2703 11.9676 8.8443 18.8741 38.5473 

(j a,nr I 1.000 2.0000 0.4788 0.0866 0.3984 0.4922 0.6190 
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technology shocks have considerable quarter-to-quarter volatility. The figures also 

show that recession periods do not appear very tied to low realizations of technology 

- that is, recessions are not primarily driven by technology shocks in this DSGE 

model; Chung, Kiley, and Laforte (2010)) discuss the sources of business cycles in 

more detail, and there results highlight only a moderate role for technology shocks in 

cyclical fluctuations, despite the considerable volatility of technology relative to the 

smooth view embedded in some production-function approaches to potential GDP 

(as discussed in the section 5). 

4.2 The Production-Function Approach 

Production in each sector of the EDO model is governed by a Cobb-Douglas produc

tion function for each sector. In the production function approach to measuring the 

output gap, the gap is defined as the deviation of output from the level that would 

occur if labor input (per capita) and utilization rates equaled their steady-state values 

(where these steady-state values, denoted with a*, are constant, with the latter equal 

to one). As a result, the production-function gap is given by the Divisia-weighted 

(i.e., share-weighted) aggregate of the production-function gaps in each sector, which 

are defined by 

Xf·PF = ln((L:/ L.) 1
-a (Utt); s = cbi, kb, (20) 

Several points are noteworthy. First, variable utilization of capital and capital 

adjustment costs, in addition to imperfect competition in product and labor markets, 

imply that simple "growth acccounting" may not accurately measure the production

function gap. For EDO, the production function gap is inferred by imposing the 

model's structural restrictions and using the data on all unobservables to infer this 

gap. In addition, the production function gap, as written above, does not depend 

on any smoothing of technology: In EDO, the cyclical movements in total factor 

productivity (properly measured, after accounting for imperfect competition and the 

effects of variable utilization and capital adjustment costs) are solely a function of 

28 



utilization, which enters equation 20; production-function based methods that do not 

rely on an entire model's structure to control for cyclical movements in total factor 

productivity, such as those of the CBO or the Federal Reserve's FRB/US model, may 

smooth their measures of total factor productivity according to some method, and 

such effects would enter equation 20 through the utilization term (although alternative 

presentations of the production-function method may include such adjustments as a 

separate term in their accounting). Because labor input and utilization move to their 

steady-state values in the long run and production always lies on the production 

function for each sector (by definition), the production function gap differs from 

the Beveridge-Nelson gap solely because of deviations of the (aggregate productive) 

capital stock from its long-run level. To the extent that the contribution of capital 

stock deviations from long-run levels contribute only moderately to overall deviations 

of production from its long-run level, it is reasonable to expect that the production 

function gap and the Beveridge-Nelson gaps will be similar. 

Figure 3 presents the estimate of the production function gap from EDO, along 

with the Beveridge-Nelson gap. It is clear that these measures of the gap move 

together, and both capture the cycle identified by the NBER. 

The middle and bottom panels of figure 2 presents the percent changes from four

quarters earlier and from the previous period in the production-function approach and 

the Beveridge-Nelson permanent components. These series move together in broad 

terms. But the magnitude of quarter-to-quarter fluctuations in the Beveridge-Nelson 

permanent component is a bit higher than that for the production-function approach. 

This occurs because long-run capital stock levels are strongly affected by quarter-to

quarter movements in technology, but actual capital stock levels move slowly; as a 

result, capital stock deviations from long-run levels can move considerably, boosting 

the volatility of the Beveridge-Nelson permanent component. 
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4.3 The Natural-rate Approach 

The final definition is the natural-rate gap, which is the gap between output and the 

level that would prevail absent wage and price rigidities and markup shocks. This is 

the concept emphasized in Woodford (2003), largely because the analysis of Woodford 

considers only distortions associated with nominal rigidities and markup shocks (so 

that the natural rate is the efficient rate). 

As can be seen in figure 4, the natural-gap is closely related to the Beveridge

Nelson cycle, but to a notably lesser degree late in the sample. For example, the 

natural-rate gap is positive in 2008, whereas the Beveridge-Nelson gap is deep in 

negative territory. This is consistent with the idea that the downturn in economic 

activity was driven by an increase factors that could not have been perfectly offset 

by monetary policy alone - that is, that the increase in risk premia and distortions in 

financial markets that arose in this period reflected real (as well as nominal) factors 

(such as information asymmetries, etc.). Of course, simply because such fluctuations 

were "natural'' - that is, not nominal in origin - does not imply that such fluctuations 

were desirable (e.g., pareto optimal). Pareto optimality depends on the degree to 

which the movements in risk premia reflect, for example, preferences or distortions 

associated with informational asymmetries. 

The risk premia wedges are related to the inue.stment wedge of Chari, Kehoe, and 

McGrattan (2007), which represents a wedge between the marginal rates of substi

tution and technical substitution between current and future consumption.4 Inter

preting such wedges as inefficient is consistent with the idea that fluctuations in such 

premia reflect, for example, information imperfections that make external finance 

more costly than internal funds, as in Bernanke, Gertler, and Gilchrist (1999). A 

social planner aware of such information imperfections would ignore such factors in 

its efficient allocations. It is important to remember in a monetary policy discussion 

4 The central role of this efficiency condition is highlighted in standard microeconomic texts, e.g. 

Kreps (1990), page 167. 
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that the presence of such wedges need not imply that monetary policy should act 

forcefully to counteract the effects of such wedges, even if a social planner would. A 

policymaker constrained to induce allocations through a given set of instruments may 

not be able to implement such allocations, and such implementation constraints are 

central in practical policy design. For example, Carlstrom and Fuerst (2009) present 

a simple model of financing frictions and examine the optimal monetary policy given 

such frictions; their analysis presents examples ·where monetary policy acts to mitigate 

only a small portion of the (output) effects of financial frictions, because monetary 

policy does not have the tools to implement the efficient allocation. 5 

With that said, we will see below the central role in typical recessions of the 

aggregate risk premium, which ·(as discussed above) should be offset one-for-one by 

monetary policy in the EDO model to implement the natural. rate of output. Indeed, 

the importance of this shock will be a key reason why the natural rate of output 

does not provide the commonly expected information for a "Taylor" policy rule even 

though the Beveridge-Nelson gap and the natural rate of interest do provide such 

information. Given the divergence between the Beveridge-Nelson and natural rate 

gaps shown in figure 4, this issue is especially important in the financial crisis period 

beginning in 2007. 

4.4 Using The Natural-Rate Approach 

Two issues arise in any practical use of the flexible-price/natural-rate approach. 

First, the natural rate of output provides a point-in-time estimate, but the natural 

rate follows a complicated time series process and hence the current point-in-time es

timate does not provide the same type of "trend" information as the Beveridge-Nelson 

5 Carlstrom and Fuerst (2009) present a model without capital, and hence their financial frictions 

enter in quite a different manner than the intertemporal wedges discussed above. Nonetheless, their 

presentation is a nice example of the difference between efficient allocations and the constrained 

optimal monetary policy. 
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trend. This occurs because the natural-rate measure depends on the evolution of all 

exogenous and endogenous state variables in the model used to estimate the concept, 

and any model capable of explaining the data and stock-fl.ow dynamics (associated 

with investments in many different types of business and household capital) will have 

a complex state space. 

Second, the natural rate of output gap does not provide "Taylor" rule relevant 

information without also considering the natural rate of interest. In contrast, the 

Be\-eridge-Nelson gap will provide this information, at least within the EDO model. 

4.4.1 Point-in-time estimates and forecasts of the natural rate 

Turning to the first issue and as emphasize
0

d by Beveridge and Nelson (1981), their 

definition of trend implies that the growth of the trend going forward is a constant 

(which, in the EDO DSGE model, is a function of the expected rate of aggregate 

and investment-specific technological progress and the expected population growth 

rate). As a result, the EDO model, at the parameter estimates presented above for 

the growth rates of technological progress and assuming a population growth rate of 

3 / 4 percent per year, implies that the expected growth rate of the Beveridge-Nelson 

trend is 23 / 4 percent per year. 

All other concepts of "equilibrium" output must converge to the Beveridge-Nelson 

trend at some far horizon (as that is the definition of the Beveridge-Nelson trend). 

And the projection of output from a DSGE model like EDO is a function of eco

nomic fundamentals (e.g., capital stocks, technology, markups, risk premia, etc.) and 

is not affected by "equilibrium" concepts of output like the natural-rate of output 

(which is simply a construct of the economic analysts focus, not the concern of utility

maximizing households and profit-maximizing firms). Consequently, the projections 

of the natural rate of output will tend to fluctuate significantly over time. As a result, 

discussions of the economic outlook or the potential policy implications of alternative 

measures of "equilibrium" output must take into account both the current level of 
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Table 4: Gaps and Projected Trend Growth Associated with Different Definitions (1) 

Trends 

Definition 

Beveridge-Nelson 

Natural-rate 

Gap 2009Q4/ Q2 

-6.2 2.8 

-0.3 1.3 

2010Q4/Q4 2011Q4/Q4 

2.8 

3.2 

2.8 

4.2 

2011Q4/Q4 

2.8 

4.3 

1. Gap in percent. Figures for projected trends in 2009 refer to percent changes over 

the second half of the year (at an annual rate); figures for 2010, 2011, and 2012 refer 

to Q4/Q4 percent changes. 

such concepts and their projected evolution. 

Table 4 illustrates these points by presenting, for the Beveridge-Nelson definition 

and the natural-rate definition, the 2009Q2 measures of the output gap and the 

projected change in the "equilibrium" or trend output level associated with those 

definitions for 2009 and 2010 (on a Q4/Q4 basis). 

The Beveridge-Nelson gap is -6.2 percent of GDP as of the second quarter of 2009, 

and projected growth in the associated trend is 2.8 percent - the constant expected 

growth rate associated with this concept. In contrast, the natural-rate gap is -0.3 

percent - output in the second quarter of 2009 (after real GDP had fallen for four 

consecutive quarters) was about in line with the flexible-price, constant-markup level 

consistent with the EDO model and other estimated shocks. 

In considering these different gaps, the level of actual GDP is the same across 

definitions. Moreover, output converges to the Beveridge-Nelson trend; as a result, 

the "trend" or "equilibrium" level of output associated with the natural rate definition 

(which must also converge to the Beveridge-Nelson trend) is projected to rise slowly 

in the second half of 2009 (about 1.3 percent) and then to accelerate considerably 

over the 2010 to 2012 period, to about 41/4 percent in 2011 and 2012. 

It is fairly clear that policy discussions tend to (at least implicitly) assume that 
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Naive application of a natural rate gap in such a policy rule would have implied 

essentially no downward pressure from the natural rate gap on the nominal interest 

rate, as the natural rate gap was estimated to be approximately zero in the middle of 

2009. But such an application would be inappropriate. As emphasized by ·woodford 

(2003), the natural rate framework aims to stabilize inflation and output at its natural 

rate by allowing the nominal interest rate to track the natural rate of interest (for 

example, by setting </>r to one). Indeed, such stabilization could be perfectly successful 

in simple models like those presented in ·woodford (2003), implying stable inflation 

and no output gap in any period; nonetheless, the nominal interest rate would vary 

considerably with the determinants of the natural rate. 

In the event, the natural rate of interest from the EDO model is very highly 

correlated with the Beveridge-Nelson gap from the model, with a simple correlation 

coefficient of 0.88. As shown in figure 5, the Beveridge-Nelson gap and the natural 

rate of interest were both extremely low in the middle of 2009. As a result, the natural 

rate framework for a policy rule of Woodford (2003) and the traditional framework of 

Taylor (1993) both prescribed accomodative policy. Some discussions have confused 

the information from Beveridge-Nelson gaps, natural rate of output gaps, and the 

natural rate of interest. 7 

5 Comparing Gaps from EDO to Other Estimates 

5.1 Estimates 

Figure 6 and 7 present the production-function based output gaps from the CBO 

(CBO (2010) and from the Federal Reserve's FRB/US model, along with the Beveridge-

7 Of course, I should close by emphasizing that I am not the first to highlight the potential 

confusion that could arise when, as Paul Samuelson said in the opening quote, the same word is 

being applied to quite different phenomena. For example, Woodford (2003) discusses these issues 

on page 250. Nonetheless, practitioners seem to stumble over these points. 
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Nelson cycle from the EDO model, in the upper panels. The CBO gap is widely used 

by economists. These gaps are both highly correlated with the Beveridge-Nelson cycle 

from the EDO model (with correlation coefficients exceeding 0.84 for both measures). 

The lmver panels of these figures present the percent change from the previous 

quarter in the estimate of trend (at an annual rate), along with the change in the 

Beveridge-Nelson permanent component from EDO. While the gaps in the upper 

panels are highly correlated, the trend estimates from the FRB/US model and espe

cially from the CBO are much smoother. In short, EDO has a much more variable 

"potential" growth rate. 

Of course, the data on GDP is the same for the EDO Beveridge-Nelson gap, the 

CEO gap, and the FRB/US model gap. Moreover, the growth rate of GDP equals the 

sum of the change in the gap and potential GDP growth. As a result, similar move

ments in the gap for all three measures, and quite different movements in potential, 

must imply quite different covariances between actual growth, the change in the gap, 

and potential growth. (For example, the variance of GDP growth equals the sum of 

the variance of the change in the gap, the variance of potential growth, and twice 

the covariance of the change in the gap and potential growth; similar mixes of vari

ances and covariances could be done for other combinations of actual/gap/potential). 

The structural implications of DSGE models like EDO for the covariance between 

the Beveridge-Nelson trend and cycle could be used to inform the related time-series 

literature. For example, Beveridge and Nelson (1981) simply assumed an ARIMA 

representation of GDP growth, which imposes no restrictions on the covariances be

tween innovations to the trend and cycle; Clark (1987) and other research assumed 

an unobserved components structure for GDP growth with an assumption of zero cor

relation between the (true) innovations to the trend and cycle; and Morley, Nelson, 

and Zivot (2003) discuss in detail the role of such assumptions and the strength of 

evidence for/ against a correlation between innovations to trend and cycle. 
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Table 5: Granger causality from Gaps to Unemployment and Core Inflation (1) 

Gap measure Change in Unemployment rate Core PCE inflation 

Beveridge-Nelson 0.00 0.08 

Natural rate 0.00 0.36 

CBO 0.01 0.19 

FRB/US 0.00 0.18 

1. Each column contains the p-value associated with the null that the variable does not 

Granger cause the change in the unemployment rate (Sample 1986ql-2009q2, with 

four lags). 

5.2 Granger causality 

A final subject that is important in policy discussions related to the output gap or 

economic slack concerns the relationship of slack, in a projection or reduced-form 

sense, to other key economic variables such as unemployment and inflation. Indeed, 

such correlations are two of the most important reduced-form relationships in em

pirical macroeconomics (i.e., the unemployment/output gap relationship known as 

Okun's law (Okun (1962)) and the inflation/output gap relationship in reduced-form 

Phillips curves). 

The simplest summary measure of a forecast relationship asks whether a variable 

helps predict another after accounting for lags of the variable itself - i.e., whether 

a variable Granger causes another (Granger ( 1969)). Table 5 presents the p-val ues 

associated with Granger causality tests running from each gap measure to the change 

in the unemployment rate and core inflation. 

All the measures of the output gap show the Okun's law relationship - that is, 
' 

lagged values of these measures of the output gap Granger cause changes in the 

unemployment rate over the 1986Ql to 2009Q2 period. This should not be surprising 

- deviations of output from long-run levels must be associated with movements in 
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labor input, and the lead of hours over unemployment is a well-known regularity. 

The Phillips curves relationships are less clear for some of the measures. In par

ticular, the FRB/CS model and CBO estimates do not appear to Granger cause core 

inflation; neither does the natural rate measure. In contrast, the Beveridge-Nelson 

gap from the EDO model does appear to Granger cause core inflation, at least at the 

10 percent statistical significance level. Given that, for example, one of the motiva

tions for the CBO measure is a Phillips curve motivation (see Congressional Budget 

Office (2001, 2002)), the relative success of the DSGE model's Beveridge-Nelson gap 

is a victory. 8 It also highlights the potential policy information from this type of 

DSGE model, as a Phillips curve relation looms large in some policy discussions. 9 

6 Conclusion 

The review of alternative output gap definitions and estimates, both from the EDO 

DSGE model and from policy institutions, suggests that care must be taken in defining 

concepts in any discussion of economic slack and related policy implications. 

Looking back, my analysis suggests four conclusions: 

• The EDO model's estimate of the output gap (according to either a Beveridge

Nelson or production-function approach) is very similar to gaps from the Con

gressional Budget Office or the Federal Reserve's large-scale macro-econometric 

8 The CBO emphasizes one component of its potential output system as particularly related to 

the Phillips curve framework - the CBO estimate of the natural rate of unemployment. As with the 

CBO estimate of potential GDP, the CBO natural rate of unemployment is extremely smooth; Kiley 

(2010) shows how a simple estimate of the natural rate of unemployment based on an equilibrium 

relationship between vacancies and unemployment is more variable and is more closely correlated 

with inflation in a Phillips curve framework than the CBO measure. 
9Given the New-Keynesian structure of the EDO model, it should be clear that no simple measure 

of the output gap has a structural relationship with inflation; rather, it is real marginal cost that 

is related to inflation. Of course, output gaps may be correlated with (leads and lags) of marginal 

cost, implying some reduced form relationship. 
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model (FRB/US) model, but the DSGE model's estimate of potential growth is 

considerably more variable; the latter result stems from the significant degree of 

fluctuation in aggregate technology estimated by the DSGE model, a result con

sistent with the significant role such fluctuations play in model's descended from 

those of the real-business-cycle tradition (from Kydland and Prescott (1982)). 

• The flexible-price/natural-rate gaps are highly dependent on modeling assump

tions, and their use in policy applications or forecasting requires a deep under

standing of a specific model's structure. (This result is closely related to the 

critique of DSGE models of Chari, Kehoe, and McGrattan (2009), who highlight 

the sensitivity of policy applications of such models to controversial modeling 

assumptions). In particular, a natural-rate gap does not provide the same type 

of guidance to a "Taylor" rule for nominal interest rates as other concepts of 

gaps; indeed, the signals from the Beveridge-Nelson gap provide a better sense 

of movements in the "natural rate of interest" than do the signals from the 

natural rate of output gap. 

• "Equilibrium" or trend expected growth is highly variable in the flex-price/natural

rate case, implying that a focus on the current level of such gaps can be mislead

ing in a policy discussion. In contrast, expected trend growth for the Beveridge

Nelson concept is exogenous and constant; moreover, all other notions of "trend" 

converge to the Beveridge- Nelson trend. 

• The DSGE model's estimate of the Beveridge-Nelson gap is as closely related to 

unemployment fluctuations as those from policy institutions (e.g., obeys Okun's 

law) and has more predictive ability for inflation (e.g., has a tighter reduced

form Phillips curve relationship). 

On balance, the results suggest that the ability of a DSGE model like EDO to 

capture the trend/ cycle decomposition of output that drives much of the discussion of 

macroeconomic stabilization policy is quite good - as should be suspected given the 
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forecasting performance of such models (e.g., Edge, Kiley, and Laforte (2009) ). An 

interesting topic for future research involves using the structural model's implications 

for the covariances between trend and cycle innovations in order to bridge the dis

tance between a structural analysis of output gaps such as herein and the time-series 

literature of, for example, Morley, Nelson, and Zivot (200.3). 
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Figure 2: Beveridge-Nelson Gap 
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BOARD OF GOVERNORS OF THE FEDERAL 
DIVISION OF RESEARCH AND ST A T!ST!CS 

Date: February 13, 2004 

To: Chairman 

From: Jeremy Rudd 

Subject: Estimates of Measurement in Inflation 

Confidential (FR) 
Class II FOMC 

SYSTEM 

You requested the current estimate of the to which published price data 

misstate "true" inflation. The attached table and prospective 

"'"·"uc"'·"" of inflation measurement error for a number of price indexes. 

Our point estimate of prospective overall CPI bias equals 0.9 point per 

year, with a subjective confidence interval that ranges 

This estimate breaks down as follows. 

0.3 to ] .4 percentage points. 

Sources of Measurement Error in the Consumer Price Index 
(Percentage points per year) 

substitution 
Lower-level substitution 
New outlets 
Weightingt 
Quality change/new items 

Total 

0.3 
0.05 
0.05 
O.l 
0.37 

0.87 
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In addition, attached table 

and core PCE price indexes, and the GDP price index. 1 

Our prospective bias estimate for core inflation is the same as our 

point).2 

By contrast, upper-level substitution bias and we1gt1tmcg are not 

in the PCE price our estimate of prospective 

inflation measures is 0.4 percentage point lower than our CPI 

0.5 percentage point. (Note that this assumes that quality-change bias for the 

nonmedical components of the nonrnarket portion of PCE is zero.) 

We assume that mismeasurement of investment, government and net 

prices; combined with our assumed estimate of PCE this bias in the 

GDP price index at percentage point. 

our prospective bias in the chained CPI (C-CPI-U)--which is 

not shown in the 0.6 percentage this reflects the that 

upper-level substitution bias should be from this index.3 

1. Estimates of core and total CPI bias can vary over history for two reasons. First, upper-
level substitution bias--which we compute the difference between published and chained 
CPis--is not the same in all years. Second, the introduction of various methodological 
improvements to the index will our estimate of bias over time. As the NIP A-based 
indexes use a superlative index number fonnula and are based on methodologically consistent 
CPis, these sources of variation in measurement error are not present for these measures. 

2. Measured quality-change/new-goods bias is approximately equal for the total and core 
hence, our estimate of prospective total bias is the same across the two indexes. However, 
because the effects of methodological and upper-level substitution bias have differed 
over time, the total and core CPI bias estimates are not always equal over history. 

3. We do not show the C-CPI-U in the table because its official history is limited: Four-quarter 
in the published chained CPI are only available in 2001. (Prior to this we 

use unpublished chained indexes to estimate upper-level substitution bias.) 
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Past and Prospective Estimates of Inflation Bias 

Published CPI 2.6 3.4 1.8 2.2 1.9 1.2 
CPI BIAS 1 1.0 L3 .9 .9 1.0 .9 
Bias-adjusted CPI l.6 2.2 LO 1.3 .9 .3 

Published CPIX 2.0 2.6 2.7 2.1 1.2 1.4 
CPIXBIAS 1 LO 1.2 1.2 1.0 1.1 .9 
Bias-adjusted CPIX l.l 1.4 1.5 1.1 .1 .5 
Published PCE 2.l 2.3 1.6 1.8 1.4 .9 
PCEBIAS 2 .5 .5 .5 .5 .5 .5 
Bias-adjusted PCE 1.6 1.8 1.1 lJ .9 .4 

Published PCEX l.6 1.5 2.1 l.6 .9 1.0 
PCEXBIAS .5 .5 .5 .5 .5 .5 
Bias-adjusted PCEX l.l 1.0 1.6 1.1 .4 .5 

Published GDP l.6 2.2 2.4 1.4 1.5 .9 
GDP BrAS 3 .6 .6 .6 .6 .6 .6 
Bias-adjusted I.0 L6 1.8 .8 .9 .3 

Notes: 

1. CPI bias is based on Lebow and Rudd (2003). Estimate is the sum of contributions from upper-level 

substitution bias, which arises from consumers' responses to changes in relative across the CPI's 
item-area strata (OJ percentage point); lower-level substitution which arises from consumers' 

responses to within an item-area stratum (0.05 pp); weighting bias, which captures the 
effect of measurement error in the CPI's expenditure (0.1 pp); new-goods/quality-change bias 

(OJ7 pp); and outlet bias (0.05 pp). The confidence interval for our current and prospective 
CPI bias estimates ranges from 0.3 to 1.4 percentage points. 

Time variation in CPI bias reflects in the current-methods CPI and estimated in 

upper-level substitution bias based on the C-CPI-U. Core CPI bias differs from overall CPI bias because 
of differences in upper-level substitution bias and the effect of methodological 

2. Upper-level substitution bias and weighting bias are absent from the PCE which uses a 

index number formula and NIP A-based expenditure weights. In addition, aggregation 
PCE-based weights a different estimate of overall bias for PCE 

3. Estimate of bias in the GDP priceindex is based on the bias estimate for PCE along with 
estimates for other GDP components as described in the staffs 1997 paper on price stability. 

1.2 
.9 
.3 

1.4 
.9 
.6 

LO 
.5 
.5 

1.0 
.5 
.5 

l.l 
.6 
.5 
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Measurement Error in the Consumer 
Price Index: Where Do We Stand? 

DAVIDE. LEBOW and JEREMY B. RUDD1 

1. Introduction 

D URING THE 1990s, the accuracy of the 
Consumer Price Index came under in

creased scrutiny, with several analysts judg
ing that changes in the CPI tended to signif
icantly overstate the rate of increase in the 
cost of living. !\lost prominently, the Advis01y 
Commission to Study the Consumer Price 
Index estimated in 1996 that the CPI was 
then overstating increases in the cost of liv
ing by about 1.1 percentage points per year, 
with a plausible range around this estimate 
extending from 0.8 to 1.6 percentage points 
per year. Other commonly cited estimates 
were of similar magnitude.2 

The ramifications of such a bias in the CPI 
are numerous. The CPI is the basis of index
ation arrangements for many public pro-

1 Board of Governors of the Federal Reserve System. 
We thank Ana Aizcorbe, Ralph Bradley, Rob Cage, 
Darrel Cohen, Tim Erickson, Thesia Garner, John 
Greenlees, Pat Jackman, David Johnson, Mary Kokoski, 
Mary McCarthy, Frank Ptacek, Charles Schultze, Matt 
Shapiro, Dan Sichel, Ken Stewart, David Stockton, 
Sandy Struckmeyer, Roger Von Haefen, Karl Whelan, 
and David Wilcox for helpful comments and discussions, 
and the Bureau of Labor Statistics for providing unpub
lished data. We also thank John McMillan and three 
anonymous referees for numerous useful suggestions. 
The analysis and conclusions set forth are those of the au
thors and do not indicate concurrence by other members 
of the staff, by the Board of Governors, or by the Federal 
Reserve Banks. Because the authors are U.S. govern
ment employees, this work is in the public domairi. 

2 David Lebow, John Roberts, and David Stockton 
(1994) computed bias estimates that ranged from 0.4 to 
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grams, including Social Security, for income 
tax brackets, for the U.S. Treasury's inflation- . 
indexed government debt, and for many pri
vate labor contracts. Furthermore, because 
the CPI is an important input into the con
struction of data on real output and produc
tivity, overstatement of price increases leads 
directly to an understatement of measured 
real output and productivity growth. Finally, 
inflation as measured by the CPI (or by 
other price measures that take the CPI as an 
input) influences the formulation of govern
ment policy, including monetary policy. 

This paper derives a new estimate of CPI 
bias, one that differs from earlier estimates 
for several reasons. First, the Bureau of 
Labor Statistics (BLS) has made a number 
of improvements to its procedures in recent 
years; according to a recent General 
Accounting Office report (2000), these 
changes led the members of the Advisory 
Commission bv 1999 to revise down their es
timates of bias, by about 0.3 percentage point 
per year. Second, we incorporate new re
search that has become available since the 
time of the earlier studies. Third, in areas 
where no nevv research is available, we 

1.5 percentage points per year. Matthew Shapiro and 
David Wilcox (1996) estimated a midpoint of 1 per
centage roint per year, with an 80 percent confidence 
bound o 0.6 to 1.5 percentage points. Of course, these 
studies were informed by each other, so they are not 
truly independent estimates. 
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sometimes apply different judgment than 
earlier researchers regarding the interpreta
tion of existing information. Finally, we 
identify and quantify a previously unrecog
nized source of bias, which \Ve label "weight
ing bias"; specifically, we argue that the 
CPI's weights, which are derived from ex
penditure estimates from the consumer ex
penditure survey, may be inaccurate in a 
manner that systematically overstates the 
true rate of change in the cost of living. 

Table 1 summarizes our estimates of the 
various sources of bias and compares them 
with previous estimates. \\'e conclude that 
the CPI is currently and prospectively over
stating the true rate of change in the cost of 
living by about 0.9 percentage point per 
year, with a confidence interval for our esti
mate rangiu'g from 0.3 to 1.4 percentage 
points. As with previous studies, we judge 
the largest single source of bias to be the 
CPI's inadequate accounting for quality im
provements and the introduction of new 
items-the component of bias whose mag
nitude is most uncertain. However, this is 
also the component of bias for which our 
estimates differ most notably from earlier 
estimates. 3 At the same time, we find a 
larger estimate of upper-level substitution 
bias than earlier studies, based on new evi
dence that the magnitude of this bias in-

3 Other studies have attempted to shed licrht on CPI 
measurement questions using different met11odologies 
than those employed here. Mark Bils and Peter 
Kienow ('.WOO) use cross-sectional evidence on durable 
goods spending to predict which items will display 
rapid quality change over time; on the assumption that 
quality-adjusted price increases should not be espe
cially large for these goods, they estimate that the CPI 
overstated price increases for durable goods by 2.2 per
centage points per year between 1980 and 1996. 
William Nordhaus (1998) and Alan Krueger and Aaron 
Siskind (1998) used data on households' perceptions of 
improvement in living standards to assess the accuracy 
of the CPI, each corning to different conclusions re
garding the CPI's accuracy in capturing changes in the 
cost of living. Finally, Bruce Hamilton (2001) argues 
that observed changes in the budget share of food are 
consistent with real-income mismeasurernent (that is, 
CPI bias) of slightly less than 1 percentage point per 
year from 1980 to 1991. 

creased in the late 1990s. \Ve emphasize 
that our estimates are intended to be aver
ages, even though for some categories of 
bias (specifically, upper-level substitution 
bias and weighting bias) sufficient informa
tion is available to generate bias estimates 
annually. 

Although many of our estimates entail a 
high degree of judgment, we do not take the 
lack of hard evidence as an argument for 
entirely eschewing the exercise of con
structing a quantitative estimate of bias in 
the CPI. Public policy decisions require tak
ing a stand, implicitly if not explicitly, on the 
accuracy of the CPI, and we think it prefer
able that such decisions be made con
sciously, informed by an examination of the 
evidence that is as systematic and thorough 
as possible. Certainly, though, we do not 
want to convey a false sense of precision 
about our calculations, and we try to be 
clear about the amount of evidence-in 
many cases extremely thin-that supports 
our estimates. 

There are several important conceptual 
issues that we do not discuss in this paper, 
and which, therefore, we implicitly treat as 
being handled appropriately in the CPI. 
Many of these issues are examined in detail 
in a recent study by the National Research 
Council (2002). Most important, we follow 
the ELS in taking the CPI's objective to be 
the measurement of the cost of living in a 
single period, holding constant nonmarket 
factors such as government-provided goods 
and services, crime, and environmental 
quality. That this is an appropriate objective 
for the CPI commands widespread but not 
universal assent (see the discussions in Jack 
Triplett 2001, John Greenlees 200la, and 
Angus Deaton 1998, as well as in chapter 2 
of the National Research Council's report). 
Similarly, we do not discuss whether the 
CPI's scope should be broadened from its 
existing domain of out-of-pocket expendi
tures made by consumers to include, for ex
ample, the portion of medical expenditures 
paid by businesses or governments. Nor do 



Category of Bias 

Upper-level 
substitution 

Lower-level 
substitution 

New outlets 

Weighting 

Quality change 

New items 

Total bias 
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TABLE 1 
ESTIMATES OF CPI BIAS 

(PERCE:'-JTACE POl:-JTS PER YEAR) 

Advisory 
Commission 

Lebow-
Roberts- Shapiro-
Stockton Wilcox 
(1994) 1 (1996) 2 

.l-.2 .2 
(0--.4) 

.3-.4 .25 
( 0--.5) 

.0-.1 .1 
(0--.2) 

.0-.3 .25 
(-05-5) 

0-.5 .2 
(0--.4) 

.4-1.5 LO 
(.6-1.5) 

Report 
(1996) 3 

.15 

.25 

.1 

.6 

1.1 
(.8-1.6) 

GAO 
update 
(1999) 4 

.1 

.05 

.1 

.55 

.8 

This paper5 

.3 
(15-55) 

.05 
(-.15- 25) 

.05 
(.0-.20) 

.1 
(- 05-.25) 

.37 
(- 08- 82) 

.87 
(.3-1.4) 
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1. Lebow, Roberts, and Stockton did not specify a point estimate. Implicitly, one may consider the midpoint of 
their ranges to be their point estimates, with the possible exception of new items bias, for which 0.5 percent v.-as 
called "surely an upper limit on this effect." 
2. Ninety percent confidence intervals are in parentheses, with tl1e exception of the total bias, which is an eighty 
percent confidence interval. 
3. Range on total bias is in parentheses. 
4. Total bias is the mean of the Ad,isory Commission members' estimates. Figures for the categories of bias are 
approximate. 
5. Confidence intervals are in parentheses. 

we examine the CPI's use of "plutocratic" 
(rather than "democratic") expenditure 
weighting, whereby the CPI assigns equal 
weight to each dollar of outlay and thus 
weights the budget shares of high-income 
households higher than those of low
income households (see National Research 
Council 2002, and Deaton 1998). Although 

we think that these issues are both impor
tant and debatable, we view the choices em
bodied in the CPI as being reasonable 
enough that we are not comfortable assign
ing the term "bias" to any difference be
tween the existing CPI and an alternative 
measure that makes different choices about 
these issues. 
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The remainder of this introduction sum
marizes our findings on each type of bias, 
and the five sections that follow consider 
these sources of bias in detail (with section 
6, which covers quality-change and new
items bias, constituting the bulk of the pa
per). Section 7 discusses our aggregation of 
each type of bias to obtain a confidence in
terval around our overall bias estimate, and 
section 8 concludes with some suggestions 
for further improvements to the CPI and 
further directions for research into price 
measurement. 

Upper-Level Substitution Bias. Because 
the CPI is a fixed-weight Laspeyres index, 
it is subject to substitution bias-that is, it 
tends to overstate increases in the "true" 
cost of living because it ignores the substi
tutions that consumers make in response to 
changes in relative prices. Estimates of the 
magnitude of the bias from ignoring substi
tution across the CPI's roughly 8,000 item
area strata-upper-level substitution bias
are typically made by comparing the CPI 
with an alternative measure that does take 
substitution into account. Such estimates 
used to center around only 0.1 to 0.2 per
centage point per year, but new evidence 
suggests that this bias increased dramati
cally in the late 1990s (table 2). Going for
ward, we estimate that this bias is most 
likely to be around 0.3 percentage point per 
year, and our confidence range is skewed 
upwards. 

Lower-Level Substitution Bias. A similar 
substitution bias can occur within the item
area strata, and bias from failing to capture 
such substitution-lower-level substitution 
bias-had previously been estimated to be 
larger than upper-level substitution bias. 
However, since 1999 the CPI has utilized 
within most of its strata a geometric means 
aggregation formula that does assume a cer
tain degree of substitution. Thus, our esti
mate of lower-level substitution bias is 
smaller than that from studies made prior to 
1999, and centers at just 0.05 percentage 
point per year. But the degree of within-

stratum substitution cannot be measured di
rectly, and not much evidence is available to 
support this estimate. 

New-Outlet Bias. When new retail outlets 
are rotated into the CPI sample, the BLS 
implicitly assumes that any difference in 
price between the old and new outlets is 
fully explained by differences in quality. 
However, the fact that the existence of these 
new outlets reflects shifts in buying patterns 
suggests that this is not so. Thus, the CPI 
likely fails to capture the quality-adjusted 
declines in price that occur as buying pat
terns change. We put the magnitude of this 
bias at 0.05 percentage point per year, based 
on only sketchy evidence because we have to 
rely on a single study of food and gasoline 
prices in the late 1980s. 

Weighting Bias. The weights in the CPI 
are derived from the BLS's consumer ex
penditure survey and may be measured in
accurately, thereby leading to a "weighting 
bias" in the CPI-a topic that has not been 
addressed previously in the literature. The 
sign of such a weighting bias is not clear a 
priori; it depends on whether items with 
weights that are too large happen to dis
play above- or below-average price in
creases. \Ve argue that consumer expendi
tures as measured in the NIP As may be 
more accurate than those used in the CPI; 
based on those data, we estimate that 
weighting bias pushed up the rate of 
change of the CPI by 0.1 percentage point 
per year on average from 1987 through 
1997 and by about 0.2 percentage point 
from 1988 through 2001 (table 4). Going 
forward, we put our point estimate of bias 
at 0.1 percentage point per year. 

Quality-Change and New-Items Bias. The 
final source of bias in the CPI arises because 
it is difficult to measure the effect on welfare 
of changes in the quality of existing items or 
from the introduction of new items. This is 
easily the most controversial area of CPI 
measurement, both because this component 
of bias is often viewed as being large and be
cause our knowledge is so incomplete that 
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any such estimates must involve a large sub
jective component. Estimating the magni
tude of this bias requires detailed judgments 
about each category of prices in the index; 
our own judgments are based on a compre
hensive review of the available literature on 
price measurement. In several instances, 
updated BLS procedures, new research, or 
differing judgment led us to make a smaller 
bias estimate than was chosen by the 
Advisory Commission-the only study to 
have considered the topic in as much detail 
as we do here. In particular, our estimates of 
the bias arising from incomplete quality ad
justment of transportation, apparel, and 
computers and other electronic equipment 
are smaller than the Advisory Commission's 
estimates (table 5). In all, we judge quality
change and new-items bias to center a little 
below 0.4 percentage point per year. We 
place a substantial confidence bound around 
this figure; this reflects our assessment that 
we have at least a moderate degree of hard 
evidence on the extent of quality-change 
bias for items comprising less than 10 per
cent of the CPI. For about 40 percent of the 
CPI, we have a small or inadequate degree 
of evidence, and for more than half of the 
CPI our estimates are almost entirely sub
jective (table 6). 

2. Upper-Level Substitution Bias 

Because the CPI is a fixed-weight 
Laspe}Tes index, it is subject to substitution 
bias-that is, it tends to overstate increases 
in the cost of living because it ignores the 
substitutions that consumers make in re
sponse to changes in relative prices. In the 
CPI's context, the term "upper-level" substi
tution bias refers to substitution across the 
CPI's roughly 8000 item-area strata; the abil
ity of the CPI to capture substitution among 
the specific items within these strata
"lower-level" substitution-is discussed be
low. (Examples of item-area strata are un
cooked ground beef in Dallas-Fort Worth 
and hospital services in Atlanta.) Estimates 

of upper-level substitution bias have been 
reported in a number of studies that com
pare a Laspeyres CPI with an alternative 
CPI based on a so-called superlative aggre
gation formula, which does take substitution 
into account. Until recently, these studies 
gave a fairly narrow range of bias estimates 
that were relatively uncontroversial. The 
most complete such study (Robert Cage and 
Patrick Jackman 1999) examined data 
through 1997, and yielded an estimated bias 
averaging 0.16 percentage point per year 
from 1987 to 1997. 4 

In August 2002, BLS began to publish a 
superlative version of the CPI (which they 
call the "chained" CPI, or C-CPI-U). The 
C-CPI-U begins in 2000, but BLS also 
made available retrospective estimates that 
extend back to 1990. From 1990 to 1997, in
creases in this historical version of the 
chained CPI averaged 0.26 percentage 
point per year less than the rate of change 
of a comparable Laspeyres index-a some
what larger difference than was found in the 
Cage and Jackman study (Bureau of Labor 
Statistics 2002). More recently, however, 
this difference widened greatly, with the 
chained CPI increasing 0.5 percentage 

4 This figure is obtained from the standard practice 
of comparing a "chained" superlative index-one that 
updates the expenditure weights annually-'Aoith a 
fixed-base Laspeyres index. There are two reasons why 
one might want to question this practice. First, Ralph 
Bradley (200 la) argues that small-sample effects lead 
to an upward bias in the Laspeyres index; if so, some of 
the difference between the Laspeyres and superlative 
indexes-while still a genuine source of bias in the 
CPI-should properly be attributed to finite-sample 
effects rather than to substitution bias per se. Second, 
this practice may not lead to a precisely correct mea
sure of upper-level substitution bias because the 
chained superlative index is associated with different 
reference indifference curves in each period, while the 
Laspeyres index is associated with the initial period's 
utility level; it is not known how to construct a point es
timate of upper-level substitution bias that deals ade
quately with this problem. (Laura Blow and Ian 
Crawford 2001 develop a method of estimating a range 
of values for this component of bias; however, as their 
study covers the U.K retail price index, its results are 
not directly applicable here ) 
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TABLE 2 
ESTIMATES OF UPPER-LEVEL SUBSTITUTION BIASI 

(PERCENTAGE POINTS PER YEAR) 

Cage and Chained CPI 3 

Jackman (1999) 2 

Published Adjusted Published Adjusted 

1988 .14 10 

1989 .19 .15 

1990 .15 .11 .11 .07 

1991 .16 .12 .13 .09 

1992 .09 .05 .44 40 

1993 .13 .09 .25 .21 

1994 .09 .05 .22 .18 

199.5 .14 .10 .16 .12 

1996 .18 .14 .36 .32 

1997 .30 .26 .42 .38 

1998 .43 .39 

1999 .49 .45 

2000 .70 .66 

1987-1997 .16 12 

1990-1997 .16 .12 .26 22 

1998-2000 .54 .50 

1. All figures are based on the percent change in a Laspeyres index less the percent change in a chained super
lative index. Adjusted figures are reduced by 0.04 percentage point as described in text to reflect Greenlees 

(200lb) 
2. Figures are based on annual-average data. Laspeyres index is based on 1987 consumer expenditure survey 
(CEX) weights. 
3. Figures are based on December-to-December changes. For 1990 to 1999, an experimental version of the 
chained CPI is compared v,,ith a Laspeyres index based on biennially updated CEX weights. For 2000, the 
published chained CPI is compared v,,ith a biennially weighted CPI. See Bureau of Labor Statistics (2002). 

point less than a biennially chained 
Laspeyres index in 1999 and 0.7 percentage 
point less in 2000. 5 (Data in hand at the 

5 In January of 2002, the BLS began to update the 
CPI's weights and shift forward its base period every 
t\'10 years; this is much more frequent than tl1e previous 
procedure of updatiug the weights at tl1e time of major 
revisions (approximately once every ten years). To pro
vide the information relevant for judging upper-level 
substitution bias going forward, all figures discussed 
here compare ilie chained CPI to a biennjally weighted 

time of this writing show a diminishing gap 
after 2000, though these data are prelimi
nary and subject to revision.) These figures, 
which are presented in table 2, stand in 
striking contrast to earlier estimates and in
dicate that upper-level substitution bias in 

version of the CPI, railier than to the official CPI. (In 
2000, the official CPI used weights based on 1993-95 
expenditures and increased 0.1 percentage point more 
than the biennially weighted alternative index.) 
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the CPI rose dramatically in the late 1990s. 6 

It is difficult to understand whv this substi
tution bias should have increa;ed so much, 
though ELS found that the variance of rela
tive price changes has also increased no
tably from the mid-1990s through 2000, and 
this might have led to greater substitution. 

Two issues must be addressed before we 
can use these calculations to form a judg
ment about the likely prospective magnitude 
of upper-level substitution bias. First, 
Greenlees (2001b) has argued that these es
timates of substitution bias are slightly too 
large as a result of random sampling error in 
the underlying price data; he shows that in
creases in superlative indexes are biased 
downward when such sampling error is pres
ent. Intuitively, one can think of a superla
tive index as measuring substitution by de
termining how expenditure shares change in 
response to changes in relative prices; ran
dom error in the prices biases the estimated 
elasticity of substitution toward unity in 
much the same way that a regression coeffi
cient is biased tmvard zero by an errors
in-variables problem. Greenlees proposes 
correcting for this problem with a composite 
estimation procedure that mitigates the ef
fect of the error by averaging the item-area 
price data with national-level item indexes. 
This procedure reduces his estimate of 
upper-level substitution bias (which he com
puted over the period 1987 to 1995) from 
0.12 percentage point to 0.08 percentage 
point per year. \Vithout evidence that this 
sampling error has become larger since 

6 Given that many categories of goods are character
ized by persistent changes in relative prices (for exam
ple, durable goods versus services), one might expect 
the degree of substitution bias to increase as one moves 
further from the base period. However, by using a bi
ennially weighted CPI, the calculations in table 2 en
sure that the most recent years are not further from the 
base period than are the earlier years; moreover, there 
is little evidence that upper-level substitution bias in 
the CPI tends to change in this manner (see Greenlees 
1998). By contrast, substitution bias in a fixed-weight 
price index for personal consumption expenditures in
creases notably as one moves further away from the 
base period. 

1995, we see no reason to think that this er
ror can account for the widening gap evi
denced by the chained CPI data. Therefore, 
the "adjusted" columns of table 2 apply the 
same 0.04 percentage point reduction to the 
Cage-Jackman and C-CPI-U estimates of 
upper-level substitution bias in all years. 

Second, we shall argue below in section 5 
that an alternative set of weights that we 
construct using personal consumption ex
penditure (PCE) data from the national ac
counts may be more accurate than the CPI's 
weights, which are derived from the con
sumer expenditure survey (CEX). As we 
show in appendix B, this implies that, to 
avoid double-counting, one ·ideally should 
calculate substitution bias using these alter
native PCE-based weights rather than the 
CPI weights used in the studies we cited 
above. \Ve experimented with such a calcu
lation; however, because we were unable to 
perform the calculation at a sufficiently de
tailed level, our estimates at best provide a 
lower bound for the magnitude of upper
level subsbtution bias.7 That said, even these 
lower-bound estimates confirmed both the 
general uptrend in substitution bias in the 
late 1990s and its decline after 2000. Thus, 
we are left with assuming that the use of 
PCE weights would not materially change 
the bias estimates presented in table 2. 

Given that the results based on the 
C-CPI-U are so strikingly different from the 
results of previous studies, and given that 
the C-CPI- U has only very recently come 
into existence, we find it difficult to make a 

7 These estimates, which are available from the au
thors upon request, should be interpreted as a lower
bound estimate of substitution bias for two reasons. 
First, and most importantly, we were able to perform 
the calculation only for a fairly aggregated 24-item de
composition of the CPI; this calculation therefore 
misses much of the substitution that occurs among 
more detailed expenditure categories. In addition, the 
PCE-based weights exist only at the national level; al
though the larger sample sizes in the national-level data 
obviate the sampling-error problem discussed above, 
the absence of detail on expenditure changes in re
sponse to regional relative price changes leaves some 
substitution behavior unmeasured. 
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reasonable judgment about the likely magni
tude of upper-level substitution bias going 
forward. In part because of prelimina1y indi
cations that the bias has diminished after 
2000, we certainly do not want to assume 
that some of the larger figures in table 2 are 
likely to persist, on average, going forward. 
But neither would we want to completely 
discount the recent data and assume that 
this bias will fully retreat to its early 1990s 
levels. We therefore put our point estimate 
of upper-level substitution bias at 0.3 per
centage point per year, and we convey our 
uncertainty about this estimate by assuming 
a confidence interval that ranges from 0.15 
to 0.55 percentage point Note that this in
terval is skewed upwards. 

3. Lower-Level Substitution Bias 

Substih1tion occurs within the CPI item
area strata as well, but in this case the expen
diture data are not available (even with a lag) 
to measure the degree of substitution. 
Accordingly, the magnitude of lower-level 
substitution bias is known with much less 
certainty than is the case for upper-level 
substitution bias. The Advisory Commission 
and other analysts have generally estimated 
lower-level substitution bias as the differ
ence between the published CPI (which 
originally used a modified Laspeyres weight
ing within strata) and an alternative that em
ploys geometric means within strata. Unlike 
the Laspeyres formula, which assumes a 
zero elasticity of substitution, the geometric
means formula assumes a unit elasticity 
(Actually, Robert McClelland and Marshall 
Reinsdorf 1999 demonstrate that in small 
samples the geometric means index in effect 
assumes an elasticity slightly less than 
unity.)8 This calculation was the basis for the 

8 In particular, under certain assumptions, if all items 
in a sample of size n have equal weight, the geometric 
means index is an exact cost of living index for a CES 
utility function with an elasticity of substitution equal 
to 1-1/n. Hence, if elasticities of substitution were truly 
equal to unity, the geometric means indexes would be 

Advisory Commission's estimate that lmver
level substitution bias raised measured CPI 
inflation by 0.25 percentage point per year. 

The ELS moved in January 1999 to em
ploy the geometric-means aggregation for
mula within a majority of the CPI's item
area strata. The ELS retained the LaspeyTes 
formula in strata for which an elasticity of 
zero was deemed more likely, including 
renter- and owner-occupied housing, public 
utilities, and most medical-care services; in 
all, geometric-means aggregation was used 
for items that constitute roughly three-fifths 
the weight of the CPI. ELS estimated this 
revision to have reduced the rate of increase 
in the CPI by about 0.2 percentage point per 
year on average; this is a bit smaller than 
their previous estimate of 0.2.5 percentage 
point, which was based on a calculation that 
used the geometric-means formula within 
all of the CPI's strata. 

Has the BLS's move toward using geo
metric means eliminated lower-level substi
tution bias? The answer depends on 
whether the true elasticities of substitution 
within strata tend to be larger or smaller 
than the ELS assumptions of (slightly less 
than) one for the geometric-means strata 
and zero for the Laspeyres strata. As noted 
above, there exists little evidence on this 
question. Shapiro and Wilcox (1997) found 
that the estimated amount of upper-level 
substitution bias is consistent with a cross
stratum elasticity of 0. 7, and this might be 
taken as a lower bound on the typical elastic
ity among the comparatively homogeneous 
items within strata (although examples cer
tainly can be found of heterogenous strata, 
such as prescription drugs, for which the 
BLS did decide to adopt geometric means). 
And, Gerard Tellis (1988) analyzed the re
sults from a large number of papers in the 
marketing literature that estimate cross
brand elasticities and found a mean elasticity 

biased upward in small samples. McClelland and 
Reinsdorf report that the average item-area stratum in 
the CPI includes only nine price quotes per month. 
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(after adjusting for certain biases in the re
sults) of 2.5. Because the items considered 
in Tellis's study are more homogenous than 
most of the CPI strata, this estimate proba
bly represents an upper bound on the typical 
within-stratum elasticity. Similarly, the 
growing number of studies based on scanner 
data are of limited use because these studies 
typically consider products that are more 
homogeneous than the strata in which they 
are found. 9 

Although we have very little to go on, our 
sense is that typical elasticities within the 
geometric-means strata are probably a little 
larger than unity. Accordingly, because the 
geometric-means formu1a in small samples 
is consistent with an elasticity slightly less 
than unity, we suspect that a small amount of 
lower-level substitution bias remains in the 
CPI. We therefore pencil in a relatively 
small number-0.05 percentage point-to 
convey our suspicions. Our subjective confi
dence interval around this estimate is sym
metric and ranges from -0.15 to 0.25 per
centage point per year. 

4. New-Outlet Bias 

A third potential source of bias in the CPI 
involves the rotation of retail outlets into and 
out of the CPI sample. At the time of rota
tion, any difference in price between items 

9 For example, Bradley et al. (1997) study scanner 
data on milk, canned tuna, ketchup, and toilet tissue. 
Only the first is itself a CPI item stratum, and further
more, the authors do not examine these items inde
pendently but combine them all into a single measure. 
Thus, it is hard to interpret their result that a geomet
ric-means index overstates increases in the cost of liv
ing as measured by a superlative index (though by less 
than a Laspeyres index). Reinsdorf's (1999) study of 
coffee prices and William Hawkes and Frank 
Piotrowski's (2002) study of ice cream products are 
somewhat more relevant, because these are both item 
strata in the CPI. Reinsdorf finds high substitutability 
within roasted coffee and within instant coffee, but low 
substitutability between those two categories; overall, 
he finds that the geometric-means index rises slightly 
faster than a superlative index for this stratum. 
Similarly, Hawkes and Piotrowski find that a geomet
ric-means index for ice cream products rises slightly 
faster than a superlative index. 

in an old outlet and items in a new outlet is 
implicitly assumed to reflect a difference in 
quality (broadly construed to include not 
just the quality of the product itself, but also 
the convenience of the outlet, the helpful
ness of the service, and so on). This is an ex
treme assumption inasmuch as the rotation 
of outlets in the CPI reflects shifts in house
holds' buying patterns. The very fact that 
buying patterns change suggests that people 
believe quality-adjusted prices to be lower at 
the new outlets; if so, then the CPI fails to 
capture these quality-adjusted declines in 
price. 10 (One exception would be if the price 
at the old outlet is reduced to match the 
lower quality-adjusted price at the new out
let; the CPI would correctly capture the 
price decline in this case. See Shapiro and 
Wilcox 1996 for a careful discussion of this 
and other possible scenarios.) 11 

There are no solid estimates of new-outlet 
bias. All estimates to date are based on 
Reinsdorf's (1993) study that compares the 
prices of certain food items and gasoline in 
incoming and outgoing outlets between 
1987 and 1989. He found that prices were 
lower on average at incoming outlets by an 
amount that translated to a difference of 
about 0.25 percentage point per year. Thus, 
the bias for these items would be between 
zero and 0.25 percentage point per year, de
pending on the degree to which the lower 
prices reflect lower quality. Lebow, Roberts, 

IO A related issue involves the speed with which new 
outlets are brought into the CPI. In particular, "e-com
merce" internet sites are sufficiently different from tra
ditional brick-and-mortar outlets that their introduc
tion into the CPI may be occurring with a longer lag 
tlrnn usual. Of course, as with any new outlet, price dif
ferences between existing outlets and new intemet
based outlets are ascribed to quality differences by 
BLS. (In addition, to the extent that the rise of e-com
merce has led to a slower rise in quality-adjusted 
prices, new outlet bias may have picked up in recent 
years. We discuss the internet more generally below.) 

II New-outlet bias provides an important example of 
how the fact that consumers face a distribution of 
prices for each good they consume can affect the con
struction of a price index. As Robert Pollak (1998) has 
discussed, this is a relatively neglected aspect of index
number theory. 
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and Stockton (1994) judged that new-outlet 
bias \Vould be relevant for about 40 percent 
of the CPI, and applied Reinsdorf's 0.25 
percentage point figure to yield a bias of be
tween zero and 0.1 percentage point per 
year for the overall CPI. The Advisory 
Commission picked the upper end of the 
range and assumed a new-outlet bias of 0.1 
percentage point, and Shapiro and Wilcox 
(1996) also judged the mean bias to be 0.1 
percentage point (though the mode of their 
subjective distribution was around 0.05 per
centage point). 

Because no new information has come to 
bear on this question, our judgment is that 
the midpoint of the original Lebow, Roberts,· 
and Stockton range is reasonable, and we 
put our point estimate of new-outlet bias at 
0.05 percentage point per year. We are fairly 
uncertain about this estimate, but we also 
view the bias as unlikely to be negative; ac
cordingly, we specify our subjective distribu
tion as being skewed to tl1e right, with a con
fidence interval ranging from zero to 0.20 
percentage point per year. 

5. Weighting Bias 

The weights in the CPI are derived from 
the BLS's consumer expenditure survey 
(CEX). If these weights are measured inac
curately, then the CPI could suffer from a 
"weighting bias"-a possibility that has not, 
to our knowledge, been addressed by previ
ous studies. In contrast to the substitution 
biases discussed above, there is no a priori 
presumption as to the sign of this bias; it de
pends on whether items with weights that 
are too large happen to display above- or 
below- average price increases. We present 
evidence that weighting bias tends to push 
up the rate of change of the CPI. 

We assess the accuracy of the CEX-based 
weights that underlie the CPI by comparing 
them with an alternative set of weights for 
personal consumption expenditures (PCE) 
from the national income and product ac
counts. Neither measure of weights is per-

feet, but we see advantages to the PCE data 
on balance. In benchmark years, the PCE 
data are derived in large part from busi
nesses' responses to the economic censuses, 
which provide a reasonably comprehensive 
record of expenditures. The main difficulty 
with the PCE data in this context lies in the 
need to subtract the purchases of businesses 
and governments from total expenditure 
data in order to obtain spending by house
holds and nonprofit institutions. In ilie 
Census of Retail Trade, for example, esti
mates of expenditures by class of customer 
are available for each establishment on aver
age, but not by the specific line of merchan
dise sold. 

In contrast to the PCE data, ilie CEX re
lies in large part on respondents' memory of 
their own expenditures as well as their 
knowledge about ilie expenditures of other 
household members, and these may be sus
pect in many cases. The CEX also relies on 
respondents' willingness to report expendi
tures iliat may be viewed as private, such as 
purchases of alcohol or tobacco. 12 Moreover, 
for ilie rental value of owner-occupied hous
ing-an extremely important category ovving 
to its large weight-the CEX estimates are 
based on homeowners' estimates of what 
their homes would rent for (see Bureau of 
Labor Statistics 1983), and iliese estimates 
may be quite inaccurate. (In the PCE data, 
ilie equivalent estimates are imputed by ap
plying rent-to-value ratios for tenant-occupied 
units to the stock of owner-occupied hous
ing. See U.S. Department of Commerce 
1990.) Finally, the CEX survey's aggregate 
expendihires may be affected by tl1e survey's 
relatively small size (though its sample size 

12 The probable underreporting of alcohol and to
bacco expenditures in the CEX appears to have been 
first noted by Hendrik Houthakker and Lester Taylor 
(1970, p. 2.52). More recently, Raymond Gieseman 
(1987) discusses this problem, and also cites evidence 
of recall bias in the CEX. (These types of mismeasure
ment arc not unique to the CEX; see Deaton 1997, pp. 
24-28 for a discussion of recall bias and the underre
porting of such purchases in other countries' household 
expenditure surveys.) 
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has increased recently), by small response 
rates from very-high-income households 
(John Sabelhaus 1998), or by sample attri
tion (Triplett 1997). The National Research 
Council (2002) and Triplett (1997) provide 
additional discussions of the advantages and 
disadvantages of these two expenditure 
measures. 

To construct weights based on the PCE 
data that are comparable to the CPI, how
ever, several adjustments must be made. 
(Details of these adjustments are given in 
appendix A.) Most importantly, the CPI is 
intended to cover only out-of-pocket expen
ditures by households, whereas PCE is con
siderably broader in scope, representing all 
goods and services purchased by both indi
viduals and the nonprofit institutions that 
serve them. For example, PCE includes all 
expenditures on medical care whether paid 
for by households, employers, or govern
ments, whereas the CPI only covers the por
tion of expenditures paid by households out 
of their own pockets. In all, roughly one
quarter of PCE consists of expenditures that 
are outside the scope of the CPI. Thus, we 
adjust the PCE data to cover approximately 
the same scope as the CPI by removing 
these out-of-scope expenditures. We also 
adjust for differences in the definitions of a 
few specific expenditure categories and for 
the fact that the CPI covers urban house
holds only. Although the conceptual differ
ences between PCE and the expenditures 
that underlie the CPI weights are important 
and these adjustments cannot be made per
fectly, we believe that our adjustments cap
ture the most important factors that are 
needed in order to make the PCE data 
roughly comparable to the expenditure data 
used in the CPI. 

After making these adjustments, we use 
the resulting modified PCE data to con
struct an alternative set of relative impor
tance weights (using procedures that are 
also described in appendix A). Table 3 
shows the December 1997 relative impor
tance weights for a 24-item decomposition 

of the CPI along with alternative, PCE
based weights. The differences between the 
two sets of weights are substantial, and the 
pattern of differences largely corresponds 
to our expectations given the potential 
problems in the CEX that we discussed 
above. 13 Specifically, the CPI weights are 
smaller for many items like apparel, audio 
and video equipment, and broad categories 
of other nondurable goods, where a house
hold head (the usual respondent) may be 
least knowledgeable about the expenditures 
of other members of the household. 
Conversely, the CPI weights are larger for 
tenants' rent, utilities, and motor vehicles, 
where a household head is probably more 
knowledgeable about the overall house
hold's outlays and where we would there
fore expect the relative weight to be 
boosted by the undercounting of other ex
penditures. The CPI weights also are no
tably larger for owners' equivalent rent, 
which also is boosted by the undercounting 
of other expenditures; in addition, tl1e CEX 
survey's expenditures on owners' equivalent 
rent may be inaccurate because they are 
based on homeowners' estimates of how 
much their homes would rent for (though 
the direction of any such mismeasurement 
is not clear a priori). One component that 
goes counter to our hypothesis, however, is 
other durable goods, where we might also 
have expected the respondent to be rela
tively knowledgeable about overall house
hold expenditure; despite this, the CPI 
weight is smaller. Finally, the CPI weights 
are smaller for tobacco and especially for al
cohol, where respondents may be reluctant 
to report their expenditures accurately. 

To investigate the importance of these dif
ferences in expenditure weights, table 4 re
ports the rate of increase for an alternative 
aggregation of the CPI that replaces the 
CEX weights with the PCE-based weights 

13 See E. Raphael Branch (1994) and Gieseman 
(1987) for related comparisons of PCE and CEX ex
penditures. 
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TABLE 3 
WEIGHTS!'.' THE CPI A'<D PCE (CPI SCOPE) 

Relative importance weights. 
Dec. 1997 Difference Ratio 

CPI 

Nondurable goods 

Meats, poultry, fish, eggs 2.6 

Fruits and vegetables 1.4 

Other food at home 5.6 

Food away from home 5.7 

Motor fuel 3.0 

Heating oil 0.3 

Apparel 4.9 

Tobacco 0.9 

Alcoholic beverages 1.0 

Medical commodities 1.2 

Other nondurables 4.4 

Durable goods 

/\Iotor vehicles 79 

Computers 0.2 

Audio/video equipment 0.9 

Other durables 3.4 

Services 

Natural gas u 
Electricity 2.6 

Owners' equivalent rent 20.2 

Tenants' rent 6.9 

Lodging away from home 2.3 

/\I edical services 4.4 

Tuition & school fees 2.4 

Airfares 0.8 

Other services 15.7 

Total 100.0 

from table 3. As can be seen, the alternative 
index tends to run lower than the published 
CPI: The average difference from 1987 
through 2001 is about 0.1 percentage point, 
and the difference since 1998 averages 

PCE-based 

2.4 0.2 1.08 

1.3 0.1 1.04 

6.7 -1.0 0.84 

6.6 -0.9 0.86 

2.8 0.2 1.08 

0.3 0.0 0.93 

7.2 -2.2 0.69 

1.2 -0.3 0.73 

2.5 -1.5 0.39 

0.7 0.5 1.67 

6.8 -2.4 0.65 

5.6 2.3 1.40 

0.2 0.0 102 

l.2 -0.3 0.76 

5.1 -1.7 0.66 

0.9 0.2 1.22 

2.0 0.6 1.30 

14.8 5.4 1.37 

5.4 1.5 1.28 

0.8 1.5 2.77 

5.8 -1.4 0.76 

2.4 00 0.99 

1.2 -0.4 0.68 

16.0 -0.2 0.98 

1000 

nearly 0.2 percentage point. Much of this 
gap can be attributed to the substantially 
smaller weight of shelter in the PCE-based 
index than in the CPI, which, combined 
with the above-average increase in the 
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TABLE 4 

ALTERNATIVE CPI Usr:-ic PCE-BASED WEIGHTS 

(PERCENT CH,\NGE OVER PERIOD INDICATED, ANNUAL RATE) 

Alternative 
Published CPI (PCE- Difference 
CPI (CEX based (percentage 
weights) weights) points) 

1988 4.14 3.99 .15 

1989 4.82 4.82 -.01 

1990 540 5.38 .02 

1991 4.21 4.15 .06 

1992 3.01 2.90 .11 

1993 2.99 2.86 .14 

1994 2.56 2.44 .12 

1995 2.83 2.62 .22 

1996 2.95 2.85 .10 

1997 2.29 2.24 .05 

1987-1997 3.52 3.42 .10 

1998 1.56 1.43 .12 

1999 2.21 2.11 .10 

2000 3.36 3.13 .24 

2001 2.85 2.60 .25 

1997-2001 249 2.31 .18 

1987-2001 3.22 3.10 .12 

1 From Cage and Jackman (1999), Table A.l. 

prices of that component, leads to a smaller 
increase in the alternative index. 

Does this difference constitute a "bias" 
in the CPI? Because the pattern of differ
ences between the weights corresponds to 
what one would have expected given the 
known shortcomings of the CEX, we sus
pect that it does, and we have included it as 
one component of our estimate of overall 
bias in table 1. 

The extent to which this bias should be 
expected to persist in the future is a more 
complicated question. For reasons that are 
not clear, the 1982-84 CEX expenditures 

Memo: Using 1987 Expenditures 

Difference 
CEX PCE-based (percentage 

weights 1 weights points) 

3.98 3.91 .07 

4.64 4.68 -.04 

5.11 5.23 -.12 

3.95 4.06 -.11 

2.83 2.89 -.06 

2.80. 2.81 -.01 

2.57 2.44 .13 

2.75 2.58 .17 

2.85 2.77 .08 

2.17 2.16 .01 

3.36 3.35 .01 

that were used to construct the CPI from 
1987 to 1997 tend to generate higher rates 
of price increase than do CEX expenditures 
from other years (Greenlees 1998; Shapiro 
and Wilcox 1997). Hence, our result that the 
published CPI rose more rapidly than our 
PCE-based alternative through 1997 could 
simply be a reflection of that fact. As evi
dence that this is so, the right panel of table 
4 compares the CPI based on 1987 CEX ex
penditures (from Cage and Jackman 1999) 
with a PCE-based alternative that also uses 
1987 expenditures. As can be seen, the clif
f erence between increases in these series 
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averages close to zero from 1987 to 1997. 
Thus, one might have expected the magni
tude of weighting bias to diminish since 
1998, when the 1982-84 CEX weights were 
replaced by CEX weights from 1993 to 
1995. However, as noted above, the gap be
tween the published CPI and our PCE
based alternative increased to average nearly 
0.2 percentage point from 1998 through 
2001. Putting somewhat greater, but not ex
clusive, weight on the more recent period, 
we assume a weighting bias of 0.1 percent
age point going forward. We set our confi
dence interval for weighting bias to range 
from -0.05 to 0.25 percentage point per 
year; this range is informed by the range of 
yearly estimates in table 4, though the un
certainties in our calculations lead us to as
sume a confidence interval that is a little 
wider than that range. 

6. Quality-Change and New-Items Bias 

A true cost-of-living index attempts to 
measure the expenditure needed to main
tain a given level of utility. If consumption 
goods are changing in quality, or if new 
products are being introduced, then con
sumer utility will change even if the new 
items sell for the same price as the items 
they replace. A cost-of-living index must 
therefore attempt to value these quality 
changes. 14 Although the BLS devotes con
siderable effort to this task (see Greenlees 
2000, and Brent Moulton and Karin Moses 
1997), it is a daunting one-Shapiro and 
Wilcox (1996) refer to quality change esti
mation as the "house-to-house combat of 
price measurement''-and many analysts 
believe that unmeasured quality improve
ment is a source of significant upward bias in 
the CPI. 

14 This view is not completely uncontroversial. The 
National Research Council (2002) recommended the 
CPI not attempt to capture welfare improvement that 
results from new goods introduction-partly due to 
skepticism of the CPI's objective of measu1ing the cost 
of living, but also due to practical difficulties involved 
in making such estimates. 

Of the several issues surrounding the 
topic of CPI bias, measuring quality change 
is easily the most controversial, both be
cause estimates of quality-change bias are 
often large (for example, the Advisory 
Commission concluded that unmeasured 
quality change accounts for some 0.6 per
centage point per year of bias in the CPI) 
and because estimates of bias frequently in
volve a large judgmental component and are 
inherently highly uncertain. 

Our approach to estimating the magni
tude of bias is the same as that taken by the 
Advisory Commission: We review the re
search on quality-adjustment bias for each 
category of expenditure. Although more re
search is available now than when the 
Commission wrote its original report, in 
many cases we still are left with little guid
ance, and our estimates, like previous ones, 
are often judgmental. In forming our esti
mates, we are of course mindful of the fact 
that quality change could lead to biases in ei
ther direction; not all quality change is for 
the better, and ELS procedures may over
compensate as well as undercompensate for 
quality improvements that do occur. 

Table 5 presents our estimates of quality
change bias for items in the various expendi
ture categories of the CPI. Using consumer 
expenditures from 1998 as weights, we ob
tain an overall estimate of quality-change 
bias of a little less than 0.-1 percentage point 
per year; we view this as an estimate of cur
rent and prospective bias. Owing to the sub
stantial uncertainty about this estimate, we 
place a confidence interval ranging from 
-0.1 to 0.8 percentage point around our 
point estimate. For reference, table 5 also 
presents comparable bias estimates from the 
Advisory Commission's report, which imply 
aggregate quality-change bias of about 0.7 
percentage point per year. (This is slightly 
higher than the Commission's published es
timate because we use different weights in 
the aggregation.) Our smaller estimate 
stems from lower estimates of bias in a num
ber of categories, especially transportation, 



Adjusted 
PCE 
shares, 
1998 

18.15 
116 
8.16 
6.40 
2.43 

30.33 
4.90 

14.29 
.78 
.88 
.39 

2.14 
6.95 

7.48 

14.36 
6.10 
2 .. 38 
1.29 
459 

7.52 
.65 
.35 

65.3 

9.38 
.45 
.27 
.34 
.89 

7.42 

5.76 
2.33 
2.51 

.47 

.10 

.35 

7.01 
1.21 
1.22 
.31 

4.27 

100.00 
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TABLE 5 
ESTI:\!ATES OF QUALITY-CHA'-:GE .\ND NEIV-ITE~IS BIAS JN THE CPI, 2001 

(PERCENTAGE POINTS PER YEAR) 

17.3 

Our estimates Memo: Advisory Commission 

Expenditure catagory Estimated Cont. to Estimated Cont. to 
bias total bias total 

Food .2 .03 .3 .05 
Fresh fruits and vegetables .0 .6 
Other food at home .2 .3 
Food away from home 2 .3 
Alchohol .2 .15 

Housing .1 .04 .2 .07 
Tenants' rent -.2 .25 
Owners' equivalent rent .3 .25 
Lodging away from home -.3 .25 
Insurance, maintenance .0 .25 
Appliances 1.5 3.0 
Housefunishings .3 .33 
Fuels and utilities, other housing .0 .0 

Apparel .o .00 1.0 .07 

Transportation .1 .01 .3 .04 
New and used vehicles .0 .59 

· Motor fuel .1 .25 
Airfares .5 0 
MV parts and repair, insurance .0 .0 

Medical care 2.3 .17 2.8 .21 
Prescription drugs 1.2 2.0 
Nonprescription drugs .5 1.0 
Medical care ser,ices 2.5 3.0 

Recreation .3 .03 .9 .09 
Televisions 1.5 4.0 
Other video equipment 1.5 4.0 
Audio equipment 1.5 4.0 
Toys 1.6 2.0 
Other recreation .0 .2 

Education and communication 1.0 .06 1.8 .10 
Education .0 0 
Telephone (incl cellular) .8 1.5 
Personal computers & peripherals 4.0 15.0 
Personal computer services (internet) 19.0 
Postage, other info. processing .0 .0 

Other goods and services .3 .02 .7 .05 
Personal care products .8 1.6 
Personal financial scmces LO 2.0 
Apparel services .0 1.0 
Other .0 .0 

Total .37 .69 
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TABLE 6 
QUALITY-CIIA?\GE A'.'ID Nnv-ITnts BIAS 

Bias estimate based on at least 
a moderate degree of hard evidence 

BiG.s estimate based on a small 
or inadequ.1te degree of evidence 

Bias estimate 
almost entirely subjective 

Item 

Fresh fruits & 
vegetables 

Tenants' rent 

Televisions 

Personal 
computers 

Weight 

1.16 

4.90 

45 

.47 

Cont. 
to total 
bias 1 

.000 

-.010 

.007 

.019 

Item 

Owners 
equivalent 
rent 

Apparel 

New and used 
vehicles 

1\lotor fuel 

Airfares 

Medical care 
services 

Prescrip. drugs 

Audio & video 
equip. 

Computer 
services 
(internet) 

Cont. 
Weight to total 

bias 1 

14.29 .043 

7.48 .000 

6.10 .000 

2.38 .002 

1.29 .006 

6.53 .163 

.65 .008 

.61 .009 

.10 .020 

Item 

Other food and 
alcohol 

Lodging away 
from home 

Appliances, 
housefurnishings 

Insurance, maint., 
fuels and util., 
other housing 

Other transport. 

Nonprescription 
drugs 

Other recreation 
(toys) 

Education 

Cont. 
Weight to total 

bias 1 

16.99 .034 

.78 -.002 

2.53 .012 

7.83 .000 

4.59 .000 

.35 .002 

8.31 .014 

2.33 .000 

Telephone 2.51 .020 

Postage, other .3.5 .000 

------------------------------------------------------------------------------------------------------------------~~~?:.£'.~?: _______________________________ _ 

SUM 6.98 .02 SUM 

1. Percentage points per year. 

apparel, and computers and other electronic 
equipment. 

Table 6 provides some information that 
helps shed light on the uncertainty around 
these estimates. We divide the expenditure 
components into three groups: items for 
which our bias estimate is based on at least a 

Other goods and 7.01 .023 
services 

39.43 .25 SUM 53.58 .10 

moderate degree of hard evidence, items for 
which our estimate is based on a small or in
adequate degree of evidence, and items for 
which our estimate is almost entirely subjec
tive. The implications of this table are sober
ing. The first category-the items for which 
we are most confident about our estimates-
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accounts for only about 7 percent of the CPI; 
the second category comprises a little less 
than 40 percent; and the third category is the 
largest, comprising more than half of the in
dex. Of our 0.37 percentage point estimate of 
quality-adjustment/new-items bias, essen
tially none comes from the first category, 
about two-thirds comes from items in the 
second category, and the remainder comes 
from items in the third category. 

Before proceeding to an item-by-item dis
section of quality-change bias, we highlight a 
few general issues that pertain to our analy
sis. First, in constructing our estimates of 
quality-change bias, we must be careful to 
ensure that there is no double-counting. For 
example, if we obtain a "true" outside esti
mate of price change for a specific good that 
properly measures quality improvements, 
we must be careful to compare this series to 
a CPI that has already been adjusted for 
other sources of bias, such as lower-level 
substitution bias. In manv cases, we can 
avoid these problems b/ comparing the 
"true" estimate with the current-methods 
CPI (Kenneth Stewart and Stephen Reed 
1999), in which many of the other sources of 
bias have already been minimized. 

Second, in some cases we take an outside 
estimate of price change to be superior to the 
CPI when that estimate is based on the sort of 
detailed and comprehensive data (such as 
scanner data) that are increasingly becoming 
available with improved information technol
ogy. The fact that these data are more com
prehensive and include far more price quotes 
than the CPI raises the possibility that they 
may be more accurate. Such data also may al
low more rapid introduction of new items 
into the index, thereby minimizing new-items 
bias, and may be linked to product character
istics, facilitating timely hedonic analyses. 15 

15 The BLS is investigating how to integrate such 
data into the CPI, an undertaking with considerable 
promise in our view. See David Richardson (2002) for a 
description of B LS efforts in this area. Also see Robert 
Feenstra and Shapiro (2002) for a discussion of some 
potential pitfalls in using such data. 

Third, quality-change bias probably varies 
over time (perhaps even more so than other 
sources of bias). Estimates of bias, however, 
are frequently based on an examination of a 
relatively short period of time that might 
well be atypical. In some cases, we will spec
ulate that past quality changes are unlikely 
to be repeated in the future, or are likely to 
continue at a slower pace. Similarly, since we 
are concerned with deriving a prospective 
measure of quality-change bias, we do not . 
correct for the effect of new goods that are 
now fully incorporated in the CPI (such as 
cellular telephones and VCRs) except to the 
extent that we view them as being represen
tative of new goods that will continue to be 
introduced. In addition, we note that BLS 
has procedures under way to bring new 
items into the CPI more rapidly (see Walter 
Lane 2000), and this could help to mitigate 
the amount of new-goods bias that is cur
rently present in the index. 16 

Finally, we turn to the weights that we use 
to aggregate our estimates of quality-change 
bias for each of the detailed expenditure cat
egories. As discussed in appendix B, we 
would ideally like to use weights from a su
perlative aggregation formula that are as ac
curate as possible (if we do not, then we run 
the risk of confounding quality-change bias 
with the other categories of bias in table 1). 
We therefore use recent weights from the 
adjusted PCE data, which, as we discussed 
in section 5, we suspect to be more accurate 
than the \veights derived from the consumer 
expenditure survey. These weights differ 
from the current CPI weights (the Dec
ember 2001 relative importance weights) in 
several ways. First, even after adjusting the 
PCE data to the CPI's out-of-pocket scope, 
those PCE data place a higher weight on 
medical care services, an expenditure cate
gory in which we judge there to be a very 

16 As noted by Ariel Pakes (2001), the more rapid in
troduction of new items into the CPI need not reduce 
new-items bias, though we expect that in most cases 
more rapid introduction would indeed help. 
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large quality-change bias. Second, the fact 
that the CPI weights are based on CEX ex
penditures from 1993-95 implies that the 
more recent PCE weights place a notably 
higher weight on computers (whose relative 
importance declines over time as its relative 
price falls, only to increase again when the 
expenditure weights are updated) and inter
net services (vvhose expenditure share has 
increased rapidly in recent years).17 

Because we recognize that not all readers 
will agree with our assessment about weight
ing bias in the CPI, we also calculate an ag
gregation using expenditure shares from the 
1998 consumer expenditure survey, the most 
up-to-date CEX data currently available. 18 

Doing this yields a value for quality-adjust
ment bias of 0.30 percentage point per year, 
0.07 percentage point smaller than the esti
mates presented in table 5, with the differ
ence driven by the higher weight of medical 
care services in the adjusted PCE data. (Of 
course, this smaller estimate is well within the 
substantial confidence interval around our 
point estimate.) Thus, readers who prefer the 
CEX data to the adjusted PCE data should 
reduce our overall estimate of CPI bias by 
about0.17 percentage point-0.l percentage 
point for weighting bias, and another 0.07 
percentage point to reflect a smaller estimate 
of quality-change and new-items bias. 

6.1 Item-by-Item Estimates 
of Quality Change 

Shelter: If quality adjustment is the 
"house-to-house combat" of CPI bias esti-

17 For similar reasons, the Advisory Commission 
augmented the weights they applied to computers and 
certain categories of electrical appliances in their ag
gre§ation of quality bias. 

1 These shares are derived from a single year of 
CEX data (adjusted to the CPI item structure and 
rental equivalence concept) and therefore may be less 
reliable than either the three-year averages that have 
gone into the CPI's weights historically or the two-year 
averages that began to be used in 2002. In addition, 
these data have not been through all of the processing 
that goes into the production of the weights in the offi
cial CPI. We are grateful to the B LS for allowing us to 
use these unpublished data. 

mation, then obtaining an estimate for the 
quality bias in shelter is much of the battle: 
Owners' equivalent rent and tenants' rent 
together account for more than one-quarter 
of the CPI. The Advisory Commission was 
forced to rely largely on informal judgments 
in estimating that quality change biased the 
CPI for shelter upward by 0.25 percentage 
point per year between 1976 and 1996. 
Since the Commission's work, two additional 
papers have become available that directly 
pertain to this question. First, Moulton 
( 1997) uses data on housing characteristics 
to consider quality-change bias for the rent 
of tenant-occupied housing; he concludes 
that the CPI for tenants' rent understates 
the true quality-adjusted price increase by 
0.15 to 0.25 percentage point per year. 
Second, Theodore Crone, Leonard 
Nakamura, and Richard Voith (2000) use 
hedonic techniques to estimate constant
quality price indexes for tenants' rent based 
on data from the American Housing Survey. 
Their estimate is close to Moulton's, rising 
0.3 percentage point per year more rapidly 
than the current-methods CPI (this is per
haps not remarkable, given that both stud
ies' methodologies and data sources are 
similar). 

Crone et al. also attempt to measure qual
ity-change bias in the service flow obtained 
from owner-occupied housing. Under the 
assumption that trait prices for owner- and 
tenant-occupied housing are the same, 
Crone et al. are able to estimate a hedonic 
model that allows them to impute constant
quality rents for owner-occupied housing. 
According to their results, the true cost of 
owner-occupied housing increased by about 
0.6 percentage point per year less than the 
CPI for owners' equivalent rent (based on 
current methods) between 1985 and 1993. 19 

19 The current-methods rent indexes incorporate es
timates of the effects in earlier years of the 1995 adjust
ments to the formulas used to compute rent changes, 
as well as tl1e introduction (in 1988) of quality adjust
ments to control for depreciation (Stewart and Reed 
1999) 
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It is not clear, however, that the difference 
between the CPI for O\vners' equivalent rent 
(OER) and Crone et al.'s estimates com
pletely reflect the effect of quality-change 
bias. Crone et al.'s maintained hypothesis
that the trait prices for renter- and owner
occupied housing are the same-is identical 
to the rental equivalence concept that the 
BLS invokes in computing OER; namely, 
that OER seeks to capture what an owner
occu~ied unit would receive were it rented 
out.2 In principle, therefore, the Crone et 
al. estimates of constant-quality OER should 
only differ from the CPI for owners' equiva
lent rent for the following three reasons. 
First, the sample of housing units employea 
by Crone et al. in their study differs from 
that employed by the BLS in computing 
OER. Second, the specific procedure for 
imputing rents to owner-occupied units dif
fers: Over the period considered by Crone 
et al., the CPI imputed rents to an owner
occupied unit based on the rents of compa
rable renter-occupied units, while Crone et 
al.'s imputation is based on estimates from a 
hedonic regression. Finally, as with any item 
in the CPI, BLS introduces new housing 
units into the existing sample during a sam
ple rotation by "linking in" the new price 
quotes-thereby assuming that there is no 
difference in quality-adjusted price between 
old and new units. By contrast, new units in 
the Crone et al. sample are handled by their 
hedonic regressions. Sample rotation in the 
shelter component of the CPI occurs 
roughly every ten years; notably, the period 
considered by Crone et al. saw one instance 
of sample rot,ation, in 1987. 

Of these three possible sources of differ
ence between the Crone et al. OER mea
sure and the corresponding CPI measure, 
only the third can unambiguously be consid-

20 We are indebted to Timothy Erickson for clarify
ing this point. Interestingly, the hypothesis that trait 
prices are equal across owner- and renter-occupied 
housing is rejected in Crone et al.'s data; this calls into 
question both Crone et al.'s methodology as well as the 
BLS's rental equivalence methodology. 

ered a failing of the CPI that Crone et al.'s 
procedure would remedy. Hence, we are not 
inclined to view the entire 0.6 percentage 
point difference between the CPI for own
ers' equivalent rent and Crone et al. 's esti
mate as reflecting quality-change bias. We 
therefore scale down the bias estimate judg
mentally, and assume that prospective qual
ity-change bias for owner-occupied housing 
averages 0.3 percentage point per year. 

The preceding discussion regarding the 
Crone et al. bias estimates for owners' 
equivalent rent also applies to their estimate 
of quality-change bias in tenants' rents, as 
well as to Moulton's estimates. Both studies 
use data from the American Housing Survey 
to compute estimates of tenants' rents that 
control for changes in observable housing 
characteristics (although Moulton's menu of 
characteristics is somewhat less detailed 
than that employed by Crone et al.). We 
therefore assume a downward bias of 0.2 
percentage point per year for tenants' rent, 
which is a little smaller than both Crone et 
al.'s point estimate and the upper bound of 
Moulton's range of estimates. (Note that this 
is one of the few estimates in this paper that 
we classify in table 6 as being based on at 
least a moderate degree of hard evidence.) 
Using expenditure weights from the 1998 
PCE data, we find that tenants' rent and 
owners' equivalent rent contribute about 
0.03 percentage point to the bias in the over
all CPI. 

Since 1988, BLS has adjusted the rent in
dexes in the CPI upward by roughly 0.3 per
centage point per year to account for the de
preciation of the housing stock; previously, 
the indexes had been subject to a downward 
"aging bias" of about this magnitude (Lane, 
William Randolph, and Stephen Berenson 
1988). However, the BLS makes no such ad
justment to the index for lodging away from 
home, even though a given sample of hotels 
and motels also is likely to be depreciating 
on average as long as maintenance is incom
plete. We therefore suspect that lodging 
away from home is subject to a downward 
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aging bias. \Ve have found no estimates of 
the magnitude of this bias, however, so we 
put our estimate at -0.3 percentage point 
per year, the same rate of depreciation as 
was found for rental housing. 

Medical Care Services: Evaluating quality 
changes for medical care is perhaps the most 
daunting challenge BLS faces. There are at 
least tw'o quality-related problems with the 
CPI's estimates of medical care prices. The 
first is methodological: Prior to 1997, the 
CPI priced hospital services by pricing a 
fixed set of inputs (such as one night's stay in 
a hospital room), rather than the costs in
curred in treating a given disease. Because 
technological change can alter the mix of in
puts used to treat a given condition (for ex
ample, some procedures no longer even re
quire a hospital stay), such a procedure will 
likely mismeasure the "true" price of med
ical services. As a result, the CPI changed 
its procedure for measuring hospital serv
ices prices beginning in 1997, and now at
tempts, in principle, to price a course of 
treatment for a given disease. In practice, 
this is implemented by repeated pricing of a 
given set of services specified in a random 
selection of bills for a particular hospital 
visit, combined with an attempt to identify 
changes in treatment practices. While this 
should bring the CPI closer to the goal of 
being able to price the treatment of a spe
cific disease, most such changes in treat
ment are apparently unlikely to be captured 
by the CPI's procedures. 21 

The results from two studies-Irving 
Shapiro, Matthevv Shapiro, and David 
Wilcox's (2001) analysis of cataract surgery, 

21 To use an example cited by Shapiro, Shapiro, and 
Wilcox (2001, p. 433), sutures are no longer needed af
ter cataract surgery in some cases. Even under the new 
CPI procedures, small changes such as this might not 
be picked up by BLS enumerators (and even major 
changes such as the greater use of outpatient surgery 
for cataracts might not be captured). Cutler et al. 
(2001, note 24) are similarly skeptical that tl1e new CPI 
methodology will be able to adjust for significant 
changes in treatment inasmuch as these changes are 
too gradual to be identified. 

and David Cutler, et al.'s (2001) study of 
heart attack treatmenl<;-suggest that failing 
to control for changes in treatment can rep
resent a significant source of bias. Shapiro et 
al. construct a cost index for cataract treat
ment that account<; for the changing mix of 
inputs employed; they find that the differ
ence in growth rates between an index in 
which input weights change every ten years 
(as in the CPI) and one for which weights 
are allmved to change more frequently 
varies considerably over time and averages 
about 5.5 percentage points per year from 
1969 to 1994. Similarly, Cutler et al. esti
mate that from 1983 to 1994, the actual cost 
of treating a heart attack rose approximately 
2.1 percentage points per year more slowly 
than the average change in the cost of a fixed 
input bundle for heart-attack treatment (see 
their table 8.4). 

However, we are aware of one study that 
reaches a different conclusion regarding the 
sign of this type of bias. Ernst Berndt, Susan 
Busch, and Richard Frank (2001) present es
timated price indexes for treatment bundles 
for clinical depression, albeit only over t11e 
five-year period 1991-95. They do not make 
a clean comparison betw'een an index that 
captures changes in treatment paths with a 
CPI-like index that does not, but according 
to our reading of the information they pre
sent, such an index appears to increase about 
1.4 percentage points per year more rapidly 
than a CPI-like index over this period, re
flecting a switch toward more expensive 
treatments. 22 

The second quality-related problem with 
the CPI's estimates of medical care prices 

22 We are comparing the average supply price from 
their table 12.4 with the fixed-weight LaspeyTes index 
from their table 12.7. Of course, this calculation ig
nores any improvement in quality, which presumably is 
the reason for the change in treatments in the first 
place-though the authors describe clinical results sug
gesting that each of the examined treatments lead to 
comparable outcomes. We note as well that tl1e results 
of this study differ sharply from earlier research by the 
same authors (Frank, Berndt, and Busch 1999), reflect
ing changes in their sample. 
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involves pure quality change-for many 
(though certainly not all) illnesses, advances 
in treatment have significantly improved 
treatment results. The issue of pure quality 
adjustment is a much more difficult one 
since it involves assigning a value to a med
ical outcome; indeed, we have found only 
one study-the paper on heart attacks by 
Cutler et al.-that provides useable esti
mates of a quality-adjusted index for a spe
cific medical treatment. 23 They find that 
such an index declines by 1.7 percent per 
year-a marked contrast from their fixed
weight index, which rises 4.5 percentage 
points per year more rapidly. However, this 
estimate is extremely sensitive to the as
sumed value of additional life (as Cutler et 
al. point out, different assumptions yield in
dexes that decline by 0.3 to 16.8 percent per 
year); valuing medical outcomes that involve 
well-being or quality of life rather than 
length of life is likely to be even more diffi
cult. In addition, Cutler et al.'s cost-of-living 
index only includes the cost of treatment in 
the year following a heart attack, even 
though evidence suggests that treatment re
ceived more than one year after a heart at
tack contributes significantly to lovver mor
tality. (Dennis Fixler 1999 discusses some of 
the conceptual difficulties involved in mea
suring total treatment costs.) 

Altogether, there is an immense degree of 
uncertainty surrounding the issue of quality 
adjustment for medical services. That said, 
we would guess that estimates derived from 
the Shapiro et al. and Cutler et al. studies 
represent upper bounds, because treat
ments for cataracts and heart attacks likely 
have enjoyed unusually rapid improve
ment-indeed, Shapiro et al. chose to exam-

23 Berndt, Busch, and Frank's (2001) treatment bun
dles for clinical depression were found to lead to com
parable outcomes, but this again raises the question as 
to why the treatments changed over time toward more 
expensive alternatives. Possibly, their definition of 
"comparable outcomes" ignores some quality issues 
that are important to consumers, such as the time saved 
in replacing some therapy with drngs. 

ine cataract treatments in part for that very 
reason. In contrast, as emphasized by 
Berndt, Cutler et al. (2001, p. 192), progress 
in the treatment of other diseases-such as 
Alzheimer's or the common cold-has been 
virtually nonexistent. (Treatment of depres
sion may be in the latter category as well, at 
least over the limited period covered by the 
Berndt, Busch, and Frank study.) To esti
mate the amount of quality-change bias in 
medical services (ignoring for the moment 
the CPI's 1997 changes in procedures), 
therefore, we assume that rapidly improving 
treatments such as those for cataracts and 
heart attacks are representative of two
thirds of all hospital services, and that the 
amount of quality bias in these rapidly im
proving treatments is 4.5 percentage points 
per year (the value reported in Cutler et al. 
for heart-attack treatments). 

Obtaining an estimate for the period fol
lowing the 1997 change in CPI procedures is 
even harder. The BLS had hoped that pric
ing the items from a given bill for a specific 
hospital visit-as is now done-would allow 
them to identify changes in treatment for a 
particular disease, thereby permitting them 
to factor these treatment changes into the 
price index and come closer to pricing a 
specified treatment path. In addition, the 
CPI now measures transaction prices, rather 
than list prices, to a larger extent than had 
previously been the case. Unfortunately, 
very little information is available as to how 
these changes affected the CPI. The CPI's 
procedures apparently remain unable to 
capture most changes in treatment indeed, 
our discussions with BLS analysts suggest 
that very few such changes have been de
tected since 1997. However, the use of list 
(or "chargemaster") prices is widely believed 
to have biased upward the CPI during the 
1980s, as rapidly rising list prices were met 
with increased discounting for certain 
classes of purchasers (though the Cutler et 
al. and Shapiro et al. studies on which we 
base our bias estimates should not have 
been affected by this problem). In the end, 
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we are prepared to believe that the change 
in CPI procedures had at least some effect 
on the index. Thus, following the CPI's revi
sion in procedure in 1997, we use an esti
mate of quality-change bias for the rapidly 
improving components of medical services 
that is lower by 0.7 percentage point per 
year; this is intended to reflect the CPI's im
proved ability to capture changes in the 
"mix" of inputs and is based on the differ
ence between the rate of growth of a fixed
input price index for heart-attack treatment 
and an index with input weights that are up
dated every five years (see Cutler et al. 2001, 
table 8.4). In all, then, we assume a bias in 
the CPI for medical sen.ices of 2.5 percent
age points (= 2/3 x (4.5-0.7)) since 1997. 
Given the weight for medical care services, 
this component contributes about 0.16 per
centage point to quality-change bias in the 
overall CPI. 

One additional issue involving the CPI for 
medical care that we did not factor into our 
bias estimate (because we have no presump
tion about which direction it goes) concerns 
the treatment of health insurance. 24 The 
CPI does not currently price health insur
ance directly; rather, the expenditure weight 
for health insurance is distributed among 
the other medical strata (with a small weight 
remaining in the health insurance stratum it
self to capture insurers' retained earnings) 
and its price is assumed to move with those 
components. Thus, any changes in health in
surance provisions (such as higher copay
ment requirements) will be reflected in the 
CPI only indirectly and to the extent that 
these changes result from cost pressures on 
insurers (such as higher physicians' charges) 
that are themselves captured by the CPI. Of 
course, these changes may be hard to cap
ture by such indirect means. BLS is cur
rently investigating the direct pricing of 

24 See Bradley (2001 b) for an analysis of some 
deeper issues that arise when one attempts to measure 
the cost of living in the presence of insurance. 

health insurance, which may help to address 
this issue. 

Medical Care Commodities (Pharma
ceuticals): A number of.papers have docu
mented problems with official measures of 
pharmaceutical prices; in particular, the 
CPI's previous treatment of generic drugs
in which price differences between branded 
and generic drugs were treated as quality 
differences and purged from the index
probably induced significant upward bias in 
years past. 

In January of 1995, the CPI changed its 
procedures for adding generic drugs to the 
index. Under the new procedure, a generic 
drug is permitted to replace the correspond
ing branded drug-with the two prices di
rectly compared-six months after the 
branded drug's patent has expired; the 
probability that this substitution occurs is 
proportional to the generic's relative ex
penditure share. The introduction of this 
new procedure reduces measured inflation 
for prescription pharmaceuticals by 0.4 
percentage point per year over the period 
1993 to 1997 (Stewart and Reed 1999, p. 
32). 

However, to the extent tl1at generic drugs 
continue to gain market share six months af
ter their introduction, they will not receive 
sufficient weight in the CPI even under the 
new procedure. For the seven antidepres
sants considered by Berndt, Iain Cockburn, 
and Zvi Griliches (1996), generic drugs' 
market shares after one year ranged from 25 
to 100 ~ercent of their eventual (three-year) 
shares. 5 Similarly, in a study of two antibi
otics, Griliches and Cockburn (1994) found 
that revenue shares for generic variants 
reached only 30 to 70 percent of their three
year shares after six months. 

25 The fact that the market share of most of the 
generic drugs in the Berndt et al. sample remained sig
nificantly below 100 percent even three years after 
their introduction suggests that consumers and/or 
physicians did not consider them to be perfect substi
tutes for branded drugs. 
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For our estimates of bias, we assume that 
the CPI's current methodology assigns a 
weight to generic drugs that is only one-half 
as large as the drugs' true final expenditure 
share. Because the BLS estimated that the 
new procedures for generic drugs reduced 
the increase in prescription pharmaceutical 
prices by 0.4 percentage point per year 
(Stewart and Reed 1999), we assume that 
the effect of fully incorporating generic 
drugs into the CPI would be twice as large 
as BLS estimated, or 0.8 percentage point 
per year, yielding a bias estimate of 0.4 per
centage point per year. We emphasize that 
this is a highly speculative estimate sin~e it 
relies on the experience of the few drugs 
that have been studied, which may not be 
representative. 

We have found only a modest amount of 
useable research that bears on the issue 
of pure quality bias in the CPI for pre
scription drugs. An attempt to apply hedo
nic techniques to anti-arthritis drugs 
(Cockburn and Aslam Anis 2001) finds lit
tle correlation between these drugs' char
acteristics and their price, although char
acteristics do affect quantities. In their 
study of antidepressants, Berndt et al. 
(1996) estimate that the incremental effect 
of using hedonic adjustments to control for 
the introduction of new drugs reduces the 
average annual rate of price increase any
where from zero to 1.2 percentage points, 
depending on the subperiod that they con
sider. In addition, Valerie Suslow (1996) 
finds that a hedonically adjusted price in
dex for three anti-ulcer drugs rises about 
0.8 percentage point per year more slowly 
than a fixed-quantity price index for these 
drugs. 

We interpret these studies as pointing to 
some pure quality bias in the CPI for phar
maceuticals. We therefore add 3/4 percent
age point of pure quality-change bias to our 
estimate of the bias that results from failing 
to fully incorporate generic drugs; this figure 
is roughly in line with the values found in 

the studies described above. 26 In total, then, 
we obtain a bias estimate of 1.2 percentage 
points per year for prescription drugs. 

Quality-change bias may exist for nonpre
scription drugs as well. For example, the va
riety of drugs available over the counter ap
pears to have risen notably over time as 
prescription drugs switch to OTC status and 
as new products and varieties become avail
able; the welfare benefit of this increased 
availability goes unmeasured. (Any price de
cline that happens to be associated with a 
drug's moving from prescription to OTC sta
tus, however, would be captured by the 
CPI.) Unfortunately, we know of no detailed 
studies of this issue, and we judgmentally as
sume ~percentage point of bias per year for 
this category of medica.l care commodities 
(an estimate that is smaller than what we 
assume for the pure quality improvement 
in prescription drugs). 

Electronic Equipment: The CPI recently 
began extending hedonic quality adjustments 
to a number of types of electronic goods. In 
1998, the CPI began using hedonic models to 
adjust computer prices, and in 1999, the CPI 
incorporated hedonic adjustments for televi
sion prices. More recently, hedonics have 
been used to adjust camcorder prices and 
prices for twelve types of audio equipment 
(starting January 2000), and VCRs and DVD 
players (starting April 2000). Many analysts 
had advocated such a move, and the change 
overall has been a welcome development. 
Nevertheless, hedonics are no panacea, and 
we find reason to believe that measurement 

26 Although we do not question the errs use of a 
"conditional" cost-of-living framework that holds non
market factors constant, the introduction of new drugs 
into the CPI presents an example of the potential diffi
culties of this approach Consider, for example, the de
velopment of new antibiotics to treat drug-resistant in
fections that were previously treatable by older drugs: 
because the reduction in welfare owing to those drug
resistant infections is not included in the CPI, it could 
be misleading for the CPI to include the welfare bene
fit of the new drugs As noted by the Advisory 
Commission (1996) and Dean Baker (1998), a similar 
argument could be made regarding drugs developed to 
treat new conditions such as AIDS. 
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problems remain even in some of the areas in 
which these techniques are now employed. 

In many cases, the new, hedonically ad
justed indexes increase as rapidly as-or even 
more rapidly than-their unadjusted counter
parts. (Computer prices are an important ex
ception.) This result may be perfectly reason
able. If manufacturers tend to link normal 
price increases to the introduction of new, 
higher-quality models, then the old overlap 
procedure would purge from the index the 
true price increase as well as the portion of the 
price increase that reflects improved quality. 
But a hedonically adjusted index could allow 
the normal price increase to be identified and 
retained, and so may appropriately rise more 
rapidly than its unadjusted counterpart. 

A second possibility, however, is that the 
hedonic procedures could be inadequate. 
Construction of a workable hedonic model is 
difficult, for it requires very complete infor
mation on product characteristics. Further
more, even with a good hedonic model, 
BLS's implementation of hedonics may 
leave some fraction of quality-change bias 
intact; this is because BLS uses hedonic 
models to adjust prices only during item 
substitutions-that is, when an item is no 
longer available to be priced and a substitute 
is therefore chosen at the same outlet. But 
during routine sample rotation, when a new 
item is chosen at a new outlet, the usual 
overlap method of quality adjustment is em
ployed. For this reason, we refer to the 
BLS's procedure as "partial" hedonic adjust
ment. The evidence that we consider below 
suggests that for at least one good ( televi
sions), confining the hedonic adjustments to 
item substitutions appears to miss a signifi
cant fraction of quality change. 27 In section 

27 Another problem arises because the goods that are 
substituted into the sample when item substitutions oc
cur are typically chosen so as to be as similar as possible 
to the goods that are replaced. To the extent that pure 
price declines tend to be larger over the initial portion 
of a good's life cycle, this will cause the CPI to be bi
ased upward. (Of course, this problem would exist in 
the absence ofhedonic adjustment as well) 

8, we discuss ways that BLS might deal with 
this problem. 

Unfortunately, with the exception of 
J'v[oulton, Timothy Lafleur, and .Moses's 
(1999) work on televisions, BLS's methodol
ogy papers are of limited use in assessing the 
effect of incomplete hedonic adjustment. 
Comparable full-hedonic indexes often can
not be constructed for these goods, and the 
studies typically cover a relatively short pe
riod of time f often less than one year). For 
want of better estimates, we assume that the 
bias for televisions applies to many other 
electronic goods as well, and take comfort in 
the fact that these items receive a very small 
weight in the CPI (so our estimates of qual
ity-change bias for these goods contribute 
little to our overall bias estimate). Below, we 
discuss our estimates in more detail. 

Televisions: In recent work, Moulton, 
LaFleur, and Moses (1999) find that con
stant-quality television prices rise about 2.1 
percent more slowly than the published CPI 
for televisions from August of 1993 to 
August of 1997. (If the published television 
CPI is adjusted for the effects of geometric
mean aggregation, the difference over this 
period is 1.6 percentage points.) However, 
when the BLS's current procedures for ap
plying "partial" hedonics to the television 
CPI are used, the resulting index increases a 
scant 0.1 percentage point more slowly than 
an index without hedonics. As discussed 
above, this appears to reflect the fact that 
BLS continues to employ the overlap 
method of quality adjustment during sample 
rotations; evidently, this method misses most 
of the improvement in the quality of newer 
televisions. 28 We therefore assume that 

28 It is also possible that the small impact of hedonics 
under the B LS's new procedures arises because the he
donic regressions do not control for changes in outlet 
(although this seems unlikely inasmuch as there was 
probably not a significant shift in outlets over the pe
riod considered here). Alternatively, the BLS's enumer
ators might be missing changes in quality when they 
deem item substitutions to be "comparable." However, 
Moulton et al. characterize the sample-rotation expla
nation as being most plausible. 
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complete quality adjustment would reduce 
the rate of change of the CPI for televisions 
by an additional 1.5 percentage points per 
year on average. 

Audio Equipment: In January of 2000, the 
BLS began applying hedonic adjustments 
for audio equipment prices when there are 
item substitutions. Estimates presented by 
Mary Kokoski, Keith v\'aehrer, and Patricia 
Rozaklis (2000) for the preceding two years 
indicate that the BLS's new procedures yield 
a price index for audio equipment that rises 
about 0.1 percentage point more slowly than 
the unadjusted CPI. 

Kokoski et al. also estimate a fully ad
justed hedonic price index-that is, an index 
that applies hedonic adjustment to all cases 
where one item is replaced by another-and 
find that it increases 1.5 to 10.2 percentage 
points more slowly than the new index, with 
the larger difference obtained by includin~ 
vintage effects in the hedonic regression. 2 

It is difficult, though, to know how to utilize 
these estimates. First, the data on prices and 
characteristics that are used to construct the 
hedonic models are taken from an industry 
source, as opposed to the CPI sample, and 
there is evidence that the two samples differ 
significantly. In particular, the measured 
price declines in the industry data appear to 
be much larger than those for the CPI price 
quotes, and it is therefore not clear whether 
the full hedonic indexes are even comparable 
to the CPI measures. 30 Second, the signifi
cant influence of the vintage effects-which 
Kokoski et al. argue reflects unmeasured 
characteristics that are related to quality im-

29 The dependent variable in the hedonic regres
sions is log price, which makes the full-hedonic index 
comparable to a geometric-means index. When we 
compare the full-hedonic and partial-hedonic indexes, 
therefore, we adjust the 1998 change in the partial
hedonic measure to reflect the estimated impact of 
geometric-means aggregation. 

30 Several studies compare the CPI to hedonic price 
indexes that are estimated using independently gath
ered price data (such as prices taken from store cata
logs). The results of Kokoski ct al. underscore the im
portance of validating these alternative data by 
comparing them to the price quotes used in the CPI. 

provement-is disturbing, and suggests that 
the hedonic models are misspecified. A case 
can therefore be made that the estimates 
obtained from the two variants of the full he
donic-adjustment model should be heavily 
discounted. 

On balance, we view the full hedonic in
dexes as providing some evidence that there 
remains an upward bias in the CPI for audio 
equipment, but not a usable quantitative es
timate of such a bias. We therefore fall back 
on assuming that the use of only "partial" he
donics leads to the same bias for audio 
equipment as for televisions, namely, 1.5 
percentage points per year. 

VCRs, Camcorders, and DVD Players: 
BLS's procedure for applying hedonic ad
justments to the prices of these video prod
ucts is also confined to instances of item sub
stitution, not sample rotation; hence, we 
might suspect that quality-change bias will 
persist as a result of employing overlap 
methods when samples are refreshed. It is 
difficult, however, to determine the extent of 
the problem because BLS's methodology 
papers do not compare the published in
dexes for these goods to fully adjusted hedo
nic price indexes; in addition, the effects of 
the partial use of hedonics are themselves 
especially uncertain in these cases, because 
they are calculated over only a six- or seven
month period in 1999. 31 Militating for a 
positive bias is the fact that the hedonic 
adjustments are specific to each type of 

31 William Thompson (2000) studies hedonic adjust
ments for VCR prices over a seven-month period in 
1999 and finds that, using the CPI's procedures for par
tial hedonic adjustment, quality-adjusted prices de
clined 1.9 percentage points (annual rate) more slowly 
than the unadjusted CPI. (Paul Liegey and Nicole 
Shepler 1999 conduct a similar study in which the re
gression is based on data from Consumer Reports, and 
find a smaller effect for VCRs over 1997.) Shepler 
(2000a) considers camcorder substitutions over a six
month period and finds that a quality-adjusted price in
dex falls about 0.4 percentage point faster (at an annual 
rate) than an unadjusted index. Finally, Liegey (2000a) 
finds that his hedonic model for DVD players would 
have had no effect on the CPI over the six-month pe
riod in 1999 that he studied, because there were almost 
no DVD item substitutions made during that time. 
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equipment, so any benefits from the intro
duction of VCRs, camcorders, and DVD 
players have gone unmeasured in the CPI; 
to the extent that this rate of new-goods in
troduction is representative, the prospective 
degree of bias in the CPI will be greater for 
this category of goods. In all, we assume 
again that measured price changes for this 
category of the CPI will suffer from 1.5 per
centage points of bias per year, the same as 
for televisions. 

Computers: The BLS began to apply (par
tial) hedonic adjustment to computers in 
1998, and found that this change led to a de
cline in computer prices that was 6.5 per
centage points larger that year than would 
have occurred under the old procedures. To 
determine whether these partial hedonics 
are adequate, we can compare them to t11e 
estimates in Ana Aizcorbe, Carol Corrado, 
and Mark Doms (2000), which use ex
tremely comprehensive, disaggregated, and 
timely data to construct price indexes for 
desktop and notebook computers. As these 
authors demonstrate, the data's timeliness 
and coverage is such that new items enter 
into their index with extremely small weight, 
reducing any new-items bias and obviating 
the need for direct hedonic adjustment (see 
also Griliches 1990). Comparison with the 
CPI is not completely straightforward be
cause the CPI stratum includes peripheral 
equipment as well as computers, but a rough 
calculation suggests that the Aizcorbe et al. 
estimates would generate an index that de
clined roughly 4 percentage points per year 
more ra~idly than even the post-1998 CPI 
stratum. 2 This, together with the fact that 
the CPI does not make any hedonic adjust
ments to the peripheral equipment portion 

32 The Aizcorbe et al. preferred (geometric-mean) 
index of desktop PC prices declined 44 percent over 
1998 and the index of notebooks declined 34 percent. 
By contrast, the CPI stratum-which is roughly 80-90 
percent desktops and 5 percent laptops-declined only 
36 percent that year. Assuming zero price change for 
peripheral equipment yields the 4 percentage point fig
ure cited in the text. 

of the index (mostly printers and monitors) 
leads us to believe that an upward bias re
mains in tl1is stratum on the order of 4 per
centage points per year. 

Transportation: The BLS makes a host of 
direct quality adjustments in constructing its 
price indexes for new motor vehicles, based 
on manufacturers' estimates of the cost of 
new and improved auto characteristics. 
Surprisingly, we know of no detailed analy
ses evaluating the adequacy of BLS's proce
dures more recent than Robert Gordon's 
(1990) careful study, which only covered the 
period through 1983. After factoring in the 
cost of pollution-control-related improve
ments as price increases, Gordon found that 
the CPI understated automobile price in
creases through 1983. Nevertheless, the 
Adviso1y Commission argued that this 
downward bias was unlikely to persist after 
1983 because there were fewer safety- and 
fuel-efficiency-related improvements since 
then, and, furthermore, that additional qual
ity-change bias was present because auto
mobiles have become more durable over 
time. 33 The direct quality adjustments made 
by BLS, however, include items related to 
durability, such as corrosion protection and 
longer-lived parts. This suggests that the 
Com mission's estimate of quality-change 
bias may be too large (see Baker 1998, pp. 
114, 152; or Moulton and Moses 1997, p. 
319 for additional discussion). Further
more, as noted by Triplett, automobile man
ufacturers' estimates of the cost of new fea
tures may be in excess of their true value.34 

On balance, therefore, we assume no qual
ity adjustment bias in either direction for 
new vehicles. 

33 The Advisory Commission also argued that man
dated pollution-control devices for automobiles should 
be treated as an indirect tax (that is, as a price increase) 
rather than as a quality improvement. In 1999, the ELS 
adopted this view as well. 

3 Triplett's claim, which is based on his experience 
at the ELS, appears in a comment to Moulton and 
Moses (1997, p. 363) 
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Since late 1999, the CPI has included 
prices of leased vehicles as well as new vehi
cles (though publication of the stratum only 
began in 2002). This is a welcome develop
ment, both because leasing has become 
more common and because leases might 
some day form the basis of a rental-equiva
lence index for purchased vehicles. For 
present purposes, because ELS applies the 
same quality-adjustment factors to leased 
vehicles as to purchased vehicles, we assume 
no quality-adjustment bias for this index ei
ther. Similarly, the ELS now controls for 
used-car quality by applying the new-car 
quality adjustments with a lag of three years. 
(Prior to 1987, no such adjustments were 
made.) This strikes us as reasonable, and so 
we assume no quality bias for used cars as 
well. 

Citing the convenience of built-in credit
card readers in gasoline pumps, the Advisory 
Commission estimated quality-change bias 
for motor fuels equal to 0.25 percentage 
point per year. Moulton and Moses (1997, 
pp. 319-20) use data on the diffusion of 
"pay-at-the-pump" technology in order to 
better assess the improvement in quality 
that has obtained from being able to pur
chase gasoline more conveniently, and ob
tain an estimate of quality-change bias for 
motor fuel that equals 0.1 percentage point 
per year. Even though pay-at-the-pump 
technology by now likely has diffused to 
most gasoline stations, some further retail 
innovations appear to be continuing, and we 
retain this small bias estimate going forward. 

David Good, Robin Sickles, and Jesse 
Weiher (2001) attempt to compute a he<lo
nic index for airfares, and find that their in
dex rises 3.5 to 5.1 percentage points per 
year less rapidly than the CPI for airfares 
from 1979 to 1992. The difference appears 
to largely reflect ELS's difficulties in captur
ing a representative mix of airfares in the 
sample rather than quality-change bias per 
se. The ELS significantly revised its method
ology in 1991, however, so as to increase the 
share of discount fares in tl1e index, and this 

suggests that Good et al.'s bias estimate is 
not applicable going forward. Gordon 
(2000a) argues that the CPI for airfares re
mains overstated because of its failure to 
measure frequent-flyer discounts; this view 
receives some suppmt from Janice Lent and 
Alan Dorfman (2002), who compared the 
CPI for airfares with an index based on 
detailed data from the Department of 
Transportation that better captures special 
discounts such as frequent-flyer tickets. The 
CPI increased more than 2 percentage 
points per year more rapidly between 1998 
and 2000 than did Lent and Dorfman's in
dex. Furthermore, the PCE price index for 
airfares, which measures revenues per pas
senger mile flown and which should be a 
reasonable alternative to the CPI (although 
it conflates business and personal travel), in
creased nearly 5 percentage points per year 
less rapidly than the CPI measure between 
1991 and 2001. Offsetting this evidence of 
upward bias in the CPI for airfares, however, 
are hvo factors. First, it is unclear whether 
the trend toward greater use of special dis
counts not captured by the CPI will con
tinue in the future. Second, we assign 
weight to more anecdotal judgments that 
some aspects of the quality of air travel
such as congestion, comfort of seating, and 
frequency of delays-have deteriorated. In 
the end, we assume only a small upward bias 
of 0.5 percentage point per year for airfares. 

For tl1e other components of the CPI for 
transportation-largely motor vehicle insur
ance and repair services-we have neiilier 
any evidence nor intuition that ilie CPI is 
biased in eiilier direction. 

Apparel: Analyses of the CPI for apparel 
are limited to two studies by Robert Gordon, 
both of which are based on comparisons 
with apparel price indexes that are con
structed from Sears catalogs. We are uncom
fortable in drawing conclusions about over
all apparel prices from prices that are 
derived from a single outlet, which are un
likely to be representative of the nation as a 
whole; indeed, as Gordon (1996, p. 15) 
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same time, though, Gordon argues that the 
Sears catalog price series might be an over
estimate of economy-wide price changes in 
that Sears was losing market share during 
the latter years of his study. Putting this all 
together, and given our doubts about the 
representativeness of the catalog-based in
dex, we are inclined to assume no qual
ity-change bias in either direction for this 
component of the CPI under current proce
dures. 

Other Durable Goods: The BLS recently 
introduced hedonic methods to adjust th~ 
prices of a variety of household appliances, 
including microwave _ovens (starting July 
2000), refrigerators/freezers (July 2000), and 
clothes washers and dryers (October 
2000).36 These items make up about 75 per
cent of tl1e "major appliances" stratum. 
Introducing these hedonic estimates into 
the CPI-using the BLS's "partial" hedonic 
approach of utilizing llie hedonics to mea
sure changes in characteristics during item 
substitutions but not sample rotations-re
duced the rate of increase of the index for 
this stratum by 0.8 percentage point per year 
in total. Unfortunately, ilie estimates for 
each of these items were based on an analy
sis of only several months of CPI data, so 
iliey provide at best a very rough idea of the 
effect of using these hedonics over longer 
periods of time. Moreover, none of these 
studies computes a full hedonic price index. 
Hence, while we suspect that BLS's new 
procedures are not fully correcting for the 
presence of quality-change bias, we have no 
way of assessing the magnitude of any re
maining bias. We therefore use the same es
timate for iliese goods as for televisions (1.5 
percentage points), based admittedly on 

36 These are described in Liegey (2000b) for mi
crowaves, Shepler (2000b) for refrigerators, and Liegey 
(2000c) for clothes dryers. These papers fit their hedo
nic regressions to an expanded set of CPI data (that is, 
a set of additional quotes that are obtained using the 
same sampling techniques that are employed in the 
published CPI). They therefore mitigate the potential 
comparability problem that could arise from using 
price data from an outside source. 

nothing more ilian the idea that the rate of 
technological improvement for these goods 
may be similar. 

For house furnishings other llian appli
ances, which includes items such as fur
niture and cookware, we maintain the 
Advisory Commission's assumption that 
quality-change bias averages about 0.3 per
centage point per year. \Ve also assume a 
small amount of quality-change bias for per
sonal care products in order to reflect qual
ity improvements for small electrical appli
ances such as hair dryers (which make up 
about half of ilie personal care products cat
egory in "other goods and services"), and we 
assume that the quality-change bias for 
these goods is the same as for televisions 
without any hedonic adjustment, or 1.6 per
centage points per year. We make a similar 
estimate for ilie toys category (which ap
pears under the recreation heading) to cap
ture any such effects in electronic games. 
These estimates are almost entirely subjec
tive. 

Food: Food constitutes more than 15 per
cent of the CPI. Nevertheless, the only care
ful analysis of the adequacy of the CPI for 
food that we could find is the Moulton and 
Moses (1997, pp. 312-14) response to the 
Advisory Commission's estimates-and this 
analysis was limited to the index for fresh 
fruits and vegetables. The Advisory 
Commission identified increased seasonal 
availability of certain varieties of fruits and 
vegetables as a source of new-items bias lliat 
they guessed to be worili about 0.6 percent
age point per year. Moulton and Moses 
pointed out two potential problems with tl1is 
value. First, for fruits, expenditure data sug
gest iliat there has not been a sufficiently 
large increase in the consumption of sea
sonal varieties to support the Advisory 
Commission's estimate: Using an approxi
mation formula for the consumer surplus 
that results from the introduction of a new 
good (derived by Jerry Hausman 1997a), 
Moulton and Moses find that ilie expendi
ture share of fresh fruits and vegetables 
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would have to have increased by 40 percent 
over the period considered by the Advisory 
Commission for their bias estimate to be 
correct. In addition, Moulton and Moses re
port that virtually all of the increase in the 
seasonal availability of vegetables appears to 
have taken place prior to 1985. In light of 
this evidence, we find it most reasonable to 
assume no new-items bias in the fresh fruits 
and vegetables category of the CPI going 
forward. 

For the remainder of the food items in the 
CPI, we are left in the realm of purely subjec
tive judgments. The Advisory Commission 
cited the emergence of specialty and mid
market restaurants as a source of increased 
quality for food away from home. In addition, 
they argued that the introduction of super
markets that include services that were previ
ously available only in separate shops (such as 
delicatessens and butcher shops), as well as 
the increased availability of imported alco
holic beverages, should be considered quality 
improvements. We agree that these improve
ments were real and probably were not 
captured by the CPI. Nevertheless, the Com
mission's quantitative estimates of quality
change bias (namely; 0.3 percentage point per 
year) strike us as a little too generous, and we 
assume that quality-change bias in these cate
gories (and alcoholic beverages as well) is 0.2 
percentage point per year. 

Finally, for packaged foods we note 
Hausman's (1997b) well-known study that 
ascribes a large consumer surplus to the in
troduction of new brands of breakfast cereal. 
\Vhile Hausman's study is an exemplar of 
how such estimates should be constructed, 
we are persuaded by Timothy Bresnahan's 
(1997) view that one of Hausman's key iden
tifying assumptions-namely, that there are 
no brand-specific demand shocks (induced, 
say, by advertising)-is probably not defen
sible. As a result, we are somewhat skeptical 
of Hausman's estimate of consumer surplus, 
and we assume that any such new-items bias 
for foodstuffs is subsumed in our 0.2 per
centage point estimate. 

Education: The most important compo
nent of the CPI for education involves out
of-pocket expenditures for college tuition 
and for child care and nursery school. 
Regarding the former, a recent paper by 
Amy Ellen Schwartz and Benjamin Scafidi 
(2001) employs hedonic techniques to con
struct a constant-quality p1ice index for four
year colleges. The authors find a slight dete
rioration in the quality of four-year colleges 
over the period 1991 to 199.5. However, 
their most interesting result is that account
ing for financial aid leads to a pattern of 
price increases that is somewhat different 
from the CPI; this results mainly from a sin
gle year's observation (1994), which saw the 
introduction of HOPE scholarships. (With 
the exception of this one year, changes in the 
CPI for tuition and fees track Schwartz and 
Scafidi's index quite well.) \Ve are inclined to 
agree that the CPI should measure college 
tuition net of financial aid, and note that the 
BLS has tentative plans to make this change 
to their procedures. However, we have no 
reason to expect the average amount of fi
nancial aid to vary in a systematic way going 
forward; thus, we make no quality-bias ad
justment to this component of the CPI. 
Regarding child care and nursery school, we 
know of no analyses of the adequacy of the 
CPI, and again we assume no quality bias for 
this component. 

The CPI for education also includes a 
small weight on textbooks. This is another 
area where BLS recently began using hedo
nic adjustment to capture quality changes, in 
this case those associated with changes in 
the nurn ber of pages, changes toward or 
away from use of soft covers, and so on 
(Mike Reese 2000). We have no reason to 
believe there is any bias in this index. 

Telephones: An oft-cited example of the 
CPI's failure to include new goods involves 
the belated introduction of cellular tele
phones into the index in 1998. Hausman 
(1997a) argues that as a result, the rate of 
change in the CPI for telecommunications 
services was biased upward by about 2.3 
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percentage points per year from 1988 to 
1996. However, as ~Ioulton and Moses 
(1997, pp. 321-22) point out, this estimate is 
likely to be too large because Hausman's 
analysis includes business as well as con
sumer use of cell phones. Using data from 
the consumer expenditure survey, Moulton 
and Moses compute that failing to initially 
include this good in the CPI led to a cumula
tive new-items bias that is only about 40 per
cent as large as Hausman's estimate, or 
about 1 percentage point per year. 

Is this estimate of the bias from failure to 
introduce cell phones in a timely manner in
dicative of an ongoing bias in this category of 
the CPI? On the one hand, the spread of cell 
phones was probably the most important in
novation in communications consumption in 
the past decade, making us somewhat hesi
tant to assume that a bias of this magnitude 
should be expected to continue in the fu
ture. On the other hand, we recognize that 
telecommunications is an area of especially 
rapid product innovation. In the end, wear
bitrarily scale back a little the Moulton
Moses cell-phone estimate, and assume a 
bias of 0.8 percentage point per year in 
telecommunications services going for
ward. This estimate would take into ac
count any unmeasured improvements in 
sound clarity, convenience associated with 
the spread of pay phones that accept credit 
cards, and so on, that the Advisory 
Commission used to justify their estimate 
of a 1 percentage point per year bias in 
telecommunications services. 

Robert Hall (1993) argues that the CPI 
for long-distance telephone calls overstates 
the true price of long distance because it 
fails to properly measure discount plans. As 
with Hausman's cell phone estimates, Hall's 
estimate appears to suffer from the inclusion 
of business expenditures on long distance; 
more importantly, however, the CPI 
changed its methodology for measuring 
long-distance services in the early 1990s, 
and now prices telephone calls using an av
erage-revenue concept that better captures 

discounting plans. While the BLS's new 
methodology is not perfect-respondents in 
some markets refuse to provide necessary 
data, citing confidentiality concerns-it 
probably mitigates much of the problem. 
Thus, we make no additional adjustments to 
incorporate Hall's estimates. 

The Internet: One of the most important 
new consumption items in recent years
and one whose expansion appears likely to 
continue for some time-has been the abil
ity to connect to the internet. Prior to 1998, 
when the CPI began to include the fees of 
internet service providers, the omission of 
this service contributed to new-items bias. 
And, as the internet has expanded since 
then, these ISP fees can be viewed as having 
purchased a wider and wider variety of ser
vices, suggesting that the quality-adjusted 
monthly fees for internet use in fact may 
have been declining sharply. The ELS cur
rently makes no adjustment to capture the 
quality improvement associated with this 
expansion of services. 

The types of services provided by the in
ternet can be grouped into two broad cate
gories. First, some uses of the internet may 
themselves be new goods; for instance, surf
ing the web to obtain information on a 
hobby could be considered a recreational 
pursuit on its own. Second, existing goods or 
services may now be provided more effi
ciently or at lower cost by the internet; for 
example, one can now pernse the online ver
sion of a newspaper rather than purchasing a 
printed copy, or make a purchase online 
rather than by telephone or from a brick
and-mortar outlet. 

The unmeasured welfare benefit that ob
tains from this latter set of internet-provided 
goods spans several categories of CPI bias, 
including outlet bias, upper-level substitu
tion bias, and "pure" new-item or quality
change bias. Consider, for example, an on
line version of a newspaper. In this case, the 
internet can serve as a type of new outlet 
(purchasing the newspaper with an online 
subscription may be more convenient than 
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going to a newsagent); as a higher-quality 
version of an existing good (hypertext links 
may improve the usefulness of the newspa
per); and as a substitute for an existing good 
(one consumes the online paper-the sub
scription to which might be cheaper-in lieu 
of a paper copy).37 Similarly, one can now 
use e-mail in place of letters or telephone 
calls; in some cases, this reflects an improve
ment in the quality of these goods (for exam
ple, e-mail is faster and possibly cheaper 
than regular mail), while in other cases it can 
be considered an entirely new good. 

It is not completely clear that free inter
net content should be considered within the 
scope of the CPI. For example, if we con
sider the internet to be analogous to broad
cast television, where television programs 
are provided free-of-charge to households in 
order to promote advertising for other prod
ucts, then improvements in free internet 
content may not be relevant for the CPI.38 

(Note, though, that there are some ana
lysts-such as Baker 1998, p. 121-who do 
consider deterioration in the quality of 
broadcast television as implying a cost-of
living increase.) In our view, however, a 
closer analogy is to cable television, where 
viewers pay providers for unlimited access to 
content, and where increases in the quality 
of cable programs, the number of channels 
provided, and so on, represent legitimate 
quality improvements that the CPI should 
seek to capture. Put differently, if spending a 
given amount on internet service provision 
now yields greater satisfaction than before 

37 We emphasize that this last source of bias should 
properly be considered substitution bias, even if the 
change in consumption involves using a "free" online 
news service in place of purchasing a newspaper. 
Adding an online news service to the internet acts to 
shift the demand curve for paper newspapers or maga
zines inward; ideally, the resulting reduction in the con
sumer's expenditure on news services will be captured 
by a superlative index, and thus in our estimate of up
per-level substitution bias. (The situation is analogous 
to the impact of videocassette rentals on purchases of 
film tickets ) 

3B We thank an anonymous referee for raising this 
point. 

(for instance, because of the greater variety 
of web sites), it seems reasonable to charac
terize this as a reduction in the quality
adjusted price of this good. 

We have not found any studies that esti
mate the effects of the introduction and 
expansion of the internet on consumer wel
fare. But as a way of assessing its approxi
mate impact we use the Hausman (1997a) 
formula for consumer surplus together with 
expenditure weights for internet services 
(which constitute most of "computer infor
mation processing services") from the con
sumer expenditure survey. The approximate 
consumer surplus that obtains from a new 
good is equal to one-half of the current ex
penditure share for this good divided by the 
absolute value of the goad's price elasticity 
of demand. In 1998, expenditure on these 
services amounted to about 0.1 percent of 
total expenditures. If we assume that the 
price elasticity for internet services is -0.5 
and that internet services first became avail
able five years earlier, then the new-goods 
bias from the introduction of the internet 
contributed 0.02 percentage point per year 
to bias in the overall CPI during those 
years. 39 vVe have every reason to believe that 
the internet will continue to expand, and we 
have built such a figure into our bias esti
mates going forward. Note that, given the 
small share of expenditures in this category, 
the magnitude of this contribution to overall 
bias implies that bias for tl1e computer infor
mation processing services stratum itself is 
on the order of 19 percentage points per 
year. 

39 Our assumed elasticity is similar to the elasticity 
for cellular-telephone usage estimated by Hausman 
(1997a) and is also similar to the elasticities for travel 
and communication (-0.5) and entertainment (-0.6) 
reported in Deaton and John Muellbauer (1980a, p. 
71) for a Rotterdam model of consumer demand. 
However, it is somewhat smaller (in absolute value) 
than the price elasticities for transport and communica
tion (-0.9 to -1.2) and other services (-0.7 to -0 9) 
estimated by Deaton and Muellbauer (1980b, p. 320) 
using an "almost-ideal" demand system. 



Lebow and Rudd: Measurement Error in the CPI 191 

Financial Services: Personal financial 
services (included in the CPI's "other goods 
and services" expenditure category) is yet 
another area where we have found no de
tailed studies of the adequacy of the CPI. 
The Advisory Commission assumed that 
such innovations in the retail banking indus
try as ATMs and cash-management accounts 
induce 2 percentage points per year of qual
ity-change bias in the CPI for personal fi
nancial services. ·while we have no way of as
sessing how reasonable this estimate is, we 
suspect that it should be lower to the extent 
that the rate of expansion of the specific in
novations identified by the Commission may 
have slowed considerably (for example, 
ATM use is now ubiquitous). Of course, 
these developments may be indicative of 
further innovations yet to come. We arbi
trarily assume a 1 percentage point bi::ts for 
this category of expenditure going forward; 
in any event, these services receive a tiny 
weight in the CPI. 

7. An Estimate of Aggregate CPI Bias 

For each source of bias listed in table 1, 
we present not only our point estimate but 
also a confidence interval that summarizes 
our view of the likely distribution around 
each estimate. To obtain a confidence inter
val for the total bias estimate, we follow 
Shapiro and Wilcox (1996) and specify ex
plicit functional forms for the distributions 
of each source of bias; this allows us to ag
gregate them numerically. These distribu
tions convey nothing more than our subjec
tive degree of confidence about our 
estimates; we present them at some risk of 
creating a false sense of precision. 

To perform these calculations, we associ
ate our confidence intervals with a 90 per
cent range. For lower-level substitution bias, 
weighting bias, and quality-adjustment/new
items bias, we view our confidence intervals 
as symmetric, and we formalize our distribu
tions as being normal with means equal to 
our point estimates and with standard devia-

tions such that we obtain 90-percent confi
dence intervals equal to the intervals listed 
in table l. For upper-level substitution bias 
and new-outlet bias, our confidence inter
vals are skewed to the right. In these cases, 
we formalize our distributions as being the 
concatenation of the left and right halves of 
two normal distributions in which the t\vo 
halves have different standard deviations set 
so as to generate the desired mean, 5 per
cent tail, and 95 percent tail. This assump
tion, though unusual, is transparent and it 
avoids the implication of some better-known 
skewed distributions (such as the lognorrnal) 
that the distribution be strictly positive. We 
construct a distribution for our overall CPI 
bias estimate by computing the sum of the 
draws from each of the component distribu
tions, and obtain a 90-percent confid.ence 
interval that ranges from 0.3 to 1.4 percent
age points.40 Note that, although our confi
dence intervals extend below zero for three 
of the five components of bias, it does not do 
so for our total bias estimate. 

Finally, we mention a few issues relating 
to the confidence interval around our point 
estimate of quality-change/new-items bias. 
We specified this confidence interval as be
ing wide-ranging from -0.1 to 0.8 percent
age point per year-to convey the subjective 
nature of our bias estimates for a large portion 
of tl1e CPI. But it is worth noting one factor 
that argues for a narrower confidence interval 
(and that led us to temper its size somewhat). 
Because we build up this bias estimate by 

40 In making this calculation, we assume that the bi
ases are uncorrelated with one another. Shapiro and 
Wilcox (1996) assumed that the distributions for lower
level substitution bias, new-outlet bias, and the new
items portion of quality-adjustment bias-each of 
which relates to the propensity to substitute one item 
for another-are positively correlated with a correla
tion coefficient of 0.25. M akinu such an assumption 
here leads to only a minuscule effect on the confidence 
interval around our estimate of total bias. Similarly, our 
discussion of the use of PCE weights to aggregate qual
ity-adjustment bias suggests that this bias may be posi
tively correlated with weighting bias; however, impos
ing such a correlation leads to essentially no change in 
the confidence interval. 
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forming judgments about the bias for each 
expenditure item, one can imagine con
structing a distribution for overall quality
change bias as on aggregate of tl1e bias dis
tributions for each of those items. If one 
believes that these bias distributions are es
sentially independent-that is, that quality
change biases in the CPis for televisions, 
hospital services, owners' equivalent rent, 
new vehicles, and so on, have little to do 
with one another-then the aggregate distri
bution will be much less dispersed than the 
distributions of tl1e pieces.41 One should not 
take this argument too far, as the biases for 
many of these items may not in fact be inde
pendent-for example, there may be a com
mon element to the problems the BLS has 
in measuring the prices of many different 
items. But neither should one get carried 
away in translating the substantial uncer
tainty surrounding the degree of quality
change bias in many components of the CPI 
into uncertainty about overall quality-change 
bias. 

8. Conclusions, Recommendations, and 
Directions for Future Research 

This paper has surveyed the evidence 
bearing on measurement error in tl1e CPI 
and estimated the current and prospective 
magnitude of CPI bias. Acknowledging fully 
the uncertainty surrounding our estimates, 
we conclude that the CPI likely overstates 
the rate of increase in the "true" cost of liv
ing by about 0.9 percentage point per year, 
with a probable confidence interval that 
ranges from 0.3 to 1.4 percentage points. \Ve 
judge the CPI's limited ability to fully cap-

41 This reflects the fact that the variance of uncorre
lated random variables will be larger than the variance 
of their sample average. For example, suppose we as
sign to each of the 24 items in table 6 a normal distri
bution with a standard de,iation that generates a 90-
percent confidence interval that is 1 percentage point 
wide. Assuming these distributions to be independent 
generates an aggregate distribution with a confidence 
interval that is only 0.3 percentage point v,,ide. 

ture tlle welfare improvement from quality 
change and the introduction of new items as 
accounting for a little less than half of this 
bias. That said, however, our estimate of 
quality-change and new-items bias is some
what smaller tllan tllat of many earlier stud
ies. At the same time, our estimate of upper
level substitution bias is somewhat larger 
than in earlier studies, and we identify a new 
"weighting bias" that has not previously 
been discussed. 

An important reason why our estimate for 
some categories of bias is smaller than those 
found in several earlier studies is tllat the 
BLS has recently made a variety of improve
ments to its procedures. Aliliough much of 
the low-hanging fruit has already been 
picked, further progress remains possible, 
and our analysis points toward a number of 
possible areas for additional improvement. 
In addition, our study suggests several areas 
in which more fundamental research is war
ranted. In this concluding section, we dis
cuss these issues in detail. 

We begin with upper-level substitution 
bias. This type of bias is an artifact of the 
modified Laspeyres formula that is currently 
used to construct tlle CPI; were timeliness 
and revisions not an issue, this problem 
could ilierefore be largely corrected by em
ploying a superlative index-number formula. 
Indeed, with ilie recent introduction of the 
"chained" CPI, the BLS is now publishing a 
version of the CPI that employs such a for
mula (note, however, that this index is prob
ably affected by the sampling-error issue 
discussed in section 2). This is an important 
step, but it would be desirable for tlle BLS 
to mitigate upper-level substitution bias in 
the official CPI as well-especially given tlle 
new evidence that suggests tl1is bias has re
cently been much larger than was previously 
believed. Along these lines, Shapiro and 
Wilcox (1997) have advocated having the 
BLS replace the Laspeyres formula in the 
official CPI with a constant-elasticity-of
substitution ( CES) formula in which a .non
zero elasticity is assumed based on recent 
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years' data. This proposal was seconded by 
the Conference Board's Study Group on the 
Consumer Price Index (Conference Board 
1999). It would be useful to determine 
whether such a procedure could reliably 
produce an index with properties similar to a 
superlative measure. 

Upp er-level substitution bias appears to 
have increased dramatically in the late 
1990s, and research is clearly needed to un
derstand the source of that increase. 
Additional research into the way that upper
level substitution bias is measured also 
would be helpful. As noted in section 2, the 
comparison of a Laspeyres index with a su
perlative index may not provide a precise es
timate of this bias because of the different 
reference utility levels associated with the 
two indexes. In this regard, we see the re
search by Blow and Crawford (2001) as pro
viding a potentially valuable alternative 
means for quantifying this source of bias. (A 
reconsideration of the use of estimated de
mand systems to compute substitution bias, 
following in the footsteps of Steven 
Braithwait, 1980, for instance, may also rep
resent a fruitful line of research.) 
Furthermore, the calculations underlying 
estimates of substitution bias, both within 
and across strata, are affected by a variety of 
small-sample issues. We have cited papers 
by BLS analysts that discuss possible small
sample biases in superlative indexes 
(Greenlees 200lb), Laspeyres indexes 
(Bradley 200la), and geometric mean in
dexes (McClelland and Reinsdorf 1999). 
Further analysis of these small-sample prob
lems could clarify the degree to which the 
CPI is affected by substitution biases; it 
could also provide an important argument 
for expansion of the CPI or CEX samples. 

Correcting weighting bias in the CPI 
would represent a more difficult undertak
ing. As evidenced by our discussion in sec
tion 5, we believe that our PCE-based 
weights are preferable to the existing 
weights in the CPI. Very likely, however, it 
would be extremely difficult for the BLS to 

replace the CEX-based weights used in the 
CPI with a set of PCE-based weights. In 
particular, the differences in scope behveen 
the CPI and PCE are pervasive, and the ad
justments to the PCE data that we had to 
make-while informative for the purposes 
of this paper-are judgmental enough that 
BLS would be justifiably reticent to fully 
adopt them. Furthermore, the PCE data ex
ist only for the nation as a whole, though it 
should be possible to establish a procedure 
whereby the metropolitan-area CEX expen
ditures are benchmarked to national PCE
based expenditures. 

Nevertheless, we believe that BLS should 
consider whether adjustments to the PCE 
data can be made with sufficient confidence 
to warrant adopting PCE-based weights for 
use in the CPI. Intermediate steps may 
also be possible, and the BLS ought to con
sider augmenting the CEX data with addi
tional information on certain components 
that are known to be poorly measured
such as alcohol and tobacco, and perhaps 
some other categories of expenditure that 
are thought to be undercounted as well
to bring their estimates more into line with 
PCE data or other outside information. At 
the same time, we would encourage the 
BLS to work to improve the accuracy of 
the consumer expenditure survey. For ex
ample, the BLS is investigating expanding 
the diary portion of the survey so that it is 
filled out by all members of the household 
and not just the household head, which 
might help remedy some of the current 
undercounting of expenditures. 

Reducing quality-change and new-items 
bias is perhaps the most difficult task facing 
the CPI, but here, too, we think progress is 
feasible. First, the utilization of outside 
sources of comprehensive, high-frequency 
price data (from check-out scanners or other 
sources) provides one promising approach 
to increasing the number and quality of 
price quotes in the CPI. Such data may also 
help identify new items to be brought into 
the CPI more rapidly, and can serve as a 
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valuable source of information on product 
characteristics. Second, hedonic techniques 
remain an important tool for valuing quality 
change. The BLS has moved aggressively to 
expand the use of he<lonic techniques in the 
CPI, and we concur with the National 
Research Council's (2002) conclusion that 
the BLS should proceed cautiously and inte
grate hedonic estimates into the CPI only 
when the quality of the underlying hedonic 
regressions is sufficiently high. · 

Having said that, we also see areas where, 
given reliable hedonic estimates, these esti
mates can be utilized more completely in 
the CPI. Specifically, as we discussed in sec
tion 6, the CPI now uses hedonic techniques 
only for item substitutions and not during 
routine sample rotation. BLS is experiment
ing with new procedures for item substitu
tions-called "directed" substitutions-that 
may help to reduce a portion of any remain
ing quality-change bias caused by the in
complete use of hedonic adjustment. Under 
directed substitution, item substitution (and 
hedonic adjustment) would occur after fixed 
intervals even if the old item remains avail
able to be priced. Directed substitution 
should allow BLS to maintain a more up-to
date sample; it therefore ought to diminish 
the differences between existing items and 
those that replace them during sample rota
tion, and so might reduce the bias associated 
with the lack of hedonic quality adjustment 
at such times. Directed substitution is cur
rently being implemented for personal com
puters, and related procedures are in train 
for prescription drugs (Lane 2000). 

To address this problem more directly, 
BLS could consider trying to apply hedonic 
adjustment during sample rotation. A 
schematic description of this alternative, and 
its interaction with new-outlet bias, is out
lined in table 7. Under current procedures, 
new items are linked into the CPI using the 
"overlap method" during sample rotations; 
this leaves the CPI susceptible both to qual
ity-adjustment bias (because differences in 
item characteristics are not valued) and to 

new-outlet bias (because the entire price 
differential between outlets is attributed to 
differences in outlet guality).42 Applying he
donics during sample rotation ought to help 
alleviate quality-adjustment bias-presum
ing, of course, that the hedonic estimates are 
accurate. Whetl1er it will help alleviate new
outlet bias will depend on whether outlet 
characteristics also can be priced in the he
donic regressions. If they cannot, then BLS 
would implicitly be making tl1e opposite as
sumption to the one currently made in al
lowing the full price differential across out
lets to show through to the CPI; this might 
or might not be an improvement over cur
rent practice. But if outlet characteristics 
can be priced, then applying these hedonic 
estimates shpuld help alleviate new-outlet 
bias as well as quality-change bias. 

While increased use of hedonics by BLS 
represents, on balance, an important im
provement to the CPI, one is left somewhat 
uneasy by the degree to which practical appli
cation of these techniques appears to have 
outstripped theory. In particular, we share 
Triplett's (2001) opinion that "a theory of con
sumer behavior toward the characteristics of 
goods, rather than the goods themselves" has 
not been fully worked out, and, although re
cent work by Pakes (2001) moves part of the 
way toward achieving a fuller understanding 
of the economics of quality change, much 
more work in this area is needed. 

Furthermore, hedonic techniques are of 
little help when ilie characteristics of a good 
or service are hard to measure or even define. 
This is the case with medical services, which 
we judge to be the largest source of quality
change and new-items bias in the CPI. Here 
the measurement challenges are especially 
daunting, and there are no easy fixes, though 
a procedure in which the BLS samples a set 

42 vVith the "overlap" method, the price change be
tween months t - 1 and tis given by the old item at the 
old outlet, and the price change between montl1s t and 
t + 1 is given by the new item at tl1e new outlet. No di
rect comparison is made between prices of the old and 
new items. 
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TABLE 7 
APPLY!'JG HEDO'JJCS DURING SA~IPLE ROTATION 

- (METHODS FOR HANDLING DlFFEREi'<CES IN ITEM AND OUTLET CHARACTERISTICS) 

Item 
substitution 

Current BLS 
Practice 

Current BLS 
Practice 

Sample rotation 

Applying Hedonics during Sample Rotation 

Hedonics do not 
include outlet 
characteristics 

Hedonics 
include outlet 
characteristics 

Item differences Hedonics 1 Overlap method2 

-> quality bias 
Hedonics 1 Hedonics 1 

Outlet differences NA Overlap method~ 
-> outlet bias 

Direct comparison 3 Hedonics 1 

-> opposite outlet bias 

. 
L Prices of old and new items are compared using estimates of the value of different item (and, possibly, outlet) 
characteristics from hedonic regressions. 
2. The price change between months t - 1 and t is given by the old item at tl1e old outlet, and the price change be
tween monilis t and t + 1 is given by the new item at tl1e new outlet No direct comparison is made between prices 
of the old and new items. 
3. Prices of old and new items are compared directly 

of illnesses and then carefully monitors the 
cost of their treatment over time ought to be 
feasible. This procedure, which has been en
dorsed by the National Research Council 
(2002), strikes us as a sensible and workable 
first step toward better capturing changes in 
medical treatment paths. 

Regarding pharmaceuticals, we have ar
gued that the BLS's current procedures may 
not give adequate weight to generic drugs 
because generics are allowed to be brought 
into the index only once, six months after the 
branded drug's patent has expired. In light 
of evidence that the market share of gener
ics continues to increase thereafter, the BLS 
might consider allowing the generic drugs to 
be brought into the index again after one 
year, and perhaps a third time after eighteen 
months. 

Medical care also illustrates a deeper is
sue that is, at present, only imperfectly un
derstood. Specifically, the theoretical frame
work that is generally used to inform the 
measurement of the cost of living is static in 

nature inasmuch as it involves holding utility 
constant at a level associated with a specific 
period's consumption. However, as noted by 
Irving Shapiro et al. (2001, p. 412) and 
Cutler et al. (2001, p .. 343), there is an im
portant dynamic component to medical care 
improvements, since advances in care that 
lengthen life-and so presumably raise life
time utility-will also raise the expenditures 
needed to maintain a given period's con
sumption. This suggests that the analysis of 
quality change for medical care may require 
an explicit consideration of the consumer's 
intertemporal problem Similarly, intertem
poral considerations arise in the context of 
durable goods and decisions as to whether 
financing charges should be included in the 
CPI.43 

43 A related issue for which the dynamic dimension 
of the consumer's welfare problem is relevant concerns 
the role of asset prices in an index of the cost of living. 
Once again, this area is one that has only 3ust begun to 
receive renewed theoretical attention-see, for exam
ple, Charles Goodhart (2001). 
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As this study has documented, the BLS has 
made important steps toward improving the 
accuracy of the Consumer Price Index. 
Moreover, an important consequence of the 
attention the CPI has received in recent years 
is a renewed and growing interest in issues re
lated to price measurement on the part of the 
economics profession. Nevertheless, much 
remains to be done on both the practical and 
theoretical fronts, and ELS and academic re
search will be crucial in generating continued 
improvement in the accuracy of the CPI go
ing foiward. Given the importance of accu
rate price measurement, the expected value 
of such research is quite large. 

Appendix A: Construction 
of Pc; E- Based Weights 

This appendix details three adjustments that we 
make to PCE to put it on a conceptual basis similar to 
that of the CPI. It then describes how we constructed 
relative importance weights from these ad3usted ex
penditures. 

1) We first adjusted PCE by excluding items that are 
outside the scope of the CP 1, mainly expenditures by 
nonprofit institutions and the portion of medical and 
educational expenses that are not made out of pocket. 
(Our adjustments benefitted from the concordance be
tween the detailed line items in the CPI and PCE con
tained in Fixler and Ted Jaditz 1997.) The latter adjust
ments in particular required making some rough 
assumptions. Specifically: 

Goods: Exclude food produced and consumed on 
farms and food furnished to employees (including mil
itary), fuel produced and consumed on farms, and ap
parel provided to military personnel. 

Medical Care Services: Subtract government trans
fers to persons for medical care, employer contribu
tions for employees' health insurance and workers' 
compensation, and expenditures by foreigners. These 
subtractions are made proportionally across medical 
goods and services. 

Education Services: Exclude foundations and non
profit research organizations. Subtract government 
transfers for education, and then subtract 50 percent of 
the remainder, from private higher and lower educa
tion. 

Other Services: Exclude rental value of farm hous
ing, religion and welfare, net foreign travel (except for 
Americans' passenger fares), domestic services paid in 
kind, imputed financial service charges, brokerage 
fees, expenses of handling life insurance, casino gam
bling, parimutuel net receipts, lotteries, expenditures 
by labor unions, professional associations, and clubs 
and fraternal organizations. 

2) We then made two adjustments to specific PCE 
expenditure categories. 

Tenants' Rent and Utilities. In roughly 30 percent of 
rental units in the CPI, the contract rent includes at 
least some utility costs (fuel and natural gas for heating 
or hot water, electricity, water, or sewer charges). But 
the tenants' rent category in PCE is based on a pure 
rent concept. To make the PCE data comparable to tl1e 
CPI, we boost PCE expenditures on tenants' rent by 6 
percent, with an equivalent amount subtracted propor
tionally from the aforementioned utility catcgones 
This adjustment is based on estimates made by BLS 
analysts, and can loosely be understood as reflecting 30 
percent of renters having 20 percent of rent covering 
utilities. 

Major Appliances and Owners' Equivalent Rent. 
Because services provided by owner-occupied housing 
in the CPI are based on a rental-equivalence concept, 
BLS reduces the CPI weight for major household ap
pliances (that typically are included witl1 the house) to 
exclude purchases by owners in excess of those pur
chases that they estimate would have been made by 
renters. In addition, the rental values on owner-occu
pied housing that are estimated by respondents to the 
CEX presumably include the service flow from these 
appliances as well, while the rental equivalence con
cept in PCE covers the pure rent only. In constructing 
our PCE weights, we therefore ad3usted both the 
"other durable goods" and owners' equivalent rent cat
egories to estimate the effect of putting the PCE data 
on the CPI basis. Specifically, we (a) subtracted 39 per
cent of PCE for major household appliances and 38 
percent of PCE for floor coverings from other durable 
goods expenditures; and (b) added into owners' equiv
alent rent expenditures an imputed service flow from 
these items equal to 2.3 percent of the pure rent. 
These two adjustments, which are of similar magnitude 
in dollar terms, are calculated as follows. 

(a) The 39-percent figure is based on unpublished 
detail from the CEX that gives expenditures on major 
appliances made by ov.'Tlers and renters in 1992 (the 
only year we had available), along with adjustments for 
the share of owners' expenditures on five major appli
ances that BLS discounts in constructing the CPI 
weights. (We are grateful to BLS for providing these 
adjustment factors.) A similar calculation implies tlrnt 
82 percent of expenditures on wall-to-wall carpeting 
should be subtracted, but because this item is not 
shown separately in PCE (it is included with other 
floor coverings), we scaled that estimate by 46 percent, 
the share of wall-to-wall carpeting in overall floor cov
erings in the 1992 CEX, to obtain our 38-percent ad
justment. (BLS also makes adjustments in the CPI 
weight for household maintenance and supplies other 
than wall-to-wall carpeting, but these items are largely 
omitted from PCE and so did not necessitate an adjust
ment to our estimates.) 

(b) The adjustment to owners' equivalent rent is 
based on B EA's estimates of the stock of "kitchen and 
household appliances." We calculated the service flow 
from this stock with a user-cost formula (assuming a 
10-percent depreciation rate, a 3-percent real interest 
rate, and no capital gains or losses on the asset); this 
service flow is then scaled down by 39 percent to ac
count for the share of appliances owned by renters (de
scribed above) and is scaled dm>i1 by anotl1er 8 percent 
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to account for the fact that this category includes small 
household appliances as well as major appliances. The 
resulting service flow averages 1.9 percent of PCE for 
owners' equivalent rent in recent years. BEA does not 
have capital stock estimates for floor coverings, so we 
scaled the service flow upward proportionally given 
expenditures on these items to obtain the 2.3-percent 
figure that we employ. 

We also note two additional conceptual differences 
between the CEX and PCE expenditure measures that 
did not require adjustment in our calculations. First, 
the split between purchases of new and used automo
biles differs across the two expenditure measures, with 
the CEX measuring purchases of new cars net of any 
trade-in value, and PCE measuring gross new car sales 
with an offset for trade-in value as part of used cars. We 
combined motor vehicles into a single sector to avoid 
this inconsistency. Second, vacation homes-roughly 
1.5 percent of the CPI-are included in the lodging 
away from home category of the CPI, but are included 
in owner- or tenant-occupied housing in PCE. ·In fact, 
the CPI prices very few such vacation homes, and so 
the lodging away from home index is driven by hotel 
and motel prices. Thus, our procedure of applying the 
CPI price to the PCE-based hotel and motel weight is 
probably reasonable, especially if the user cost of vaca
tion homes tends to behave like the cost of regular 
ov.ner- or tenant-occupied housing . 

.3) Finally, we adjusted the data to account for the 
fact that the CPI-U covers urban households only 
(about 87 percent of the total), while PCE is national. 
This can account for some important differences in ex
penditure shares; for example, urban households 
spend a larger share of income on housing and a 
smaller share on motor vehicles than do rural house
holds. Specifically, we multiplied the PCE data for the 
various expenditure categories in table .3 by the ratios 
of urban/total expenditures per household, calculated 
from the 1994 CEX (the midpoint of the 199.3-95 
weights currently underlying the CPI). These are 
shov.n in table A. l. 

Given the adjusted PCE expenditures, we constructed 
relative importance weights using procedures analogous 
to tl1ose used for the CPI. Specifically, the weights are 
derived from average PCE expenditures during 
199.3-95; these expenditures were then multiplied by the 
corresponding relative CPI price change between the 
199.3-95 average and December 1997 to obtain the 
December 1997 relative importance weights. The 
199.3-95 based weights are used to aggregate the CPI 
since 1998; from 1987 tlnough 1997, an equivalent set of 
weights based on 1982-84 PCE data is used. (For tliat 
earlier period, the relative importance weights are con
structed by multiplying the 1982-84 average PCE expen
ditures by the relative CPI price change from the mid
point of the period, June 1983, rather than from the 
average of the period.) 

Appendix B: Decomposition of the Bias 
in the CPI 

In this appendix we present formulas showing how 
the total bias in the CPI can be decomposed into the 
various components listed in table 1. These decompo-

sitions help clarify why one would like to use PCE
based weights in tl1e calculations of substitution bias 
and quality-change/ new-items bias. 

Overall CPI bias can be defined as 

Bias= w1p 

Published CPI True COLI 
(1) 

where w and p are the weights and price changes used 
in constructing the CPI, w * and p * are their true val
ues, the subscript l (for Laspeyres) represents the ag
gregation formulas used in tl1e CPI, and the subscripts 
(for superlative) represents tlie aggregation formulas 
that would ideally be used in constructing a true cost
of-living index.44 

The bias can be decomposed into components re
flecting differences between p and p * (quality-adjust
ment/new-items bias and new-outlet bias), between w 
and w• (weighting bias), and between w1 and w, (up
per- and lower-level substitution biases). Such decom
positions are not unique, but the following decomposi
tion adds up correctly: 

Bias= w;(p- p') + (w1.- wi)p 

+(wi - w;)p. (2) 

Under the assumption tlrnt our PCE-based weights are 
a better measure of w * than the CPI's weights, the calcu
lations we use in the text can be expressed as follows. 
First, we aggregate our detailed estimates of quality.
change/new-items bias using up-to-date values of our pre
ferred PCE weights to best approximate the weights that 
would be used in a superlative aggregation formula; this 
gives w, *(p - p *)-t11e first term in equation (2). 45 

Second, our weighting bias calculations are based on a 
comparison of tl1e CPI v,ith an alternative aggregation of 
CPI prices using PCE-based weights, or (w1-w1*)p-the 
second term in equation (2). 

Finally, our estimate of upper-level substitution 
bias is based on studies that calculated the difference 
between a modified Laspeyres and a superlative ag
gregate of CPI prices, based on weights derived from 
the consumer expenditure survey; lower-level substi
tution bias is estimated judgmentally, but again tlrn 
thought experiment involves taking CPI-based 
weights and prices and modifying only the aggrega
tion formula. Thus, our estimates of substitution bi
ases correspond to (w1 - w,)p in the notation above. 
This differs from the third term in equation (2), 
which corresponds to calculating the substitution bi
ases using the PCE-based weights that we view as 
more accurate. As we discussed in section 2, we were 

44 More precisely, the subscript l represents the 
combination of all aggregation formulas that are used 
in the CPI, including geometric means for aggregating 
prices within many strata and modified Laspeyres 
across strata. 

45 Our estimates of new-outlet bias were similarly 
constructed by applying a bias estimate of 0.25 percent 
per year to the proportion of the CPI deemed likely to 
contain such a bias; using these PCE weights yields 
similar results. 
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TABLE A.l 
RATIO OF URBAN!TOTAL ExrE;-o;DITURES PER HOUSEHOLD, 1994 CEX 

Expenditure category Urban/Total 

Meats, poultry, fish, eggs 1.001 

Fruits and vegetables l.Oll 

Other food at home 0.990 

Food away from home 1.019 

Motor fuel 0.959 

Heating oil 0.816 

Apparel 1.044 

Tobacco 0.954 

Alcoholic beverages 1.043 

Medical commodities 0.952 

Other nondurables 0.986 

Motor vehicles 0.947 

Computers l.026 

Audio/video equipment 1026 

Other durables l.035 

Natural gas 1099 

Electricity 0.967 

Owners' equivalent rent l.032 

Tenants' rent 1098 

Lodging away from home 1058 

Medical services 0.976 

Tuition & school fees 1059 

Airfares 1076 

Other services 1031 

not able to construct reliable estimates of upper-level 
substitution bias using PCE-based weights. We would 
expect any difference between our estimates of up
per-level substitution bias and an alternative based on 
PCE weights to be small. 

Some readers may not agree with our assessment 
that the adjusted PCE data are more accurate than 
the CEX expenditures. In that case, there is no differ
ence between w and w* and the bias estimate be
comes: 

Bias=w,(p-p*)+(w1 -w,)p. (3) 

Comments 

Household equipment, pets & toys, other 
entertainment goods, reading, Yi of personal care 

Ratio for TV/radio/sound equipment used 

TV, radios, sound equipment 

Household furnishings less adjustments for major 
appliances and floor coverings 

Education 

Public transportation 

Water and telephone, household operations, 
motor vehicle expenses (excl. finance charges), 
Yi of personal care, fees and admissions, 
miscellaneous 

For this reason, we also presented an alternative aggre
gation of our detailed quality-change/new- items bias 
estimates based on the most up-to-date CEX weights 
that are available (from 1998), which corresponds to 
w, (p -p*). This calculation generated an estimate that is 
0.07 percentage point per year smaller than the 0.37 
percentage point figure in tables 1 and 5. Thus, readers 
who prefer the CEX data to the adiusted PCE data 
should reduce our overall estimate of CPI bias by 0 17 
percentage point-0.1 percentage point for weighting 
bias, and another 0.07 percentage point to reflect a 
smaller estimate of quality-change/new-items bias. 
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Abstract 

This paper examines empirically whether foreign holdings of U.S. Treasury securities are relevant to 

explaining U.S. Treasury yields. Interest in this topic is motivated by the failure of the long-term interest 

rate to rise during 2004-2005 in response to increases in the short-term rate, a phenomenon that took place 

against a backdrop of rapidly rising foreign holdings of U.S. securities and declining foreign interest rates. 

There are not many papers examining this question and the little evidence available offers no agreement 

on whether holdings of U.S. Treasuries affect U.S. long-term interest rates. What is not clear is what 

is responsible for it. We requested their data, replicated their results, and found them to be sensitive 

to minor changes. Our strategy is to re-examine the association by extending the framework used in 

previous work. Specifically, previous work does not recognize that foreigners can redirect their financial 

holdings anywhere in the world with effects on world interest rates. We address these limitations using 

a variety of vantage points: single-equation, Vector Error-correction models, yield-curve models, and 

DSGE models. The evidence suggests that foreign holdings of U.S. securities help explaining movements 

in U.S. Treasury yields. 
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2.2 Replication of Rudebusch, Swanson, and vVu (2006) 

Rudebusch, Swanson, and Wu (2006) use two models of the U.S. term structure: the affine model of Bernanke

Reinhart-Sacks (BRS) and the latent-factor model Rudebusch and vVu (R\V); by design, these models exclude 

foreign financial flows. Rudebusch. Swanson, and \Vu assess whether this exclusion carries a loss of informa

tion by regressing the models' residuals for the 10-year U.S. Treasury yield on several variables one of which 

is foreign official net purchases, measured by the 12-month change in custodial holdings at FRBNY. 

To assess whether foreign official purchases explain these residuals, Rudebusch et al. (2006) use bivariate 

and multivariate regressions. The bivariate regressions are 

.R!(,r s (2) 

(3) 

where 

R~rs is the gap between the 10-year U.S. Treasury yield and the prediction from the BRS model, 

R~w is the gap between the 10-year U.S. Treasury yield and the prediction from the RW model, 

Ftny is the 12-month change in foreign official holdings of U.S. Treasuries in custody at the FRBNY relative 

to Federal Debt held by the public. 

The multivariate regressions are 

ny ' 
O'. + f3 . Ft +I . zt + Ubrs,t (4) 

ny ' 
O'. + /3. Ft +I. zt + Urw,t (5) 

where z; is a vector of additional explanatory variables: 

Zl: implied volatility on longer-term Treasury securities, 

Z2: implied volatility on six-month ahead eurodollar deposits 

Z3: implied volatility of the S&P 500, 

Z4: realized volatility of GDP growth, 

Z5: Realized volatility of monthly core CPI. 

The exact definitions of these variables appear in tables 6 and 7 of Rudebusch et al. (2006). 

Table 2 compares the results of Rudebusch, Swanson, and Wu (tables 6 and 7 of their paper) to the 

results obtained here. For the BRS residuals (columns 1-4), the point estimates are quite close but not 

identical to the estimates of Rudebusch, Swanson, and Wu. For the RW residuals (columns 5-8), the point 

estimates for the bivariate case (cols. 5-6) are quite different but equally statistically insignificant. However, 

the point estimates for foreign official purchases in the multivariate case (cols 7-8) are very different: 38 

versus -40; the remaining coefficients are quite similar. After consulting with Swanson, we arrived at the 

conclusion that the difference in results owes to us getting data from a different vintage. 
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Having replicated their results, we examine their sensitivity to changes in the specification and to changes 

in the measure of Fty. \Ve replaced their formulations with an autoregressive distributed lag of order 3 and 

re-estimated their parameters. Table 3 shows the results for the BRS residuals and table 4 shows the results 

for the R\V residuals. The evidence reveals that the results reported by Rudebusch-Swanson-\Vu are robust 

to including lags in their specifications (cols. 3 aud 4 of tables 3 and 4): the sum of coefficients for foreign 

official purchases is zero in every instance. 

We also replaced Ftny with the Bertaut-Tryon measure for the 12-month change in foreign official holdings 

of U.S. long-term U.S. treasuries (notes and bonds) as well as agency bonds; these changes are scaled them 

by the total outstanding federal debt of the U.S. government. The results shown in cols. 5-8 of tables 3 and 4 

indicate that using the Bertaut-Tryon's measure of foreign official purchases explains the residuals regardless 

of whether the specifications have lags or not. This finding confirms the importance of measurement of 

foreign inflows for explaining U.S. interest rates. 

Summary The replication results indicate that relaxing the estimation of assumptions of \Varnock 

and Warnock yields a model that supports the findings of Rudebusch et al and that relaxing the estimation 

assumptions of Rudebusch. et al. yields a model that is consistent with the results of Warnock and Warnock. 

vVe interpret this finding as suggesting that, right now, the literature offers no reliable guidance as to whether 

the foreign official purchases affect U.S. interest rates. 

3 Partial Equilibrium Models 

We report below the specifications and results from three partial-equilibrium models that abstract from 

no-arbitrage considerations; we have developed and estimated latent-factor models and affine (no-arbitrage) 

models but the results are too tentative to report here. 

3.1 Specifications 

3.1.1 Preferred Habitat 

This framework focuses on explaining the 10-year Treasury yield. To this end, we re-formulated the \V&\V 

model as autoregressive distributed lag of order 1 

a+ f3(L) · Rff,t + c(L) · R{o,t + 1(L) · Y;" + µ(L) · n;+1 

+T)(L)·Ft+rp·R120,t-1+ut, Ut-IN(0,0"2). 

where R'f:0 is the 10-year euro nominal interest rate and F is foreign holdings of U.S. securities. 

5 

(6) 



3.1.2 Johansen's Method and the Yield Curve 

This method argues that changes in Treasury yields owe to short-run dynamics and an adjustment to the 

long-run yield curve. This view is implemented as 

6R120,t 

6Rs4,t 

6F4;o,t 

6R36,t 

6R24,t 

6R12,t 

t;R1,1 

l:J.Rff,t 

2 

== t:i.Rt = L r k . tJ.Rt-) + ...__,_, 
k=l 8 x8 

short run dynamics 

II · Xi -1 + v t , 
8xl3 13Xl 8xl 

(7) 

'--v-" 
adjustment to long run 

where x; = ( Rt R{o t Ft 7Ti+1 ~e 1 ) , and Vt - JN(O, st). This method recognizes the interde-
' 8x8 

pendencies among Treasury yields, differentiates between short-run dynamics and long-run adjustment, and 

avoids simultaneity biases. 3 

We tested the rank of II using the Trace and Max tests, both with and without correction for degrees 

of freedom; the results indicate that one cannot reject the hypothesis that the rank of TI is at most seven, 

meaning that there are seven cointegration vectors. Given this result, we express II as 

II=a·/3' 
8X7 7Xl3' 

(8) 

where 

~'~ [ f31,2 f31,3 P1,4 P1,s P1,6 P1,1 P1,s P1,13 

) [ :: ) f32,1 1 f32,3 f32,4 P2,s P2,6 P2,1 P2,s P2,13 

(37,1 f31,2 f31,3 (37,4 f31,5 f31,6 1 f31,s /37,13 

and 

("" 
0:37 

J 
°'21 0:37 

O' = 

°'Sl 0:37 

Because there are more a' s and {3 1 
s than the number of elements of IT, we need to address the issue of 

identification. We were not able to get satisfactory results with various schemes, either from a statistical 

standpoint or from an economic viewpoint. Thus we pursued the scheme offered by the Term-premiun 

hypothesis, equation (10) above. The scheme assumes that which implies that the yield curve is 

Rn,t = Pn,8. Rjj,t +Rn, (9) 

where f3n,S is the pass-through coefficient of the federal funds rate to the n-month Treasury yield and Rn is 

the liquidity premium for yields of n-months. 

3 For choosing the number of lags, we began with six lags and then tested for fewer lags. 
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3.1.3 !viethod and the Yield Curve 

+ + 





Tests of properties of the residuals: normality, serial independence, homoskedasticity 

Out-of-sample Forecasts: Dynamic simulation from July 2007 to December 2008 for all 18 models 

along with forecasts for time-series models: AR(2), Random Walk, VAR(2), Common Factor with 

no exogenous variables. 

3.3 Results 

Table 5 shows the long-run coefficients along with the results evaluating the properties of the residuals and 

out-of-sample forecast accuracy; the focus is on the 10-year Treasury yield. 

1. Column 1 shows that the effect of an increase of 100 basis points in the federal funds rate is sensitive 

to the modeling of the choice of model curve: 20 basis points for the Johansen model and no effect for 

the other formulations. 

2. Column 2 shows that an increase of 100 basis points in the 10-year euro rate raises the 10-year U.S. 

Treasury yield regardless of model specification; the effect ranges from 11 basis points to 60 basis points, 

depending on the measure of foreign holdings. For a giv,,en measure of foreign holdings, however, the 

estimated effect is substantially greater for our term-structure models than for our preferred habitat 

model. 

3. Column 3 shows that the effect of an increase of 100 basis points in foreign holdings on the 10-year 

U.S. Treasury yield depends critically on the choices of model and measures of foreign holdings. This 

sensitivity replicates the tension found in the replication section: minor changes to the model design 

translate into large changes in model estimates. 

4. Columns 4-6 show that the choice of model has also implications for the properties of the residuals. 

Only the preferred habitat and Johansen formulations have residuals that are serially independent and 

homoskedastic; normality is normally rejected. 

5. Column 7 shows the root mean squared forecast error from dynamic (s-step) simulations from July 

2007 to December 2008; note that the second forecast horizon includes the Lehman Brothers failure. 

6. Column 9 shows the ratio of the model's RSMFE to the lowest RMSFE from the four time-series 

models. 

7. Out of the 18 models, only four preferred-habitat models are congruent: the residuals in all remaining 

models are not white noise. Out of these four models, the ones with the lowest RSMFE use the level 

of foreign holdings as measured by Bertaut and Tryon (2007). For these models, an increase in foreign 

holdings of 100 basis points lowers the 10-year U.S. Treasury by a bit over 20 basis points. 

4 General Equilibrium Model 

To design the general equilibrium model, we exploit the main result from table 5: that the best forecasting 

and congruent model of the 10-year U.S. Treasury uses the preferred habitat model with Bertaut and Tryon 

measures of foreign holdings. 
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4.1 Specification 

• Two countries with symmetric relations but different parameters 

• Short-term interest rate depends on inflation and output: 

Ri,t P,. R1,t-l + (1 - p,). [1/i7r. Tit+ 1/Jy. Yi] + Cil,t 

R~,t p: · R~,t-l + (1 - p:) · [~·; · n; + 1/;~ · }~"] + E7i,t 

• Inflation depends on expected inflation, past inflation, and output: 

Tit µJr. EtTit+l + (1 - µ-;r). [0:111. Tit-1 + 0'.11"2. 711-2] + O'.y. Yt-1 + E1r,t 

n; µ". · Etrr;+l + (1 - µ11".) · [et"·1 · rr;_ 1 + 0:"·2 · rr;_ 2] + o:~ · Y"i*- 1 + c;,t 

• Output depends on expected future output, past output, and the ex-ante real interest rate: 

lt f3y · EiYt+l + (1 - f3y) · [f3yl · Yi-1 + f3y2 · }'t-2] +Pr · [R1,t - Et1Tt+1] + Ey,t 

Yi* f3y· · EiYi'+.1 + (1 - f3y·) · [f3yi- · Yi-1 + f3y2• · Yi-2] + f3r• · [R;,t - E1rr;+1] + c;,t 

• 10-year Bond Rate depends on the short-term rate, the expected inflation, foreign holdings of bonds, 

and a risk premium: 

R120,t 

Prp · TPt-1 + Erp,t 

R* + E * + ,/, pother + * 
lt t 71 t+l 'P Father . t rpt 

Prp• · rp;_l + Erp•,t 

• Foreign holdings of U.S. Treasury bonds depend on the re-allocation of wealth and real-interest rate 

differentials: 

pbands 
t 

Fres 1 

r120,t 

fFbands. ptb.'.'_~ds + (1- fFbands). [>.Fbands. D.Frest + </JFbonds(r120,t - r;20,i)J + EFbands,t 

PFres · Frest-l + EFres,t 

R220,t - E1n 1+1 

R?20,t - E11T;+1 

'Y Father. Fi°~~eT + (1 - fFother). [>-Father. D.Fres + cf>Fother(r120,t - r;20,1)l + EFather,t 

• Parameters of interest 

- 1/; Father effect of FOther on foreign long rate ( - ) 

- 1/JFbonds effect of FBonds on U.S. long rate ( - ) 

cf> Father effect of U.S.-foreign long-term interest rate differential on Fother ( - ) 

<PFbonds effect of U.S.-foreign long-term interest rate differential on Fbonds ( +) 
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R~2o,t : Euro Area long rate: 10-year Bund rate 

Ftbonds : Foreign share of T-bonds: Foreign holdings of Treasury bonds (excluding valuation changes) as a 

share of outstanding Treasury bonds. Percent change in share from its 1-year moving average. 

Frest : Total foreign reserves: From IFS database, excludes reserves of the United States (but includes 

foreign reserves held in the form of U.S. Treasury securities). Percent change from its 1-year moving 

average. 

Fi°ther : Total other reserves: Foreign official reserves other than foreign official holdings of Treasury bills, 

bonds, and notes. All measured at market value. Percent change from its 1-year moving average. 
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Table 1: Estimates of W&W: Replication and Sensitivity-OLS, Jan. 1984-May 2005* 

foreign= foreign= foreign= foreign= 

WW data FRBNY WW data FRBNY 

'(1) '(2) '(3) '(4) 

Constant 1.174 1.054 -1.749 -1.660 

SE 0.219 0.214 0.376 0.348 

RFF 0.371 0.353 0.375 0.371 

SEE 0.036 0.038 0 032 0.033 

n:•(t+lO) 0.629 0.647 1.642 1.621 

SE 0.036 0.038 0.117 0.111 

n:•(t+ 1)-n:.(t+ 10) 0.486 0.460 -0.324 -0.289 

SE 0.209 0.210 0.203 0.199 

y•(t+l) 0.137 0.187 0.312 0.312 

SE 0.079 0.082 0.071 0.072 

gov't budget surplus** -0.134 -0.138 0.124 0.117 

SE 0031 0.031 0.039 0.039 

risk premium (rp) 4.673 4.737 0.758 0.836 

SE 0.796 0.800 0.817 0.811 

foreign -0 399 -0.309 0.023 -0.012 

SE 0.084 0.070 0.087 0.069 

AdjR2 0.754 0.751 0.938 0.938 

SER 0.608 0.612 0.529 0 529 

Tests of Assumptions*** 0.868 0.678 0.992 0.996 

Normality 0.143 0.111 0.030 0.047 

Serial Independence 0.000 0.000 0.000 0.000 

Homoskedasticity 0.000 0.000 0.000 0.000 

* Estimated standard errors WITHOUT correction for serial dependence and heteroskedasticity 

** W&W report estimates with the sign reversed 

***If entry is less than 0.05, then reject null hypothesis at the 5% level 

U:\IFT\Marquez\USratesJ29reignFinlnflw\Results070909A.xlsx 



Table 2: Replication of the Estimation Results from Tables 6 and 7 of Rudebusch, Swanson, and Wu (2006) -- 1990.m5-2005.m12 

BRS Residuals RW Residuals 

Bivariate Multivariate Bivariate Multivariate 

Original Replication Original Replication Original Replication Original Replication 

(1) (2) (3) (4) (5) (6) (7) (8) 

Foreign Official Purchases 149.00 156.19 147.00 128.39 47.00 6.74 38.00 -40.02 

t-stat 0.89 0.90 0.76 0.64 0.58 0.08 0.04 -0.37 

Volatility of GDP Growth 15.40 10.58 3.90 3.52 

t-stat 3.10 2.05 1.45 1.27 

Volatility of LT Tr. Securities 1.20 1.34 0.49 0.48 

t-stat 5.47 5.84 4.11 3.93 

S&P 500 volatility -0.33 0.01 -0.50 -0.50 

t-stat -0.63 0.01 -1.73 -1.67 

Euro-dollar Volatility -0.23 -0.25 -0.17 -0.15 

t-stat -1.35 -1.41 -1.83 -1.60 

Core PCE Volatility 360.00 304.08 214.00 202.66 
t-stat 2.18 1.76 2.39 2.19 

Constant nr -1.55 nr -167.45 nr 1.15 nr -51.98 

t-stat -0.41 -7.50 0.63 -4.35 

R"2 0.00 0.00 0.30 0.30 0.00 0.00 0.14 0.13 

SER nr 39.78 nr 33.89 nr 19.15 nr 18.14 

nr: not reported 

U:\IFT\Marquez\USratesForeignFinlnflw\liaplication versus Original just Automated.xlsx ~ge-1 



Table 3: Sensitivity of BRS Residuals Sum of Coefficients 

Foreign= ForPurch Fdebtshr Foreign= CHG12_FOI AGTR_FDebtshr 

No lags With Lags No lags With Lags 

'(1) '(2) '{3) '{4) '{5) '(6) '(7) '(8) 

Constant -1.55 -167.45 0.70 -75.43 9.07 -131.07 4.01 -51.47 

SE 3.80 22.33 2.69 24.58 3.91 27.11 2.79 25.76 

BRSresiduals 0.73 0 61 0.69 0.62 

SE 0.06 0.07 0.06 0.07 

Foreign 156.19 128.39 -71.18 -118.77 -715.46 -532.01 -418.70 -337.60 

SE 173.45 201.48 124.20 167.01 229.16 279.56 168.20 223.30 

GDP _Growth_Volat 10.58 1.98 11.16 4.23 

SE 5.17 4.35 5.13 4.18 

MOVE 1.34 0.78 1.40 0.63 

SE 0 23 0.26 0.21 0.23 

S&PVolatility 0.01 -0.61 -0.43 -0.63 

SE 0.55 0.53 0.49 0.43 

EuroVolatility -0.25 -0.32 -0.33 -0.33 

SE 0.18 0.17 0.17 0.16 

CoreVolatility -- 304.08 -- 311.56 80.69 -- 209.60 

SE 172.60 148.48 192.00 156.70 

AdjR2 0.00 0.27 0.52 0.61 0.04 0.29 0.54 0.61 

SER 39.78 33.89 27.76 25.09 38.86 33.60 27.04 24.93 

Tests of Assumptions••• 

Normality 0.78 0.57 0.33 0.63 0.62 0.73 0.41 0.50 

Serial Independence 0.00 0.00 0.57 0.75 0.00 0.00 0.67 0.96 

Homoskedasticity 0.00 0.00 0.80 0.77 0.00 0.00 0.50 0.85 

* Estimated standard errors WITHOUT correction for serial dependence and heteroskedasticity 

** W&W report estimates with the sign reversed 

••• If entry is less than 0.05, then reject null hypothesis at the 5% level 
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Table 4: Sensitivity of RW Residuals Sum of Coefficients 

Foreign = ForPurch_Fdebtshr Foreign =CHG 12 FOi AGTR FDebtshr 

No lags With Lags No lags With Lags 
'(1) '(2) '(3) '(4) '(5) '(6) '(7) '(8) 

Constant 1.15 -51.98 0.53 -6.53 9.28 7.51 2.12 -2.35 
SE 1.83 11.95 0.93 8.15 1.73 12.73 1.04 8.66 

RWresiduals 0.87 0.87 0.83 0.83 
SE 0.04 0.04 0.04 0.05 

Foreign 6.74 -40.02 -38.50 -9.39 -683 64 -1003.52 -175.55 -160.80 
SE 83.51 107.81 42.81 60.63 101.21 131.25 64.05 90.42 

GDP - Growth_ Volat 3.52 0.05 4.42 0.34 

SE 2.77 1.56 2.41 1.48 

MOVE 0.48 -0.01 0.46 0.05 

SE 0.12 0.09 0.10 0.08 

S&PVolatility -0.50 0.05 -0.91 -0 09 

SE 0.30 0.20 0.23 0.16 

EuroVolatility -0.15 0.05 -0.24 0.02 
SE 0.09 0.06 0.08 0.06 

CoreVolatility -- 202.66 26.31 -148.00 -12.28 
SE 92.36 53.78 90.14 56.30 

Adj R2 -0.01 0.10 0.75 0.77 0.19 0.32 0.76 0.78 
SER 19.15 18.14 9.62 9.12 17.16 15.77 9.45 8.91 

Tests of Assumptions*** 

Normality 0.01 0.00 0.08 0.01 0.34 0.01 0.08 0.02 

Serial Independence 0.00 0.00 0.22 0.54 0.00 0.00 0.40 0.37 
Homoskedasticity 0.00 0.00 0.00 0.02 0.00 0.00 0.00 0.02 

• Estimated standard errors WITHOUT correction for serial dependence and heteroskedasticity 

•• W&W report estimates with the sign reversed 

*** If entry is less than 0.05, then reject null hypothesis at the 5% level 

U: \I FT\M a rq u ez\ US rates F ore!an Fin I nfl w\Rud e bus ch Rep Ii cation \Re su lts063009 B .xlsx 



Table 5: Summary of Estimation Results for U.S. 10-year Treasury Yield 

Ceteris Paribus -- Direct -- Long Run Effects Properties of Residuals Forecasts 

Serial Normality Constant RMSFE* RSM FE 

Rff RlOeuro lndepend. Variance basis points relative to 

Specification Measure of F Estimate std. error Estimate std. error Estimate std. error RSMFE(AR(2)) 

{1) (2) (3) (4) (5) (6) {7) (8) 

Single Equation FRBNY 0.020 0.139 0.174 0.140 -0.216 0.113 Accept Reject Accept 66 0.60 

OLS 1'>12 FRBNY -0.059 0.229 0 363 0.119 0.560 0.504 Accept Accept Accept 179 1.64 

Foreign Official 0.059 0.144 0.185 0.146 -0.262 0.149 Accept Accept Accept 92 0.84 

1'>12Foreign Official 0.023 0.186 0.368 0.105 0.507 0.379 Accept Reject Accept 143 1.31 

Foreign Total 0.108 0.128 0.111 0.152 -0.224 0.105 Accept Accept Accept 91 0.83 

1'>12Foreign Total 0.010 0.201 0.347 0.114 0.154 0.239 Accept Reject Accept 139 1.28 

Johansen FRBNY 0.204 0.072 0.272 0.079 -0.156 0.063 Accept Reject Accept 79 0.72 

FIML 1'>12FRBNY 0.214 0.086 0.426 0.051 0 014 0.175 Accept Reject Accept 134 1.23 

Foreign Official 0.210 0.074 0.313 0.077 -0.153 0.081 Accept Reject Accept 96 0.88 

1'> 12 Foreign Official 0.237 0.085 0.427 0.050 0.154 0 163 Accept Reject Accept 134 1.22 

Foreign Total 0.216 0.068 0.243 0.081 -0.162 0.059 Accept Reject Accept 98 0.90 

1'> 12 Foreign Total 0.201 0.089 0.427 0.050 -0.031 0.106 Accept Reject Accept 130 1.19 

Koopman FRBNY 0.002 0.068 0.475 0.070 -0.157 0.093 Reject Accept Reject 38 0.35 

FIML 1'> 12 FRBNY -O.D15 0.076 0.597 0.076 -0.173 0.096 Reject Accept Reject 91 0.84 

Foreign Official -0.005 0.069 0.497 0.072 -0.048 0.120 Reject Accept Reject 63 058 

1'> 12 Foreign Official 0.006 0.076 0.596 0.075 -0.040 0.109 Reject Accept Reject 102 0.93 

Foreign Total -0.020 0.069 0.446 0.072 0.016 0.075 Reject Accept Reject 80 0.73 

1'>12Foreign Total 0.005 0.076 0.598 0.075 0.008 0.070 Reject Accept Reject 105 0.96 

Time Series AR(2) Accept Accept Accept 109 1.00 

Random Walk+drift Reject Accept Reject 266 2.44 

VAR{2) Accept Reject Accept 110 1.01 

Common Factors without Reject Reject Reject 600 5.50 

exogenous variables 

• S-step ahead simulations from July 2007 to December 2008 

U:\IFT\Marquez\USratesForeignFinfntiw\Summary Table with Results.xlsx 
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The Honorable Tim Johnson 
Page Two 

Financial Stability Board encouraged the global standard-setting bodies to pursue 
coordinated work to set standards on margin requirements for uncleared swaps. The work 
begins this month, and we expect staff from the Board, the FDIC, the OCC, the 
Commodity Futures Trading Commission, and the Securities and Exchange Commission 
to participate. This joint international initiative will work towards the formulation of 
recommendations for margin requirements for uncleared swaps that can be implemented 
consistently on a global basis. I assure you that our rulemaking process will take 
appropriate consideration of this international effort. 

The prudential regulators asked many questions about all of these issues as part of 
the request for comment on the proposed rule in order to understand the potential effects 
of the proposal and to solicit views on the best way to address the risks and goals that 
motivated the provisions in the Dodd-Frank Act. We are currently analyzing the 
comments we have received, including the issues raised in your letter. 

Thank you again for sharing your comments and informed perspective. 

Sincerely, 

/J/}c--
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The Honorable Barney Frank 
Page Two 

begins this month, and we expect staff from the Board, the FDIC, the OCC, the 
Commodity Futures Trading Commission, and the Securities and Exchange Commission 
to participate. This joint international initiative will work towards the formulation of 
recommendations for margin requirements for uncleared swaps that can be implemented 
consistently on a global basis. I assure you that our rulemaking process will take 
appropriate consideration of this international effort. 

The prudential regulators asked many questions about all of these issues as part of 
the request for comment on the proposed rule in order to understand the potential effects 
of the proposal and to solicit views on the best way to address the risks and goals that 
motivated the provisions in the Dodd-Frank Act. We are currently analyzing the 
comments we have received, including the issues raised in your letter. 

Thank you again for sharing your comments and informed perspective. 

Sincerely, 

(l/Jd--



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

March 5, 2013 

The Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing, 
and Urban Affairs 

United State Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

BEN 5. BERNANKE 

CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 

July 17, 2012, hearing before the Committee on Banking, Housing, and Urban Affairs. A 

copy has also been forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Sincerely, 

Enclosure 



Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve Svstem, from Chairman Johnson: 

2. Critics of Wall Street Reform claim that the law is holding back the economic recovery. 
What has had a greater impact on high unemployment today-the Wall Street Reform Act 
or the ineffective regulations that led to the financial crisis? Can you offer examples of how 
the financial system is now safer as a result of policies that the Fed has implemented 
pursuant to the Wall Street Reform Act? 

The recent financial crisis demonstrated that some financial companies had grown so large, 
leveraged, and interconnected, that their failure could pose a threat to overall financial stability. 
The crisis also exposed significant weaknesses in banking organizations' internal management 
and stress testing practices, as well as deficiencies in the regulators' toolkit to address them. In 
addition, the amount of high-quality capital held by banking organizations globally was 
insufficient to absorb losses that banking organizations experienced during that period. 
Insufficient liquidity and associated risk management practices also directly contributed to the 
failure or near failure of many companies and exacerbated the crisis. To address these and other 
weaknesses, the Federal Reserve has taken various steps to improve the regulation and 
supervision of individual firms to enhance their resiliency in times of stress, as well as the 
resiliency of the financial system as a whole. These measures have been taken pursuant to the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), as well as the 
Federal Reserve' s authority as the supervisor of various financial institutions. 

For example, in January 2012, the Board published for comment proposed rules that would 
implement the enhanced prudential standards and early remediation requirements of sections 165 
and 166 of the Dodd-Frank Act. The proposal generally applies to all U.S. bank holding 
companies with total consolidated assets of $50 billion or more and nonbank financial companies 
that the Financial Stability Oversight Council has designated for supervision by the Board 
(covered companies). The proposal addresses issues such as capital, liquidity, single 
counterparty credit limits, stress testing, risk management, and early remediation requirements. 
The Board intends to supplement the enhanced risk-based capital and leverage requirements 
proposed in January 2012 with a subsequent proposal to implement a quantitative risk-based 
capital surcharge for covered companies or a subset of covered companies. To further 
implement the provisions of sections 165 and 166 of the Dodd-Frank Act, the Board issued 
proposed rules in December 2012 to strengthen the oversight of the U.S. operations oflarge 
foreign banking organizations, including measures regarding early remediation, capital stress 
testing, overall risk management, and enhanced risk-based and leverage requirements for these 
organizations. These proposals are aimed at strengthening the regulatory framework to address 
the risks that large, interconnected financial institutions pose to U.S. financial stability. 

In addition, in June 2012, the Board and the other federal banking agencies issued three notices 
of proposed rulemaking that would effectively result in increasing the quantity and quality of 
capital held by banking organizations. The proposed rules would introduce a new common 
equity tier 1 capital requirement, raise existing minimum tier 1 capital requirements, and 
implement a capital conservation buffer to increase the resiliency of all banking organizations 
during times of economic and financial stress. The proposed rules would also be incorporated 
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into the enhanced standards for covered companies discussed above. These measures are 
designed to help address the shortcomings in the international capital standards exposed during 
the crisis and build additional capacity into the banking system to absorb losses in times of future 
market and economic stress. The proposals also would enhance the risk-sensitivity of the 
agencies' capital requirements by revising the calculation of risk-weighted assets for certain 
exposures to address weaknesses identified in the capital framework in recent years. 

The Federal Reserve has also been working to embed its supervisory practices within a broader 
macroprudential framework that focuses not only on the conditions of individual firms but also 
on the health of the financial system as a whole. Even before the enactment of the Dodd-Frank 
Act, the Federal Reserve had begun to overhaul its approach to supervision to better achieve both 
microprudential and macroprudential goals. For example, in 2009, the Federal Reserve created 
the Large Institution Supervision Coordinating Committee, which oversees the supervision of the 
most systemically important financial finns. Another important example of the Federal 
Reserve's strengthened, cross-firm supervisory approach is the Comprehensive Capital Analysis 
and Review, through which the Federal Reserve assesses the internal capital planning processes 
of the largest bank holding companies and evaluates their capital adequacy under a very severe 
hypothetical stress scenario. Largely as a result of these efforts and the Federal Reserve's action 
during the crisis, the aggregate amount of tier 1 common for the 19 largest bank holding 
companies increased by more than $300 billion between 2009 and 2012. The Federal Reserve 
also routinely uses macroprudential tools in analyzing the potential consequences of significant 
economic events for the individual firms it supervises and for the financial system as a whole. 

The proposed enhanced prudential standards and regulatory capital requirements, as well as other 
additional steps that the Federal Reserve has taken in response to the crisis and pursuant to the 
Dodd-Frank Act, are designed to strengthen the banking system and the financial system as a 
whole by strengthening regulatory requirements and the supervision of the most systemically 
important financial firms. 

3. Do you think that the policy changes announced at the recent E.U. summit go far 
enough toward solving the European financial crisis? How will U.S. banks be affected by 
the proposed Eurozone banking union? 

At their late June summit, European leaders agreed on a number of measures to address the 
financial crisis. These included, among other steps, establishing a single supervisory mechanism 
for European banks and, once such a mechanism is in place, enabling the European Stability 
Mechanism (ESM), the permanent euro-area backstop facility, to recapitalize banks directly. 
Subsequently, European leaders have also made progress in enhancing regional policy support 
for vulnerable euro-area countries. The European Central Bank (ECB) has announced a program 
that would enable it to purchase sovereign debt in order to address market distortions and contain 
bond yields. Countries benefitting from ECB support will have to enter into assistance programs 
and commit to achieving appropriate conditions prior to ECB assistance. 
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These developments have helped ease stresses in European financial markets and hold out the 
hope of further progress toward resolution of the crisis. However, European leaders must follow 
through on their commitments by agreeing to specific, detailed plans and then implementing 
them. Market participants have reacted favorably to announcements of the ECB's new bond 
purchase framework, but more work must be done to operationalize this strategy. By the same 
token, further agreements among European authorities will be required before the single 
supervisory mechanism for banks can be put in place. Additionally, if a full resolution of 
Europe's difficulties is to be achieved, these regional initiatives must be complemented by 
further actions in the vulnerable countries themselves to improve public finances, strengthen 
banking systems, and promote pro-growth structural reforms. 

Euro-area banks currently are supervised by 17 national supervisors. Establishing a single 
supervisory mechanism should help to streamline supervisory compliance costs, further the 
integration of the European financial market and make it easier for international banks, including 
U.S. banks, to conduct business within and across euro area countries. Moreover, tougher and 
more consistent bank supervision in Europe should reduce the frequency and severity of 
financial distress of European banks and hence contribute to global financial stability. 

4. What are the barders preventing homeowners who are current on their mortgage 
payments from refinancing? Could legislation address those barriers, and how would such 
legislation help with economic recovery? 

Low credit scores or levels of home equity make it difficult for many borrowers to refinance 
their mortgages. Initiatives such as the Home Affordable Refinance Program (HARP) and the 
streamlined refinance program offered by the Federal Housing Administration (FHA) have 
reduced or eliminated these barriers for many borrowers with loans guaranteed or insured by 
Fannie Mae, Freddie Mac, or FHA. However, borrowers whose loans are held in bank portfolios 
or private-label mortgage-backed securities, as well as borrowers who have already refinanced 
through HARP, often face significant obstacles to refinancing if their credit scores or home 
equity fall below certain levels. The Monetary Policy Report submitted to the Congress on 
July 17, 2012, and the staff housing paper sent to the Committee on Banking, Housing, and 
Urban Affairs on January 4, 2012, provide further discussion of these issues. 

The Congress could facilitate refinancing for these borrowers by legislating changes to HARP or 
the FHA refinancing program or by creating a new refinancing program. In designing such 
legislation, the Congress would have to consider how to balance the interests of borrowers, 
taxpayers, and investors. A refinancing program might provide a small boost to aggregate 
consumer spending, decrease the incidence of mortgage default, and improve consumer 
confidence, but the size of such effects is difficult to predict. 

5. The Fed is proposing a set of rules implementing Sections 165 and 171 of the Wall Street 
Reform Act and the Basel III agreements. These rules would apply to insurance companies 
organized as thrift holding companies or designated as nonbank financial SIFis. Did the 
Fed consult with the Federal Insurance Office (FIO)? Do you anticipate that you will 
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consult regularly with FIO as you engage in rulemakings that impact insurance 
companies? What else is the Fed doing to develop its insurance expertise? As part of these 
rulemakings, what steps did the Fed take to analyze the differences between banks and 
insurance companies and to incorporate those findings into the rulemakings? Do you think 
that the recent actions and rulemakings of the Fed appropriately recognize the differences 
between insurance companies and banks? 

Board staff has consulted with the Federal Insurance Office on issues related to capital 
requirements, stress testing, and insurance matters generally. Board staff also met with industry 
representatives and with the National Association of Insurance Commissioners on several 
occasions to discuss insurance-related issues. The Board also sought public comment on capital 
and accounting issues as well as on regulatory and supervisory requirements for savings and loan 
holding companies when it published a notice of intent regarding these institutions on April 22, 
2011. The Board expects to continue this practice of consultations with other regulators and 
standard-setters, as well as the industry and the public, to further the Board's expertise and to 
gain additional perspectives on the regulation and supervision of insurance companies as 
appropriate. 

In June 2012, the Board and the other federal banking agencies proposed to revise risk-based and 
leverage capital requirements in three notices of proposed rulemaking. In proposing the 
regulatory capital requirements, the Board sought to meet several legal requirements and policy 
goals. Section 171 of the Dodd-Frank Act, requires that the Board establish minimum 
consolidated risk-based and leverage capital requirements for savings and loan holding 
companies that are not less than the "generally applicable" risk-based and leverage capital 
requirements for insured depository institutions. Accordingly, the proposals include consistent 
treatment for similar types of exposures, whether held at a depository institution or a savings and 
loan holding company, as well as provide flexibility for certain insurance-related assets that 
generally are not held by depository institutions. For example, the proposals include specific 
risk-weights for policy loans and non-guaranteed separate accounts, which are typically held by 
insurance companies but not depository institutions. 

The Board has received numerous comments from the public on the proposals with regard to the 
application of the proposed rules to insurance-centric savings and loan holding companies. The 
Board will carefully consider all the comments received while finalizing the regulatory capital 
rules. 

6. The recent losses at JP Morgan have renewed focus on risk management practices. 
Additionally, JP Morgan has stated that the firm changed its risk models and trading 
positions in anticipation of new capital requirements under Basel III. Please provide your 
comments on how new capital requirements will strengthen the financial system, as well as 
any potential risks that may arise from these new capital standards. If the new standards 
encourage institutions to shift their activities into other risky activities, or have other 
unintended consequences, please comment on how you plan to address those shifts. In your 
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answer, please also include any expectations you may have regarding institutional risk 
management and the Fed's supervision of risk management at institutions. 

In June 2012, in addition to issuing the proposed rules described in the answer to question two 
above, the federal banking agencies approved a final rule to implement changes to the market 
risk capital rule that applies to banking organizations with significant trading activity. 1 The 
changes are primarily designed to ensure appropriate capital is held against trading positions, 
reduce the procyclicality of the capital requirements, and enhance the measure of credit risk of 
traded positions. Thus, the rule is expected to help ensure that banking organizations maintain 
stronger capital positions and improve the resilience of the U.S. banking system in times of 
stress, thus contributing to the overall health of the U.S. economy. 

There are risks that banking organizations may alter their practices and engage in different 
activities as a result of new and proposed capital rules. However, the Federal Reserve has a 
comprehensive supervisory framework and regulations beyond the regulatory capital rules to 
help address these risks. For example, a supervisory assessment of banking organizations' 
capital adequacy takes into account a banking organization's internal processes for capital 
adequacy, as well as risks and other factors that can affect the banking organization's financial 
condition, including the level and severity of problem assets and the organization's exposure to 
operational and interest rate risk.2 For internationally-active institutions, the supervisory review 
process for capital adequacy (the so-called Pillar 2 approach based on the international Basel II 
standards) is even more rigorous and comprehensive as it emphasizes the need for these 
institutions to look beyond the regulatory capital standards and to help institution's ensure that 
they maintain adequate capital levels in relation to their risk profiles. Further, for the largest 
U.S. bank holding companies, the Federal Reserve has established regulatory requirements for 
regular stress testing and capital planning and conducts supervisory assessments of the capital 
planning processes and capital adequacy of these firms. 

The Federal Reserve has also put forth other guidance for banking organizations related to risk 
management in Supervision and Regulation Letters. For example, the federal banking agencies 
finalized stress testing guidance in May 2012 for banking organizations with total consolidated 
assets of more than $10 billion that focuses on the importance of banking organizations 
conducting forward-looking assessments of their risks to better equip them to address a range of 
adverse outcomes. The supervisory guidance on model risk management, issued in April 2011, 
describes key aspects of the effective model risk management, as well as key principles of sound 
governance and internal controls governing the use of models. These and other supervisory 
guidance and regulations are designed to improve banking organizations' risk management 
practices, as well as the supervisory toolkit to enforce robust procedures and sound risk 
management so that banking organizations manage their risks effectively and hold adequate 
capital commensurate with their risk profiles. 

I 77 FR 53060. 
2 See, for example, SR 09-04, "Applying Supervisory Guidance and Regulations on the Payment of Dividends, 
Stock Redemptions, and Stock Repurchases at Bank Holding Companies"; see also June 2012 proposed regulatory 
capital rule, 77 FR 52792). 



March 8, 2013 

The Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing 

and Urban Affairs 
United States Senate 
Washington, DC 20510-6075 

Dear Chairman Johnson: 

Office of the Comptroller of the Currency 
Board of Governors of the Federal Reserve System 

Thank you for your letter dated January 28, 2013, regarding lessons learned by the agencies in 
directing the Independent Foreclosure Review (IFR) process and the disposition of any funds left 
from the cash payouts required by agreements announced by the Office of the Comptroller of the 
Currency (OCC) and the Federal Reserve in January with 13 mortgage servicers subject to 
regulators' enforcement actions. 

The agreements announced in January provide significant benefits to homeowners potentially 
affected by deficient foreclosure processes as well as homeowners still struggling to keep their 
homes. The agreements will provide $3.6 billion in cash payments directly to eligible borrowers 
and $5.7 billion in additional assistance. 

The agencies share your views on the importance of borrower awareness, first about the IFR and 
now about the agreements, and, taking into account our experiences relating to the IFR, intend to 
take measures to ensure that all borrowers covered by the agreements in principle receive their 
compensation. In that vein, in implementing the agreements, we met with consumer advocacy 
groups early in the process to solicit the groups' views on how to best communicate information 
about the agreements and payments that will be forthcoming. 

The agencies are very sensitive to treatment of any residual funds left from the required cash 
payments. Although a decision on the use of any such funds is best made once we know the total 
amount available, which likely will not occur for several months, the OCC and the Federal 
Reserve are reviewing the best options for the use of those residual funds. We will carefully 
review the options you suggested as well as others that are in the public's interest, and intend to 
solicit the views of community groups that serve communities in need of borrower relief. While 
a decision has not been made, our intent is to ensure every penny of any residual funds will be 
used to benefit the public, and none will be returned to servicers. 

With respect to your request for an accounting of the IFR, we have committed to providing 
public reports relating to the foreclosure enforcement actions that we anticipate will include 
available details about the findings of reviews where complete, number of requests for review, 
costs associated with the reviews, and the status of the other corrective activities directed by our 
enforcement actions. We are currently in the process of gathering this information. 



Thank you for sharing your concerns. 

Sincerely, 

//. 
Ben S. Bernanke 
Chairman, Board of Governors of the 
Federal Reserve System 



Office of the Comptroller of the Currency 
Board of Governors of the Federal Reserve System 

The Honorable Maxine Waters 
Ranking Member 
Committee on Financial Services 
United States House of Representatives 
Washington, DC 20515-3214 

Dear Ranking Member Waters: 

March 22, 2013 

Thank you for your letters dated January 31, 2013 and February 15, 2013, regarding the agreements 
reached by the Office of the Comptroller of the Currency (OCC) and the Board of Governors of the 
Federal Reserve System (FRB) with 13 mortgage servicers subject to regulators' enforcement actions. 
Those agreements will result in $3.6 billion cash payments and $5.7 billion in other assistance to 
borrowers. This is the largest cash payout to borrowers affected by foreclosure actions of any settlement 
to date and provides significant benefit to borrowers. 

We appreciate your suggestions and concerns, and are committed to working with you and other 
interested Members throughout this process. We are sensitive to the issues you raised regarding the 
importance of monitoring this process, maximizing the benefit to homeowners, and providing 
transparency. 

With regard to monitoring the execution of the agreements and compliance with the agencies' 
enforcement actions, the OCC and the FRB will fulfill this role, rather than a third-party monitor. As the 
primary supervisors of these institutions, the regulators are fothe best position to perform this important 
function. In addition, the Treasury Inspector General and the Government Accountability Office have 
been engaged in monitoring this effort throughout the entire process. 

Maximizing the benefit to borrowers has been a primary focus of the agencies and was one oft~e driving 
reasons behind the decision to pursue these agreements. These agreements were executed through 
amendments to our April 2011 consent orders and include expectations for prioritizing the additional 
assistance in a manner that provides meaningful relief to borrowers. Specifically, the agreements 
emphasize the importance of prioritizing _assistance to the in-scope borrowers who may benefit from the 
assistance. The agencies are also meeting with a variety of consumer groups to hear, concerns and 
suggestions, and we are considering additional suggestions provided in numerous letters as we implement 
the agreements to ensure that the $3.6 billion in payments and $5.7 billion in other assistance provide 
signifi?ant benefit to borrowers and help to prevent avoidable foreclosures. 

We agree that transparency is an important part ofrestoring confidence to mortgage servicing overall. To 
this end, we have committed to providing a variety ofreports that detail the implementation of the 
agreements. We expect the reports to include details about the direct relief and other assistance provided 
to homeowners, as well as information about the findings of reviews where complete, number of requests 
for review, costs associated with the reviews, and the status of the other corrective activities directed by 
our enforcement actions. We are currently in the process of developing and analyzing this information. 



As we finalize those reports, we will also consider the information you have suggested as well as the 
other suggestions that we have received. 

Thank you also for your questions regarding how the agencies and servicers reached the $3 .6 billion· in 
payments and $5.7 billion in other assistance. fu late fall 2012, regulators recognized that the 
fudependent Foreclosure Review was proceeding much too slowly and was delaying valuable relief to 
homeowners affected by foreclosure. The final amount of cash payment and other assistance provided by 
the agreement was reached through negotiation. We believe the cash payment alone is significantly more 
than the amount borrowers would have otherwise received through the IFR process. We arrived at that 
view by considering the best available information regarding the potential payout to borrowers. We 
further considered the estimated direct cost of completing the reviews, and other remaining indirect costs. 

As you rightly note, compensating borrowers for deficient foreclosure processes was just one goal of our 
April 2011 enforcement actions. The agreement with the participating servicers does not resolve the other 
existing provisions of the April 2011 enforcement actions, which remain in full force and effect. Those 
provisions required servicers to fix what was broken to ensure a fair and orderly mortgage servicing 
process going forward. fu the time since issuing our orders, much progress has been made in 
implementing better controls, and improving systems and processes to ensure the errors that led to our 
enforcement actions do not recur. Our examiners continue to work to monitor compliance with those 
orders and verify the corrective actions taken by the servicers. In addition we are coordinating very 
closely with the Consumer Financial Protection Bureau on the implementation of standards that help 
improve mortgage servicing across the industry. 

Finally, you have noted an interest in documents prepared in the course of implementing the actions 
required by our April 2011 enforcement actions and those specifically related to the fudependent 
Foreclosure Review work. We would be happy to have our staff schedule a briefing with your staff to 
discuss further your document request and information relevant to these regulatory actions. 

Please know that we are committed to working with you and the committees of jurisdiction in the House 
of Representatives and the Senate to ensure the effective oversight of the financial regulatory agencies in 
this matter. . . . 
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A/;JL-
. Ben S. Bernanke 

Chairman 
Board of Governors of the 

Federal Reserve System 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, D. C. 20551 

The Honorable Jeb Hensarling 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

March 28, 2013 

BENS. BERNANKE 

CHAIRMAN 

Thank you for your letter inquiring into the Board's authority to transfer funds to 
the Consumer Financial Protection Bureau (CFPB) in the event a court decision 
invalidates the appointment of the Director of the CFPB. 

As you note in your letter, section 1017(a)(l) of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (Dodd-Frank Act) requires the Board to transfer to 
the CFPB, up to a pre-established funding cap, the amount the Director of the CFPB 
determines is reasonably necessary to carry out the authorities of the CFPB under Federal 
consumer financial law. While one court has considered appointments to the National 
Labor Relations Board, to date, no court has specifically considered or determined that 
the Director of the CFPB has been invalidly appointed. If a court should find that the 
Director of the CFPB was invalidly appointed, the Board will consider the appropriate 
course of action to take at that time after reviewing the relevant court decision and 
provisions of the Dodd-Frank Act. 

Thank you again for taking the time to share your concerns with me. 

Sincerely, 

cc: The Honorable Maxine Waters 
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Chairman Bemanke subsequently submitted the following in response to written questions 
received from Senator Shelby in connection with the April 3, 2008, hearing before the 
Committee on Banking, Housing, and Urban Affairs: 

Primary Dealer Credit Facility 

Chairman Bernanke, the Federal Reserve is now lending regularly to securities firms 
under its Primary Dealer Credit Facility. It has been suggested that ifthe Fed is going to 
open its discount window to securities firms, additional regulation of securities firms may 
be needed. 

• How do we balance the need to have appropriate supervision of securities firms, 
especially now that they can receive Federal loans through the Fed, against the need to 
preserve the competitiveness of our financial services sector and avoid over-regulation? 

All the primary dealers eligible to borrow from the Federal Reserve under the Primary 
Dealer Credit Facility (PDCF) are subject to supervision and regulation by the SEC. In addition, 
the parent companies of nearly all of these primary dealers are subject to consolidated 
supervision--either by the Federal Reserve in the case of dealers that are owned by a U.S. bank 
holding company, a foreign bank supervisory agency in the case of dealers that are owned by a 
foreign bank, or the SEC or OTS in the case of dealers that are not affiliated with banks. 

The Federal Reserve is working closely with the SEC to ensure that we have access to 
necessary financial, risk management, and other information about primary dealers--including 
information about their capital and liquidity positions--and this coordination has been very useful 
to date. In the near term, the Federal Reserve does not see a need for any additional supervisory 
authorities with respect to primary dealers. 

Over the longer term, the Federal Reserve is analyzing the costs and benefits of possible 
changes in the supervision and regulation of securities firms and their parent holding companies 
(particularly as regards their capital adequacy and liquidity). Upon completion of this review, 
we would be pleased to discuss these issues with you. 

Regulatory Relief 

It has been reported that as a condition for purchasing Bear Stearns, regulators promised 
JPMC certain regulatory relief, including SEC no-action letters and forbearance on capital 
requirements. 

• Would you please list any and all regulatory relief your agency or department has 
agreed to provide JPMC in connection with its merger with Bear Stearns? 
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The Board provided two regulatory exemptions requested by JPMC in connection with its 
proposed acquisition of Bear Stearns. 

First, the Board provided JPMC with a temporary (18-month) exemption from the risk
based and leverage capital requirements for bank holding companies. The exemption allowed 
JPMC initially to (i) reduce its risk-weighted assets by the total amount of risk-weighted assets 
of Bear Steams for purposes of the Board's risk-based capital adequacy guidelines for bank 
holding companies; and (ii) reduce its balance-sheet assets by the total balance-sheet assets of 
Bear Stearns for purposes of the Board's leverage capital guidelines for bank holding companies. 
The amount of the exemption going forward will shrink by one-sixth during each succeeding 
quarter until the exemption expires on October l, 2009. JPMC has committed that it will remain . 
well capitalized during this period, both with and without the exemption. 

Second, the Board provided JPMC with a temporary (18-month) exemption from 
section 23A of the Federal Reserve Act and the Board's Regulation W. The exemption allows 
JPMorgan Chase Bank to extend credit to Bear Stearns and issue guarantees on behalf of Bear 
Steams so long as the transactions are (i) fully collateralized; (ii) subject to daily mark-to-market 
and remargining requirements; and (iii) guaranteed by JPMC. The initial amount of the 
exemption was 50 percent of the bank's regulatory capital. The amount of the exemption going 
forward will shrink by one-sixth during each succeeding quarter until the exemption expires on 
October 1, 2009. All transactions between JPMorgan Chase Bank and Bear Stearns would 
continue to be subject to section 23B of the Federal Reserve Act, which requires financial 
transactions between a bank and an affiliate to be conducted on market terms. 

A copy of the Board's regulatory capital and section 23A exemption letter is attached. 

Although not a regulatory relief matter, the Board also approved the acquisition of Bear 
Steams Bank & Trust by JPMC on April 1, 2008, on an expedited basis as provided in the Bank 
Holding Company Act. A copy of the Board's order approving the acquisition is attached. 

Emergency Lending Authority 

Chairman Bernanke, in my opening statement I mentioned the Federal Reserve's 
emergency lending authority. The Federal Reserve Act does not clearly specify the goals or 
purposes for which the Fed should exercise this authority. It only provides that lending to 
corporations should occur in unusual or exigent circumstances and when a corporation is 
unable to secure credit from other banking institutions. These relatively simple conditions 
effectively give the Fed broad discretion on when to exercise its emergency lending 
authority. You have written widely about the importance of inflation targeting, arguing 
that inflation-targeting provides "discipline and accountability in the making of monetary 
policy." 

• If monetary policy benefits from a framework that provides discipline and 
accountability, would not the Fed's emergency lending authority also benefit from 
having clearer objectives and conditions provided by Congress? 
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In my view, the Congress has achieved an appropriate balance between the needs for 
discipline and accountability, on the one hand, and flexibility and judgment, on the other, in the 
statutory frameworks that it has established for both monetary policy and emergency lending. 

With regard to monetary policy, the Congress has established the goals of maximum 
employment, stable prices, and moderate long-term interest rates, and it has set a framework for 
monetary policy accountability, partly through semiannual reports and testimony on monetary 
policy. The Congress has left the specific interpretation of the statutory goals for monetary 
policy to the judgment of the Board of Governors and the Federal Open Market Committee; for 
example, the Congress has wisely chosen not to quantify three goals of policy. Similarly, the 
Congress has provided only general guidance regarding the Federal Reserve's semiannual. 
reports on monetary policy, leaving the specific content of such reports and the accompanying 
testimony to the judgment of the Federal Reserve. 

The Congress has chosen an analogous approach for the conditions and accountability for 
emergency lending. With regard to the conditions for emergency lending, the Congress has 
established a clear framework that sets a high hurdle for undertaking such activities: Emergency 
lending can be done only in unusual and exigent circumstances, only when the borrower cannot 
otherwise secure adequate credit accommodations, and only with the approval of at least five 
members of the Federal Reserve Board. However, the Congress left the specific interpretation of 
the first two conditions to the Board. In my view, this was a wise decision by the Congress: 
Financial crises tend to be unique events, making it very difficult to set in advance an appropnate 
set of specific conditions that would have to be met for emergency lending. Moreover, the 
Congress has established an ongoing framework for the accountability of the Federal Reserve's 
financial operations by requiring that the Board publish on a regular basis statements of 
conditions for the Reserve Banks and for the System as a whole. Within this reporting 
framework, the Board has provided detail on the amounts outstanding under its various credit 
programs both in routine circumstances and in the current period of financial stress. In addition, 
the Federal Reserve recognizes that when it undertakes emergency lending it has an obligation to 
explain why it believes the conditions for such lending have been met. Congress has the 
authority to review the Federal Reserve's explanations, as it did at the hearing on April 3. 

Chairman Bernanke, the Federal Reserve Act grants the Board of Governors broad 
emergency lending authority. It enables the Fed to extend the Federal safety net to 
corporations, such as investment banks, that otherwise are not guaranteed by the Federal 
government. 

• Since taxpayers bear any losses on any emergency loans the Fed extends, should there 
be limits on the amount of lending the Fed can conduct under its emergency lending 
authority? And given budgetary implications of such lending, should the Treasury 
Secretary also have to formally approve these loans? 

When Congress established the Federal Reserve as the nation's central bank, Congress 
considered it important that an independent agency be created to help maintain the stability of 
the U.S. financial system. Financial crises can develop quickly and with considerable intensity, 
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and it is crucial that the Federal Reserve have authority to respond rapidly and powerfully to a 
severe crisis by, if necessary and appropriate, providing liquidity to the financial system. 

It is important to note that the Federal Reserve's emergency lending authorities are 
subject to a number of important qualitative limits. Most notably, the Federal Reserve generally 
has authority to lend to non-banks only in unusual and exigent circumstances, and when the 
borrower is unable to obtain adequate credit accommodations from other banking institutions. 
Moreover, these emergency credits must be secured to the satisfaction of the lending Federal 
Reserve Bank and approved by a super-majority of the Board of Governors of the Federal 
Reserve System. Consistent with the spirit of the Federal Reserve Act, we have only used our 
power to make emergency loans to non-depository institutions on a small number of occasions in 
the 75 years since Congress granted this authority to the Federal Reserve. 

The Federal Reserve also has been very careful in its recent actions to minimize any 
potential losses to taxpayers. All credit extended to primary dealers under the PDCF and all 
transactions with primary dealers under the term securities lending facility (TSLF) are fully 
secured by investment-grade securities with appropriate haircuts. In addition, the March 14 loan 
to Bear Steams was repaid on March 17 without loss to the taxpayer. There are also substantial 
protections for taxpayers associated with the prospective $29 billion extension of credit by the 
Federal Reserve to be made in connection with the acquisition of Bear Steams by JPMC. The 
collateral for the loan will be in the form of investment-grade securities and performing credit 
facilities, JPMC will bear the first $1 billion oflosses on the collateral pool, the Federal Reserve 
will be able to liquidate the collateral over a long-term horizon of at least ten years, and we have 
hired a professional independent investment adviser to manage the collateral pool. 

The Federal Reserve has never incurred any losses in extending credit through the 
discount window, and we will take every precaution to ensure that that remains the case. 

In light of the strict qualitative limits on Federal Reserve emergency lending, the Federal 
Reserve's practice of using this authority judiciously and safely, and the need for the Federal 
Reserve to be able to act in a financial crisis with maximum alacrity and independence of 
judgment, we do not think it would be necessary or appropriate to require the Secretary of the 
Treasury to approve Federal Reserve emergency loans. 

• Also, does the Fed's mere possession of such broad lending authority create 
expectations that the Fed will not permit major financial institutions to fail? 

Investors in and creditors of major financial institutions undoubtedly are now more aware 
of the Federal Reserve's broad emergency lending authority. There are substantial constraints on 
the Federal Reserve's authority, however, that should help promote continued market discipline. 
Specifically, in contrast to the FDIC's broad authority to resolve and/or liquidate insured 
depository institutions, the Federal Reserve does not have authority to acquire or otherwise 
resolve financial firms. The Federal Reserve may only address the liquidity needs of solvent 
non-depository companies in unusual and exigent circumstances. In this regard, the Federal 
Reserve did not prevent the demise of Bear Steams. The resolution of Bear Steams relied on a 
private sector acquisition. 
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The inability of the Federal Reserve to acquire or otherwise provide a solvency backstop 
to financial institutions is reflected in the market prices of obligations of financial institutions 
and derivative instruments based on obligations of financial institutions. Prices of these financial 
assets imply that market participants are far from certain that the Federal Reserve would prevent 
major financial institutions from failing. In particular, market participants continue to pay 
substantial premiums for protection against losses from failure of most major U.S. financial 
institutions. 

Moreover, any incidental costs associated with the Federal Reserve's lending authority 
must be compared against the substantial benefits that accrue to the financial.markets--and 
ultimately to taxpayers and homeowners--by allowing the central bank to respond quickly in 
emergency situations as a lender oflast resort. Congress created the Federal Reserve in part to 
serve the traditional central bank function as lender of last resort and thereby to reduce in 
emergency situations the potential adverse effects of illiquidity on either an individual firm or on 
the financial system more broadly. The fact that the Federal Reserve has exercised this authority 
to extend credit to non-depository institutions on only a small number of occasions in the past 
75 years underscores the high hurdle that Congress and the Federal Reserve have set for such 
lending. 

Moral Hazard 

Chairman Bernanke, would you please address the extent to which the Fed's actions in this 
case have increased the risk of moral hazard? 

Access to the federal safety net, including access to central bank credit, necessarily 
entails a degree of moral hazard. Thus, granting primary dealers access to Federal Reserve credit 
has increased moral hazard to some degree. 

Although the potential for moral hazard should be carefully analyzed and considered by 
policymakers, it seems more likely that the example of Bear Steams--in which shareholders and 
management suffered considerable losses--and the broader distress in financial markets will 
serve as a potent reminder to primary dealers and other leveraged financial firms about the 
importance of prudent liquidity risk management. In particular, in developing their liquidity 
management plans, primary dealers and others must now attach considerable weight to scenarios 
in which their access to funding in the repo market is sharply curtailed. Of course, the Federal 
Reserve, the SEC, and other regulatory agencies will be working to reinforce that message. 

The adverse effects of moral hazard must and can be mitigated through prudential 
supervision and regulation. The SEC and the Federal Reserve have been monitoring the leverage 
and liquidity of the primary dealers. Going forward, the SEC and the Federal Reserve will assess 
what changes in prudential supervision and regulation of primary dealers (such as increased 
capital or liquidity requirements) are needed to mitigate moral hazard and ensure that the dealers 
manage their risks appropriately. 
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The adverse effects of moral hazard from use of the Federal Reserve's emergency 
lending powers also must and can be mitigated through judicious, sparing, and disciplined use by 
the Federal Reserve of these powers. In this regard, as noted above, the Federal Reserve 
generally has authority to lend to non-depository institutions only in unusual and exigent 
circumstances and has very rarely exercised this authority. 

The Federal Reserve's actions with respect to Bear Steams are instructive in this regard. 
The Federal Reserve facilitated the acquisition of Bear Steams by JPMC because the substantial 
involvement of Bear Steams in many important financial markets--at a time when the credit 
markets were particularly vulnerable--was such that a sudden failure by Bear Stearns would 
likely have led to a chaotic unwinding of positions in already severely strained circumstances. 
Moreover, a failure by Bear Steams to meet its obligations would have cast doubt on the 
financial strength of other financial firms whose operations bore superficial similarity to that of 
Bear Stearns, without due regard to the fundamental soundness of those firms. The Federal 
Reserve judged that a sudden failure of Bear Stearns under these unusually fragile circumstances 
would have been extremely disorderly and would have risked unpredictable but severe 
consequences for many sound financial firms and for the functioning of the broader financial 
system and the economy. 

Moreover, as discussed in my answer to the previous question, any incidental costs 
associated with the Federal Reserve's lending authority--such as increased moral hazard--must 
be weighed against the substantial benefits that accrue to the financial markets by allowing the 
central bank to serve as lender oflast resort. The Federal Reserve's recent actions under its 
emergency lending authorities--the establishment of the PDCF and TSLF and the proposed 
financing of the JPMC acquisition of Bear Stearns--were essential to avert a financial crisis that 
likely would have had serious repercussions for the U.S. economy. 

Lessons Learned and Too Big to Fail 

We have beard the argument that Bear was "too inter-connected to allow to liquidate 
quickly". This would appear to be the case for a number of financial entities, including 
both banks and non-banks. 

• What changes in financial surveillance and reporting could the regulators use to make 
such a situation of "interconnectedness" less likely to trigger the type of resolution the 
Fed entered into with Bear? 

As noted in our answer to the previous question, although the interconnectedness of Bear 
Stearns was a consideration in the Federal Reserve's decision to facilitate the acquisition of Bear 
Stearns by JPMC, it was not a sufficient condition for the Federal Reserve's actions. Other 
important causes of the Federal Reserve's actions with respect to Bear Stearns were the 
suddenness of the collapse of the liquidity position of Bear Steams and the unusually fragile 
conditions in the financial markets. 

Regulators have for some time been paying considerable attention to the extent and 
nature of commercial and investment banks' credit exposures to other large financial institutions, 
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including exposures arising from OTC derivatives. But clearly this is an issue that deserves 
further attention. In particular, regulators need to understand and evaluate the effectiveness of 
the stress tests that these firms use to assess and limit the potential for exposures to increase 
significantly in stressed market conditions. Regulators also need to take a hard look at the firms' 
liquidity risk management practices, including their reliance on common sources of funding and 
their vulnerabilities to sudden reductions in the availability of those types of funding. 

• Given that the Fed has pursued this transaction, how can the Fed and perhaps the 
Congress now convince market participants that something similar will not happen 
again? And if we cannot convince market participants that is the case, what is the 
implication for risk-taking behavior in the future? 

As discussed above, it seems likely that the considerable losses suffered by shareholders 
and management of Bear Stearns should serve to check and possibly diminish incentives for 
undue risk-taking by the owners and managers oflarge financial institutions. Moreover, as 
discussed above, the adverse effects of moral hazard from use of the Federal Reserve's 
emergency lending powers are mitigated by the sparing and disciplined use by the Federal 
Reserve of these powers. As noted above, the Federal Reserve generally has authority to lend to 
non-depository institutions only in unusual and exigent circumstances, when the borrower is 
unable to obtain credit accommodations from other banking institutions, when the loans are 
secured to the satisfaction of the Federal Reserve, and when at least five members of the Board 
of Governors of the Federal Reserve System approve the transaction. The Federal Reserve's 
decision to extend credit in support of JPMC's acquisition of Bear Steams was based on a highly 
unusual confluence of events, including the suddenness of the collapse of the liquidity position 
of Bear Stearns and the highly fragile state of the financial markets at the time. 

As noted above, the Federal Reserve is currently analyzing whether changes in the 
supervision and regulation of securities firms and their parent holding companies (particularly as 
regards their capital adequacy and liquidity) would be appropriate to mitigate potential residual 
adverse effects of actions such as the Federal Reserve's recent emergency liquidity facilities. 

Attachments (2) 
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addition, the statute and rule require a bank to secure its extensions of credit to, and 
guarantees on behalf of, affiliates with prescribed amounts of collateral.5 

Section 23A and Regulation W authorize the Board to exempt, at its discretion, 
a transaction or relationship from the requirements of the statute and the regulation if 
the Board finds the exemf tion to be in the public interest and consistent with the 
purposes of section 23A. JPMC has requested that the Board exempt from 
section23A and Regulation W, for a period of 18 months, certain covered 
transactions between JPMC Bank and its affiliates, up to an aggregate of 50 percent of 
the bank's capital stock and $urplus, to facilitate the acquisition byJPMCofBear 
Stearns. 

The Board previously has granted other companies exemptions from 
section 23A and Regulation W that are similar to the exemption requested by JPMC. 
The Board has provided temporary exemptions to facilitate the orderly integration of 
merged companies,7 has provided exemptions to facilitate internal reorganization 
transactions,8 and has provided exemptions for banks that engage in securities 
financing transactions with their affiliates. 9 

The Board has determined to impose several conditions that would help protect 
JPMC Bank in connection with the exemption request: 

• The exemption would apply only to extensions of credit by JPMC Bank to an 
affiliate and guarantees issued by JPMC Bank on behalf of an affiliate that 
(i) are fully collateralized; and (ii) are subject to daily mark-to-market and re
margining requirements. 

5 12 U.S.C. § 371c(c) and 12 CFR 223.14. 

6 12 U.S.C. § 37lc(f)(2) and 12 CFR 223.43. 

7 See, ~' Board letter to Troland S. Link, Esq. (Deutsche Bank AG) dated May 28, 
1999; Board letter to Ronald C. Mayer, Esq. (The Chase Manhattan Banlc) dated 
August 18, 2000. 

8 ·See,~' Board letter to Carl Howard, Esq. (Citigroup) dated June 30, 2006. 

9 See,~ Board letter to Carl Howard, Esq. (Citigroup) dated August 20, 2007; 
Board letter to Courtney D. Allison, Esq. (Wachovia Corporation) dated June 12, 
2007; Board letter to John H. Huffstutler, Esq. (Bank of America Corporation) dated 
June 7, 2005. 
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• JPMC must guarantee the performance of the affiliate for the benefit of JPMC 
Bank in connection with any exempt extension of credit or guarantee by JPMC 
Bank. 

• In the second quarter of 2008, the exemption would be limited in the aggregate 
to 50 percent of JPMC Bank's capital stock and surplus. The amount of the 
exemption would then be reduced by one-sixth (that is, 8.33 percent of the 
bank's capital stock and surplus) in each subsequent quarter until the 
exemption expires after six quarters. For example, in the third quarter of 2008, 
the exemption would be limited in the aggregate to 4 l.67 percent of the bank's 
capital stock and surplus. 

• The exemption would expire on October 1, 2009. 

In addition, JPMC Bank would continue to be subject to the market-terms 
requirement of section 23B of the Federal Reserve Act with respect to its transactions 
with Bear Stearns. Section 23B requires that fmancial transactions between a bank 
and an affiliate be on terms that are substantially the same, or at least as favorable to 
the bank, as those that the bank would in good faith offer to nonaffiliates.10 

Granting the requested exemption would have substantial public benefits. The 
exemption would assist JPMC in ensuring the funding liquidity of Bear Steams and 
would facilitate the orderly integration of Bear Steams with and into JPMC after the 
acquisition. In light of these considerations, the proposed extensions ofcredit and 
guarantees by JPMC Bank appear to be consistent with the purposes of section 23A 
and in the public interest. Accordingly, the Board hereby grants the requested 
exemption, subject to the conditions and limits discussed above. 

Regulatory Capital Relief 

JPMC also has requested that the Board provide JPMC with relief from the 
Board's risk-based and leverage capital guidelines for bank holding companies. 
Specifically, JPMC has requested that the Board permit JPMC, for a period of 
18 months, to exclude from its total risk-weighted assets (the denominator of the risk
based capital ratios) any risk-weighted assets associated with the assets and other 
exposures of Bear Stearns, for purposes of applying the risk-based capital guidelines 
to the bank holding company. In addition, JPMC has asked the Board to permit 

10 See 12 U.S.C. § 37lc-l(a)(l); 12 CFR223.51. 
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JPMC, for a period of 18 months, to exclude from the denominator of its tier I 
leverage capital ratio any balance-sheet assets of Bear Stearns acquired by JPMC, for 
purposes of applying the leverage capital guidelines to the bank holding company. 
The Board has authority to provide exemptions from its risk-based and leverage 
capital guidelines for bank holding companies.11 

JPMC has agreed to several conditions that would limit the scope of the relief 
request. First, JPMC proposes to exclude from its risk-weighted assets, for purposes 
of applying the Board's risk-based capital guidelines for bank holding companies, the 
risk-weighted assets of Bear Stearns existing on the date of acquisition of Bear 
Stearns by JPMC, up to a total amount not to exceed $220 billion. The amount of the 
exemption will be reduced by one-sixth in each subsequent quarter. In addition to this 
scheduled straight-line amortization of the exemption amount, the amount of the 
exemption also will be reduced in the event that JPMC sells or otherwise transfers to 
third parties any of the specified Bear Stearns subsidiaries identified on the attached 
Schedule. The amount of the reduction in such event would be the amount of risk
weighted assets in such subsidiary at the time of transfer. This exemption would 
expire on October 1, 2009. 

Second, JPMC proposes to exclude from the denominator of its tier I leverage 
capital ratio, for purposes of applying the Board's tier I leverage capital guidelines for 
bank holding companies, the assets of Bear Stearns existing on the date of acquisition 
of Bear Stearns by JPMC, up to an amount not to exceed $400 billion. As with the 
risk-based capital exemption, the amount of the leverage exemption will be reduced 
by one-sixth in each subsequent quarter. In addition to this scheduled straight-line 
amortization of the exemption amount, the amount of the exemption also will be 
reduced in the event that JPMC sells or otherwise transfers to third parties any of the 
specified Bear Stearns subsidiaries identified on the attached Schedule. The amount 
of the reduction in such event would be the amount of assets in such subsidiary at the 
time. of transfer. This exemption also would expire on October 1, 2009. 

These regulatory capital exemptions would assist JPMC in acquiring and 
stabilizing Bear Stearns and would facilitate the orderly integration of Bear Stearns 
with and into JPMC. The Board notes that (i) JPMC would be well capitalized (as 
defined in section 225.2 of the Board's Regulation Y12

) upon consummation of the 
acquisition of Bear Stearns, even without the regulatory capital relief provided by the 
exemptions; and (ii) JPMC has committed to remain well capitalized (as defined in 

11 . . 
See 12 CFR part 225, App. A, § Ill.A; 12 CFR part 225, App. D, § Il.b. 

12 12 CFR225.2(r). 
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section 225.2 of the Regulation Y) during the term of the exemptions, even without 
the regulatory capital relief provided by the exemptions. 

In light of these considerations, the Board hereby grants the requested 
regulatory capital relief, subject to the conditions and limits discussed above. 

These determinations are specifically conditioned on compliance by JPMC and 
JPMC Bank with all the commitments and representations made in connection with 
the exemption requests. These commitments and representations are deemed to be 
conditior,is imposed in writing by the Board in connection with granting the requests 
and, as such, may be enforced in proceedings under applicable law. These 
determinations are based on the specific facts and circumstances of the existing and 
proposed relationships among JPMC, JPMC Bank, and Bear Stearns. Any material 
change in those facts and circumstances or any failure by JPMC or JPMC Bank to 
observe any of its commitments or representations may result in a different 
determination or in revocation of the exemptions. 

Attachment 

Sincerely yours, 

Robert de V. Frierson 
Deputy Secretary of the Board 

cc: Federal Reserve Bank ofNew York 
Office of the Comptroller of the Currency 
Federal Deposit Insurance Corporation 
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SCHEDULE 

Principal Subsidiaries of Bear Steams 

• Bear Stearns Asset Management Inc. 

• Bear Stearns Securities Cmp. 

• Bear Stearns & Co. Inc. 

• Texas Investment Holding Inc. 

• Any other subsidiary of Bear Stearns that represented more than 10 percent 
of the total assets of Bear Stearns on the date of acquisition of Bear Steams 
byJPMC 



- 1 -

FEDERAL RESERVE SYSTEM 

JPMorgan Chase & Co. 
New York, New York 

Order Approving the Acquisition of Control of a Bank 

JPMorgan Chase & Co. ("JPMC"), a financial holding company within the 

meaning of the Bank Holding Company Act ("BHC Act"), has requested the Board's 

approval under section 3 of the BHC Act1 to acquire indirect control of Bear Stearns 

Bank & Trust ("BSB&T"), Princeton, New Jersey, a subsidiary of The Bear Stearns 

Companies Inc. ("Bear Stearns"), New York, New York. 2 JPMC proposes to acquire 

more than 25 percent of the voting shares of Bear Stearns and then merge Bear Steams 

with a newly formed subsidiary of JPMC, with Bear Stearns as the surviving entity.3 

Based on all the facts and circumstances, the Board has determined that 

an emergency exists requiring expeditious action on the proposal. 4 In making this 

determination, the Board has considered the market conditions and the financial 

condition of Bear Steams, the parent company of BSB&T, as well as all the facts of 

I 12 U.S.C. § 1842. 
2 JPMC includes the intermediate holding companies through which it will own 
the shares ofBSB&T. Although BSB&T is a "bank" for purposes of the BHC Act, 
Bear Stearns is not treated as a bank holding company under the act. Bear Stearns 
controls BSB&T pursuant to section 4(f) of the BHC Act, which exempts a company 
from treatment as a bank holding company if the company controlled certain "non bank 
banks" prior to March 5, 1987. 12 U.S.C. § 1843(f). JPMC does not qualify for this 
exemption, however, and requires approval to acquire direct or indirect control of 
BSB&T. 
3 JPMC is permitted by section 4(k) of the BHC Act to acquire control of Bear 
Steams and its nonbanking subsidiaries without obtaining prior approval from 
the Board. 12 U.S.C. § 1843(f). Because JPMC qualifies as a financial holding 
company, the BHC Act requires only that JPMC provide the Board notice within ~or~ 
30 days after acquiring control of Bear Steams and its nonbanking subsidiaries. I'. £llli 
12 U.S.C. § 1843(k)(6); 12 CFR 225.87. 
4 12 U.S.C. § 1842(b). 
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record. The Board has provided notice to the primary federal and state supervisors 

of BSB&T and the Department of Justice ("DOJ"); all have indicated they have no 

objection to the consummation of the proposal. 

JPMC, with total consolidated assets of approximately $1.6 trillion, is 

the third largest depository organization in the United States, controlling deposits of 

approximately $511 billion, which represent 7 .4 percent of the total amount of deposits 

of in~ured depository institutions in the United States. 5 JPMC operates four subsidiary 

insured depository institutions in eighteen states6 and engages in numerous nonbanking 

activities that are permissible under the BHC Act. JPMC is the sixth largest depository 

organization in New Jersey, controlling deposits of approximately $7.1 billion. 

BSB&T operates in New Jersey and is the 45th largest depository 

organization in the state, controlling deposits of approximately $398 million. On 

consummation of the proposal, JPMC would remain the third largest depository 

institution in the United States, with total consolidated assets of approximately 

$1.6 trillion. JPMC would control deposits of approximately $511 billion, which 

represent 7.4 percent of the total amount of deposits of insured depository institutions 

in the United States. In New Jersey, JPMC would become the fifth largest depository 

organization, controlling deposits of approximately $7.4 billion, which represent 

5 National asset, deposit, and ranking data are as of December 31, 2007. Statewide 
deposit and deposit ranking data are as of June 30, 2007. In this context, insured 
depository institutions include commercial banks, savings banks, and savings 
associations. 
6 JPMC's largest subsidiary bank, JPMorgan Chase Bank, National Association 
("JPMC Bank"), Columbus, Ohio, operates branches in Arizona, Colorado, 
Connecticut, Florida, Illinois, Indiana, Kentucky, Louisiana, Michigan, New Jersey, 
New York, Ohio, Oklahoma, Texas, Utah, West Virginia, and Wisconsin. JPMorgan 
Chase Bank, Dearborn ("Dearborn Bank"), Dearborn, Michigan, operates only in 
Michigan. Chase Bank USA, National Association ("Chase Bank"), Newark, 
Delaware, operates as a credit card bank. JPMC also operates J. P. Morgan Trust 
Company, National Association, Los Angeles, California, which is an insured trust 
company. 
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approximately 3.8 percent of the deposits in insured depository institutions in the 

state ("state deposits"). 

Interstate Analysis 

Section 3( d) of the BHC Act allows the Board to approve an application 

by a bank holding company to acquire control of a bank located in a state other than the 

home state of such bank holding company if certain conditions are met. For purposes 

. of the BHC Act, the home state of JPMC is New York,7 and BSB&T is located in 

New Jersey. 8 

Based on a review of all the facts of record, including relevant state 

statutes, the Board finds that the conditions for an interstate acquisition enumerated 

in section 3( d) of the BHC Act are met in this case. 9 In light of all the facts of record, 

the Board is permitted to approve the proposal under section 3(d) of the BHC Act. 

Competitive Considerations 

Section 3 of the BHC Act prohibits the Board from approving a proposal 

that would result in a monopoly or would be in furtherance of an attempt to monopolize 

the business of banking in any relevant banking market. The BHC Act also prohibits the 

7 A bank holding company's home state is the state in which the total deposits of 
all subsidiary banks of the company were the largest on July 1, 1966, or the date 
on which the company became a bank holding company, whichever is later. 
12 U.S.C. § 1841(o)(4)(C). 
8 For purposes of section 3(d) of the BHC Act, the Board considers a bank to be 
located in the states in which the bank is chartered or headquartered or operates 
a branch. 12 U.S.C. §§ 1841(0)(4)-(7) and 1842(d)(l)(A) and 1842(d)(2)(B). 
9 12 U.S.C. §§ 1842(d)(l)(A)-(B) and 1842(d)(2)-(3). JPMC is adequately 
capitalized and adequately managed, as defined by applicable law. There is no 
applicable age-requirement law in New Jersey, and BSB&T has been in existence 
and operated for more than five years. See 12 U.S.C. § 1842(d)(l)(B)(i)-(ii). On 
consummation of the proposal, JPMC would control less than 10 percent of the total 
amount of deposits of insured depository institutions in the United States and less 
than 30 percent of the state deposits in New Jersey. JPMC, therefore, would be in 
compliance with the relevant deposit cap under New Jersey law, which is 30 percent. 
12 U.S.C. § 1842(d)(2)(B)-(D). All other requirements of section 3(d) of the BHC Act 
would be met on consummation of the proposal. 
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Board from approving a bank acquisition that would substantially lessen competition in 

any relevant banking market, unless the anticompetitive effects of the proposal are clearly 

outweighed in the public interest by the probable effect of the proposal in meeting the 

convenience and needs of the community to be served. 

JPMC and Bear Steams have subsidiary depository institutions that 

compete directly in the Metropolitan New York-New Jersey banking market. IO The 

Board has reviewed carefully the competitive effects of the proposal in this banking 

market in light of all the facts of record. In particular, the Board has considered the 

number of competitors that would remain in the market, the relative shares of total 

deposits in depository institutions controlled by JPMC and Bear Steams in the market 

("market deposits"), 11 the concentration level of market deposits and the increases 

in those levels as measured by the Herfindahl-Hirschman Index ("HHI") under the 

Department of Justice Merger Guidelines ("DOJ Guidelines"), 12 and other characteristics 

of the market. 

IO The Metropolitan New York-New Jersey banking market is defined as Bronx, 
Dutchess, Kings, Nassau, New York, Orange, Putnam, Queens, Richmond, Rockland, 
Suffolk, Sullivan, Ulster, and Westchester Counties, all in New York; Bergen, Essex, 
Hudson, Hunterdon, Middlesex, Monmouth, Morris, Ocean, Passaic, Somerset, Sussex, 
Union, and Warren Counties and the northern portions of Mercer County, all in 
New Jersey; Monroe and Pike Counties in Pennsylvania; and Fairfield County and 
portions of Litchfield and New Haven Counties in Connecticut. 
11 Deposit and market share data are as of June 30, 2007, and are based on 
calculations in which the deposits of thrift institutions are included at 50 percent. 
The Board previously has indicated that thrift institutions have become, or have the 
potential to become, significant competitors of commercial banks. See, ~, Midwest 
Financial Group, 75 Federal Reserve Bulletin 386, 387 (1989); National City 
Corporation, 70 Federal Reserve Bulletin 743, 744 (1984). Thus, the Board regularly 
has included thrift deposits in the market share calculation on a 50 percent weighted 
basis. See,~, First Hawaiian, Inc., 77 Federal Reserve Bulletin 52, 55 (1991). 
12 Under the DOJ Guidelines, a market is considered unconcentrated if the post-merger 
HHI is under 1000, moderately concentrated if the post-merger HHI is between 1000 
and 1800, and highly concentrated ifthe post-merger HHI exceeds 1800. The DOJ has 
informed the Board that a bank merger or acquisition generally will not be challenged 
(in the absence of other factors indicating anticompetitive effects) unless the post-merger 
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Consummation of the proposal would be consistent with Board precedent 

and within the thresholds in the DOJ Guidelines in the Metropolitan New York-

New Jersey banking market. 13 On consummation of the proposal, the market would 

remain moderately concentrated as measured by the HHI, and numerous competitors 

would remain in the market. 

The DOJ has conducted a review of the potential competitive effects of 

the proposal and has advised the Board that consummation of the transaction would 

not likely have a significantly adverse effect on competition in any relevant banking 

market. In addition, the appropriate banking agencies have been afforded an opportunity 

to comment and have not objected to the proposal. 

Based on all the facts of record, the Board concludes that consummation 

of the proposal would not have a significantly adverse effect on competition or on the 

concentration of resources in the banking market where JPMC and Bear Steams compete 

directly or in any other relevant banking market. Accordingly, the Board has determined 

that competitive considerations are consistent with approval. 

Financial, Managerial, and Supervisory Considerations 

Section 3 of the BHC Act requires the Board to consider the financial and 

managerial resources and future prospects of the companies and depository institutions 

involved in the proposal and certain other supervisory factors. The Board has considered 

HHI is at least 1800 and the merger increases the HHI by more than 200 points. The 
DOJ has stated that the higher-than-normal HHI thresholds for screening bank mergers 
and acquisitions for anticompetitive effects implicitly recognize the competitive 
effects of limited-purpose and other nondepository financial entities. 
13 JPMC operates the largest depository institution in the Metropolitan New York
New Jersey banking market, controlling deposits of approximately $228 billion, which 
represent 29 percent of market deposits. BSB&T controls $398 million in deposits, 
which represents less than 1 percent of market deposits. On consummation, JPMC 
would remain the largest depository institution in the market, controlling deposits of 
approximately $228 billion, which represent approximately 29 percent of market 
deposits. Approximately 271 depository institutions would remain in the banking 
market. The HHI would remain unchanged at 1118. 
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these factors in light of all the facts of record, including confidential reports of 

examination and other supervisory information received from the relevant federal and 

state supervisors of the organizations involved in the proposal, and other available 

financial information, including information provided by JPMC. 

In evaluating financial factors in expansion proposals by banking 

organizations, the Board reviews the financial condition of the relevant companies 

involved on both a parent-only and consolidated basis, as well as the financial condition 

of the subsidiary depository institutions and other subsidiaries. In this evaluation, the 

Board considers a variety of information, including capital adequacy, asset quality, 

and earnings performance. In assessing financial factors, the Board consistently has 

considered capital adequacy to be especially important. The Board also evaluates the 

financial condition of the applicant organization after consummation of the proposed 

transaction. 

The Board has considered the proposal carefully under the relevant 

financial factors. JPMC, its subsidiary depository institutions, and BSB&T are well 

capitalized and would remain so on consummation of the proposal. 

The Board also has considered the managerial resources of the 

organizations involved and the proposed combined organization. The Board has 

reviewed the examination records of JPMC and its subsidiary depository institutions, 

including assessments of their management, risk-management systems, and operations. 

In addition, the Board has considered its supervisory experiences and those of the 

other relevant bank supervisory agencies with the organizations and their records of 

compliance with applicable banking law, including anti-money laundering laws. JPMC 

and its subsidiary depository institutions, as well as BSB&T, are considered to be well 

managed. 

Based on all the facts of record, the Board has concluded that 

considerations relating to the financial and managerial resources and future prospects 

of the organizations involved in the proposal are consistent with approval, as are the 

other supervisory factors under the BHC Act. 
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Convenience and Needs Considerations 

In acting on a proposal under section 3 of the BHC Act, the Board is 

required to consider the effects of the proposal on the convenience and needs of the 

communities to be served and to take into account the records of the relevant insured 

depository institutions under the Community Reinvestment Act ("CRA"). 14 

As provided in the CRA, the Board has reviewed the convenience and 

needs factor in light of the evaluations by the appropriate federal supervisor& of the 

CRA performance records of the relevant insured depository institutions. An institution's 

most recent CRA performance evaluation is a particularly important consideration in the 

applications process because it represents a detailed, on-site evaluation of the institution's 

overall record of performance under the CRA by its appropriate federal supervisor. 15 

Each of JPMC's subsidiary depository institutions that is subject to the CRA received an 

"outstanding" rating at its most recent CRA performance evaluation. 16 BSB&T currently 

does not receive a CRA evaluation due to the bank's designation as a special purpose 

bank by the Federal Deposit Insurance Corporation. 17 

The Board has considered carefully all of the facts of record, including 

reports of examination of the CRA records of the institutions involved and confidential 

supervisory information. JPMC's acquisition ofBSB&T will enhance and maintain the 

14 12 U.S.C. § 2901 et~.; 12 U.S.C. § 1842(c)(2). 
15 See Interagency Questions and Answers Regarding Community Reinvestment, 
66 Federal Register 36,620 and 36,639 (2001). 
16 JPMC's lead bank, JPMC Bank, received an "outstanding" rating at its most recent 
CRA performance evaluation by the Federal Reserve Bank of New York, as of 
September 8, 2003. JPMC Bank converted to a national bank on November 13, 2004. 
The Board has consulted with the Office of the Comptroller of the Currency ("OCC"), 
which is now JPMC Bank's primary federal supervisor, about the bank's performance 
since its evaluation in 2003. J. P. Morgan Trust Company received an "outstanding" 
rating at its most recent CRA performance evaluation by the OCC, as of November 4, 
2006. Chase Bank received an "outstanding" rating at its most CRA examination by 
the OCC, as of January 9, 2006. Dearborn Bank engages in cash management activities 
for its affiliated banks and is not subject to the CRA. 
17 12 CFR 345.11. 
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level of service provided to the customers currently served by BSB&T. Based 

on a review of the entire record, and for the reasons discussed above, the Board 

concludes that considerations relating to the convenience and needs factor and the 

CRA performance records of the relevant insured depository institutions are consistent 

with approval of the proposal. 

Conclusion 

Based on the foregoing, and in light of all the facts of r~cord, the Board 

has determined that the application should be, and hereby is, approved. In reaching 

its decision, the Board has considered all the facts of record in light of the factors that 

it is required to consider under the BHC Act. The Board's approval is specifically 

conditioned on compliance by JPMC with the conditions in this order and all the 

commitments made to the Board in connection with the proposal. For purposes of 

this transaction, these commitments and conditions are deemed to be conditions 

imposed in writing by the Board in connection with its findings and decision and, as 

such, may be enforced in proceedings under applicable law. 

The transaction may not be consummated before the fifth calendar day 

after the effective date of this order, or later than three months after the effective date 

of this order, unless such period is extended for good cause by the Board or by the 

Federal Reserve Bank of New York, acting pursuant to delegated authority. 

By order of the Board of Governors, 18 effective April 1, 2008. 

(signed) 

Robert deV. Frierson 
Deputy Secretary of the Board 

18 Voting for this action: Chairman Bemanke, Vice Chairman Kohn, and 
Governors Warsh, Kroszner, and Mishkin. 
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Governor Daniel K. Tarullo submitted the following in response to written questions received 
from Chairman Dodd in connection with the nomination hearing before the Committee on 
Banking, Housing, and Urban Affairs on January 15, 2009: 

Regulatory Modernization 

Mr. Tarullo, you have testified before this Committee about the shortcomings of banking 
regulation well before the subprime crisis erupted. As you assess what has happened since 
then, what principles will guide your thinking about what the Congress, the Federal 
Reserve, and other bank regulators should make to modernize our financial regulatory 
system? 

In thinking about modernization of the financial regulatory system, I will be guided by 
the six principles listed below. Some measures needed to apply these principles can be made 
under existing authority of the regulatory agencies, while others may require legislative action by 
the Congress. 

First, successful regulatory modernization must be forward-looking. While it is 
important to make changes that would prevent practices that led to the subprime crisis, it is 
essential to recognize that financial stress usually does not recur in precisely the same way as in 
a previous episode. We need a regulatory system that can identify and respond, as necessary, to 
new risks to financial stability. 

Second, the rules and requirements designed to maintain safety and soundness of 
individual financial institutions must be appropriate and enforceable benchmarks that allow 
effective monitoring and, where necessary, prompt correction of capital, liquidity, and risk 
management practices. 

Third, a modern financial regulatory system must have the capacity to contain systemic 
risk, no matter what its source, and the authority to achieve this goal. This means ensuring 
regulatory coverage of all systemically important institutions. It also means establishing 
measures to identify, and respond to, risks created in interactions among financial actors. 

Fourth, an effective financial regulatory system must ensure that the regulatory and 
supervisory systems that govern individual financial institutions are effectively integrated with 
those designed to contain risks specifically arising from interactions among financial actors. 
That is, regulators commissioned with overseeing systemic stability must have sufficient 
involvement in the supervision of specific financial institutions to determine how the various 
measures interact. 

Fifth, the organization of, and allocation of functions among, our regulatory agencies 
must be designed so that each regulatory mission delegated by the Congress will be vigorously 
pursued with adequate authority and resources to realize that mission. Past shortcomings in 
consumer protection in the area of financial services provide one example of a need for renewed 
attention. 
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Sixth, in attempting to implement these principles--and regulatory modernization more 
generally--it is essential to keep in mind that the aim of financial regulation should be to 
establish and maintain a financial system that allocates capital efficiently so as to promote 
sustainable economic growth by providing investment opportunities and access to credit. The 
goal is not more or less regulation as such, but the right forms of regulation to achieve these 
ends. 

International Cause of the Problem I Exchange Rates 

Dr. Fred Bergsten, Director of the Peterson Institute for International Economics, wrote an 
op-ed article in the Washington Post entitled "Globalizing the Crisis Response," in which 
he makes the following point, and I quote -

"The current crisis originated in the United States but was importantly affected by 
massive savings surpluses in some countries and the resulting surfeit of liquidity, 
which drove down interest rates here and encouraged irresponsible lending here. 
These international imbalances were in turn partly caused by misaligned exchange 
rates." - end quote 

• Do you agree with Dr. Bergsten that the current financial crisis has roots in the 
global savings surpluses in China and other Asian nations that were 
accumulated at least in part by misaligned exchange rates? 

I agree that an excess of savings over investment in many emerging market countries, 
which raised the availability of credit and lowered its cost, contributed to the conditions which 
gave rise to the current crisis. It is difficult, however, to distinguish with precision the 
contribution of these savings surpluses from developments in the United States and abroad that 
also encouraged reckless lending and excessive risk, such as the deterioration in underwriting 
standards, flaws in the "originate to distribute" model, the over-reliance of financial institutions 
on short-term credit, and inadequate risk management. Similarly, misaligned exchange rates 
were decidedly a factor in some emerging market economies' current account surpluses and 
resultant export of capital to the United States and other advanced economies. However, a 
number of other factors also figured prominently in these external imbalances, including a 
protracted slump in investment spending in some East Asian economies and soaring 
commodities prices, which boosted the revenues of many commodity-exporting countries. 

Banking and Commerce 

Mr. Tarullo, can you share with the Committee your views on the separation between 
banking and commerce? Specifically, what are your views on Industrial Loan Companies? 

The question of whether, or to what extent, the mixing of banking and commerce should 
be permitted is an important issue. The decision has important ramifications for the structure of 
the American financial system and the economy, particularly because any widespread 
combinations of banking and commerce likely would be irreversible. I believe any reversal of the 
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nation's policy concerning the mixing of banking and commerce should be made only by 
Congress itself after legislative hearings, public debate, and careful review of the potential 
benefits and costs to taxpayers, the financial system, and the economy. 

One area in which Congress has permitted the mixing of banking and commerce is 
through the ownership of industrial loan companies (ILCs). The exception for ILCs in the Bank 
Holding Company Act (BHC Act) allows any type of company--including a domestic or foreign 
commercial firm--to acquire a federally insured bank chartered in certain states without 
complying with the limitations on banking and commerce that Congress has established for the 
corporate owners of other full-service insured banks. Although the number of exempt ILCs 
recently has declined (primarily through the conversion of several financial owners of ILCs to 
bank holding companies), the ILC exception in the BHC Act has the continuing potential to 
undermine the policy that Congress has established on the separation of banking and commerce. 

Dual Mandate 

Mr. Tarullo, do you believe in the Fed's dual mandate for maximum employment and price 
stability? Are there approximate figures for the nation's unemployment rate and inflation 
rate that match what you believe to be maximum employment and price stability? If so, 
can you share what those are? 

I fully endorse the monetary policy mandate that Congress has set out for the Federal 
Reserve of pursuing maximum employment and price stability. These policy goals have served 
our economy well. 

It is difficult to provide specific figures for the unemployment rate and inflation rate that 
would best satisfy the Congressional mandate. With regard to inflation, there are a number of 
different measures of inflation, each with its own strengths, weaknesses, and biases. As for 
employment, a fixed measure of"maximum employment" is not compatible with the fact that 
our economy develops and changes over time in response to changes in technology and other 
factors. 

Mr. Tarullo, can you inform the Committee of any periods in American history where you 
believe that maximum employment was not being reached or that price stability was not 
achieved? During those periods, what actions do you believe the Fed should have 
undertaken to achieve its mandate? 

The economy is subject to a variety of demand or supply shocks that can pose a threat to 
the achievement of maximum employment and price stability. It is of course important for 
monetary policy to respond appropriately to these developments. At some times in the past, 
though, adherence to a particular monetary policy response well after a reduction in the risks 
associated with the shock has itself contributed to an increase in other risks to achieving these 
goals. For example, during the 1970s, increases in the prices of oil and other commodities, along 
with a slowdown in the rate of underlying productivity growth, contributed to a substantial rise in 
inflation, which reached double-digit levels by the end of the decade. Over time, high inflation 
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became built into expectations and distorted the decisions of businesses and households with 
adverse results for economic performance. A tighter policy stance would have been appropriate 
to limit the rise in inflation. Had such a policy been pursued earlier, it might well have avoided 
some of the negative effects on employment that ensued from the very tight monetary policy that 
was adopted in the early 1980s to bring inflation back down to lower levels. 

Transparency 

As a result of the recession and the crisis in our financial markets, the Federal Reserve has 
lowered its short term interest rate target to an effective rate of zero. The Fed has also 
exercised authority under the Federal Reserve Act to make a series of loans to provide 
liquidity and that have had the effect of expanding the Fed's balance sheet. As a result, we 
find ourselves in an unprecedented period in which traditional monetary policy tools have 
been exhausted and the Fed is using new methods to implement monetary policy. 

• Do you believe that it is important that as the Federal Reserve begins to conduct 
monetary policy through non-traditional means that it ensures that those actions 
are highly transparent? 

I strongly believe that it is important for the Federal Reserve to conduct its monetary 
policy actions in as transparent a manner as is consistent with the effective achievement of its 
monetary policy goals, both in routine circumstances and in periods such as the present when it 
must conduct policy using nontraditional tools. 

• What are the advantages to conducting these operations in a transparent 
manner? 

Conducting such operations in a transparent manner supports the overall accountability of 
the Federal Reserve to the Congress and the public. Such accountability is always important, but 
it is especially critical when nontraditional policy tools--which are less familiar to the public, and 
entail somewhat greater risks, than traditional policy tools--are being employed. In addition, by 
improving market understanding of these operations, such transparency helps support public 
confidence that the Federal Reserve and the rest of the government are implementing measures 
that will be effective in strengthening financial markets and institutions and thus encouraging a 
resumption of sustainable economic growth. 

• What are the costs associated with a lack of transparency in the conduct of both 
traditional and non-traditional monetary policy? 

Lack of transparency in the conduct of traditional and non-traditional monetary policy 
would tend to undercut the effectiveness of policy actions. In the case of traditional monetary 
policy, lack of transparency would create greater uncertainty about the Federal Reserve's policy 
objectives as well as likely actions in response to various economic developments. Such 
uncertainty would tend to boost risk premiums and thus interest rates and depress spending and 
economic activity. In addition, a major benefit of transparency stems from the ability of market 
participants to anticipate future policy actions. If market participants can anticipate future policy 
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actions, those expectations will be priced into longer-term interest rates and other asset prices 
immediately, thus amplifying the power of monetary policy to affect overall financial conditions 
and the economy. Lack of transparency would undercut this important role of expectations. 

Lack of transparency regarding the purposes, terms, and conditions of the Federal 
Reserve's liquidity programs would similarly undercut their effectiveness. For such programs to 
be effective, market participants and the general public must understand the rationale and the 
terms and conditions for all such programs. As with interest rate policies, the ability of investors 
and others to anticipate how such programs will operate is extremely important. 

Sovereign Wealth Funds 

Mr. Tarullo, foreign government-controlled funds known as sovereign wealth funds have 
invested significant resources in U.S. financial institutions struggling to recover from losses 
during the current recession. 

• Do you believe that the procedures in place at the Federal Reserve to review and 
monitor the effects of these transactions on bank holding companies are 
adequate to ensure the safety and soundness of the affiliated depository 
institutions? 

I believe that the Federal Reserve has adequate authority under existing legislation to 
review and monitor investments of sovereign wealth funds in banks and bank holding companies 
and, if necessary, to take action to ensure the safety and soundness of those institutions. The 
Bank Holding Company Act ("BHCA") and the Change in Bank Control Act ("CIBCA") 
require any company, including a company owned or controlled by a foreign government, to 
obtain the approval of the Federal Reserve or other federal banking agency before making a 
direct or indirect investment in a bank or bank holding company if the investment meets certain 
thresholds or conditions. The BHCA requires regular reporting on matters such as risk 
management and financial conditions, subjects bank holding companies to regular examination, 
and gives the Federal Reserve broad, ongoing authority to prevent bank holding companies from 
engaging in unsafe or unsound practices. 

To date, sovereign wealth funds have structured their investments so as not to trigger the 
thresholds and conditions for review under the BHCA and CIBCA. Even below these threshold 
levels, however, the investments must not allow the sovereign wealth fund to exercise a 
controlling influence over the management or policies of the banking organization. Of course, 
even under these circumstances, the Federal Reserve has broad supervisory authority over the 
bank holding company, including authority to ensure compliance with applicable limitations on 
connections or relationships between a supposed passive investor and the banking organization. 

Based on publicly available information, I am not aware of any inadequacy in the Federal 
Reserve's procedures to ensure compliance with these requirements. However, if and as 
circumstances change, it would be important for the Federal Reserve to adapt its monitoring and 
enforcement procedures to ensure the safety and soundness of U.S. banking organizations. 
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• Do you believe that the Federal Reserve Board has sufficient information to 
monitor the influence these foreign government investments may have on the 
U.S. banking system? 

Based on publicly available information, I have no reason to believe that information 
available to the Federal Reserve pertaining to foreign government investments in U.S. banking 
organizations is insufficient to protect safety and soundness and otherwise monitor their impact 
on the U.S. banking system. As a Member of the Board of Governors of the Federal Reserve 
System, I would seek to ensure that Federal Reserve staff develop and maintain sources of 
information sufficient for effective monitoring of the relationships between investors and U.S. 
banking organizations. 
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Thank you for your letter concerning an event sponsored in September <roo8 bf 
American International Group, Inc. (AIG), a large diversified financial services company, 
at a California resort. The event was sponsored by AIG for independent life insurance 
agents and a small number of employees of one of AIG's regulated insurance 
subsidiaries. This event occurred several days after the Federal Reserve committed to 
lend to AIG. In order to prevent a disorderly failure of AIG that could add to already 
significant levels of financial market fragility and other adverse consequences, the 
Federal Reserve agreed on September 16, 2008, to lend up to $85 billion through a 
revolving credit facility (Revolving Credit Facility) to assist AIG in meeting its 
obligations as they come due and facilitate the orderly disposition of its businesses. 

You have asked about the Federal Reserve's response to AI G's sponsorship of the 
resort event and about control over its senior management and compensation. Since your 
letter was received, there have been several material developments regarding controls on 
expenses at AIG that directly relate to the questions you have raised. We would like to 
update you on these recent developments. 

As is usual in commercial lending transactions involving distressed borrowers, the 
Federal Reserve has certain limited rights as a creditor, such as the right to require that 
overall corporate governance be acceptable to the Federal Reserve. These rights allow 
the Federal Reserve to monitor the financial condition of AIG and to restrict certain 
major decisions that might reduce the ability of AIG to repay its loan from the Federal 
Reserve. However, as with other lending arrangements, these rights do not permit the 
Federal Reserve to participate in the ordinary business decisions of management. For 
example, the credit agreement requires AIG to submit to the Federal Reserve a significant 
number of financial statements and reports that address a broad range of topics relating to 
the financial condition and future prospects of the company. However, as a lender, the 
Federal Reserve is not in a position to review or approve all of the specific compensation 
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or other expenditures related to the ongoing business operations of AIG and its 
subsidiaries. These types of decisions are within the authority of the company's senior 
management and, as noted below, are also to some degree within the authority of the 
Treasury as an equity owner. 

The Federal Reserve has a team of about ten staff, led by senior officials, who are 
primarily responsible for conducting oversight of AIG pursuant to the credit agreement. 
Staff are in some cases stationed onsite at the company, in different locations and 
subsidiaries, in order to make sure that we are adequately informed on funding and cash 
flows, liquidity, earnings, valuation of assets of the company, risk management across the 
company, and progress in pursuing the company's divestiture plan. Federal Reserve 
monitoring extends to the general financial condition of the company on a consolidated 
basis as well as to reviews of separate financial information on all of the company's 
major subsidiaries. Federal Reserve Bank of New York staff usually meet several times a 
week with key corporate managers, including the CEO, the Chief Restructuring Officer, 
and the Chief Financial Officer. We observe all meetings of the board of directors of 
AIG, including committee meetings. We have obtained the assistance of qualified 
advisors to help us with the monitoring process. Our oversight of AIG has been 
coordinated with the U.S. Department of the Treasury, and we will continue to provide 
the Treasury with relevant information regarding AIG. 

Importantly, we routinely make our views known on key issues. Last fall, for 
example, we made clear to AIG's management our deep concern about reported incidents 
of corporate spending and questions surrounding certain executive compensation. We 
have also pressed the company to ensure that robust corporate governance surrounds all 
compensation actions--for example, internal vetting by its Human Resources division, 
review by the Compensation Committee of AIG's Board of Directors, and consultations 
with outside experts. We also supported the establishment of a Special Governance 
Committee within AIG, the issuance of a new Expense Policy Guidebook for all 
employees, and the cancellation of all meetings, conferences and other events that are not 
strictly justified by clear business needs. In December 2008, AIG established a 
strengthened internal reporting and oversight process for expenses, under the direction of 
a Senior Vice President. In addition to monitoring and reporting compliance with the 
recent Expense Guidebook, the objective of the new process is to establish targets for 
expense reductions consistent with the company's divestiture program and a reporting 
framework for the government and other constituencies. 

We believe it is in the taxpayer's interest for AIG to provide reasonable, market
based compensation with a view toward attracting and retaining qualified staff in order to 
maintain the value of the businesses that AIG is seeking to sell in order to repay the 
federal financial assistance it has received. At the same time, we are mindful that the 
company must avoid excessive compensation and other unnecessary expenditures that do 
not further this objective. Operating under this oversight framework, and with our active 
encouragement, AIG has adopted voluntary limits to executive compensation that restrict 
salary and bonuses for 2008 and 2009 of the CEO, who was installed after the Federal 
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Reserve extended credit, and of other senior managers. Moreover, AIG and the New 
York Attorney General have agreed to restrictions on certain compensation agreements 
involving a former CEO and its financial products subsidiary. 

In addition to these voluntary restrictions, in connection with the U.S. Treasury's 
purchase of $40 billion of preferred stock of AIG under the Troubled Assets Relief 
Program (TARP), the Treasury has imposed standards governing executive compensation 
on AIG that are more wide ranging than those established by the Secretary under the 
Capital Purchase Program established for banking organizations by the Treasury. None 
of the proceeds of the Treasury preferred stock or the funds provided by the Federal 
Reserve's Revolving Credit Facility may be used to pay annual bonuses or other future 
cash performance awards to AIG senior executives. The Treasury has also required a 
comprehensive written policy on corporate expenses that may be materially amended 
only with the prior written consent of the Treasury. Material deviations from the expense 
policy must be reported to the Treasury. Moreover, the Office of the Special Inspector 
General for the TARP has recently announced plans to focus on enforcement of the 
executive compensation limits required for TARP recipients and has begun preliminary 
data collection from TARP recipients. 

We also note that AIG remains obligated to repay the full amount of the 
Revolving Credit Facility from the Federal Reserve with accrued interest. To assure 
repayment, the Federal Reserve is secured by the pledge of a substantial portion of the 
assets of AIG and its primary non-regulated subsidiaries, including AIG's ownership 
interest in its regulated U.S. and foreign subsidiaries. We expect that the orderly 
disposition of certain of these assets will provide the funds for the loan repayment. As 
part of the restructuring of the government's financial support for AIG in November, the 
total amount of credit available under the Revolving Credit Facility was reduced to 
$60 billion from $85 billion. 

On March 2, 2009, the Federal Reserve and Treasury announced several 
additional steps to restructure the government's assistance to AIG in order to further 
stabilize the company and promote financial stability, including a reduction in the total 
amount available under the Revolving Credit Facility to $25 billion after certain 
restructuring transactions take place. 

With regard to the terms and conditions of the Federal Reserve's credit to AIG, as 
part of our efforts to keep Congress informed about the Federal Reserve's actions 
regarding AIG, the Federal Reserve routinely files reports in accordance with section 
129(b) of the Emergency Economic Stabilization Act. The Board filed reports last fall 
with the House Financial Services Committee and the Senate Banking, Housing, and 
Urban Affairs Committee explaining, among other things, the specific terms of the 
Board's actions in establishing the Revolving Credit Facility and other credit facilities for 
AIG. On December 29, 2008 and February 26, 2009, updated reports were filed with the 
Committees under section 129(b) with respect to the outstanding Federal Reserve credit 
facilities for AIG, providing information on the status of the loan, the value of the 
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There are also policies and procedures addressing potential conflicts of interest that apply 
to third party firms that have been retained by the Federal Reserve as advisors in connection with 
emergency credit facilities authorized by the Board. In particular, where independent investment 
advisor firms have been retained to manage assets acquired by special purpose vehicles set up to 
facilitate the AIG and other Federal Reserve credit facilities, the agreements with the advisors 
have specific provisions designed to assure the System receives independent and objective 
advice and avoids conflicts of interest, such as the segregation of employees providing services 
to the Federal Reserve from the advisors' other activities, and restrictions on disclosure of 
confidential information. In addition, the FRBNY has asked all of its outside vendors 
performing services related to financial stability to identify potential and actual conflicts of 
interest that may arise in the course of performance of their contractual duties and, where a 
potential issue has been identified, to develop mitigation plans to our satisfaction or to seek a 
waiver where appropriate. 

With regard to limitations on excessive expenditures and compensation by AIG, as is 
usual in commercial lending transactions involving distressed borrowers, the Federal Reserve has 
certain limited rights as a creditor, such as the right to require that overall corporate governance 
be acceptable to the Federal Reserve. These rights allow the Federal Reserve to monitor the 
financial condition of AIG and to restrict certain major decisions that might reduce the ability of 
AIG to repay its loan from the Federal Reserve. However, as with other lending arrangements, 
these rights do not permit the Federal Reserve to participate in the ordinary business decisions of 
management. For example, the credit agreement requires AIG to submit to the Federal Reserve a 
significant number of financial statements and reports that address a broad range of topics 
relating to the financial condition and future prospects of the company. However, as a lender, 
the Federal Reserve is not in a position to review or approve all of the specific compensation or 
other expenditures related to the ongoing business operations of AIG and its subsidiaries. These 
types of decisions are within the authority of the company's senior management and, as noted 
below, are also to some degree within the authority of the Treasury as an equity owner. 

hnportantly, we routinely make our views known on key issues. Last fall, for example, 
we made clear to AIG's management our deep concern about reported incidents of corporate 
spending and questions surrounding certain executive compensation. We have also pressed the 
company to ensure that robust corporate governance surrounds all compensation actions--for 
example, internal vetting by its Human Resources division, review by the Compensation 
Committee of AIG's Board of Directors, and consultations with outside experts. We also 
supported the establishment of a Special Governance Committee within AIG, the issuance of a 
new Expense Policy Guidebook for all employees, and the cancellation of all meetings, 
conferences and other events that are not strictly justified by clear business needs. In December 
2008, AIG established a strengthened internal reporting and oversight process for expenses, 
under the direction of a Senior Vice President. In addition to monitoring and reporting 
compliance with the recent Expense Guidebook, the objective of the new process is to establish 
targets for expense reductions consistent with the company's divestiture program and a reporting 
framework for the government and other constituencies. · 
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We believe it is in the taxpayer's interest for AIG to provide reasonable, market-based 
compensation with a view toward attracting and retaining qualified staff in order to maintain the 
value of the businesses that AIG is seeking to sell in order to repay the federal financial 
assistance it has received. At the same time, we are mindful that the company must avoid 
excessive compensation and other unnecessary expenditures that do not further this objective. 
Operating under this oversight framework, and with our active encouragement, AIG has adopted 
voluntary limits to executive compensation that restrict salary and bonuses for 2008 and 2009 of 
the CI;:O, who was installed after the Federal Reserve extended credit, and of other senior 
managers·. Moreover, AIG and the New York Attorney General have agreed to restrictions on 
certain compensation agreements involving a former CEO and its financial products subsidiary. 

In addition to these voluntary restrictions, in connection with the U.S. Treasury's 
purchase in November 2008 of$40 billion of preferred stock of AIG under the TARP, the 
Treasury has imposed standards governing executive compensation on AIG that are more wide 
ranging than those established by the Secretary under the Capital Purchase Program established 
for banking organizations by the Treasury. None of the proceeds of the Treasury preferred stock 
or the funds provided by the Federal Reserve's Revolving Credit Facility may be used to pay 
annual bonuses or other future cash performance awards to AIG senior executives. The Treasury 
has also required a comprehensive written policy on corporate expenses that may be materially 
amended only with the prior written consent of the Treasury. Material deviations from the 
expense policy must be reported to the Treasury. Moreover, the Office of the Special Inspector 
General for the TARP has recently announced plans to focus on enforcement of the executive 
compensation limits required for TARP recipients and has begun preliminary data collection 
from TARP recipients. 

We hope this information has been helpful. 

Sincerely, 

/2~ 
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This is in response to your letter of April 1, 2009, transmitting letters from Ranking 
Member Bachus concerning certain payments by the American International Group, Inc. (AIG) 
to its counterparties. In these letters, the Ranking Member raises questions about possible 
disparate treatment between foreign and domestic banks in payments by AIG after the company 
received government assistance to avoid a disorderly liquidation and resulting risk to the 
financial system. 

The transactions cited by the Ranking Member involve AIG's participation, through its 
subsidiary AIG Global Real Estate (AIGGRE), in joint ventures with developers to purchase, 
construct, and hold real estate. One of these joint ventures is AIG Baker Company, a joint 
venture with an Alabama developer that holds a number of commercial real estate development 
projects in the Southeast and elsewhere in the U.S. 

AIG has provided equity to support various AIG Baker projects. These projects have 
obtained financing from groups of bank lenders that vary with each project. The lender group 
for AIG Baker is comprised of several large money center institutions as well as a number of 
regional banks, and includes at least one bank that has a foreign parent company. AIG Baker is 
currently facing a cash flow shortfall and is in default on many of its bank loans. As a result, 
AIG Baker is negotiating with the lender banks to restructure its bank debt and is seeking 
concessions from the banks. 

AIGGRE management has stated that, while AIG has for some time advanced funds to 
cover shortfalls at AIG Baker, AIG has no legal obligation under the joint venture agreement 
with AIG Baker to fund cash flow shortfalls at AIG Baker. AIG Baker is a separate, limited 
liability joint venture in which the real estate developer has a substantial ownership interest. 
This joint venture has no recourse to either AIGGRE or to AIG. AIG has not guaranteed any of 
AIG Baker's bank debt. Accordingly, any loans made to AIG Baker properties are the exclusive 
obligation of AIG Baker (not AIGGRE or AIG). 
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Washington, D.C. 20515 

Dear Mr. Chairman: 

WASHINGTON, 0. C. 20551 

June 11, 2009 
BEN 5. 8ERNANKE 

CHAIRMAN 

I am writing in response to your letter, dated December 19, 2008, requesting the~ 
production of certain documents relating to the establishment and authorization of uJ 

clearinghouses or central counterparties ("CCPs") to clear credit default swaps. 
On February 18, 2009, Federal Reserve staff provided the Committee with documents responsive 
to two priority areas that were highlighted by Committee staff. These responsive documents 
were provided to the Committee with the understanding that they will be given confidential 
treatment. 

The Federal Reserve has additional documents that are relevant to the Committee's 
request, including, among other things, communications, reports and other supervisory materials 
relating to: the October 2008 on-site examination oflCE US Trust LLC ("ICE Trust") conducted 
by the Federal Reserve Bank of New York in connection with ICE Trust's application to become 
a member of the Federal Reserve System; the proposed merger between ICE Trust and The 
Clearing Corporation ("ICC") in December 2008; the proposal submitted to the Commodities 
Futures Trading Commission ("CFTC") by the Chicago Mercantile Exchange ("CME") to clear 
credit default swaps; as well as internal deliberations and communications between Federal 
Reserve staff and staff of the Department of the Treasury ("Treasury"), the Securities and 
Exchange Commission ("SEC"), the CFTC, and certain foreign regulatory bodies regarding 
various CCP proposals to clear credit default swaps. 

The requested information contains bank examination materials, which traditionally have 
been regarded as highly confidential documents that should not be made public, especially in the 
case of institutions that continue to operate. Experience has shown that public disclosure of 
examination material threatens to impair cooperation with bank examiners, and thus threatens to 
tum the examination process into an adversarial proceeding. Comments in reports by examiners 
also may be misunderstood or exaggerated by the public, resulting in unwarranted ham1 to the 
institution. 

With respect to the communications with foreign regulatory bodies regarding CCPs, 
U.S. supervisors rely on such communication to obtain information on activities in those 
jurisdictions that could impact the U.S. market or U.S. financial firms that participate in foreign 
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The Honorable Carolyn Maloney 
Chair 
Joint Economic Committee 
United States Congress 
Washington, D.C. 20515 

Dear Chair Maloney: 

WASHINGTON, D.C. 20551 

August 4, 2009 

DIVISION OF BANKING 
SUPERVISION AND REGULATION 

I am responding to a question you posed during my testimony on July 9, 2009. You 
asked how the Federal Reserve will address the concerns raised by Neil Barofsky, the Special 
Inspector General of the Troubled Asset Relief Program (SIGT ARP), about borrowing by 
Public-Private Investment Funds (PPIFs) at the Federal Reserve's Term Asset-Backed Securities 
Loan Facility (TALF). As I will explain below, the Federal Reserve has fully addressed 
Mr. Barofsky' s concerns. 

PPIFs have been established by the Treasury as part of the Public-Private Investment 
Program to help address the legacy securities problem. PPIFs will be funded with private equity, 
a matching amount of equity provided by Treasury, and non-recourse debt provided by Treasury. 
The equity and debt are provided by Treasury under the TARP. A PPIF can elect to receive debt 
from Treasury equal to the full amount of the PPIF's equity (both private and Treasury), or equal 
to half of the equity. Only PPIFs receiving debt less than or equal to half of equity will be 
allowed to borrow from the T ALF. 

In the SIGTARP's Quarterly Report to Congress on April 21, 2009, Mr. Barofsky 
expressed concern about the potential "leverage upon leverage" that would result when a PPIF 
borrows from the T ALF (p. 152). A T ALF loan is always provided for an amount that is less 
than the value of securities collateralizing the loan by an amount referred to as the "haircut." 
The investors must contribute the funds for the haircut when purchasing the security, with the 
remaining financing provided by the T ALF loan. The haircut both insulates taxpayers from 
losses and ensures that the investor has a strong incentive to verify that the security is of high 
quality. Mr. Barofsky's concern is that when the haircut is partly funded by Treasury-provided 

. I r .' ' . J '·' 

debt, the protection for taxpayers and the incentives for investor due diligence are both reduced\ for fites 
Consequently, he recommended that: f P. EHiff 

"Treasury should not allow Legacy Securities PPIFs to invest in T ALF, unless significant 
mitigating measures are included to address these dangers. These might include 
prohibiting the use of TARP leverage if the PPIF invests through T ALF, or 
proportionately increasing haircuts for PPIFs that do so." (p. 152) 
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However, the AP A does provide a "good cause" exception when the notice-and-comment 
process would be "impracticable, unnecessary, or contrary to the public interest." 5 U.S.C. 
553(b)(B). The Board found it necessary to rely on this exception when implementing the 
provisions of the Credit CARD Act that went into effect on August 20, 2009.1 Although 
compliance is mandatory, the Board requested comments on these regulations and is currently 
considering whether any changes are necessary to address unanticipated issues. 

The Board is currently planning to implement the remainder of the Credit CARD Act 
through notice-and-comment rulemaking. On September 29, 2009, the Board proposed 
implementing regulations for the provisions of the Credit CARD Act that go into effect on 
February 22, 2010.2 The Board expects the comment period for this proposal to end on 
November 20. However, ifthe effective date for these provisions were moved to December 1, 
the Board would have to issue final regulations without waiting for comments. 

The Board is also in the process of developing proposed regulations implementing the 
provisions of the Credit CARD Act that are scheduled to go into effect on August 22, 2010.3 

Because these provisions require the Board to make a number of difficult determinations (such as 
when a credit card penalty fee is reasonable and proportional to the violation of the account 
terms), public comment would be particularly helpful. However, ifthe effective date for these 
provisions were moved to December 1, the Board would also have to implement these provisions 
without advance public comment. 

2. Do you believe that large and small credit card issuers will be able to adapt their 
systems and business models by December 1, 2009, several months earlier than their 
original timelines? 

Creditors must make extensive changes to their systems and business models in order to 
comply with the Credit CARD Act. For example, because the Credit CARD Act limits the 
circumstances in which a creditor can increase interest rates based on an increased risk of loss, 
creditors must develop new methods of accounting for risk. Creditors must also revise 
underwriting systems for all new and existing credit card accounts, develop new systems for 
calculating interest charges when balances are partially paid during a grace period, create 

1 Among other things, these provisions require creditors to provide 45 days' advance written notice of interest rate 
increases and to provide periodic statements at least 21 days before the due date. 

2 This rulernaking addresses the majority of the provisions in the Act for which the Board has rulemaking authority, 
including the limitations on rate increases for existing balances, the requirement that creditors consider a consumer's 
ability to make the required payments before opening a credit card account or increasing a credit limit, the 
provisions addressing extensions of credit to consumers who are under age 21, the limitations on the assessment of 
fees for exceeding the credit limit, the requirement that payments above the minimum generally be allocated first to 
that balance with the highest interest rate, and the prohibitions on double-cycle billing and on charging interest on 
amounts paid prior to expiration of the grace period. 

3 These provisions address fees and disclosures for gift cards and certain prepaid cards, the amount of credit card 
penalty fees, and the requirement that creditors' re-evaluate past credit card rate increases at least every six months. 
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procedures for submitting credit card agreements for publication on the Board's website, and 
design new disclosures regarding the consequences of making minimum payments. 

The amount of time necessary to comply with the Credit CARD Act may vary by creditor 
and by provision. Board staff understands that many small institutions (such as community 
banks and credit unions) rely heavily on third-party vendors to adjust their systems and that these 
vendors are currently overwhelmed by the demand from all of the institutions they service. 

Board staff also notes that creditors are not the only entities that must comply with the 
Credit CARD Act. In particular, the Act requires institutions of higher education to disclose 
agreements with credit card issuers regarding the marketing of credit cards to students. Many of 
these institutions may be unaware of the new requirement and will require some time to put 
procedures in place to make these agreements available. 

3. How will this change affect consumers? What is the likelihood that card issuers will 
respond to this legislation by rapidly escalating interest rate~ and reducing available 
credit? 

The Board cannot predict how an effective date of December 1, 2009, would affect credit 
card interest rates and credit availability. However, moving the Credit CARD Act's effective 
date to December 1, 2009, would mean that consumers would receive important benefits and 
protections earlier. For example, like the regulations adopted by the Board in December 2008, 
the Act will create greater transparency in credit card pricing by eliminating pricing practices 
that are deceptive or unfair (such as applying increased rates to exiSting balances when a 
consumer pays a few days' late or maximizing interest charges by allocating payments above the 
minimum first to the balance with the lowest rate). Greater transparency will enhance 
competition in the marketplace and improve consumers' ability to find products that meet their 
needs. 

4. During a March 2009 hearing on similar legislation, Sandra Braunstein testified: 

"[T]his is one very large, sweeping, comprehensive package that is going to 
fundamentally change the way the industry does its business. And when we looked at, 
in terms of talking to the industry, but also looking ourselves at everything that would 
be required ... to put everything in place to make this work well, we felt that 18 months 
was a reasonable time. 

"The danger is if you don't give sufficient time to the industry to get everything in place 
in a way that has been tested, that staff is trained, that it is running smoothly, if there is 
not sufficient confidence in the new risk models--which they are going to have to 
[redesign]--it could severely hamper the markets in terms of credit availability." 

Is this still the view of the Federal Reserve? 

The testimony quoted above related to the credit card regulations adopted by the Board in 
December 2008, which are scheduled to go into effect in July 2010. Many of the provisions in 
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January 13, 2010 
BEN 5. BERNANKE 

CHAIRMAN 

The Honorable Christopher J. Dodd 
Chairman 

The Honorable Richard C. Shelby 
Ranking Member 

Committee on Banking, Housing, 
and Urban Affairs 

United States Senate 
Washington, D.C. 20510 

Dear Chairman Dodd and Ranking Member Shelby: 

Committee on Banking, Housing, 
and Urban Affairs 

United States Senate 
Washington, D.C. 20510 

Strengthening our financial regulatory system in ways that take the appropriate 
lessons from the crisis is essential for the long-term economic stability of our country. 
To this end, as you know, the Banking Committee has compiled an extensive hearing 
record and has begun considering specific reform proposals. 

A number of your colleagues on the Committee have recently asked for the 
Board's views on the importance of the Federal Reserve's continued role in bank 
supervision and regulation. In response to these requests, I am enclosing for you and 
your colleagues a document that discusses (1) how the expertise and information that the 
Federal Reserve develops in the making of monetary policy enable it to make a unique 
contribution to an effective regulatory regime, especially in the context of a more 
systemic approach to consolidated oversight; and (2) how active involvement in 
supervising the nation's banking system allows the Federal Reserve to better perform its 
critical functions as a central bank. 

Please let me know if you have any questions or if I can be of assistance. I look 
forward to working with you in the days ahead as the Committee continues its 
consideration of regulatory reform proposals. 

Sincerely, 

4~ 
Enclosure 
cc: Members, Committee on Banking, Housing, and Urban Affairs 
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January 13, 2010 

The Public Policy Case for a Role 
for the Federal Reserve in Bank Supervision and Regulation 

Like many other central banks around the world, the Federal Reserve participates with other 
agencies in supervising and regulating the banking system. The Federal Reserve's involvement 

in supervision and regulation confers two broad sets of benefits to the country. 

First, the financial crisis has made clear that an effective framework for financial supervision 
and regulation must address both safety-and-soundness risks at individual institutions and 
macroprudential risks--that is, risks to the financial system as a whole. All individual financial 
institutions that are so large and interconnected that their failure could threaten the functioning of 
the financial system must be subject to strong consolidated supervision. Both effective 
consolidated supervision and addressing macroprudential risks require a deep expertise in the 

areas of macroeconomic forecasting, financial markets, and payments systems. As a result of its 
central banking responsibilities, the Federal Reserve possesses expertise in those areas that is 
unmatched in government and that would be difficult and costly for another agency to replicate. 

Second, the Federal Reserve's participation in the oversight of the banking system significantly 
improves its ability to carry out its central banking functions. Most importantly, the Federal 
Reserve's ability to effectively address actual and potential financial crises depends critically on 
the information, expertise, and powers that it gains by virtue of being both a bank supervisor and 

a central bank. In addition, supervisory information and expertise significantly enhance the 
safety and soundness of the credit the Federal Reserve provides to depository institutions by 
allowing the Federal Reserve to independently evaluate the financial condition of institutions that 
want to borrow from the discount window as well as the quality and value of the collateral 
pledged by such institutions. Finally, its supervisory activities provide the Federal Reserve 
information about the current state of the economy and the financial system that, particularly 
during periods of financial crisis, is valuable in aiding the Federal Reserve to determine the 
appropriate stance of monetary policy. These benefits of the Federal Reserve's supervisory role 
proved particularly important during the financial crisis that emerged in 2007. 

We recognize, of course, that bank supervision, including ours, needs to be more effective than 
in the past, and we have reviewed our performance and are making improvements at multiple 

levels. The Federal Reserve is working with other supervisors here and abroad to improve 

capital and liquidity regulation. In addition, we have begun to make changes to our oversight of 

large banking organizations, including the development of an enhanced quantitative surveillance 

program, improving data collection, strengthening financial infrastructure, and implementing a 

new, centralized approach to supervision that better supports identification and analysis of 

interconnected risks. These changes are intended to ensure that we fully employ our expertise to 

implement a more systemic and effective approach to our supervisory activities going forward. 



- 2 -

The Benefits to Effective Supervision of the Federal Reserve's Unique Expertise 

Two important lessons learned from the current financial crisis are that all financial firms that are 
so large and interconnected that their failure could threaten the functioning of the financial 
system must be subject to strong consolidated supervision; and that supervision of financial firms 
must take account of systemic, or "macroprudential" risks as well as the more traditional safety

and-soundness risks affecting individual firms. 

Many of the large, complex, and interconnected financial firms whose collapse contributed 
importantly to the financial crisis avoided the more stringent consolidated supervision that is 
imposed on bank holding companies by the Federal Reserve. These firms--which included 
American International Group, Washington Mutual, Countrywide, Bear Steams, and Lehman 
Brothers--were instead subject to consolidated supervision under statutory or regulatory schemes 
that were far less comprehensive than that applicable to bank holding companies. In addition, an 

unregulated shadow banking system (including, for example, unregulated mortgage brokers, 
structured investment vehicles, other asset-backed commercial paper conduits, and securities 
lenders) had emerged that generated mortgages for distribution, funded highly rated senior 

tranches of securitizations, and engaged in maturity transformation and other financial activities 
outside the view of any federal supervisor. 

The system for regulating bank holding companies was, in important ways, inadequate as well. 
One issue of concern was that the Federal Reserve's consolidated supervision of such companies 
was, by statute, both narrowly focused on the safety and soundness of their bank subsidiaries and 
heavily reliant on functional supervisors of the bank and regulated nonbank subsidiaries of these 
companies; in tum, the functional supervisors themselves were statutorily focused only on the 
safety and soundness of the specific entities they regulated. None of the federal regulators had 
sufficient authority to focus on the systemic risk that large banking organizations posed. 

While it is clear that the framework for financial supervision must address macroprudential risks, 
the Federal Reserve cannot and should not be responsible for oversight of the financial system as 
a whole; no agency has the breadth of expertise and information needed to survey the entire 
system. However, by virtue of the combination of experience and expertise it has developed as 
consolidated supervisor of bank holding companies and state member banks and as a central 
bank, the Federal Reserve is well suited to contribute significantly to an overall scheme of 
systemic regulation, particularly in the areas of consolidated supervision and macroprudential 
superv1s10n. 

It is especially important that consolidated supervision address both safety-and-soundness risks 

at individual institutions and macroprudential risks. Addressing safety-and-soundness risks 

requires the traditional skills of bank supervisors, including expertise in examinations and off

site surveillance of complex banking organizations. The Federal Reserve has acquired and 

maintained that expertise as the primary supervisor of banks of all sizes, including community 
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banks, regional banks, and large banks that are state-chartered member banks, as the 
consolidated supervisor of all U.S. bank holding companies, and as the supervisor of the U.S. 
operations of globally active foreign banks. With many nonbank financial firms having 

reorganized as bank holding companies during the crisis, the Federal Reserve already is quite 
familiar with the risk profiles of the vast majority of the large interconnected financial firms. 

Beyond traditional bank examination expertise, however, macroprudential supervision will 

require economic sophistication, including knowledge of the macroeconomic environment, as 
well as substantial expertise regarding money markets, capital markets, foreign exchange 
markets, and other financial markets. Expertise in these areas is essential for developing stress 
scenarios and identifying and addressing vulnerabilities to, and posed by, capital and other 

markets. The Federal Reserve has developed this expertise in the context of macroeconomic 
forecasting and monetary policymaking. Market knowledge is acquired through daily 
participation in financial markets to implement monetary policy and to execute financial 
transactions on behalf of the U.S. Treasury and foreign governments and central banks. 

Macroprudential supervision also requires extensive knowledge of payment and settlement 
systems to understand the interconnections between financial institutions and markets. The 
Federal Reserve has developed this expertise through its operation of some of the world's largest 

payment and settlement systems (the Fedwire funds and securities transfer systems), its 
supervision of key providers of payment and settlement systems (the Depository Trust Company, 
the CLS Bank, and the government securities clearing banks), and its long-standing leadership 

role in the international Committee on Payment and Settlement Systems. 

The Supervisory Capital Assessment Program, or SCAP, also known as the stress test, was 
critical to restoring confidence in the banking system and was a watershed event for modem 
macroprudential supervision. The Federal Reserve, which took the lead on the SCAP, drew on 
its macroeconomic and markets expertise to model potential credit losses and revenues at the 
SCAP banks. These analyses were essential to assess the amount of capital the SCAP banks 
would need to absorb potential losses and continue to meet the needs of creditworthy borrowers 
in a more adverse economic scenario. In the future, macroprudential supervision should feature 
both increased use of cross-firm, horizontal exams to assess common exposures and 
vulnerabilities as well as forward-looking stress testing based on alternative projections for the 
macroeconomy. 

The Benefits of the Federal Reserve's Supervisory Role for Its Other Central Banking 
Functions 

The Federal Reserve's central banking functions significantly enhance its ability to conduct its 

supervisory role, and offer considerable benefits for macroprudential supervision going forward. 

In addition, the complementarity between narrow central banking activities and supervision 

creates advantages in the other direction. The Federal Reserve's involvement in supervising 
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banking institutions of a variety of sizes generates information and expertise that significantly 
improve the Federal Reserve's ability to effectively carry out its central-bank responsibilities and 
that cannot be obtained reliably through other means, such as relying on reports from other 
supervisors. Among the central-bank responsibilities that benefit from the Federal Reserve's 

supervisory role are crisis management, providing liquidity to depository institutions, and 
monetary policy. Especially since the start of the crisis in the summer of 2007, the information 
and expertise that the Federal Reserve has had as a result of its supervisory activities have been 

essential to its successful performance of these responsibilities. 

Crisis Management 

The Federal Reserve's supervisory authority has been of greatest importance to its management 
of financial crises. In particular, its ability to deal with diverse and hard-to-predict threats to 

financial stability depends critically on the information, expertise, and powers that it has by 
virtue of being both a bank supervisor and a central bank. 1 

An example of how the Federal Reserve's supervisory role contributed to its management of a 
crisis came in the context of the October 19, 1987, stock market crash. During that chaotic 

period, banks began to pull back from lending to major securities firms. However, because of 
increased demand for financing from their customers and the differences in the timing of 
payments to and receipts from the exchanges' clearing and settlement systems, those securities 

firms needed access to substantial bank credit in order to make payments and settle trades. As a 
result, the availability of bank credit was critical to the functioning of equity and securities 
markets as well as futures and options exchanges. A freezing up of these critical markets would 

have caused a deeper and more disruptive financial crisis, likely involving further declines in 
asset values and, ultimately, tighter credit conditions for households and businesses. To combat 
those risks, the Federal Reserve announced its willingness "to serve as a source ofliquidity to 

support the economic and financial system." Subsequently, Federal Reserve examiners on-site in 
major banking organizations assessed funding pressures and potential credit losses to help 
identify emerging problems. Armed with the resulting knowledge and with the benefit of 
existing supervisory relationships, senior Federal Reserve officials contacted the managements 
of the major banks and urged them to use liquidity from the discount window to provide loans to 
creditworthy securities firms. Bank credit was provided to securities firms as requested, 
allowing those firms in turn to make required payments to counterparties and clearing houses. 

1 In addition to the examples discussed here, the Federal Reserve has taken steps to address strains at financial 
institutions and in financial markets on a number of other occasions in recent decades, including following the 
bankruptcy of the Penn Central Railroad in 1970, the collapse of a speculative boom in the silver market in 1980, the 
failure of Continental Illinois in 1985, and the global financial strains that followed the Russian default and the 
collapse of Long-Term Capital Management in 1998. See Andrew F. Brimmer (1989). "Distinguished Lecture on 
Economics in Government: Central Banking and Systemic Risks in Capital Markets," Journal of Economic 
Perspectives, vol. 3 (Spring), pp. 3-16; and Ben S. Bernanke (2007), "Central Banking and Bank Supervision in the 
United States," speech delivered at the Allied Social Science Association Annual Meeting, Chicago, Ill., January 5, 
www. federalreserve. gov /newsevents/speech/bernanke200 70 I 0 5 a.htrn. 
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These actions allowed systemically critical stock, futures, and options exchanges to function 
normally, averting a more prolonged and deeper market crisis with its attendant adverse 
implications for the broader economy. 

A similar example emerged in the case of the failure of Drexel Burnham Lambert in February 
1990. Drexel's rapid collapse posed a risk of gridlock in the financial markets. Notably, 

because of their parent's failure, Drexel's solvent broker-dealer and government securities dealer 
subsidiaries experienced serious difficulties liquidating their positions. Because of its ongoing 
supervisory relationships with the banks that provided settlement services to Drexel's 
subsidiaries and its knowledge of the payment and settlement system's infrastructure, the Federal 
Reserve had the access, contacts, and in-depth knowledge that enabled it to obtain the 

information it needed to evaluate this complex problem and formulate a plan to address it. The 
Federal Reserve understood the potential problems of Drexel's counterparties and clearing banks 
and was able to work with the banks and securities firms to identify developing problems and 
fashion procedures that enabled an orderly winding down of Drexel without adverse effects on 

other market participants or further disruption to financial markets. 

In the aftermath of the September 11, 2001, terrorist attacks, supervisory information and 
supervisory powers to compel the provision of information allowed the Federal Reserve to 
understand the damage incurred by, and estimate the recovery time for, a large banking 
institution that played a major role in key financial markets. Following the attacks, Federal 

Reserve examiners were sent to the institution's contingency site. This on-site supervisory 
presence proved crucial in helping to obtain necessary information and clarify conflicting 

information in a highly confused and uncertain situation. Similarly, on-site Federal Reserve 
examiners at other key institutions proved to be valuable sources of information about the 
difficulties those institutions were facing. With this information in hand, senior Federal Reserve 
policymakers took the lead in assessing the damage to specific financial institutions and the 
implications for the government securities market and in taking remedial actions--including the 
provision ofliquidity by the Federal Reserve--to restore financial market functioning relatively 
quickly. The ability of the Federal Reserve to respond promptly and effectively mitigated the 
adverse effects on broader financial conditions and the national economy of those tragic events. 

During the current crisis, the Federal Reserve's supervisory role has not only given it timely 
access to information about the banking sector, payments systems, and capital markets, but also 
has been essential to its understanding of the emerging strains on financial firms and their 

possible implications for financial markets and the broader economy. This information has been 
critical to the Federal Reserve's efforts to identify the difficulties facing depository institutions 

of all sizes and to take steps to address those problems. In particular, over the course of the 

crisis, the Federal Reserve has used supervisory information to monitor the liquidity needs of 

banking organizations in response to the disruptions in a range of short-term funding markets and 

mounting market pressures on firms perceived to be in a weak financial condition. This 

information allowed the Federal Reserve to take steps to address pressing liquidity needs with 
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monetary policy and lending programs, thereby avoiding larger dislocations in financial markets 
and an even greater deterioration in economic conditions--which the Federal Reserve continues 

to monitor. 

The Federal Reserve's supervisory information also contributed importantly to the design of a 
number of Federal Reserve credit programs. In particular, the development of the Primary 

Dealer Credit Facility was greatly aided by the understanding of the triparty repurchase 
agreement (repo) market and the information regarding its functioning that the Federal Reserve 

had as a result of its supervision of the banking organizations that handle the clearing and 
settlement of such transactions. In addition, its understanding of the workings of the credit 
markets along with its involvement in the supervision of banking institutions helped motivate the 

Federal Reserve's decision to implement the Term Asset-Backed Securities Loan Facility, which 
is a broad-based facility that provides liquidity to support auto lending, small business lending, 
credit card lending, student loans, and commercial real estate lending. The Federal Reserve's 
credit programs provided significant support to key financial institutions and markets, easing the 

impact of the financial crisis on the economy. 

Liquidity Provision to Depository Institutions 

Supervisory information and expertise also contribute to the Federal Reserve's management of 

the risks that it confronts in its role as liquidity provider to depository institutions, large and 
small--a critical central-bank function. Reserve Banks must be able to assess the financial 

condition of the institutions that want to borrow from the Federal Reserve and must be able to 
assess as well the quality and value of the collateral pledged by borrowing institutions. Active 
involvement in supervising financial institutions contributes significantly to such assessments 
because they require substantial knowledge of banking practices as well as the expertise gained 
from the hands-on review ofloans and other assets at banking organizations. In addition, the 
Federal Reserve' s assessment of the condition of an institution or the quality of its collateral may 

differ from that of other supervisory agencies. 

Monetary Policy 

The information that the Federal Reserve obtains in its supervisory role has been useful for the 
making of monetary policy, especially in periods of financial stress. For example, in the early 
1990s, the Federal Reserve recognized that elevated loan losses were putting pressure on bank 
balance sheets, thereby contributing to very weak bank lending that was weighing on spending 

by households and businesses. In this context, mounting evidence of tightened lending standards 

and credit concerns at banks, much of it gained through the supervisory process, contributed to 

the Federal Reserve's decision to ease the stance of monetary policy more aggressively than it 

otherwise would have. 

Supervisory information has played a particularly important role in monetary policymaking since 

the outbreak of the financial crisis in the summer of 2007. As the crisis intensified, supervisory 



- 7 -

information helped the policymaking Federal Open Market Committee (FOMC) to understand 
the extent of the dislocations in credit markets and led the Federal Reserve's monetary policy 
response to the crisis to be more timely and decisive than it otherwise might have been. For 

example, Federal Reserve staff calculated estimates of potential aggregate credit losses under 
alternative economic scenarios and drew on supervisory information and expertise to evaluate 

implications for the health of the banking system. This work helped the FOMC to assess the 

risks to the financial system and the economy arising from worsening credit conditions and to 
take such risks into account in its policy decisions. 

More broadly, information and expertise obtained as a result of the Federal Reserve's 
supervisory role have been reflected in FOMC meeting discussions of economic conditions and 
the outlook. Supervisory staff has attended these meetings during the crisis, and in these 
discussions there have been regular references to information about banking institutions gained 
both from examination staff and from industry contacts resulting from the Federal Reserve's 
supervisory role. This information has contributed to the Committee's understanding oflikely 
loan losses, the effects of such losses and other factors on bank lending behavior, and their 
implications for economic activity. Moreover, given the global nature of the financial crisis, the 
Federal Reserve's interactions with supervisors abroad, which reflect its role as a U.S. 
supervisor, have provided helpful information on the health of key foreign banking firms, 

allowing the FOMC to judge more accurately the likely strains on U.S. financial firms and 
markets emanating from outside the United States. 

The Federal Reserve faces challenging decisions regarding the timing and pace of the exit from 

the considerable monetary accommodation put in place during the crisis. These critical policy 
decisions will require particularly careful assessments of developments at financial institutions 
and in financial markets, and their resulting implications for the real economy. For example, 
losses on commercial real estate loans may continue to undermine some community and regional 
banks and will have uneven effects across different regions of the country. At the same time, 
however, the improving economy may strengthen the balance sheets of other banks and 
conditions in many financial markets may continue to improve. Information from the 
supervisory process will help policymakers to assess overall credit conditions and the stability of 
the financial sector, and so to time appropriately the shift to reduced policy accommodation. 

Could the Federal Reserve Obtain What It Needs from Another Supervisor? 

A natural question is whether the Federal Reserve could obtain the supervisory information and 
expertise it needs for its central-bank responsibilities from other agencies. While it seems clear 

that this is possible to some extent--indeed, the Federal Reserve obtains information regarding 

the firms to which it lends from their primary supervisors--elimination of the Federal Reserve's 

role in supervision would severely undermine the Federal Reserve's ability to obtain in a timely 

way and to evaluate the information it needs to conduct its central banking functions effectively. 



- 8 -

First, active involvement in supervision ensures that the Federal Reserve will have experts on its 
staff with significant knowledge of banking practices and financial instruments gained from the 
hands-on review of banking organizations and their operations, practices, activities and balance 

sheets. This expertise is critical to making effective use of information about financial firms and 
cannot be quickly created when needed. For example, without staff expertise in bank lending 
practices and evaluating bank asset quality, the Federal Reserve would be unable to assess 
independently and rapidly the condition of borrowing institutions and the value of the collateral 

they pledge at the discount window. This capability has been especially valuable since the 
Federal Reserve began providing credit at longer maturities during the crisis. Indeed, in some 
cases, it has been necessary for the Federal Reserve to deploy supervisory experts to provide up
to-date assessments of the condition of borrowing firms and to evaluate the collateral they were 

providing. Owing in part to the supervisory expertise it has been able to bring to bear in its 
discount window operations, the Federal Reserve has maintained its record of never bearing a 
loss on credit it has extended to depository institutions, despite the spike in such lending to more 

than $500 billion in early 2009. 

Second, obtaining information from another agency would be slower and more cumbersome than 
obtaining it directly from financial firms. Information provided by other supervisory agencies 
may be stale or incomplete, particularly in a crisis, when the condition of institutions and the 
value of collateral can deteriorate rapidly. An independent supervisor would have its own 

concerns and priorities on which its supervisory staff would naturally focus, slowing the Federal 
Reserve's access to information in other areas. Even if the supervisory agency's staff were 
willing and able to provide assistance, the back-and-forth process in which the Federal Reserve 

must explain exactly what is needed, evaluate the information that is received, and return to the 
supervisor with clarifying questions and requests for additional information could slow the 
process appreciably. 

Finally, having the legal authority to directly obtain information--through on-site examinations 
or otherwise--can prove critical to understanding and responding quickly to a financial crisis. 
While in some cases financial institutions that the Federal Reserve does not supervise may be 
willing to provide information to the Federal Reserve on a voluntary basis, in other cases they 
have not been willing, and there is no guarantee that they will be willing in future crises. For 
example, senior managers with relevant knowledge about the nature of the problems facing an 
institution or arising in financial markets may well be focused on those problems and therefore 
might not want to meet with, or provide information to, the Federal Reserve in a timely manner 

unless the Federal Reserve had the supervisory authority to require them to do so. Also, an 

institution may not readily recognize or acknowledge the possible adverse effects of its actions 

for other market participants or the financial markets and economy more generally, or it may 

expect the authorities to deal with such adverse effects. In such cases, it can be essential for the 

Federal Reserve to have the ability to compel the disrupted institution to provide timely 
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information that would assist the Federal Reserve in addressing the crisis through its monetary 
policy, lending, and other policy and operational tools. 

Besides the experience at the Federal Reserve, international developments suggest that a central

bank role in supervision can be important. For example, many have suggested that the problems 

with Northern Rock in the United Kingdom were compounded by a lack of clarity regarding the 

distribution of powers, responsibilities, and information among the Bank of England, the U.K. 

Financial Services Authority, and the U.K. Treasury. In response, the Bank of England was 

given statutory responsibilities in the area of financial stability, its powers to collect information 

from banks were augmented, and many have called for it to be given increased supervisory 
authority. In the European Union, a new European Systemic Risk Board is being established 

under which national central banks and the European Central Bank will play a central role in 

efforts to protect the financial system from systemic risk. More broadly, in most industrial 

countries today the central bank has substantial bank supervisory authorities, is responsible for 

broad financial stability, or both. 

Steps the Federal Reserve Is Taking to Strengthen its Regulatory and Supervisory 
Performance 

Supervision by financial regulators, including the Federal Reserve, clearly had significant 

shortcomings in the period leading up to the financial crisis. Among other things, regulators did 

not insist on sufficiently strong and comprehensive risk management by private firms, and 

inadequate attention was paid to the risks that could arise from the interactions of firms and 

markets, such as the collective dependence of many firms on similar wholesale funding sources 

or hedging strategies. The Federal Reserve has been and continues to be engaged in an intensive 
self-examination of its supervisory functions with two objectives: to address weaknesses in its 

supervisory function that became apparent as a result of the financial crisis, and to become a 

better supervisor in an environment that requires supervisors to be attentive to macroprudential 

as well as individual-institution safety-and-soundness risks. 

The Federal Reserve is seriously engaged in measures to strengthen its regulatory and 
supervisory performance. For example, working through the Basel Committee on Bank 
Supervision and the Financial Stability Board, the Federal Reserve has played a key part in 
efforts to ensure that systemically critical financial institutions hold more and higher-quality 
capital and employ more robust liquidity management. The Federal Reserve also played a key 

role in international work to ensure that banks use compensation structures that provide 

appropriate performance and risk-taking incentives. Domestically, it has taken the lead in 

addressing flawed compensation practices, issuing proposed guidance that would require 

banking organizations to review their compensation practices to ensure that they do not 

encourage excessive risk-taking, are subject to effective controls and risk management, and are 

supported by strong corporate governance, including oversight by their boards of directors. 
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In the fall of 2008, the Federal Reserve updated its guidance on consolidated supervision, 

reaffirming the importance of such supervision, particularly for large complex firms, and 
emphasizing the importance of bringing a macroprudential perspective as well as an individual

institution safety-and-soundness perspective to consolidated supervision. Of considerable 

importance, the Federal Reserve has taken steps to ensure that, when risk-management 

shortcomings are identified, its supervisors hold managers accountable and make sure that 

weaknesses receive proper attention at senior levels and are resolved promptly. This requires 

routinely and promptly communicating important supervisory concerns to the highest levels of 

bank management, including through more frequent involvement of senior bank managers and 

boards of directors and senior Federal Reserve officials. This approach proved especially 

effective during the SCAP and in other circumstances when clear expectations for prompt 

remediation were forcefully communicated to large banking organizations. 

The Federal Reserve has also begun to make fundamental changes to its supervision and 
regulation of large bank holding companies to include a macroprudential, as well as an 

individual-institution safety-and-soundness, perspective to supervision. For ex_ample, the Federal 

Reserve is developing a program of enhanced quantitative surveillance of large bank holding 

companies. Enhanced quantitative surveillance combines aggregate economic data, firm-level 

market-based indicators, and supervisory information to provide a fuller picture of the financial 

condition of firms, the risks they face, and their potential effects on the broader system. 

Examples of this approach are the indicative system wide loss and pre-provision net revenue 

estimates that were developed for the SCAP and used in the subsequent analysis of Troubled 

Asset Relief Program redemption requests, and the firm-specific loss and revenue estimates that 

were developed by combining these systeinwide estimates with supervisory information. 

The Federal Reserve is working with other domestic and international regulators and market 

participants to overcome the collective action problems that often plague efforts to strengthen 

market infrastructure. Since 2005, the Federal Reserve has been leading efforts by market 

participants and domestic and international regulators to strengthen the infrastructure of the 
credit derivatives and other over-the-counter derivatives markets. While further progress is 

needed, without the progress that was achieved since 2005, the failures of major dealers and 
defaults by some of the very largest names traded in the credit derivatives markets surely would 

have been far more disruptive than they were. Likewise, this year the Federal Reserve took the 
lead in organizing a private-sector group that is developing recommendations for cooperative 
measures to strengthen margin and settlement practices in the triparty repo markets. 

The Federal Reserve is also making changes designed to fully employ its expertise to effectively 

supervise large banking firms. The new supervisory framework will better accommodate a 

macroprudential orientation that goes beyond the traditional focus on individual institutions and 

better supports the identification and analysis of interconnected risks and sources of financial 

contagion. The new approach will implement a more centralized approach to the supervision of 

large, complex banks that are potentially systemically important. 
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In particular, strategic and policy direction for the supervision of large, complex financial 
institutions will be coordinated through a newly formed multidisciplinary committee led by 
senior officers representing various functions at the Board and Reserve Banks. Supervisors, 

economists, and market specialists, combined with officials responsible for quantitative 

surveillance activities, will define supervisory priorities and examination plans for large, 

complex banking organizations. Supervisory teams will be constructed around portfolios of 

firms with similar business lines and risks, and cross-firm examinations will consider 

interconnected risks, such as spillover and feedback effects. 

As in the SCAP, representatives of primary and functional supervisors will be fully integrated in 

the process, participating in the planning and execution of horizontal exams and consolidated 

supervisory activities. As was evident in the recent crisis, interconnected risks can span several 

operating entities. Subprime mortgage exposures, for example, were dispersed across mortgage 

banks, broker-dealers, and off-balance-sheet vehicles, as well as insured depositories. Effective 
supervision of complex holding company structures must involve greater coordination among 

consolidated and functional supervisors and an integrated assessment of risks across the holding 

company, including bank and nonbank subsidiaries. 

While supervisory authorities here and abroad are still developing the tools and instruments 

needed to fully implement a macroprudential approach to supervision, recent experience has 

shown that such an approach is critical to avoiding financial imbalances that can result in severe 

financial and economic dislocations. The Federal Reserve will continue to strengthen its 

supervisory efforts and to learn from events as they unfold, with the goal of doing all in its power 

to identify and address risks that may imperil the financial system. 
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FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

BEN 5. BERNANKE 

CHAIRMAN 

The Honorable Barney Frank 
Ranking Member 
Committee on Financial Services 
Washington, D.C. 20515 

Dear Congressman: 

January 18, 2011 

Thank you for your letter of December 15, 2010 expressing your concerns as the 

Board develops the proposed rule on debit card interchange and routing. We are striving 

to implement regulations that effectively carry out the statutory provisions of Section 

107 5 of the Dodd-Frank Act. We appreciate your views, which we will take into 

consideration in formulating our final rule. 

Sincerely, 
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The Honorable Darrell Issa 

Chairman 

BOARD OF GOVERNORS 
OF' THE 

FECERAL RESERVE SYSTEM 
WASHINGTON, 0. C:. 20551 

February 2, 2011 

Committee on Oversight and Government Reform 

United States House of Representatives 

Washington, D.C. 20515 

Dear Chairman Issa: 

SCOTT G. ALVAREZ 

GENERAL COUNSEL 

Enclosed are additional documents provided by the Federal Reserve Bank of New York 

that relate or refer to disclosure of information related to the assets of Maiden Lane, LLC. They 

are responsive to your letter to Chairman Bemanke of January 11, 2011. The qocuments are 

numbered FRBNY to ISSA00555044 to 00632739 and, as they contain pre-deliberative staff 

analyses and recommendations, are marked confidential. We request that the Committee 

maintain the confidentiality of this information. 

Sincerely, 

cc: The Honorable Elijah Cummings 
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OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing, 
and Urban Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

April 13, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 

March 1, 2011, hearing before the Committee on Banking, Housing and Urban Affairs. 

A copy has also been forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Enclosure 



Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal 
Reserve System, from Chairman Johnson: 

1. Recognizing the critical need to reduce our structural deficit to avert the problems you 
were discussing with Senator Bennet, and given the importance of continuing to make 
selective investments in R&D, education and infrastructure, would defunding those areas 
now hurt the recovery and damage long-term U.S. growth? 

The costs and risks to the U.S. economy will rise if the federal budget persistently runs large 
structural deficits. If global financial market participants were to lose confidence in the 
United States' ability to manage its fiscal policy, the historical experience of countries that have 
faced fiscal crises should warn us that interest rates could increase suddenly and quickly, which 
would impose substantial costs on our economy. The threat from our currently unsustainable 
fiscal policies is real and growing, which should be sufficient reason to put in place a credible 
plan to place fiscal policy on a sustainable path over the medium and longer term. Acting now to 
develop a credible program to reduce future structural deficits would not only enhance economic 
growth in the longer run, these policy actions would likely also yield near-term economic 
benefits from lower long-term interest rates and increased consumer and business confidence. 
Moreover, the sooner a credible fiscal plan is established, the more time affected individuals 
would have to adjust to the necessary policy changes, which would probably make those changes 
less painful and more politically feasible. 

That said, economic growth is affected not only by the levels of spending and taxes, but also by 
their composition and structure. Changes in the government's tax policies and spending 
priorities could be made that not only reduce the deficit but also enhance the long-term growth 
potential of the economy--for example, by reducing disincentives to work and to save, by 
encouraging investment in the skills of our workforce as well as new machinery and equipment, 
by promoting research and development, and by encouraging and providing necessary 
infrastructure. In the current fiscal environment, policymakers will want to intensively review 
the effectiveness of all spending and tax policies and be willing to make changes in order to 
provide necessary programs more efficiently and at lower cost. These policy choices will 
certainly be difficult and will require tradeoffs to be made, but a more productive economy will 
ease the tradeoffs that we face. 

2. Following up on Senator Moran's question to you at the hearing, what can the 
Federal Reserve do to help encourage, or direct banks to, increase lending to small 
businesses on Main Street that are responsible for so much job growth? 

During the past few years, we have frequently received reports that small businesses are facing 
difficulty in obtaining credit. We share the Senator's concerns about the effect that tight credit 
conditions can have on Main Street and in response have taken several steps to foster access to 
loans by creditworthy businesses. Early in the crisis, the Federal Reserve and the other banking 
agencies recognized the possibility that bankers and examiners could over-correct for 
underwriting standards that had become too lax and issued guidance to instruct examiners to take 
a measured and balanced approach to reviews of banking organizations and to encourage efforts 
by these institutions to work constructively with existing borrowers that are experiencing 
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financial difficulties. The Federal Reserve subsequently conducted significant training for its 
examiners on this guidance to ensure that it was carefully implemented. In addition, we continue 
to strongly reinforce the guidance with our examiners and are focusing on evaluating compliance 
with the guidance as part of our regular monitoring of the examination process, which includes 
local management vettings of examination findings in the district Reserve Banks, review of a 
sample of examination reports in Washington, and investigation of any specific instances of 
possible undue regulatory constraints reported by members of the public. 

Our monitoring to date suggests that examiners are appropriately considering the guidance in 
evaluating supervised institutions. However, to the extent that a banking organization is 
concerned about supervisory restrictions imposed by Federal Reserve examiners, we have 
encouraged them to discuss their concerns with Reserve Bank or Federal Reserve Board 
supervisory staff. Bankers also have been advised that they can confidentially discuss these 
concerns with the Federal Reserve Board's Ombudsman, who works with bankers and 
supervisor¥ staff to resolve such issues. 

In addition to our efforts to encourage careful implementation of the interagency guidance, the 
Federal Reserve last year also completed a series of more than 40 meetings with community 
leaders from across the country to gather information to help the Federal Reserve and others 
better respond to the credit needs of small businesses. Emerging themes, best practices, and 
common challenges identified by the meeting series were discussed and shared at a conference 
held at the Federal Reserve Board in Washington in early July and are described in a summary 
report posted on the Federal Reserve's website at: http://www.federalreserve.gov/events/ 
conferences /2010/sbc/downloads/small business summary.pdf The agenda for this meeting 
and remarks that address our plans for following-up on our findings are also available on the 
Federal Reserve's website. 

More recently, the Federal Reserve has been working with staff at the U.S. Treasury and the 
other banking agencies to implement the Small Business Lending Fund created by the Small 
Business Jobs Act of 2010. This fund is intended to facilitate lending to creditworthy borrowers 
by providing affordable capital support to community banks that lend to small businesses. 

3. We also want to ensure that individuals have appropriate access to credit. Is the 
Federal Reserve considering how its policies (both regulatory and monetary) impact 
consumer access to credit? If there is a negative impact on access to credit, what steps will 
the Federal Reserve take? 

In the context of both monetary and regulatory or supervisory policy, the Federal Reserve 
regularly analyzes data and other information about the availability of credit to consumers. The 
availability of credit is a key factor pertaining to the outlook for consumer spending, which is, 
itself, a major component of aggregate demand in the U.S. economy. Therefore, when 
determining the appropriate stance of monetary policy, the Federal Open Market Committee 
considers consumers' access to credit along with many other factors that shape the 
macroeconomic outlook. 
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The Federal Reserve also considers the potential effects of its regulatory or supervisory policies 
on the availability of consumer credit. A recent example of this is the Comprehensive Capital 
Analysis and Review (CCAR) that was completed by the Federal Reserve on March 18, 2011. 
One element of the study of the capital plans of the 19 largest bank holding companies in the 
CCAR was to ascertain each firm's ability to hold sufficient capital to maintain access to 
funding, to continue to serve as credit intermediaries, to meet their obligations to creditors and 
counterparties, and to continue operations, even in an adverse macroeconomic environment. In 
other words, a key element of the review was to evaluate the capital plans of large bank holding 
companies in the context of their ability to support lending to consumers, even in an adverse 
macroeconomic environment. 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Barney Frank 
· Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

June 13, 2011 

BENS. BERNANKE 

CHAIRMAN 

Thank you for your April 15, 2011, letter regarding the proposed rule re~eased by 

the Board, the other Federal banking agencies, the U.S. Securities and Exchange 

Commission, the Federal Housing Finance Agency, and the Department of Housing and 

Urban Development, to implement the credit risk retention requirements of section 15G 

of the Securities Exchange Act of 1934 (15 U.S.C. § 780-l l), as added by section 941 of "" 

the Dodd-Frank Wall Street Reform and Consumer Protection Act. 

These six federal agencies have announced the extension of the comment period 

for the proposed rule in the attached press release. This will allow interested persons 

more time to analyze the issues and prepare their comments. We appreciate your views, 

which we will take into consideration in formulating our final rule. We will place your 

letter in the public comment file for this proposed rule. 

Enclosure 
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FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Maxine Waters 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congresswoman: 

June 13, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your April 15, 2011, letter regarding the proposed.rule released by 

the Board, the other Federal banking agencies, the U.S. Securities and Exchange 

Commission, the Federal Housing Finance Agency, and the Department of Housing and 

Urban Development, to implement the credit risk retention requirements of section 15G 

of the Securities Exchange Act of 1934 (15 U.S.C. § 780-l l), as added by section 941 of 

the Dodd-Frank Wall Street Reform and Consumer Protection Act. 

These six federal agencies have announced the extension of the comment period 

for the proposed rule in the attached press release. This will allow interested persons 

more time to analyze the issues and prepare their comments. We appreciate your views, 

which we will take into consideration in formulating our final rule. We will place your 

letter in the public comment file for this proposed rule. 

Sincerely, 

Enclosure 

;JP-



Joint Release 

For Immediate Release 

Board of Governors of the Federal Reserve System 
Department of Housing and Urban Development 

Federal Deposit Insurance Corporation 
Federal Housing Finance Agency 

Office of the Comptroller of the Currency 
Securities and Exchange Commission 

June 7, 2011 

Agencies Extend Comment Period on Risk Retention Proposed Rulemaking 

Six federal agencies have approved and will submit a Federal Register notice that extends the 
comment period on the proposed rules to implement the credit risk retention requirements of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act. The comment period was 
extended to August 1, 2011, to allow interested persons more time to analyze the issues and 
prepare their comments. Originally, comments were due by June 10, 2011. . 

The proposed rule generally would require sponsors of asset-backed securities to retain at least 5 
percent of the credit risk of the assets underlying the securities and would not permit sponsors to 
transfer or hedge that credit risk. The proposal was issued by the Office of the Comptroller of 
the Currency, the Federal Reserve, the Federal Deposit Insurance Corporation, the U.S. 
Securities and Exchange Commission, the Federal Housing Finance Agency, and the Department 
of Housing and Urban Development. 

### 

Attachment 

Media Contacts: 

Federal Reserve Barbara Hagenbaugh (202) 452-2955 

FDIC David Barr (202) 898-6992 

FHFA Stefanie Johnson (202) 414-6376 

HUD Melanie N. Roussell (202) 708-0980 

occ DeanDeBuck (202) 874-5770 

SEC Office of Public Affairs (202) 551-4120 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing, 

and Urban Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

June 24, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your June 21, 2011, letter regarding the Board's proposed rule on 

debit card interchange fees and routing, which implements Section 1075 of the Dodd-

Frank Act. We appreciate your views, which we will take into consideration in 

formulating our final rule. We will place your letter in the public comment file for this 

proposed rule. 

Sincerely, 

~~ 
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The Honorable Elijah E. Cummings 
Page Two 

taken by the Federal Reserve and the other federal regulatory agencies with regard to the 
foreclosure activities of mortgage servicers. 

Sincerely, 

cc: The Honorable Darrell E. Issa, Chairman 
Committee on Oversight and Government Reform 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

July 21, 2011 

The Honorable Debbie Stabenow 
Chairwoman 
Committee on Agriculture, Nutrition, 

and Forestry 
United States Senate 
Washington, D.C. 20510 

Dear Chairwoman: 

Enclosed are my responses to the written questions you submitted following the 

June 15, 2011, hearing before the Senate Committee on Agriculture, Nutrition, and 

Forestry. A copy has also been forwarded to the Committee for inclusion in the hearing 

record. 

Please let me know if I can be of further assistance. 

Enclosure 

Sincerely, 

Michael S. Gibson 
Senior Associate Director 

Division of Research and Statistics 



Questions for Dr. Michael S. Gibson, Senior Associate Director, Division of Research and 
Statistics, Board of Governors of the Federal Reserve Svstem, from Chairwoman 
Stabenow: 

1. The prudential regulators' margin rule would classify financial end users into high and 
low risk categories. Do prudential regulators have any reliable estimates of the number of 
"high-risk" financial end users identified by the proposed rule? 

As noted in the notice of proposed rulemaking, the number of counterparties and the extent to 
which certain types of firms are likely to be counterparties are unknown. For this and other 
reasons, the Agencies have requested comment in the proposal regarding the quantitative impact 
of the proposed margin requirements, including with respect to the number and types of 
counterparties affected. With respect to persons likely to be classified as high-risk financial end 
users under the proposed rule, the Agencies expect that a large number of such persons will be 
hedge funds. 

2. Is it your intent to apply margin to non-financial end users and their captive finance 
affiliates? 

For swaps with a nonfinancial end user counterparty, the proposed rule would not specify a 
minimum margin requirement. Rather, it would allow a banking organization that is a dealer or 
major participant to establish a threshold, based on a credit exposure limit that is approved and 
monitored as part of the credit approval process, below which the end user would not have to 
post margin. The proposed rule would not impose any caps on the credit exposure limits for 
nonfinancial end user counterparties. In effect, the proposed rule would maintain the status quo 
for a bank swap dealer, where the dealer conducts due diligence on its counterparty, determines a 
credit exposure limit with respect to the counterparty that is consistent with the dealer's risk 
appetite and is documented in a credit support agreement, and does not require margin payments 
from the nonfinancial end user as long as the exposure remains below the limit. 

Captive finance companies would be classified as nonfinancial end users under the proposed rule 
if they did not meet the proposed rule's definition of "financial end user" (e.g., by being 
predominantly engaged in financial activities). 

3. Will the prudential regulators allow the flexible use of noncash collateral for purposes of 
margin as directed in the statute? 

The proposed rule identifies a limited set of securities as eligible non-cash collateral for the 
initial and variation margin requirements, consistent with the statutory requirement that the rule 
permit non-cash collateral while preserving the "financial integrity of markets trading swaps" 
and the "stability of the United States financial system." 

Non-cash collateral can be consistent with market integrity and financial stability when an 
appropriate haircut can be established. An appropriate haircut is one that is large enough so that 
if the counterparty defaults, the non-defaulting counterparty can sell the collateral at a price that 
offsets the cost of replacing the defaulted counterparty' s swap positions. An appropriate haircut 
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also takes account of the likelihood that the value of many types of non-cash collateral will be 
under stress when a derivatives counterparty defaults. 

The notice of proposed rulemaking asked public commenters to respond to several questions 
about possible expansions of the set of eligible collateral, including how to determine an 
appropriate haircut. We will carefully consider the comments received in response to these and 
other questions posed in the proposed rulemaking when moving forward with a final rule. 

Finally, it should be noted that collateral posted by non-financial end users for exposures below 
the credit exposure limit (as discussed in the answer to the previous question) is not limited to 
the set of eligible collateral in the proposed rule, because the proposed rule only applies to 
exposures above the credit exposure limit. Bank swap dealers would be free to continue to 
accept whatever collateral they currently accept from non-financial end users as long as the 
exposure stays below the credit exposure limit. 

4. The OCC's Inspector General recently released an estimate of the potential cost of 
imposing margin on swap transactions. Do prudential regulators have any reliable . 
estimates of the impact of Dodd-Frank on economic growth and job creation due to 
increased margin requirements? 

Before moving ahead with a final rule, the Federal Reserve expects to use any infonnation 
submitted by public commenters on the proposed rule to more precisely assess the costs and 
benefits of the margin requirements that are required under Dodd-Frank. It was not possible to 
make a precise estimate of the quantitative costs of the proposed margin rule prior to issuing it 
for comment for several reasons. First, there are many changes that are occurring in the 
derivatives market as a result of regulatory reform that will affect the cost of the margin rule, 
including uncertainty with respect to (i) which entities will be classified as swap dealers or major 
swap participants; (ii) the extent to which existing derivatives would be rolled-over or renewed; 
and (iii) the extent to which derivatives currently traded on an over-the-counter basis will move 
to central clearing. Second, there are a number of specific and technical aspects of the proposed 
rule that are difficult to assess without a large amount of highly detailed data on the size of 
derivative positions as well as the underlying rationale of bank swap dealers for maintaining 
those positions. 

5. As the prudential regulators have noted, the definition of a financial end user is 
"substantially similar to, the definition of a financial entity that is ineligible to use the end 
user exemption from the mandatory clearing requirements of sections 723 and 763 of the 
Dodd-Frank Act". While the proposed margin rule borrows from the Dodd-Frank Act's 
definition of financial entities, the definitions are not identical. Could you explain what 
"substantially similar" means in this context? 

The proposed rule's definition of "financial end user," located as§ _.2(h) of the proposed rule, 
contains seven prongs that, if met, would cause a person to be considered a financial end user for 
purposes of the proposed rule. The first four of these prongs, covering commodity pools, private 
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funds, employee benefit plans, and persons predominantly engaged in financial activities, are 
identical to those used in the definition of "financial entity" for purposes of the mandatory 
clearing requirements added by sections 723 and 763 of the Dodd-Frank Act. 

The latter three prongs of the proposed rule's definition are not included in the definition of 
"financial entity" for purposes of the mandatory clearing requirements. These prongs capture 
foreign commodity pools and private funds and foreign governments that the Agencies have 
proposed also to treat as financial end users, as well as any other entity that an Agency, in its 
discretion, designates as a financial end user for purposes of the proposed rule. 

The definition of "financial entity" for purposes of the mandatory clearing requirements also 
contains two related provisions that are not included in the Agencies' proposed rule. First, the 
financial entity definition in sections 723 and 763 of the Dodd-Frank Act directs the CFTC and 
SEC to consider exempting small banks from the mandatory clearing requirement, savings 
associations, farm credit system institutions, and credit unions, which are otherwise covered by 
the definition because they are predominantly engaged in financial activities. Second, that 
financial entity definition includes a special "limitation" that excludes from the definition certain 
financing affiliates of commercial firms, if specified criteria are met. · 

6. The prudential regulators' margin rule would require all counterparties to document 
their "credit support arrangements." Would existing credit support arrangements meet 
the new requirements in the proposed rule and be deemed "appropriate"? 

Whether an existing credit support arrangement would meet the requirements of the proposed 
rule will depend on the precise terms and conditions of that arrangement, in particular whether it 
specifies a covered swap entity's rights to collect initial and variation margin, the valuation 
methods for swaps, and dispute resolution procedures. 
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Thank you for your letter dated January 12, 2012, inquiring as to the Board's 
authority, prior to the Dodd-Frank Act, to require entities under our jurisdiction to 
demand initial or variation margin from their counterparties in uncleared swap 
transactions. 

In general, apart from the Dodd-Frank Act, the Board has broad and flexible 
authority to take supervisory and formal or informal enforcement actions to require 
entities under our jurisdiction to operate in a safe and sound manner. The Board has used 
this authority to require those entities to take a variety of actions to ensure that they 
monitor and manage the risks from their swap activities. In particular, the Board 
currently requires entities we supervise to manage the credit risk of the swaps aspect of 
their counterparty relationships, just as those entities are required to manage the risks of 
other credit relationships, and to manage the combined credit risks of each customer or 
counterparty on an aggregate basis. That credit risk management must include steps such 
as performing independent credit underwriting of new customers or counterparties to set 
a combined credit exposure limit for the particular customer or counterparty, measuring 
the credit exposure with appropriate metrics, monitoring the customer's or counterparty's 
financial condition and creditworthiness on an ongoing basis, and reporting all credit 
exposures with each customer or counterparty to management on an aggregate basis in a 
single report. A key aspect of this risk management also includes establishing 
appropriate margin and collateral haircut practices for all swap counterparties. The 
existing guidance does not specify requirements for initial and variation margin, but 
instead requires entities themselves to evaluate the risk of each counterparty and swap 
position and establish prudent collateral and other risk-mitigating protections as 
appropriate. A copy of recent Board (and other bank regulatory agency) guidance related 
to credit risk management is enclosed. 

I hope this information is helpful to your deliberations. 
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COUNTERP ARTY CREDIT RISK MANAGEMENT 

I. Introduction 
This guidance discusses critical aspects of effective management of counterparty credit risk 

(CCR), and sets forth sound practices and supervisory expectations for an effective CCR management 
framework. CCR is the risk that the counterparty to a transaction could default or deteriorate in 
creditworthiness before the final settlement of a transaction's cash flows. Unlike the credit risk for a 
loan, when only the lending banking organization 1 faces the risk of loss, CCR creates a bilateral risk of 
loss because the market value of a transaction can be positive or negative to either counterparty. The 
future market value of the exposure and the counterparty's credit quality are uncertain and may vary 
over time as underlying market factors change. The guidance is intended for use by banking 
organizations, especially those with large derivatives portfolios, in setting their risk management 
practices, as well as by supervisors as they assess and examine such institutions' management of CCR. 
For other banking organizations without large derivatives portfolios, risk managers and supervisors 
should apply this guidance as appropriate, given the size, nature, and complexity of the CCR risk profile 
of the banking organization. -

CCR is a multidimensional form of risk, affected by both the exposure to a counterparty and the 
credit quality of the counterparty, both of which are sensitive to market-induced changes. It is also 
affected by the interaction of these risks, for example the correlation2 between an exposure and the 
credit spread of the counterparty, or the correlation of exposures among the banking organization's 
counterparties. Constructing an effective CCR management framework requires a combination of risk 
management techniques from the credit, market, and operational risk disciplines. 

CCR management techniques have evolved rapidly over the last decade, along with increased 
complexity of derivative instruments under management. Banking organizations substantially improved 
their risk management practices during this time; however, in some cases, implementation of sound 
practkes has been uneven across business lines and counterparty types. Further, the financial crisis of 
2007-2009 revealed weaknesses in CCR management at many banking organizations, such as 
shortcomings in the timeliness and accuracy of exposure aggregation capabilities and i11adequate 
measurement of correlation risks. The crisis also highlighted deficiencies in the ability of banking 
organizations to monitor and manage counterparty exposure limits and concentration risks, ranging from 
poor selection of CCR metrics to inadequate system infrastructure. 

To address these weaknesses, this guidance reinforces sound governance of CCR management 
. practices, through prudent board and senior management oversight, management reporting, and risk 
management functions. The guidance discusses relevant topics in risk measurement, including metrics, 
exposure aggregation and concentration management, stress testing, and associated characteristics of 
adequate systems infrastructure. It also covers risk control func~ions, such as counterparty limits, 
margin practices, validating and backtesting models and systems, managing close-outs,3 managing 

1 Unless otherwise indicated, "banking organizations" refers to national banks in the case of the Office of the Comptroller of 
the Currency (OCC); federal and state savings associations and savings and loan holding companies in the case of the Office 
of Thrift Supervision (OTS); state member banks and bank holding companies in the case of the Federal Reserve Board 
(Board); and state nonmember banks in the case of the Federal Deposit Insurance Corporation (FDIC). The U.S. branches 
and agencies of foreign banks supervised by the OCC, the Board and the FDIC also are considered to be banking 
organizations for purposes of this guidance. 
2 In this guidance, "correlation" refers to any form oflinear or non-linear inter-relationship or dependence between factors. 
3 A close-out is the process undertaken by a banking organization following default of a counterparty to fully collect on all 
items due from that counterparty. 
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central counterparty exposures, and controlling legal and operational risks arising from derivatives 
activities. 

CCR management guidelines and supervisory expectations are delineated in various individual 
and interagency policy statements and guidance,4 which remain relevant and applicable. This guidance 
offers further explanation and clarification, particularly in light of developments in CCR management. 
However, this guidance is not all-inclusive and banking organizations should reference sound practices 
for CCR management, such as those advanced by industry, policymaking and supervisory forums.5 

II. Governance 

1. Board and Senior Management Responsibilities 

The board of directors or a designated board-level committee (board) should clearly articulate 
the banking organization's risk tolerance for CCR, by approving relevant policies, including a 
framework for establishing limits on individual counterparty exposures and concentrations of exposures. 
Senior management should establish and implement a comprehensive risk measurement and 
management framework consistent with this risk tolerance that provides for the ongoing monitoring, 
reporting, and control of CCR exposures. 

Senior management should adhere to the board's established risk tolerance and establish policies 
and risk management guidelines appropriately.6 At a minimum, policies should outline CCR 
management standards that are in conformance with this guidance. More specifically, they should 
address the subjects discussed in this document, such as risk measurement and reporting, risk 
management tools, and processes to manage legal and operational risk. Policies should be detailed and 
contain a clear escalation process for review and approval of policy exceptions, especially those 
pertaining to transaction terms and limits. 

2. Management Reporting 

Banking organizations should report counterparty exposures to the board and senior management 
at a frequency commensurate with the materiality of exposures and the complexity of transactions. 
Reporting should include concentration analysis and CCR stress testing results, to allow for an 
·understanding of exposures and potential losses under severe market conditions. Reports should also 
include an explanation of any measurement weaknesses or limitations that may influence the accuracy 
and reliability of the CCR risk measures. 

4See, for example, Supervisory Policy Statement on Investment Securities and End-User Derivatives Activities, 63 FR20191, 
April 23, 1998. Examination guidance on CCR is contained in various agency publications including: FDIC, Capital 
Markets Examination Handbook, Federal Reserve, SR 99-03 and Trading and Capital Market Activities Manual (to be 
amended as appropriate to reflect this guidance); OTS, Examiner Handbook, Section 660, "Derivative Instruments and 
Hedging"; the OCC's Banking Circular 277, and "Risk Management ofFinancial Derivatives" (Comptroller's Handbook, 
January, 1997). 
5Industry, policymaking, and supervisory groups include, but are not limited to, the Counterparty Risk Management Policy 
Group (CRMPG), Committee on Payment and Settlement Systems (CPSS), International Swaps and Derivatives Association 
(ISDA), Institute of International Finance (IIF), Group of Thirty (G30), Group of Twenty Finance Ministers and Central 
Bank Governors (G-20), International Organization of Securities Commissions (IOSCO), Senior Supervisors Group (SSG), 
and Basel Committee on Banking Supervision (BCBS). Documents produced by all of these groups were drawn upon in 
developing this guidance. 
6 Relevant supervisory guidance discusses establishment of CCR policies and procedures. 

3 



Senior management should have access to timely, accurate, and comprehensive CCR reporting 
metrics, including an assessment of significant issues related to the risk management aspects discussed 
in this guidance. They should review CCR reports at least monthly, with data that are no more than 
three weeks old. It is general practice for institutions to report: · 

• Total counterparty credit risk aggregated on a firm-wide basis and at significant legal entities. 

• Counterparties with the largest exposures, along with.detail on their exposure amounts. 

• Exposures to central counterparties (CCPs). 

• Significant concentrations, as outlined in this guidance. 

• Exposures to weak or problem counterparties. 

• Growth in exposures over time. As a sound practice, metrics should capture quarterly or monthly 
changes, supplemented (where relevant) by year-over-year trend data. 

• Exposures from over-the-counter (OTC) derivatives. When they are material, additional product 
class break-outs (for example, traditional lending, securities lending) should be included. 

• A sufficiently comprehensive range of CCR metrics, as discussed in the CCR metrics section. 

• A qualitative discussion of key risk drivers of exposures or conditions or factors that would 
fundamentally change the risk profile of CCR. An example would be assessment of changes in 
credit underwriting terms and whether they remain prudent. 

3. Risk Management Function and Internal Audit 

A banking organization's board and senior management should clearly delineate the respective 
roles of business lines versus risk management, both in terms of initiating transactions that have CCR, 
and of ongoing CCR management. The board and senior management should ensure that the risk· 
management functions have adequate resources, are fully independent from CCR related trading 
operations (in both activity and reporting), and have sufficient authority to enforce policies and to 
escalate issues to senior management and the board (independent of the business line). 

The board should direct internal audit to regularly assess the adequacy of the CCR management 
framework as part of the regular audit plan. Such assessments should include credit line approval 
processes, credit ratings, ~nd credit monitoring. Such an assessment should opine on the adequacy of 
the CCR infrastructure and processes, drawing where appropriate from individual business line reviews 
or other internal and external audit work. Please see the relevant section of this guidance regarding the 
role of CCR model validation or review. The board should review annual reports from internal audit 
and model validation or review, assessing the findings and confirming that management has taken 
appropriate corrective actions. · 

III. Risk Measurement 

1. CCR Metrics 

Given the complexity of CCR exposures (particularly regarding OTC derivatives), banking 
organizations should employ a range of risk measurement metrics to promote a comprehensive 
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understanding of CCR and how it changes in varying environments. Metrics should be commensurate 
with the size, complexity, liquidity, and risk profile of the CCR portfolio. Banking organizations 
typically rely on certain metrics as a primary means of monitoring, with secondary metrics used to 
create a more robust view of CCR exposures. Banking organizations should apply these metrics to 
single counterparty exposures, groups of counterparties (for example, by internal rating, industry, 
geographical region), and the consolidated CCR portfolio. Banking organizations should assess their 
largest exposures, for instance their top 20 exposures, using each primary metric. 

Major dealers and large, sophisticated banking organizations with substantial CCR exposure 
should measure and assess: 

• Current exposure (both gross and net of collateral). 

• Forward-looking exposure (that is, potential exposure). 

• Stressed exposure (broken out by market risk factors, and/or by scenario). 

• Aggregate and stressed credit valuation adjustment (CV A) as well as CV A factor sensitivities. 

• Additional relevant risk measures, such as (for credit derivatives) jump-to-default risk on the 
reference obligor, and economic capital usage. 

• The largest exposures by individual business line and product types. 

• Correlation risks, such as wrong-way risk, as well as the credit quality of collateral. 

Refer to Appendix A for definitions of basic metrics and descriptions of their purposes. 

2. Aggregation of Exposures 

Banking organizations should have the capacity to measure their exposure at various levels of 
aggregation (for example, by business line, legal entity, or consolidated by industry). Systems should be 
sufficiently flexible to allow for timely aggregation of all CCR exposures (that is, OTC derivatives, 
securities financing transactions (SFTs), and other pre-settlement exposures), as well as aggregation of 
other forms of credit risk to the same counterparty (for example, loans, bonds, and other credit risks). 
The following are sound CCR aggregation principles: 

• Counterparty-level current exposure and potential exposure should be calculated daily, based on the 
previous day's position data and any exchange of collateral. 

• For each organizational level of aggregation, all trades should be included. 

• There should be sufficient flexibility to aggregate exposure at varying levels of granularity, 
including industries, regions, families of products (for example, OTC derivatives, SFTs ), or other 
groupings to identify concentrations. 

• While banking organizations are not required to express all forms of risk in a common metric or 
basis, management should be able to view the various forms of exposures to a given counterparty in 
a single report and/or system. Specifically, this could include current outstanding exposure across 
different categories (e.g., current exposure for OTC derivatives and drawn-down lines of 
commitment for loans). Exposure reports should also include the size of settlement and clearing 
lines. · · 
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• Banking organizations should be consistent in their choice of currency and exchange rate, and take 
into account the validity and legal enforceability of any netting agreements they may have with a 
counterparty. 

• Management should understand the specific approach used to aggregate exposures for any given risk 
measure, in order to properly assess the results. For instance, some measures ofrisk (such as current 
exposure) may be readily added together, while others (such as potential exposure) are less 
meaningful when they are added to form an aggregate view of risk. 

• Internal capital adequacy models should incorporate CCR. 

3. Concentrations 

Concentrated exposures are a significant concern, as CCR can contribute to sudden increases in 
credit exposure, which in tum can result in unexpectedly large losses in the event of counterparty 
default. Accordingly, banking organizations should have enterprise-wide processes to effectively 
identify, measure, monitor, and control concentrated exposures on both a legal entity and 
enterprise-wide basis. 

Concentrations should be identified using both quantitative and qualitative means. An exposure 
or group of related exposures (for example, firms in the same industry), should be considered a 
concentration in the following circumstances: exposures (individually or collectively) exceed risk 
tolerance levels established.to ensure appropriate diversification; deterioration of the exposure could 
result in material loss; or deterioration could result in circumstances that are detrimental to the banking 
organization's reputation. All credit exposures should be considered as part of concentration 
management, including loans, OTC derivatives, names in bespoke and index CDO credit tranches, 
securities settlements, and money market transactions such as fed funds sold. Total credit exposures 
should include the size of settlement and clearing lines, or other committed lines. 

CCR concentration management should identify, quantify, and monitor: 

• Individual counterparties with large potential exposures, when those exposures are driven by a single 
market factor or transaction type. In these circumstances, banking organizations should supplement 
statistical measures of potential exposure with other measures, such as stress tests, that identify su~h 
concentrations and provide an alternative view of risks associated with close-outs. 

• Concentrations of exposures to individual legal entities, as well as concentrations across affiliated 
legal entities at the parent entity level, or in the aggregate for all related entities. 

• Concentrations of exposures to industries or other obligor groupings. 

• Concentrations of exposures to geographic regions or country-specific groupings sensitive to similar 
macroeconomic shocks. 

• Concentrations across counterparties when potential exposure is driven by the same or similar risk 
factors. For both.derivatives and SFTs, banking organizations should understand the risks associated 
with crowded trades,7 where close-out risk may be heightened under stressed market conditions. 

7 For p~rposes of this guidance, a "crowded trade" is a large balance of open trading positions in a given asset or group of 
assets relative to its daily trading volume, when other market participants have similar positions that would need to be 
liquidated should any adverse price change occur. Coincident sale of these assets by a large number of market participants 
could lead to significant price declines and dramatic increases in uncollateralized exposures. 
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• Collateral concentrations, including both risk concentrations with a single counterparty, and risks 
associated with portfolios of counterparties. Banking organizations should consider concentrations 
of non-cash collateral for all product lines covered by collateral agreements;8 including collateral 
that covers a single counterparty exposure and portfolios of counterparties.9 

• Collateral concentrations involving special purpose entities (SPEs). Collateral concentration risk is 
particularly important for SPEs, because the collateral typically represents an SPE's paying capacity. 

• Banking organizations should consider the full range of credit risks in combination with CCR to 
manage concentration risk, including; risks from on- and -off-balance-sheet activities, contractual 
and non-contractual risks, contingent and non-contingent risks, as well as underwriting and pipeline 
risks. 

4. Stress Testing 

Banking organizations with significant CCR exposures should maintain a comprehensive stress 
testing framework, which is integrated into the banking organization's CCR management. The 
framework should inform the banking organization's day-to-day exposure and concentration 
management, and it should identify extreme market conditions that could excessively strain the financial 
resources of the banking organization. Regularly, but no less than quarterly, senior management should 
evaluate stress test results for evidence of potentially excessive risk, and take risk reduction strategies as 
appropriate. 

The severity of factor shocks should be consistent with the purpose of the stress test. When 
evaluating solvency under stress, factor shocks should be severe enough to capture historical extreme 
market environments and/or extreme but plausible stressed inarket conditions. The impact of such 
shocks on capital resources and earnings should be evaluated. For day-to-day portfolio monitoring, 
hedging, and management of concentrations, banking organizations should also consider scenarios of 
lesser severity and higher probability. When conducting stress testing, risk managers should challenge 
the strength of assumptions made about the legal enforceability of netting and the ability to collect and 
liquidate collateral. 

A sound stress-testing framework should include: 

• Measurement of the largest counterparty-level impacts across portfolios, material concentrations 
within segments of a portfolio (such as industries or regions), and relevant portfolio- and 
counterparty-specific trends. 

• Complete trade capture and exposure aggregation across all forms of trading (not just OTC 
derivatives) at the counterparty-specific level, including transactions that fall outside of the main 
credit system. The time frame selected for trade capture should be commensurate with the frequency 
with which stress tests are conducted. 

• Stress tests, at least quarterly, of principal market risk factors on an individual basis (for example, 
interest rates, foreign exchange, equities, credit spreads, and commodity prices) for all material 
counterparties. Banking organizations should be aware that some counterparties may be material on 
a consolidated basis, even though they may not be material on an individual legal entity basis. 

8 Banking organizations should also track concentrations in volatile currencies. 
9 This analysis is particularly important with repo-style transactions and other fonns of SFTs for which the ability of market 
participants to liquidate large collateral positions may be difficult during periods of market turbulence. 
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• Assessment of non-directional risks (for example, yield curve exposures and basis risks) from multi
factor stress testing scenarios. Multi-factor stress tests should, at a minimum, aim to address 
. separate scenarios: severe economic or market events; significant decrease in broad market liquidity; 
and the liquidation of a large financial intermediary of the. banking organization, factoring in direct 
and indirect consequences. 

• Consideration, at least quarterly, of stressed exposures resulting from the joint movement of 
exposures and related counterparty creditworthiness. This should be done at the counterparty
specific and counterparty-group (for example, industry and region) level, and in aggregate for the 
banking organization. When CV A methodologies are used, banking organizations should ensure 
that stress testing sufficiently captures additional losses fr?m potential defaults. 10 

• Basic stress testing of CV A to assess performance under adverse scenarios, incorporating any 
hedging mismatches. 

• Concurrent stress testing of exposure and non-cash collateral for assessing wrong-way risk. 

• Identification and asses~ment of exposure levels for certain counterparties (for example, sovereigns 
and municipalities), above which the banking organization may be concerned about willingness to 
pay .. 

• Integration of CCR stress tests into firm-wide stress tests.11 

5. Credit Valuation Adjustments (CV A) 

. CVA refers to adjustments to transaction valuation to reflect the counterparty's credit quality. 
CV A is the fair value adjustment to reflect CCR in valuation of derivatives. As such, CV A is the market 
value of CCR and provides a market-based framework for understanding and valuing the counterparty 
credit risk embedded in derivative contracts. CV A may include only the adjustment to reflect the 
counterparty's credit quality (a one-sided CVA or just CVA), or it may include an adjustment to reflect 
the banking organization's own credit quality. The latter is a two-sided CVA, or CVA plus a debt 
valuation adjustment (DVA). For the evaluation of the credit risk due to probability of default of 
counterparties, a one sided CVA is typically used. For the evaluation of the value of derivatives 
transactions with a counterparty or the market risk of derivatives transactions, a two-sided CV A should 
be used. 

Although CV A is not a new concept, its importance has grown over the last few years, partly 
because of a change in accounting rules that requires banking organizations to recognize the earnings 
impact of changes in CV A.12 During the 2007-2009 financial crisis, a large portion of CCR losses were 
because of CV A losses rather than actual count~rparty defaults.13 As such, CV A has become more 
important in risk management, as a mechanism to value, manage, and make appropriate hedging 

10 Exposure testing should include single-factor, multi-factor and material non-directional risks. 
11 CCR stress testing should be consistent with overall banking organization-wide stress testing and follow the principles set 
forth in the "Principles for Sound Stress Testing Practices and Supervision" issued by the Risk Management and Modeling 
Group of the Basel Committee in May 2009. 
12 Accounting literature pertinent to CV A includes FAS Statement 157, and Accounting Standards Codification (ASC) Topic 
820. · In addition, other transaction fair value adjustments should be conducted. For example, those involving a banking 
organization's own credit risk, or differences in funding costs based on whether transactions are collateralized or not. 
13 Basel Committee on Banking Supervision, "Strengthening the resilience of the banking sector-consultative document,'' 
December 2009. http://bis.org/publ/bcbs164.htm 
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decisions, to mitigate banking organizations' exposure to the mark-to-market (MTM) impact ofCCR. 14 

The following are general standards for CV A measurement and use of CV A for risk management 
purposes: 

• CV A calculations should include all products and counterparties, including margined counterparties. 

• The method for incorporating counterparty credit quality into CV A should be reasonable and subject 
to ongoing evaluation. CV A should reflect the fair value of the counterparty credit risk for OTC 
derivatives, and inputs should be based on current market prices when possible. 

o Credit spreads should be reflected in the calculation where available, and banking organizations 
should not overly rely on non-market-based probability of default estimates when calculating 
CVA. 

o Banking organizations should attempt to map credit quality to name-specific spreads rather than 
spreads associated with broad credit categories. 

o Any proxy spreads should reasonably capture the idiosyncratic nature of the counterparty and the 
liquidity profile. 

o The term structure of credit spreads should be reflected in the CV A calculation 

• The CV A calculation should incorporate counterparty-specific master netting agreements and 
margin terms; for example, the CV A calculation should reflect margin thresholds or minimum 
transfer amounts stated in legal documents. 

• Banking organizations should identify the correlation between a counterparty' s credit-worthiness 
and its exposure to the counterparty, and seek to incorporate the correlation into their respective 
CV A calculation. 

Management of CV A 

CVA management should be consistent with sound risk management practices for other material mark
to-market risks. These practices should include the following: 

• Business units erigaged in trades related to CV A management should have independent risk 
management functions overseeing their activities. 

• Systems that produce CV A risk metrics should be subject to the same controls as used for other 
'MTM risks, including independent validation or review of all risk models, including alternative 
methodologies. 15 

· . 

• Upon transaction execution, CV A costs should be allocated to the business unit that originates the 
transaction. 

o As a sound practice, the risk of CV A should be incorporated into the risk-adjusted return 
calculation of a given business. , 

14 An accurate measure of CY A is critical to prudent risk-taking, as. part of effectively understanding the risk-reward tradeoff 
in a given derivatives transaction. The more comprehensively CV A is measured, the more transparent the economics of a 
given transaction. · 
15 Liquidity in credit markets has varied significantly over time. As liquidity conditions change, banking organizations 
should calculate CV A using methodologies appropriate to the market pricing infonnation available for each counterparty and 
transaction type. 
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o CVA cost allocation provides incentive for certain parties to make prudent risk-taking decisions, 
and motivates risk-takers to support risk mitigation, such as requiring strong collateral terms. 

• Banking organizations should measure sensitivities to changes in credit and market risk factors to 
determine the material drivers of MTM changes. On a regular basis, but no less frequently than 
quarterly, banking organizations should ensure that CVA MTM changes are sufficiently explained 
by these risk factors (for example, through profit and loss attribution for sensitivities, and 
backtesting for value at risk (VaR)). · 

• Banking organizations hedging CV A MTM should gauge the effectiveness of hedges through 
measurements of basis risk or other types of mismatches. In this regard, it is particularly important 
to capture non-linearities, such as the correlation between market and credit risk, and other residual 
risks that may not be fully offset by hedging. 

CVAVaR 

Banking organizations with material CV A should measure the risk of associated loss on an ongoing 
basis. In addition to stress tests of the CV A, banking organizations may develop VaR models that 
include CV A to measure potential losses. While these models are currently in the early stages of 
development, they may prove to be effective tools for risk management purposes. An advantage of 
CV A VaR over more traditional CCR risk measures is that it captures the variability of the CCR 
exposure, the variability of the counterparty's credit spread, and the dependency between them. 

Developing VaR models for CVA is significantly more complicated than developing VaR 
models for a banking organization's market risk positions. In developing a CVA VaR model, a banking 
organization should match the percentile and time horizon for the VaR model to those appropriate for 
the management of this risk, and include all significant risks associated with changes in the CVA. For 
example, banking organizations may use the same percentile for CV A V aR _as they use for market risk 
VaR (for example, the 95th or 99th percentile). However, the time horizon for CVA VaR may need to be. 
longer than for market risk (for example, one quarter or one year) because of the potentially illiquid 
nature of CV A. The following are important considerations in developing a CV A VaR model: 

• All material counterparties covered by CV A valuation should be included in the VaR model. 

• A CV A VaR calculation that keeps the exposure or the counterparty probability of default static is 
not adequate. It will not only omit the dependence between the two variables, but also the risk 
arising from the uncertainty of the fixed variable. 

• CV A VaR should incorporate all forms of CV A hedging. Banking organizations and examiners 
should assess the ability of the VaR measure to accurately capture the types of hedging used by the 
banking organization. 

6. Wrong-Way Risk 

Wrong-way risk occurs when the exposure to a particular counterparty is positively correlated with the 
probability of default of the counterparty itself. Specific wrong-way risk arises when the exposure to a 
particular counterparty is positively correlated with the probability of default of the counterparty itself 
because of the nature of the transactions with the counterparty. General wrong-way risk arises when the 
probability of default of counterparties is positively correlated with general market risk factors. Wrong
way risk is an important aspect of CCR that has caused major losses at banking organizations. 
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Accordingly, a banking organization should have a process to systematically identify, quantify, and 
control both specific and general wrong-way risk across its OTC derivative and SFT portfolios.16 To 
prudently manage wrong-way risk, banking organizations should: 

• Maintain policies that formally articulate tolerance limits for both specific and general wrong-way 
risk, an ongoing wrong-way risk identification process, and the requirements for escalation of 
wrong-way risk analysis to senior management. 

• Maintain policies for identifying, approving, and otherwise managing situations when there is a legal 
connection between the counterparty and the underlying exposure or the assocfated collateral. 17 

Banking organizations should generally avoid such transactions because of their increased risk. 

• Perform wrong-way risk analysis for OTC derivatives, at least at the industry and regional levels. 

• Conduct wrong-way risk analysis for SFTs on broad asset classes of securities (for example, 
government bonds, and corporate bonds). 

IV. Systems Infrastructure Considerations 

Banking organizations should ensure that systems infrastructure keeps up with changes in the 
size and complexity of their CCR exposures, and the OTC derivatives market in general. Systems 
should capture and measure the risk of transactions that may be subject to CCR as a fundamental part of 
the CCR management framework. 

Banking organizations should have strong operational processes across all derivatives markets, 
consistent with supervisory and industry recommendations.18 Management should strive for a single 
comprehensive CCR exposure measurement platform.19 If not currently possible, banking organizations 
should minimize the number of system platforms and methodologies, as well as manual adjustments to 
exposure calculations. When using multiple exposure measurement systems, management should 
ensure that transactions whose future values are measured by different systems are aggregated 
conservatively. 

To maintain a systems infrastructure that supports adequate CCR management, banking 
organizations should: 

· Data Integrity and Reconciliation 

• Deploy adequate operational resources to support reconciliations and related analytical and 
remediation processes. 

16 A standard way of quantifying general wrong-way risk is to design and apply stress scenarios that detect wrong-way risk in 
the portfolio, record counterparty exposures most affected by the scenarios, and assess whether the creditworthiness of such 
counterparties is also negatively affected by the scenario. 
17 Examples of this situation are single-name credit derivatives when there is a legal relationship between the counterparty 
and the reference entity underlying the transaction, and financing transactions when the counterparty pledges an affiliate's 
security as collateral. 
18 Examples are recommendations made by the Senior Supervisors Group (SSG) and the Counterparty Risk Management 
Policy Group (CRMPG). · 
19 A single platform may in practice contain a number of separate systems and models. These would be considered a 
cohesive framework if they are operationally stable and accurate in risk estimation, particularly with regard to proper 
reflection of collateral and netting. A common programming language for these systems facilitates an effective measurement 
framework. 
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• Reconcile positions and valuations with counterparties. 

o Large countercparties should perform frequent reconciliations of positions and valuations (daily if 
appropriate ).2 

o For smaller portfolios with non-dealer counterparties where there are infrequent trades, large 
dealers should ensure the data integrity of trade and collateral information on a regular (but not 
necessarily daily) basis, reconciling their portfolios according to prevailing industry standards. 

• Reconcile exposure data in CCR systems with the official books and records of the financial 
institution. 

• Maintain controls around obligor names at the point of trade entry, as well as reviews of warehoused 
credit data, to ensure that all exposures to an obliger are captured under the proper name and can be 
aggregated accordingly. · · 

• Maintain quality control over transfer of transaction information between trade capture systems and 
exposure measurement systems. 

• Harmonize netting and collateral data across systems to ensure accurate collateral calls and 
reflection of collateral in all internal systems. Banking organizations should maintain a robust 
reconciliation process, to ensure that internal systems have terms that are consistent with those 
formally documented in agreements and credit files. 

• Remediate promptly any systems weaknesses that raise questions about the appropriateness of the 
limits structure. If there are a significant number of limit excesses, this may be a symptom of system 
weaknesses, which should be identified and promptly remediated. 

• Eliminate or minimize backlogs of unconfirmed trades. 

Automation and Tracking 

• Automate legal and operational information, such as netting and collateral terms. Banking 
organizations should be able to adjust exposure measurements, taking into account the enforceability 
of legal agreements. 

• Automate processes to track and manage legal documentation, especially when there is a large 
volume of legal agreements. 

• Increase automation of margin processes21 and continue efforts to expand automation of OTC 
derivatives post-trade processing. This should include automation of trade confirmations, to reduce 
the lag between trade execution and legal execution. 

• Maintain systems that track and monitor changes in credit terms and have triggers for relevant 
factors, such as net asset value, credit rating, and cross-default. 

• Maintain default monitoring processes and systems. 

20 Large dealer counterparties should perfonn portfolio reconciliation on a daily basis, as set forth in relevant industry 
standards, such as the ISDA "Collateralised Portfolio Reconciliation Best Operational Practices" {January, 2010). 
21 Banking organizations should consider the recommendations in the "Standards of Electronic Exchange of OTC Derivative 
Margin Calls," issued by ISDA Collateral Committee on November 12, 2009. 
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Add-Ons 

For large derivatives market participants, certain trades may be difficult to capture in exposure 
measurement systems, and are therefore modeled outside of the main measurement system(s). The 
resulting exposures, commonly referred to as add-ons, are then added to the portfolio potential exposure 
measure. In limited cases, the use of conservative add-on methodologies may be suitable, if the central 
system cannot reflect the risk of complex financial products. However, overreliance on add-on 
methodologies may distort exposure measures. To mitigate measurement distortions, banking 
organizations should: 

• Review the use of add-on methodologies at least annually. Current or planned significant trading 
activity should trigger efforts to develop appropriate modeling and systems, prior to or concurrent 
with these growth plans. 

• Establish growth limits for products with material activities that continue to rely on add-ons. Once 
systems are improved to meet a generally accepted industry standard of trade capture, these limits 
can be removed. 

V. Risk Management 

1. Counterparty Limits 

Meaningful limits on exposures are an integral part of a CCR management framework, and these 
limits should be formalized in CCR policies and procedures. For limits to be effective, a banking 
organization should incorporate these limits.into an exposure monitoring system independent of relevant 
business lines. It should perform ongoing monitoring of expqsures against such limits, to ascertain 
conformance with these limits, and have adequate risk controls that require action to mitigate limit 
exceptions. Review of exceptions should include escalation to a managerial level that is commensurate 
with the size of the excess or nature of mitigation required. A sound limit system should include: 

• Establishment and regular review of counterparty limits by a designated committee. Further, a 
banking organization should have a process to escalate limit approvals to higher levels of authority, 
depending_ on the size of counterparty exposures, credit quality, and tenor. 

• Establishment of potential future exposure limits, as well as limits based on other metrics.· It is a 
sound practice to limit the market risk arising through CVA, with a limit on CVA or CVA VaR. 
However, such limits do not eliminate the need to limit counterparty credit exposure with a measure 
of potential future exposure. 

• Individual CCR limits should be based on peak exposures rather than expected exposures. 

o Peak exposures are appropriate for individual counterparty limit monitoring purposes because 
they represent the ~isk tolerance for exposure to a single counterparty. 

o Expected exposure is an appropriate measure for aggregating exposures across counterparties in 
a portfolio credit model, or for use within CV A. 

• Consideration of risk factors such as the credit quality of the counterparty, tenor of the transactions, 
and the liquidity of the positions or hedges. 

• Sufficiently automated monitoring processes to provide updated exposure measures at least daily. 
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• Monitoring of intra-day trading activity for conformance with exposure· limits and exception 
policies. Such controls and procedures can include intra-day limit monitoring, trade procedures and 
systems that assess a trade's impact on limit utilization prior to execution, limit warning triggers at 
specific utilization levels, and restrictions by credit risk management on allocation. of full limits to 
the business lines. 

2. Margin Policies and Practices 

Collateral is a fundamental CCR mitigant. Indeed, significant stress events have highlighted the 
importance of sound margining practices. With this in mind, banking organizations should ensure that 
they have adequate margin and collateral "haircut" 22 guidelines for all products with CCR.23 

Accordingly, banking organizations should: 

• Maintain CCR policies that address margin practices and collateral terms, including, but not limited 
to: 

o Processes to establish and periodically review minimum haircuts. 

o Processes to evaluate the volatility and liquidity of the underlying collateral. Banks should strive 
to ensure that haircuts on collateral do not decline during periods oflow volatility. 

o Controls to mitigate the potential for a weakening of credit standards from competitive pressure. 

• Set guidelines for cross-product margining. Banking organizations offer cross-product margining 
arrangements to clients to reduce required margin amounts. Guidelines to control risks associated 
with cross-product margining would include limiting the set of eligible transactions to liquid 
exposures, and having procedures to resolve margin disputes. 

• Maintain collateral management policies and procedures to control, monitor and report: 

o The extent to which collateral agreements expose a banking organization to collateral risks, such 
as the volatility and liquidity of the securities held as collateral. 

o Concentrations of less liquid or less marketable collateral asset classes. 

o The risks ofre-hypothecation or other reinvestment of collateral (both cash and noncash) 
received from counterparties, including the potential liquidity shortfalls resulting from the re-use 
of such collateral. 

o The CCR associated with the decision whether to require posted margin to be segregated. 
Organizations should perform a legal analysis concerning the risks of agreeing to allow cash to 
be commingled with a counterparty's own cash and of allowing a counterparty to re-hypothecate 
securities pledged as margin. 

• Maintain policies and processes for monitoring margin agreements involving third-party custodians. 
As with bilateral counterparties, banking organizations should: 

o Identify the location of the account to which collateral is posted, or from which it is received. 

22 A haircut is the difference between the market value of an asset being used ~s collateral for a loan and the amount of 
money that a lender will advance against the asset. 
23 See guidelines issued by ISDA, SIFMA and :MF A, including the "Market Review of OTC Derivative Bilateral 
Collateralization Practices (Release 2.0)," March 2010, and "Best Practices for Collateral Management," June 30, 2010. 
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o Obtain periodic account statements or other assurances that confirm the custodian is holding the 
collateral in conformance with the agreement. 

o Understand the characteristics of the account where the collateral is held (for example, whether it 
is in a segregated account), and the legal rights of the counterparty or any third-party custodian 
regarding this collateral. 

3. Validation of Models and Systems: 

A banking organization should validate its CCR models initially and on an ongoing basis. 
Validation of models should include: an evaluation of the conceptual soundness and developmental 
evidence supporting a given model; an ongoing monitoring process that includes verification of 
processes and benchmarking; and an outcomes-analysis process that includes backtesting. Validation 
should identify key assumptions and potential limitations, and it should assess their possible impact on 
risk metrics. All components of models should be subject to validation along with their combination in 
the CCR system. 

Evaluating the conceptual soundness involves assessing the quality of the design and 
construction of the CCR models and systems, including documentation and empirical evidence that 
supports the theory, data, and methods used. 

Ongoing monitoring confirms that CCR systems continue to perform as intended. This generally 
involves process verification, an assessment of model data integrity and systems operation, and 
benchmarking to assess the quality of a given model. Benchmarking is a valuable diagnostic tool in 
identifying potential weaknesses. Specifically, it is the comparison of a banking organization's CCR 
model estimates with those derived using alternative data, methods, or techniques. Benchmarking can 
also be applied to particular CCR model components, such as parameter estimation methods or pricing 
models. Management should investigate the source of any differences in output, and determine whether 
benchmarking gaps indicate weakness in the banking organization's models. 

Outcomes analysis compares model outputs to actual results during a sample period not used in 
model development. This is generally accomplished using backtesting. It should be applied to 
components of CCR models (for example the risk factor distribution and pricing model), the risk 
measures, and projected exposures. While there are limitations to backtesting, especially for testing the 
longer time horizon predictions of a given CCR model, it is an essential component of model validation. 
Banking organizations should have a process for the resolution of observed model deficiencies detected 
by backtesting. This should include further investigation to determine the problem, and appropriate 
course of action, including changing a given CCR model. · 

If the validation of CCR models and infrastructure systems is not performed by staff that is 
independent from the developers of the models, then an independent review should be conducted by 
technically competent personnel to ensure the adequacy and effectiveness of the validation. The scope 
of the independent review should include: validation procedures for all components, the role of relevant 
parties, and documentation of the model and validation processes. This review should document its 
results, what action was taken to resolve findings, and its relative timeliness. 

Senior management should be notified of validation and review results and should take 
appropriate and timely corrective actions to address deficienties. The board should be apprised of 
summary results, especially unresolved deficiencies. In support of validation activities, internal audit 
should review and test models and systems validation, and overall systems infrastructure as part of their 
regular audit cycle. · 
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For more details on validation, please see Appendix B. 

4. Close-Out Policies and Practices 

Banking organizations should have the ability to effectively manage counterparties in distress, 
including execution of a close-out. Policies and procedures outlining sound practices for managing a 
close-out should include: 

• Requirements for hypothetical close-out simulations at least once every two years for one of the 
banking organization's most complex counterparties. 

• Standards for the speed and accuracy with which the banking organization can compile 
comprehensive counterparty exposure dt:!.ta and net cash outflows. Operational capacity to aggregate 
exposures within four hours is a reasonable standard. 

• The sequence of critical tasks, and decision-making responsibilities, needed to execute a close-out. 

• Requirements for periodic review of documentation related to counterparty terminations, and 
confirmation that appropriate and current agreements that specify the definition of events of default 
and the termination methodology that will be used are in place. 

o Banking organizations should take corrective action if documents are not current, active and 
enforceable. 

o Management should document their decision to trade with counterparties that are either 
unwilling or unable to maintain appropriate and current documentation. 

• Established closeout methodologies that are practical to implement, particularly with large and 
potentially illiquid portfolios. Dealers should consider using the "close-out amount" approach for 
early termination upon default in inter-dealer relationships.24 

· 

• A requirement that the banking organization transmit immediate instructions to its appropriate 
transfer agent(s) to.deactivate collateral transfers, contractual payments, or other automated transfers 
contained in "standard settlement instructions" for counterparties or prime brokers that have 
defaulted on the contract _or for counterparties or prime brokers that have declared bankruptcy. 

VI. Managing Central Counterparty Exposures 

A central credit counterparty (CCP) facilitates trades between counterparties in one or more 
financial markets by either guaranteeing trades or novating contracts, and typically requires all 
participants to be fully collateralized on a daily basis. The CCP thus effectively bears most of the 
counterparty credit risk in transactions, becoming the buyer for every seller and the seller to every buyer. 
Well-regulated and soundly-managed CCPs can be an important means of reducing bilateral 
counterparty exposure in the OTC derivatives market. However, CCPs also concentrate risk within a 
single entity. Therefore, it is important that banking organizations centrally clear through regulated 
CCPs with sound risk management processes, and strong financial resources sufficient to meet their 
obligations under extreme stress conditions. 

24 The close-out amount approach is defined in CRMPG ill, Containing Systemic Risk: Road to Refonn (August 6, 2008), 
pp. 122-125. Also, ISDA has published a closeout amount protocol to aid in the adoption of the close-out amount approach. 
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To manage CCP exposures, banking organizations should regularly, but no less frequently than 
annually, review the individual CCPs to which they have exposures. This review should include 
performin& and documenting due diligence on each CCP, applying current supervisory or industry 
standards2 (and any subsequent standards) as a baseline to assess the CCP's risk management practices. 

• For each CCP, an evaluation of its risk management framework should at a minimum include 
membership requirements, guarantee fund contributions, margining practices, default-sharing 
protocols, and limits of liability. 

• Banking organizations should also consider the soundness of the CCP's policies and procedures, 
including procedures for handling the default of a clearing member, obligations at post-default 
auctions, and post-default assignment of positions. 

• Banking organizations should also maintain compliance with applicable regulatory requirements, 
such as ensuring contingent loss exposure remains within a banking organization's legal lending 
limit. 

VII. Legal and Operational Risk Management 

B~nking organizations should ensure proper control of, and access to, legal documentation and 
agreements. In addition, it is important that systems used to measure CCR incorporate accurate legal 
terms and provisions. The accessibility and accuracy of legal terms -is particularly critical in close-outs, 
when there is limited time to review the collateral and netting agreements. Accordingly, banking 
organizations should: 

• Have a formal process for negotiating legal agreements. As a best practice, the process would 
include approval steps and responsibilities of applicable ~epartments. 

• At least annually, conduct a review of the legal enforceability of collateral and netting agreements 
for all relevant jurisdictions. 

• Maintain policies on when it is acceptable to trade without a master agreement,26 using metrics such 
as trading volume or the counterparty's risk profile. 

o Trading without a master agreement may be acceptable in cases of minimal volume or when 
trading in jurisdictions where master agreements are unenforceable. As applicable, policies 
should outline required actions, to undertake and monitor transactions without an executed 
master agreement. 

• Use commonly recognized dispute resolution procedures.27 
. 

25 For instance, "Recommendations for Central Counterparties," a consultative report issued by the Committee on Payment 
and Settlement Systems and the Technical Committee of the International Organization of Securities Commissions under the 
auspices of the Bank for International Settlements (March 2004). 
26The capital rules in the United States refer to master agreements. These include: The Federal Reserve's "Risk-Based 
Capital Standards: Advanced Capital Adequacy Framework-Basel II", 12 CFR 208; Appendix F, and 12 CFR 225; 
Appendix G." For the FDIC, it is 12 CFR 325, Appendix D. For the OCC, it is 12 CFR Part 3, Appendix C. For the OTS, it 
is 12 CFR Parts 559, 560, 563, and 567. 
27 An example of such procedures would be the ISDA "2009 Dispute Resolution Protocol" (September 2009). 
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o Banking organizations should seek to resolve collateral disputes within recommended 
timeframes. 

o Senior management should receive reports listing material and aged disputes, as these pose 
significant risk. 

• Include netting of positions in risk management systems, only if there is a written legal review 
(either internally or externally) that expresses a high level of confidence that netting agreements are 
legally enforceable. 

• Maintain ongoing participation in both bilateral and multilateral portfolio compression efforts. 
Where feasible, banking organizations are encouraged to elect compression tolerances (such as post
termination factor sensitivity changes and cash payments) that allow the widest possible portfolio of 
trades to be terminated. 

• Adopt and implement appropriate novation protocols.28 

1. Legal Risk Arising from Counterparty Appropriateness29 

While a counterparty's ability to pay should be evaluated when assessing credit risk, credit losses 
can also occur when a counterparty is unwilling to pay, which most commonly occurs when a 
counterparty questions the appropriateness of a contract. These types of disputes pose not only risk of a 
direct credit loss, but also risk of litigation costs and/or reputational damage. Banking organizations 
should maintain policies and procedures to assess client and deal appropriateness. In addition, banking 
organizations should: · 

• Conduct initial and ongoing due diligence, evaluating whether a client is able to understand and 
utilize transactions with CCR as part of assessing the client's sophistication, investment objectives, 
and financial condition. 

o For example, although some clients may be sophisticated enough to enter into a standardized 
swap, they may lack the sophistication to fully analyze the risks of a complex OTC deal. 

o Banking organizations should be particularly careful to assess appropriateness of complex, long
dated, off-market, illiquid, or other transactions with higher reputational risk. 

• Include appropriateness assessments in the ne:w product approval process. Such assessments should 
determine the types of counterparties acceptable for a new product, and what level of counterparty 
sophistication is required for any given product. 

• Maintain disclosure policies for OTC derivative and other complex transactions, to ensure that risks 
are accurately and completely communicated to counterparties. 

• Maintain guidelines for determination of acceptable counterparties for complex derivatives 
transactions. · 

28 An example would be the ISDA novation protocol. 
29 For guidance on counterparty appropriateness, see the Federal Reserve's "Trading and Capital Markets Activity Manual," 
section 2070, pp. 6-7, and the "lnteragency Statement on Sound Practices Concerning Elevated Risk Complex Structured 
Finance Activities" (January 11, 2007). 
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VIII. Conclusion 

For relevant banking organizations, CCR management should be an integral component of the 
risk management framework. When considering the applicability of specific guidelines and best . 
practices set forth in this guidance, a banking organization's senior management and supervisors should 
consider the size and complexity of its securities and trading activities. Banking organizations should 
comprehensively evaluate existing practices against the standards in this guidance and implement 
remedial action as appropriate. A banking organization's CCR exposure levels and the effectiveness of 
its CCR management are important factors for a supervisor to consider when evaluating a banking 
organization's overall management, risk management and credit and market risk profile. 
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Appendix A 

GLOSSARY 

This glossary describes commonly used CCR metrics. As discussed above, banking 
organizations should employ a suite of metrics commensurate with the size, complexity, liquidity, and 
risk profile of the organization's CCR portfolio. Major broker - dealer banking organizations should 
employ the full range of risk measurement metrics to enable a comprehensive understanding of CCR 
and how it changes in varying environments. Banking organizations of lesser size and complexity 
should carefully consider which of these metrics they need to track as part of their exposure risk 
management processes. At a minimum, all banking organizations should calculate current exposure and 
stress test their CCR exposures. Definitions marked with an asterisk are from the Bank for International 
Settlements. 

Exposure Metrics: 

Current Exposure 

Definition: Current exposure is the larger of zero, or the market value of a transaction or a portfolio of 
transactions within a netting set with a counterparty that would be lost upon the default of the 
counterparty, assuming no recovery on the value of those transactions in bankruptcy. Current exposure 
is often also called replacement cost. Current exposure may be reported gross or net of collateral. 

Purpose: Allows banking organizations to assess their CCR exposure at any given time, that is, the 
amount currently at risk. 

Jump-to-Default CJTD) Exposure 

Definition: JTD exposure is the change in the value of counterparty transactions upon the default of a 
reference name in CDS positions. 

Purpose: Allows banking organizations to assess the risk of a sudden, unanticipated default before the 
market can adjust. · 

Expected Exposure 

Definition: Expected exposure is calculated as average exposure to a counterparty at a date in the future. 

Purpose: 'This is often an intermediate calculation for expected positive exposure or CV A. It can also 
be used as a measure of exposure at a common time in the future. 

Expected Positive Exposure (EPE) 

Definition: EPE is the weighted average over time of expected exposures when the weights are the 
proportion that an individual expected exposure represents of the entire time interval.* 

Purpose: Expected positive exposure is an appropriate measure of CCR exposure when measured in a 
portfolio credit risk model. 

Peak Exposure 

Definition: Peak exposure is a high percentile (typically 95 percent or 99 percent) of the distribution of 
exposures at any particular future date before the maturity date of the longest transaction in the netting 
set. A peak exposure value is typically generated for many future dates up until the longest maturity 
date of transactions in the netting set.* 
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Purpose: Allows banking organizations to estimate their maximum potential exposure at a specified 
future date, or over a given time horizon, with a high level of confidence. For collateralized 
counterparties, this metric should be based on a realistic close-out period, considering both the size and 
liquidity of the portfolio. Banking organizations should consider peak potential exposure when setting 
counterparty credit limits. , 

Expected Shortfall Exposure 

Definition: Expected shortfall exposure is similar to peak exposure, but is the expected exposure 
conditional on the exposure being greater than some specified peak percentile. 

Purpose: For transactions with very low probability of high exposure, the expected shortfall accounts 
for large losses that may be associated with transactions with high tail risk. 

Sensitivity to Market Risk Factors 

Definition: Sensitivity to market risk factors, is the change in exposure because of a given market risk 
factor change (for example, DVOI). 

Purpose: Provides information on the key drivers of exposure to specific counterp~rties and on hedging. 

Stressed Exposure 

Definition: Stressed exposure is a forward-looking measure of exposure based on pre-defined market 
factor movements (non-statistically generated). These can include single-factor market shocks, 
historical scenarios, and hypothetical scenarios. 

Purpose: Allows banking organizations to consider their counterparty exposure under a severe or 
stressed scenario. This $erves as a supplemental view of potential exposure, and provides banking 
organizations with additional information on risk drivers. It is best practice to compare stressed 
exposure to counterparty credit limits. 

CV A Related Metrics: 

Credit Valuation Adjustment (CVA) 

Definition: The credit valuation adjustment is an adjustment to the mid-market valuation (average of the 
bid and asked price) of the portfolio of trades with a counterparty. This adjustment reflects the market 
value of the credit risk resulting from any failure to perform on contractual agreements with a 
counterparty. This adjustment may reflect the market value of the credit risk of the counterparty or the 
market value of the credit risk of both the banking organization and the counterparty. * 

Purpose: CV A is a measure of the market value of CCR, incorporating both counterparty 
creditworthiness and the variability of exposure. 

CVA VaR 

Definition: CVA VaR is a measure of the variability of the CVA mark-to-market value and is based on 
the projected distributions of both exposures and counterparty creditworthiness. 

Purpose: Provides banking organizations with an estimate of the potential CVA mark-to-market loss, at 
a certain confidence interval and over a given time horizon. 

CV A Factor Sensitivities 
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Definition: CV A factor sensitivities is the mark-to-market change in CV A resulting from a given market 
risk factor change (for example, CROl). 

Purpose: Allows banking organizations to assess and hedge the market value of the credit or market 
risks to single names and portfolios and permits banking organizations to monitor excessive buildups in 
counterparty concentrations. 

Stressed CV A 

Definition: Stressed CV A is a forward-looking measure of CV A mark-to-market value based on pre
defined credit or market factor movements (non-statistically generated). These can include single 
market factor shocks, historical scenarios, and hypothetical scenarios. 

Purpose: Serves as an informational tool, and allows banking organizations to assess the sensitivity of 
their CV A to a potential mark-to-market loss under defined scenarios. 
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AppendixB: 
DETAIL ON MODEL VALIDATION AND SYSTEMS EVALUATION 

A banking organization should validate its CCR models, initially and.on an ongoing basis. 
Validation should include three components: an evaluation of the conceptual soundness ofrelevant 
models (including developmental evidence); an ongoing monitoring process that includes verification of 
processes and benchmarking; and an outcomes-analysis process that includes backtesting. The 
validation should either be independent, or subject to independent review. 

Validation is the set of activities designed to give the greatest possible assurances of CCR 
models' accuracy and systems' integrity. Validation should also identify key assumptions and potential 
limitations, and assess their possible impact on risk metrics. CCR models have several components: 
• Statistical models to estimate parameters, including the volatility of risk factors and their 

correlations; 
• Simulation models to convert those para~eters into future distributions of risk factors; 
• Pricing models that estimate value in simulated scenarios; and 
• Calculations that summarize the simulation results into various risk metrics. 

All components of each model should be subject to validation, along with analysis of their interaction in 
the CCR system. Validation should be performed initially as a model first goes into production. 
Ongoing validation is a means of addressing situations where models have known weaknesses and 
ensuring that changes in markets, products, or counterparties do not create new weaknesses. Senior 
management should be notified of the validation results and should take corrective actions in a timely 
manner when appropriate. 

A banking organization's validation process should be independent of the CCR model and 
systems development, implementation, and operation. Alternately, the validation should be subject to 
independent review, whereby the individuals who perform the review are not biased in their assessment 
because of involvement in the development, implementation, or operation of the processes or products. 
Individuals performing the reviews should possess the requisite technical skills and expertise to provide 
critical analysis, effective challenge, and appropriate recommendations. The extent of such reviews 
should be fully documented, sufficiently thorough to cover all significaµt model elements, and include 
additional testing of models or systems as appropriate. In addition, reviewers should have the authority 
to effectively challenge developers and model users, elevate concerns or findings as necessary, and 
either have issues addressed in a prompt and substantial manner or reject a model for use by the banking 
organization. 

Conceptual Soundness and Developmental Evidence 

The first component ofvalida~ion is evaluating conceptual soundness, which involves assessing 
the quality of the design and construction of CCR models. The evaluation of conceptual soundness 
includes documentation and empirical evidence supporting the theory, data, and methods used. The 
documentation should also identify key assumptions and potential limitations and assess their possible 
impact. A comparison to industry practice should be done to identify areas where substantial and 
warranted improvements can be made. All model components are subject to evaluation, including 
simplifying assumptions, parameter calibrations, risk-factor diffusion processes, pricing models, and risk 
metrics. Developmental evidence should be reviewed whenever the banking organization makes 
material changes in CCR models. Evaluating conceptual soundness includes independent evaluation of 
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whether a model is appropriate for its purpose, and whether all underlying assumptions, limitations, and 
shortcomings have been identified and their potential impact assessed. 

Ongoing Monitoring, Process Verification and Benchmarking 

The second component of model validation is ongoing monitoring to confirm that the models 
were implemented appropriately and continue to perform as intended. This involves process 
verification, an assessment of models, and benchmarking to assess the quality of the model. 
Deficiencies uncovered through these activities should be remediated promptly. 

Process verification includes evaluating data integrity and operational performance of the 
systems supporting CCR measurement and reporting. This should be performed on an ongoing basis 
and includes: · 
• The completeness and accuracy of the transaction and counterparty data flowing through the 

counterparty exposure systems. 
• Reliance on up-to-date reviews of the legal enforceability of contracts and master netting agreements 

that govern the use of netting and collateral in systems measuring net exposures, and the accuracy of 
their representations in the banking organization's systems. · 

• The integrity of the inarket data used within the banking organization's models, both as current 
values for risk factors and as sources for parameter calibrations. 

• The operational performance of the banking organization's counterparty exposure calculation 
systems, including the timeliness of the batch-run calculations, the consistent integration of data 
coming from different internal or external sources, and the synchronization of exposure, collateral 
management and finance systems. 

"Benchmarking" means comparing a banking organization's CCR measures with those derived 
using alternative data, methods, or techniques. It can also be applied to particular model components, 
such as parameter estimation methods or pricing models. It is an important complement to backtesting 
and is a valuable diagnostic tool in identifying potential weaknesses. Differences between the model 
and the benchmark do not necessarily indicate that the model is in error because the benchmark itself is 
an alternative prediction. It is important that a banking organization use appropriate benchmarks, or the 
exercise will be compromised. As part of the benchmarking exercise, the banking organization should 
investigate the source of the differences and whether the extent of the differences is appropriate. 

Outcomes Analysis Including Backtesting 

The third component of validation is outcomes analysis, which is the comparison of model 
outputs to actual results during a sample period not used in model development. Backtesting is one form 
of out-of-sample testing. Backtesting should be applied to components of a CCR model, for example 
the risk factor distribution and pricing model, as well as the risk measures and projected exposures. · 
Outcomes analysis includes an independent evaluation of the design and results ofbacktesting to 
determine whether all material risk factors are captured and to assess the accuracy of the diffusion of 
risk factors and the projection of exposures. While there are limitations to backtesting, especially for 
testing the longer horizon predictions of a CCR model, banking organizations should incorporate it as an 
essential component of model validation. 
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Typical examples of CCR models that require backtesting are expected exposure, peak exposure, 
and CV A VaR models. Backtesting of models used for measurement of CCR is substantially different 
than backtesting VaR models for market risk. Notably, CCR models are applied to each counterparty 
facing the banking organization, rather than an aggregate portfolio. Furthermore, CCR models should 

·project the distribution over multiple dates and over long time horizons for each counterparty. These 
complications make the interpretation of CCR backtesting results more difficult than that for market 
risk. Because backtesting is critical to providing feedback on the accuracy of CCR models, it is 
particularly important that banking organizations exert considerable effort to ensure that backtesting 
provides effective feedback on the accuracy of these models. 

Key elements ofbacktesting include the following activities: 

• Hack-testing programs should be designed to evaluate the effectiveness of the models for typical 
counterparties, key risk factors, key correlations and pricing models. Backtesting results should be 
evaluated for reasonableness as well as for statistical significance. This may serve as a useful check 
for programming errors, or cases in which models have been incorrectly calibrated. 

• Backtesting should be performed over different time horizons. For instance, the inclusion of mean 
reversion parameters or similar time varying features of a model can cause a model to perform 
adequately over one time horizon, but perform very differently over a different time horizon. A 
typical large dealer should, at a minimum, perform backtesting over one day, one week, two weeks, 
one month and every quarter out to a year. Shorter time periods may be appropriate for transactions 
under a collateral agreement when variation margin is exchanged frequently, even daily, or for 
portfolios that contain transactions that expire or mature in a short timeframe. 

• Backtesting should be conducted on both real counterparty portfolios and hypothetical portfolios. 
Backtesting on fixed hypothetical portfolios provides the opportunity to tailor backtesting portfolios 
to identify whether particular risk factors or correlations are modeled correctly. In addition, the use 
of hypothetical portfolios is an effective way to meaningfully test the predictive abilities of the 
counterparty exposure models over long time horizons. Banking organizations should have criteria 
for their hypothetical portfolios. The use of real counterparty portfolios evaluates whether the 
models perform on actual counterparty exposures, taking into account portfolio changes over time. 

It may be appropriate to use back-testing methods that compare forecast distributions of 
exposures with actual distributions. Some CCR measures depend on the whole distribution of future 
exposures rather than a single exposure percentile (for example, EE and EPE). For this reason, sole 
reliance on backtesting methods that count the number of times an exposure exceeds a unique percentile 
threshold may not be appropriate. 

Exception counting remains useful, especially for evaluating peak or percentile measures of 
CCR, but these measures will not provide sufficient insight for expected exposure measures. Hence, 
banking organizations should test the entire distribution of future exposure estimates and not just a 
single percentile prediction. 

Banking organizations should have policies and procedures in place that describe when back
testing results will generate an investigation into the source of observed backtesting deficiencies, and 
when model changes should be initiated as a result of backtesting. 
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Documentation 

Adequate validation and review are contingent on complete documentation of all material 
aspects of CCR models and systems. This should include all model components and parameter 
estimation or calibration processes. Documentation should also.include the rationale for all material 
assumptions underpinning its chosen analytical frameworks, including the choice of inputs; 
distributional assumptions; and weighting of quantitative and qualitative elements. Any subsequent 
changes to these assumptions should also be documented and justified. 

The validation or independent review should be fully documented. Specifically, this would 
include results, the scope of work, conclusions and recommendations, and responses to those 
recommendations. This includes documentation of each of the three components of model validation, 
discussed above. Complete documentation should be done initially and updated over time to reflect 

· ongoing changes and model performance. Ability of the validation (or review) to provide effective 
challenge should also be documented. 

Internal Audit 

A banking organization should have an internal audit function, independent of business-line 
management, which assesses the effectiveness of the model validation process. This assessment should 
ensure the following: proper validation procedures were followed for all components of the CCR model 
and infrastructure systems; required independence was maintained by validators or reviewers; 
documentation was adequate for the model and validation processes; and results of validation 
procedures are elevated, with timely responses to findings. Internal audit should also evaluate systems 
and operations that support CCR. While internal audit may not have the same level of expertise as 
quantitative experts involved in the development and validation of the model, they are particularly well 
suited to evaluate process verification procedures. If any validation or review work is out-sourced, 
internal audit should evaluate whether that work meets ,the standards discussed in this section. 
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Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Vice Chairman Brady: 

1. From 1981 to 2003, the Federal Reserve phased-out federal agency debt and mortgage
backed securities from the System Open Market Account to separate monetary policy from 
credit allocation by conducting open market operations entirely through Treasuries. 
During the first round of quantitative easing in 2009, the Federal Reserve bought $169 
billion of federal agency debt securities and $1.1 trillion of federal agency mortgage-backed 
securities. At the time, the Federal Reserve said that it would allow these securities to run 
off as principal was repaid. On Wednesday, September 21, 2011, the Federal Reserve 
reversed course, stating that it will now reinvest any repaid principal into new federal 
agency mortgage-backed securities. 

);;>- Does this policy change mean that the Federal Reserve is allocating credit to the 
housing sector? 

In August 2010, the Federal Open Market Committee (FOMC) began reinvesting principal 
received from agency debt and agency mortgage-backed securities in longer-term Treasury 
securities in order to support economic recovery in the context of price stability. At the time, the 
Committee sought to avoid the upward pressure on longer-term interest rates that might result if 
the maturing agency holdings were permitted to reduce the size of the System Open Market 
Account (SOMA) portfolio. (For more details, see the minutes of the August 2010 meeting, p. 8: 
http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20100810 .pdf.) 

At its meeting on September 20-21, 2011, the FOMC decided to change its reinvestment policy 
with respect to agency debt and agency mortgage-backed securities, directing reinvestment to 
agency mortgage-backed securities rather than longer-term Treasury securities. This change in 
reinvestment policy was expected to help reduce the spread between yields on mortgage-backed 
securities and those on comparable-maturity Treasury securities and so contribute to lower 
mortgage rates. In addition, the change in reinvestment policy could help prevent the shares of 
outstanding longer-term Treasury securities held by the Federal Reserve from reaching levels 
high enough to result in a deterioration in Treasury market functioning. The FOMC believed 
that this action would help to support conditions in mortgage markets and thereby contribute to a 
stronger economic recovery. 

);;>- Does the Federal Reserve intend to make federal agency mortgage-backed securities a 
permanent feature of the System Open Market Account going forward? 

As noted in the minutes of the June 2011 FOMC meeting 
(http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20110622.pdf), as the 
economy recovers, the Federal Reserve will need to reduce the current substantial degree of 
monetary accommodation in order to avoid an undesirable increase in inflation. As it does so, 
the Committee intends to normalize the size and composition of the System Open Market 
Account (SOMA) portfolio, including by selling of our holdings of agency securities. Such sales 
will likely commence sometime after the first increase in the target for the federal funds rate. 
The timing and pace of sales will be communicated to the public in advance; that pace is 
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anticipated to be relatively gradual and steady, but it could be adjusted up or down in response to 
material changes in the economic outlook or financial conditions. Once sales begin, the pace of 
sales is expected to be aimed at eliminating Federal Reserve holdings of agency securities over a 
period of three to five years, thereby minimizing the extent to which our holdings might affect 
the allocation of credit across sectors of the economy. 

~ Does allocating credit to the housing sector compromise the independence of the 
Federal Reserve to conduct monetary policy consistent with long-term price stability? 

The continuing difficulties in the housing market have broad implications for the U.S. economy 
and financial system. To address these issues, the FOMC has taken actions to support conditions 
in mortgage markets in order to better foster its dual mandate from the Congress of maximum 
employment and price stability. The Federal Reserve's actions have involved the purchase of 
agency-guaranteed mortgage-backed securities through a competitive process. While the 
guarantee provided for these mortgage-backed securities by the housing-related government
sponsored agencies has encouraged the flow of credit to the housing sector over many decades, 
the Federal Reserve's recent purchases of such securities have been aimed at reducing mortgage 
rates and other long-term interest rates relative to what they would otherwise be in order to foster 
a stronger economic recovery in the context of price stability. 

2. The following questions relate to the foreign exchange value of the U.S. dollar: 

~ Does the Federal Reserve's monetary policy affect the foreign exchange value of the 
U.S. dollar? 

All else equal, changes in the stance of U.S. monetary policy would normally be expected to lead 
to some change in the foreign exchange value of the dollar, and a tightening of policy would lead 
to some appreciation. However, the Federal Reserve's policies are only one of many 
macroeconomic and financial factors that influence the foreign exchange value of the dollar. 
Other factors include U.S. fiscal policy, foreign monetary and fiscal policies, risk sentiment, and 
market expectations for relative growth outlooks and relative inflation rates. Because monetary 
policy actions can also influence some of these other factors, such as risk sentiment or 
expectations for growth, the overall effect of Federal Reserve policy on the value of the dollar 
can be complex. 

~ Is it fair to say that while a depreciating U.S. dollar may help exports, it also results in 
higher U.S. dollar prices for internationally traded commodities like oil? And does this 
put upward pressure on prices for consumer goods like gasoline? 

The economic effects of exchange rate movements will depend in part on the factors behind 
them. For example, if dollar depreciation were caused by a weaker outlook for U.S. growth, then 
one might expect to see commodity prices fall, whereas if dollar depreciation were caused by a 
diminished perception of risk in financial markets, then commodity prices might be expected to 
rise. Nonetheless, holding these other factors constant, a depreciation of the dollar should make 
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U.S. goods cheaper abroad and foreign goods more expensive in the United States. Over time 
this should have several effects. First, it should increase the exports of the United States and 
reduce imports, increasing U.S. aggregate demand and economic activity. Second, it should put 
some upward pressure on import prices, including the prices of imported commodities, and 
eventually may put some upward pressure on prices of some consumer goods. In practice, many 
of these effects are smaller for the United States than for other economies, because the 
United States is relatively large and international trade comprises a small share of U.S. GDP. 

~ Which is better for the U.S. economy over the long term: (1) a weaker dollar, (2) a 
stronger dollar, or (3) a dollar with stable purchasing power? 

The Treasury Department has the lead role in U.S. exchange rate policy and has for some time 
emphasized that a strong dollar is in the interest of the United States, as well as of the global 
economy. This position is not meant to suggest that any particular level of the dollar is desired 
or targeted, and U.S. policy seeks to foster global conditions that allow currencies be traded in 
free and competitive markets. 

In the long run, allowing exchange rates to be freely determined by market forces permits them 
to respond to changing economic conditions and to act as a stabilizing force in the economy. 
Ultimately, the real exchange value of the dollar will depend upon the fundamental strength of 
the U.S. economy and confidence in its markets. Economic policies that promote price stability, 
sustainable economic growth, and financial stability will support both the fundamental vitality of 
our economy and a strong dollar. 

3. As dollars are being created and sent throughout the world, the search for a place to 
deploy them is affecting other countries, such as Brazil and Switzerland, in significant 
ways. For example, Switzerland is being forced to print more of its currency to offset its 
rising value against the U.S. dollar. This practice will eventually affect the United States as 
dollars recycle back into our economy. 

~ Are you considering how this phenomenon might play out? 

~ If so, how do you see things evolving? 

First, I should begin by noting that the Swiss National Bank has set a ceiling on the exchange 
value of the Swiss franc against the euro, not the U.S. dollar, in order to combat the sharp rise in 
the value of the franc against the euro that had occurred over the first half of this year. The 
appreciation of the Swiss franc against the euro largely reflected investor concerns about 
continuing fiscal and financial pressures in the euro area, leading them to seek Swiss financial 
assets as a safe haven, and these factors have little to do with the Federal Reserve's policies. 

Second, while the Federal Reserve's monetary policies can influence capital flows by affecting 
domestic rates of return, other factors are also important. For example, the strong rates of 
growth in many emerging market economies over the last decade have provided a natural 
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incentive to investors to seek investment opportunities in those countries. In addition, when 
countries fix or manage their exchange rates, this can affect their current account balance and 
their pattern of capital flows; this has been the key factor behind the large amounts of reserve 
accumulation by certain emerging market countries in recent years. 

Over the longer term, the G-20 countries have pledged to take actions that should promote a 
more balanced international system, with countries with large current account surpluses 
implementing policies to shift to growth based more on domestic demand and allow greater 
exchange rate flexibility and those with large current account deficits implementing policies to 
increase national savings. Such steps should materially lessen the net flow of capital from many 
emerging market economies to the United States and other advanced economies. 

4. The Federal Reserve performs an essential function for financial stability by serving as 
lender-of-last-resort to (1) prevent the unnecessary failures of otherwise solvent U.S. banks 
and other financial institutions; (2) reduce the likelihood of financial contagion and 
disruptions in U.S. financial markets; and minimize any adverse effects on real output and 
employment in the U.S. economy. 

;.:. Is there any affirmative reason why the Federal Reserve--in its 98-year history--has 
never clearly articulated its lender-of-last-resort policy? 

Because the appropriate policy actions tend to be very specific to the situation at hand, 
policymakers rarely provide detailed statements indicating exactly how they will utilize their 
policy tools to address crisis situations. National governments, for example, do not provide ex
ante policy statements about their potential use of tax and expenditure policies to address 
financial crises. Similarly, central banks do not generally commit to a particular course of action 
in advance of a crisis. Instead, many central banks have adopted broad principles that will guide 
their actions in a crisis. In the case of the Federal Reserve, Congress has already provided many 
of the broad principles underlying the Federal Reserve's long-standing approach to its lender-of
last-resort responsibility in Title XI of the Dodd-Frank Wall Street Reform Act. The Dodd
Frank Act provides that emergency lending should be for the purpose of providing liquidity to 
the financial system, and not to aid a failing financial institution. The Federal Reserve may only 
provide emergency credit as part of a broad-based lending program. Emergency credit may not 
be extended to insolvent firms. The security for emergency loans must be sufficient to protect 
taxpayers from losses; in particular, the Federal Reserve must follow sound risk management 
practices in valuing and margining collateral so that taxpayers are protected and the 
Federal Reserve is adequately secured. Any emergency lending program must be terminated in a 
timely and orderly fashion. 

;.:. Is Allan Meltzer correct when he states that the absence of an official lender-of-last
resort policy has led to (1) increased economic uncertainty because no one knows with 
certainty how the Federal Reserve may act; (2) financially distressed firms seeking political 
solutions in the form pressure from Congress or the Administration being placed on the 
Federal Reserve to act to save them; and (3) a moral hazard problem from financial 
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institutions taking greater risks based upon assumptions of how the Federal Reserve will 
act, though there is no guarantee of Federal Reserve action? 

It is difficult to directly verify these assertions, but it seems very unlikely that the Federal 
Reserve's lender-of-last-resort policy is a significant factor in the three areas noted. On the first 
point, many would argue that economic uncertainty is unusually elevated at present. Among the 
major sources of economic uncertainty, most point to the continuing weakness in the housing 
market, the sluggish recovery in the labor market, the highly unsettled situation in Europe, and 
the potential for repercussions in the financial sector. On the second point, as discussed in the 
answer above, the Federal Reserve can only provide emergency credit as part of a broad-based 
lending program to support the financial system and cannot provide emergency credit to 
insolvent firms. On the third point, the Federal Reserve has utilized its emergency lending 
authorities in two periods: the Great Depression and the financial crisis of2007-2009. Based on 
this history, it seems very unlikely that firms would actively take on greater risks now given the 
very small likelihood that the Federal Reserve would utilize its emergency lending authorities to 
provide liquidity assistance. Moreover, with the passage of the Dodd-Frank Act, the Federal 
Reserve is more constrained in its ability to provide emergency credit than it was in 2008. In 
addition, the Dodd-Frank Act put in place new tools that the government can use to resolve 
failing systemically important institutions in an orderly manner. Finally, regulators are more 
attuned than ever to potential liquidity risks and are actively taking steps to ensure that financial 
institutions maintain adequate liquidity buffers. All of these factors suggest that moral hazard 
associated with the Federal Reserve's lender-of-last-resort power is likely to be minimal. 

~ Is mitigating the risks of moral hazards a positive in terms of economic stability? 

Economic stability is promoted through sound monetary and fiscal policies, and a well-regulated 
financial system. Taken together, these policies increase efficiency, reduce incentives for 
excessive risk-taking, and mitigate moral hazard. However, there could be exceptional 
circumstances--such as those that existed in 2008--when the federal government would be 
justified in pursuing extraordinary actions. In these unusual situations, the Federal Reserve's 
lender-of-last-resort policies may be necessary to restore economic stability. 

The Dodd-Frank Wall Street Reform and Consumer Protection Act strengthened financial 
regulation and oversight, and created the Financial Stability Oversight Council to monitor 
developments in the financial system, identify emerging risks, and take action as appropriate to 
address such risks. These reforms have strengthened the financial system and reduced both the 
probability and severity of future crises. 

~ After fulfilling its lender-of-last-resort role, should the Federal Reserve, in an orderly 
way, sell any acquired debt securities not normally held in its System Open Market 
Account? 

In fulfilling its responsibilities as lender-of-last-resort, the Federal Reserve provided a substantial 
volume of loans through a number of emergency lending programs. Almost all of this 
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emergency credit has already been repaid with interest. We have suffered no losses on the loans 
we provided during the crisis, and we do not anticipate any losses on the loans that are still 
outstanding. 

In addition to providing liquidity, the Federal Reserve used its monetary policy tools to support 
the economy during and after the crisis. Our monetary policy actions included reducing the 
federal funds rate, our usual policy interest rate, to very low levels by the end of2008. Since that 
time, we have provided additional monetary policy accommodation through the purchase of 
longer-term securities, including Treasury securities and agency debt and mortgage-backed 
securities. These purchases have put downward pressure on longer-term interest rates and 
supported functioning in the mortgage and other private credit markets, thereby helping to foster 
the Federal Reserve's dual mandate from the Congress of maximum employment and price 
stability. 

As the economy recovers, the Federal Reserve will need to remove this policy accommodation at 
an appropriate time in order to avoid an undesirable increase in inflation. As noted in the 
minutes of the June 2011 FOMC meeting (http://www.federalreserve.gov/monetarypolicy/ 
files/fomcminutes20110622.pd!), the move to less accommodative monetary policy will include 
the normalization of the size and composition of the Federal Reserve's balance sheet, including 
sales of our holdings of agency securities. Such sales will likely commence sometime after the 
first increase in the target for the federal funds rate. The timing and pace of sales will be 
communicated to the public in advance; that pace is anticipated to be relatively gradual and 
steady, but it could be adjusted up or down in response to material changes in the economic 
outlook or financial conditions. Once sales begin, the pace of sales is expected to be aimed at 
eliminating Federal Reserve holdings of agency securities over a period of three to five years, 
thereby minimizing the extent to which our holdings might affect the allocation of credit across 
sectors of the economy. 

5. As you know, there is some debate in Congress over whether the inflation measure used 
to price index federal programs and the tax code should be changed to another measure 
such as Chained CPI. 

};> Which of the following indices do you believe is the best measure of overall consumer 
price inflation in the economy: 

• CPI-U, 
• Chained CPI-U, 
• Personal Consumption Expenditures (PCE) Price Index, 
• The market based version of the PCE Price Index, 
• Or some measure? 

The choice of price measure for indexation purposes depends on what the Congress hopes to 
achieve, and there is no unambiguously best choice. That said, considering consumer price 
measures for the nation as a whole, economists generally believe that the CPI-U tends to 
overstate changes in the cost of living, in part because it does not fully account for consumers' 
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substitution in response to changes in relative prices. The C-CPI-U (or chained CPI) uses a 
formula that does account for such substitution and so probably comes closer to measuring 
changes in the cost ofliving than the CPI-U does. 

Like the chained CPI, the PCE price index also uses a formula that accounts for consumer 
substitution across in response to relative price changes. The PCE price index differs from the 
CPis in a variety of ways, importantly including the fact that it is somewhat broader in scope 
than either CPI measure: The CPis are limited to expenditures made by individuals out of 
pocket, whereas the PCE index also includes (a) the full weight of medical expenditures in the 
economy, whether paid by individuals, their employers, or governments, (b) expenditures by 
nonprofit institutions, and (c) a variety of items for which market-based prices are not available 
(such as the provision of ATM use and other banking services provided without explicit charge). 
Often, the CPI's out-of-pocket scope is viewed as most appropriate for indexation of programs 
affecting households, but there is no unambiguous answer to that question and it is a decision 
that the Congress will need to make. 

I should note that all of the measures on your list other than the CPI-U, including the chained 
CPI, are revised over time. Such revisions complicate the use of these measures for indexation 
purposes (though by no means are those complications insurmountable), and Congress may wish 
to take those complications into account in making its decisions. 

6. President George W. Bush and your predecessor Alan Greenspan repeatedly warned 
Congress about the systemic dangers that Fannie Mae and Freddie Mac posed to the global 
financial system. These warnings went unheeded. On September 6, 2008, Fannie Mae and 
Freddie Mac were found insolvent and placed into receiverships. So far, U.S. taxpayers 
have pumped $104 billion into Fannie Mae and $65 billion into Freddie Mac just to keep 
these GSEs alive. Standard & Poor's estimated that another $405 billion will be needed to 
capitalize new entities to replace Fannie Mae and Freddie Mac. 

);:> Has the failure to resolve Fannie Mae and Freddie Mac once and for all increased the 
total cost of resolution that taxpayers will eventually bear? 

The conservatorships for Fannie Mae and Freddie Mac facilitated the provision of mortgage 
credit during a very severe U.S. housing downturn, the worst housing downturn since the Great 
Depression. The continued flow of mortgage credit, even under stressed financial conditions, 
has likely been a force for stability in U.S. housing markets. In turn, housing market 
stabilization has likely not only reduced the total cost of resolution that taxpayers will eventually 
bear for these organizations, but also reduced the costs associated with resolving other financial 
institutions that have failed because of mortgage defaults, thereby helping to protect the deposit 
insurance fund. That said, it is difficult to estimate on net cost, the influence of the decision not 
to resolve Fannie Mae and Freddie Mac since these entities can influence virtually all aspects of 
mortgage finance, including underwriting standards, servicing costs and revenues, real estate 
prices through their dispositions of foreclosed properties, secondary prices for mortgage-backed 
securities, and hedging costs. 
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);> Has this failure deterred private financial services firms from investing in housing 
finance and offering financially sound mortgage loan products? 

Steep declines in house prices, relatively high unemployment rates, and a lack of certainty with 
respect to government's future involvement in mortgage finance have heightened risks and 
uncertainties associated with investing in housing finance. Investors have been extremely 
cautious about investing in private-label mortgage loan products, even including securities that 
are backed by loans that have been underwritten to high standards. Furthermore, investors are 
hesitant to act until the ongoing uncertainty about the future of Fannie Mae and Freddie Mac is 
resolved. The Administration's white paper on the future of mortgage finance laid out three 
possi'2ilities for the future of Fannie Mae and Freddie Mac, and I hope that these possibilities 
will focus the discussion on how best to go forward. 

);> Has this failure delayed the bottoming of the housing market and any recovery in 
housing prices? · 

House prices have recovered in some locations, but not in others. Home prices depend on both 
demand and supply, and hoµsing demand is only partly driven by the availability and terms of 
mortgage credit. Potential homeowners also factor in rental costs, local housing market liquidity 
and the potential for house price appreciation in the future, as well as their current debt and their 
income prospects. Housing supply is also only partly driven by the actions of government
sponsored enterprises. Recently, however, Fannie Mae and Freddie Mac have become 
significant sellers of real estate in some locations because of mortgage defaults and foreclosures. 
These entities have an obligation to conserve their assets on behalf of the taxpayers and the 
Congress may want to consider whether this is the best method of handling these properties. 
Regardless, it is unlikely that the conservatorships of Fannie Mae and Freddie Mac have 
significantly delayed the bottoming of housing markets. In some locations, there simply remains 
too much housing stock for current housing demand. 

7. The Basel Committee on Banking Regulation promulgated capital standards for banks 
in 1988, 2004, and 2010, giving risk weights to various assets and off-balance-sheet items. 

);> Did the low risk-weight given to residential mortgages and residential securities have 
the unintended consequence of encouraging U.S. banks to have excessive exposures to 
housing loans and housing-related securities prior to 2008? 

Under the general risk-based capital rules, first lien residential mortgages that meet certain 
criteria, such as being prudently underwritten, performing in accordance with their original 
terms, and not being 90 days or more past due, are assigned to the 50 percent risk weight 
category. Prudent underwriting standards include a conservative ratio of the loan balance to the 
value of the property. Residential mortgages that do not meet these criteria or that are made for 
the purpose of speculative property development are assigned to the 100 percent risk weight 
category, together with most wholesale and retail credits. With respect to residential mortgage-
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backed securities (RMBS) that are externally rated, those of relatively high credit quality, as 
evidenced by a triple-A rating, are assigned to the 20 percent risk weight category, while lower 
quality RMBS (e.g., rated BB) are assigned to the 200 percent risk weight category. Thus, the 
risk weights are designed to reflect the relative risks of the exposures. 

Many factors influence banks' portfolio allocation decisions. While regulatory capital 
requirements may have some influence, more predominant factors include investment yield, 
perceived risk and return tradeoffs, liquidity, and fees and profits associated with lending 
volume. 

~ Did the extremely low risk-weight given to bills, notes, and bonds of developed country 
governments have the unintended consequence of encouraging European banks to have 
excessive exposures to Greek, Irish, Italian, Portuguese, and Spanish government debt, 
which are now threatening the financial stability of the euro-zone? 

It is difficult to generalize about the impact of Basel Accord risk weights because of differences 
in details of implementation across nations and because of the changes that have occurred over 
time. It is roughly correct that, under both Basel I and Basel 2, European Union banks could use 
a zero risk-weight on the debt of any European Union government. However, a zero risk weight 
does not encourage holding concentrated exposures to any particular sovereign. And national 
banking systems usually have substantial exposures to the debt of their own sovereign for 
various practical reasons, including to serve as collateral at the central bank and because such 
debt is usually liquid within the nation. 

~ Should capital standards be more neutral toward the credit allocation decisions that 
banks make? 

It is important that regulatory capital requirements ensure that banks hold capital commensurate 
with the risk of their exposures, including off-balance sheet items. Prior to 1989, regulatory 
capital requirements were credit neutral and every asset had the same capital requirement 
regardless of its risk. Banks thus had an incentive to hold higher risk assets, which generated 
more yield per unit of required regulatory capital. In response, U.S. and international bank 
regulators developed risk-sensitive risk-based capital ratios so as not to disincentivize banks 
from holding more liquid, lower risk assets. The banking agencies' use of both leverage and 
risk-based regulatory capital ratios help to limit gaming opportunities associated with each type 
of ratio. 

8. Earlier this year, I introduced legislation that would reduce non-interest spending over 
the next decade relative to the size of the economy to 16.5% of potential GDP, slightly 
below the average of the Clinton Administration's 16.7%. In addition, the legislation 
provided a number of other tools to enforce fiscal discipline. Without asking you to 
endorse any specific provisions of the legislation, I would like your views on the various 
approaches the legislation takes from an economic perspective. 



- 10-

As I mentioned, the legislation utilizes potential GDP as estimated by the Congressional 
Budget Office as the denominator in calculating a cap on federal spending. Using potential 
GDP is intended to focus policy decisions on non-cyclical, structural issues. Therefore, this 
metric would eliminate the need to implement significant spending reductions in an 
economic downturn, but would also act as a restraint on spending in periods of economic 
expansion. 

)> If Congress chose to enact spending limitations based on the size of the economy, what 
do you see as the policy advantages and disadvantages of using potential GDP as the 
metric instead of nominal GDP? 

Formal fiscal rules do not replace the need for policymakers to make the difficult choices 
necessary to put the federal budget on a sustainable path, but they can help the process by setting 
clear and transparent goals that may establish the credibility of changes in policy and reduce 
uncertainty. Although fiscal rules have not always proven successful, a number of countries 
s~em to have found budget rules - sometimes, but not always, including a spending limit -
helpful in achieving greater budget discipline. In practice, spending limits often have been based 
on cyclically-adjusted measures of spending or spending relative to potential GDP. As a result, 
spending decisions are based on factors that can be more directly controlled by policymakers 
rather than the near-term performance of the economy. This strategy does present some 
challenges since potential GDP is not measured directly and estimates of it are subject to 
rev1s1on. 

9. The legislation also utilizes non-interest spending as the numerator in calculating the 
cap. The policy reason for utilizing non-interest spending was based on three principles: 
(1) Congress cannot directly control interest rates and should focus on what it can control; 
(2) excluding interest payments eliminates the effect of interest rate volatility over both the 
long term and short term on the cap; and (3) excluding interest payments insulates the 
Federal Reserve from undue pressure to keep interest rates artificially low to help 
implement fiscal policy. 

)> Do you agree that this approach would create a more stable environment for 
policymakers? 

The experience in the United States and other countries suggests that fiscal rules focusing on 
budget measures that policymakers can control more directly tend to work better than budget 
measures that are affected significantly by the near-term performance of the economy and other 
factors outside of fiscal policymakers' direct control. That experience suggests that spending 
targets that exclude interest payments on the public debt would be more likely to work in 
practice than spending targets that include interest payments. 

)> Do you believe insulating the Federal Reserve from pressure to keep interest rates 
artificially low is appropriate? 
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There is substantial evidence from many different countries that the independence of decision
making by the central bank from short-term political considerations is important for achieving 
good economic performance. The Federal Reserve will continue to make monetary policy 
decisions in order to best meet our legislatively-determined dual mandate of promoting 
maximum employment and price stability. 

10. The legislation also contains a sequestration metric that would reduce all discretionary 
spending by a maximum of 10% in any year and limit mandatory spending reductions to 
the elimination of cost-of-living escalators. I recognize that this approach would in some 
years not reduce spending sufficiently to reach the spending cap. 

);> Is it more important that a spending control mechanism achieve a particular cap in a 
specific year or that it keeps you on a path toward the stated objective even if it were to 
take a few more years to reach the stated cap? 

Putting the federal budget on a sustainable path is a long-run problem, and it will require many 
years of difficult choices. Accordingly, it is probably more important for fiscal policy to achieve 
sustainable long-term goals than to necessarily meet particular annual targets. 

);> Would removing uncertainty regarding government shutdowns through some type of 
permanent continuing resolution law be viewed as a positive or a negative by financial 
markets? 

Uncertainty about the budget process and government operations has almost certainly 
contributed to financial market volatility at various times. Taking steps to eliminate both actual 
and potential disruptions in government operations should help reduce the uncertainty of 
financial market participants about budget policies. 

11. The legislation that I introduced also contains a couple of budget process reforms 
designed to force prioritization of spending. It would require the President's budget 
submission not only to meet caps required by law, but also to prioritize all non-interest 
federal spending into five categories with at least 12% in each category. 

);> Without asking you to comment on the choice of five categories with a minimum of 
12% in each category, do you believe that requiring some prioritization of spending in 
the budget process would be a positive development in the eyes of financial markets? 

Putting the federal budget on a sustainable path will require that the Congress, the 
Administration, and the American people make difficult policy choices that ultimately lead to the 
prioritization of some policies over others. That prioritization process could probably be 
achieved in a number of different ways. Nevertheless, the choices that are made with regard to 
federal spending and tax policy will affect a wide range of economic incentives that will be part 
of determining the future economic performance of our nation. 
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WASHINGTON, D. C. 20551 

The Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

January 30, 2012 

ae:N s. ae:RNANKe: 

CHAIRMAN 

Thank you for your August 2, 2011, letter concerning the risk retention proposal 
issued for public comment by the Board of Governors of the Federal Reserve System 
("Board"), the Office of the Comptroller of the Currency, the Federal Deposit Insurance 
Corporation, the U.S. Securities and Exchange Commission, the Federal Housing Finance 
Agency, and the Department of Housing and Urban Development, under section 941 of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act ("Dodd-Frank Act"). 
The agencies have received substantial public comments and are presently considering 
enhancements to the proposal. Your letter will be considered as we develop the final 
rule. 

We appreciate your views with respect to the premium capture cash reserve 
account ("PCCRA") discussed in the proposed rule. Section 15G(a)(l)(A) provides that 
the risk retention regulations prescribed shall prohibit a securitizer from directly or 
indirectly hedging or otherwise transferring the credit risk that the securitizer is required 
to retain with respect to an asset. Consistent with this statutory directive, the PCCRA 
was proposed to help achieve the goals of risk retention by addressing the potential that a 
sponsor might effectively negate or reduce the economic exposure it is required to retain 
under the proposed rules. 

The agencies have requested comments on all aspects of the risk retention 
proposal, including the design and need for the PCCRA and its potential effects on 
securitizations. The Federal Reserve will carefully consider all comments as we move 
forward with finalizing the risk retention rule. 

Sincerely, 

/J~ 
•' 
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WASHINGTON, D. C. 20551 

The Honorable Tim Johnson 
Chairman 
Committee on Banking, Housing, 

and Urban Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Chairman: 

February 9, 2012 

BENS. BERNANKE 

CHAIRMAN 

This is in reply to your letter of November 9, 2011, regarding the importance of 
conducting an evaluation of the costs and benefits of rulemakings conducted by the 
Federal banking regulators under the Dodd-Frank Wall Street Reform and Consumer 
Protection Act ("Dodd-Frank Act"). The attached responses provide detail about our 
efforts to assess the benefits and costs of rules. 

As your letter points out, Congress enacted the Dodd-Frank Act to address a 
number of deficiencies that contributed to the worst financial crisis in many years for the 
U.S. and to enhance protections for consumers, investors and taxpayers. It is critical that 
the agencies, including the Federal Reserve, implement this Act in a thoughtful manner 
that gives full effect to the Congressional intent behind the statute and does so in a 
manner that responsibly balances the costs and benefits of our implementation efforts. 

In this spirit, let me assure you that the Federal Reserve takes quite seriously the 
importance of evaluating the burdens imposed by our efforts to issue rules implementing 
the Dodd-Frank Act and adopting an approach that balances costs and burdens within the 
requirements of each statutory mandate. We do this in a variety of ways, and at several 
different stages in the regulatory process. 

For example, before the Federal Reserve develops a regulatory proposal, we often 
collect information through surveys and meetings directly from the parties that we expect 
will be affected by the rulemaking. This helps us to become informed about the benefits 
and costs of the proposed rule and craft a proposal that is both effective and minimizes 
regulatory burden. During the rulemaking process, we also specifically seek comment 
from the public on the benefits and costs of our proposed approach as well as on a variety 
of alternative approaches to the proposal. In adopting the final rule, we aim for a 
regulatory alternative that faithfully reflects the statutory provisions and the intent of 
Congress while minimizing regulatory burden. We also provide an analysis of the costs 
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to small organizations of our rulemaking consistent with the Regulatory Flexibility Act 
and compute the anticipated costs of paperwork consistent with the Paperwork Reduction 
Act. 

Measuring the impact of agency regulations on affected persons and the overall 
economy is very challenging, especially in the context of the numerous related rules 
required by the Dodd-Frank Act to be issued during the same time period by a number of 
agencies. The Federal Reserve believes strongly that public comment can enlighten our 
regulatory actions and inform our implementation of our statutory responsibilities. 
Consequently, the Federal Reserve has long followed the practice of providing the public 
a minimum of 60 days to comment on all significant rulemaking proposals, with longer 
periods permitted for especially complex or significant proposals, such as our recent 
proposal on enhanced prudential standards. We also have extended the comment period 
in cases where we believe additional time helps to promote the public's interest, such as 
in the case of the Volcker Rule and risk retention proposals. Similarly, we also favor 
seeking public comment on significant statements of regulatory guidance, and typically 
invite the public to comment on major statements of supervisory guidance, such as our 
guidance regarding incentive compensation. In addition, we make available to the public 
our examination manuals, supervisory letters, transaction approvals (and denials), and 
other matters of interest to the public related to implementation of our statutory 
responsibilities. 

We also consult regularly with our fellow bank regulatory agencies on matters 
that might affect their institutions as well as on matters of common interest where a 
single regulatory approach across banking organizations of different charters would 
reduce compliance burden and risk. We accomplish this in many ways. The Federal 
Reserve participates in the Federal Financial Institutions Examination Council and in the 
Financial Stability Oversight Council, both of which facilitate interagency consultation 
and cooperation. Moreover, members of the Board as well as staff at senior levels have 
long established working associations with their peers at other agencies and have regular 
meetings to discuss policies of common interest and applicability. These many avenues 
of consultation at multiple levels increase the coordination and consistency of regulation 
across a banking industry that has many regulators and charters. We have expanded 
these channels to include regular consultation with the SEC, CFTC, CFPB and other 
agencies as changes in the law have caused our spheres of regulatory responsibilities 
increasingly to overlap. 

The Federal Reserve also has for many years had a policy of conducting a zero
based review of each of its regulations on a periodic basis--typically every five years. 
The purpose of this review is to update each rule, reduce unnecessary burden, and 
streamline regulatory requirements based on our experience in implementing the rule and 
where permitted by the authorizing statutory provisions that motivated the rule. 
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Through these steps, more fully explained in the attached responses, the Federal 
Reserve seeks to carry out our statutory duties in a manner that is both consistent with the 
legislation enacted by Congress and maximizes benefits and minimizes costs associated 
with our implementation efforts. 

Sincerely, 

Enclosure 



Attachment 

1. Provide a detailed description of your agency's rulemaking process, including the 
variety of economic impact factors considered in your rulemaking. Please note to what 
degree you consider the benefits from your rulemaking, including providing certainty to 
the marketplace and preventing catastrophic costs from a financial crisis. Also describe 
any difficulties you may have in quantifying benefits and costs, as well as any challenges 
you may face in collecting the data necessary to conduct economic analysis of your 
rulemaking. 

For every new regulation put forth by the Federal Reserve alone or jointly with other agencies, 
including those promulgated under the Dodd-Frank Act, it is the policy of the Federal Reserve to 
consider the various options available consistent with the statutory mandate being implemented; 
analyze the possible economic impact of implementing proposals to the extent permitted by 
available data; evaluate the compliance, record-keeping, and reporting burdens; and recommend 
the best course of action consistent with the statutory mandate based on an evaluation of the 
alternatives. If the regulation concerns an area where considerable information is available, a 
correspondingly more exhaustive regulatory analysis will be undertaken. For significant Dodd
Frank regulations, we assemble interdisciplinary teams, bringing together economists, 
supervisors, legal staff, and other specialists to help develop sensible policy alternatives and to 
help avoid unintended consequences. During the proposal stage, we specifically seek comment 
from the public on the costs and benefits of our proposed approach through surveys and 
meetings, as well as on alternative approaches to our proposal. This helps us to become 
informed about the benefits and costs of the proposed rule and craft a proposal that both is 
consistent with the Congressionally established mandate and minimizes regulatory burden. In 
adopting the final rule, we aim for a regulatory alternative that faithfully reflects the statutory 
provisions and the intent of Congress while minimizing regulatory burden. In addition, the 
Board is subject to two laws that require specific types of analysis--the Paperwork Reduction Act 
("PRA") and the Regulatory Flexibility Act ("RF A"). The PRA and RF A require evaluations of 
the rulemaking's paperwork burden and effect on small entities, respectively. The Federal 
Reserve includes a separate analysis under each of these laws in its rulemaking publications. 

Federal financial regulators face considerable challenges in quantifying all potential benefits and 
costs of a particular rule, such as the benefits from marketplace certainty or the prevention of a 
future financial crisis, especially in the context of the numerous related rules required by the 
Dodd-Frank Act to be issued during the same time period by a number of agencies. The GAO 
recently noted that the difficulty of reliably estimating the costs of regulations to the financial 
services industry and the nation has long been recognized, and the benefits of regulation 
generally are regarded as even more difficult to measure. 1 This task is further complicated by 
the need for the Federal Reserve to write rules that are often focused primarily on ensuring the 
safety and soundness of financial institutions. The benefits of a safe and secure financial system 
are clear, but they are difficult to quantify. Like other agencies, the Federal Reserve must often 
rely on information from regulated firms and from other affected parties for information 
regarding potential costs and benefits of a rulemaking. These parties often cannot quantify costs 

1GAO Report GA0-12-151, p.19; See also p. 36. 
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or benefits and, even where that is possible, may not have the incentive to provide that 
information or may be concerned about providing that information, which may reveal 
confidential business practices, in a public rulemaking. 

2. Provide your agency's current and future plans to regularly review and, when 
appropriate, modify regulations to improve their effectiveness while reducing compliance 
burdens. Please include a description of actions your agency has taken, or plans to take, to 
streamline regulations; for example, the Consumer Financial Protection Bureau's "Know 
Before You Owe" effort drastically simplifies mortgage and student loan disclosure 
requirements. Also note statutory impediments, if any, that prevent your agency from 
streamlining any duplicative or inefficient rules under your purview. 

The Federal Reserve has for many years had a policy of conducting a zero-based review of each 
of its regulations on a periodic basis--typically every five years. The purpose of this review is to 
update each rule, reduce unnecessary burden, and streamline regulatory requirements based on 
our experience in implementing the rule and where permitted by the authorizing statutory 
provisions that motivated the rule. In selecting regulations to be reviewed, we consider such 
factors as the length of time since the last evaluation of the regulation, our experience in 
administering the rule, the continued need for the rule, the type and number of complaints and 
suggestions received, the direct and indirect burdens imposed by the regulation, and the need to 
simplify or clarify the regulation and eliminate duplication. 

With respect to rules adopted as a result of the Dodd-Frank Act, the Federal Reserve will review 
the impact of Dodd-Frank Act regulations once they are completed and firms have had a 
reasonable opportunity to implement these provisions. As part ofthis review, we will consider 
ways to reduce burdens that appear over time in the Dodd-Frank rules. 

3. Provide details of how your agency encourages public participation in the rulemaking 
process, including through administrative procedures, public accessibility, and informal 
supervisory policies and procedures. 

We are committed to soliciting and considering the comments of the public in the rulemaking 
process. We believe strongly that public participation in the rulemaking process improves our 
ability to identify and resolve issues raised by our regulatory proposals. During the proposal 
stage, we specifically seek comment from the public on the benefits and costs of our proposed 
approach, as well as on alternative approaches to our proposal. The Federal Reserve has long 
followed the practice of providing the public a minimum of 60 days to comment on all 
significant rulemaking proposals, with longer periods permitted for especially complex or 
significant proposals, such as our capital rules and our recent proposal on enhanced prudential 
standards. We also have extended our comment periods when it appears that the public interest 
would be served by allowing additional time for comment. Recently, for example, we extended 
the comment periods for our risk retention and V olcker rule proposals. We also favor seeking 
public comment on significant statements of regulatory guidance, and typically invite the public 
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to comment on major statements of supervisory guidance, such as our guidance regarding 
incentive compensation and stress tests. 

We also encourage public participation in the rulemaking process by making it easy for the 
public to find, review, and submit comments on any proposal that we have opened for comment 
and published in the Federal Register. All of these proposals can be found on our public website 
and at Regulations.gov. Public comments are accepted electronically and by mail. The rules and 
proposed rules that the Board expects to issue during the next six months are summarized in the 
Unified Agenda (also known as the Semiannual Regulatory Agenda), which is published twice 
each year in the Federal Register and posted on the Board's website. To ensure the public has 
sufficient notice of our rulemaking efforts under the Dodd-Frank Act, we also have published an 
anticipated schedule of these proposals on our website. 

Moreover, Federal Reserve staff have participated in more than 300 meetings with outside 
parties and their representatives, including community and consumer groups, in connection with 
rulemakings required by the Dodd-Frank Act. To promote transparency, we post on our website 
a memorandum describing the attendees and subjects covered in any meetings involving non
governmental participants at which Dodd-Frank Act rulemakings are discussed. These 
summaries are posted on the Federal Reserve Board's website on a weekly basis. 

To further transparency in the rulemaking process, the Federal Reserve also posts on its website 
all comments received on each proposed rule. Comments can also be viewed in person at the 
Board between 9:00 a.m. and 5:00 p.m. weekdays and can be obtained by formal request under 
the Freedom oflnformation Act. In addition, we make available to the public our examination 
manuals, supervisory letters, transaction approvals (and denials) and other matters of interest to 
the public related to our regulatory responsibilities. 

4. Provide details of how your agency addresses the unique challenges facing smaller 
institutions when dealing with regulatory compliance, including any related advisory 
committees your agency may have or other opportunities for small institutions to be heard 
by your agency. Please also detail how your agency responds to concerns raised by small 
institutions. 

The Federal Reserve has paid particular attention to redudng regulatory burden on community 
banking organizations. We have taken a number of steps to remain aware of the challenges 
faced by and the burdens of our proposals on community banks. For example, the 
Federal Reserve has established a set of community depository institution advisory councils at 
each of the 12 Federal Reserve banks for the purpose of gathering input from community 
depository organizations on ways to reduce regulatory burden and improve the efficiency of our 
supervision as well as to collect information about the economy from the perspective of 
community organizations throughout the nation. A representative from each of these 12 advisory 
councils serves on a national Community Depository Institution Advisory Council that meets 
semiannually with the Board of Governors to bring together the ideas of all the advisory groups. 



-4-

The Board of Governors has also established a committee of Board members for the purpose of 
reviewing all regulatory matters from the perspective of community depository organizations. 
These reviews are intended to find ways to reduce the burden on community depository 
organizations from our regulatory policies without reducing the effectiveness of those policies in 
improving the safety and soundness of depository organizations of all sizes. 

In addition, we are taking steps to reduce the burden on community depository organizations 
from our regulatory initiatives. For example, in its recent rulemaking proposals, the Federal 
Reserve has proposed and adopted streamlined approaches that reduce burden on community 
depository organizations that engage in fewer risky activities and have less complex structures. 
The Federal Reserve has also begun to separately and prominently identify which rulemakings 
apply to community depository organizations and what portions of particular rulemaking 
proposals are germane to community depository organizations, thereby reducing the attention 
community depository organizations pay to the many rulemaking proposals that are currently 
pending. 

Moreover, for every new rule, the Board conducts an assessment and takes account of the 
potential impact that the rule may have on small businesses, small governmental jurisdictions, 
and small organizations as required under the Regulatory Flexibility Act ("RFA") (5 U.S.C. 601 
et seq.). The Board prepares and makes available for public comment in the Federal Register an 
initial regulatory flexibility analysis for any rule that will have a significant economic impact on 
a substantial number of small entities. A final regulatory flexibility analysis is prepared for 
every rule that may have a significant economic impact on a substantial number of small entities 
and published in the Federal Register. 

5. Describe how regulatory interagency coordination has improved since the creation of 
the Financial Stability Oversight Council established by the Wall Street Reform Act. 
Provide specifics of how coordination has helped, either formally or informally, in your 
rulemaking process. 

The Dodd-Frank Act requires that the financial regulatory agencies consult or coordinate action 
on rulemakings under that Act in many cases. The Federal Reserve has actively worked with the 
other agencies in these joint and consultative rulemakings, both through direct contact with other. 
agencies and through the FSOC. The FSOC has provided a ready forum for interagency 
consultation on rulemakings. These consultations have helped highlight the interaction between 
rulemakings under development by the Board and the broader set of rulemakings by other 
agencies under the Dodd-Frank Act, as well as improving our understanding of the interplay 
between proposed policy alternatives and existing regulation. The interagency consultation 
process has included staff discussions during the initial policy development stage, sharing of 
draft studies and regulatory text in the interim phases, and dialogue among agency principals in 
the advanced stages of several rulemakings. 

The Federal Reserve also consults regularly with its fellow bank regulatory agencies on matters 
that might affect institutions supervised by the other bank regulatory agencies as well as on 
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matters of common interest where a single regulatory approach across banking organizations of 
different charters would reduce compliance burden and risk. Members of the Board as well as 
staff at senior levels have established working associations with their peers at other agencies that 
include regular meetings to discuss policies of common interest and applicability. These many 
avenues of consultation at multiple levels increase the coordination and consistency of regulation 
across a banking industry that has multiple regulators and charters. We have expanded these 
channels to include regular consultation with the SEC, CFTC, CFPB and other agencies as 
changes in law have caused our spheres of regulatory responsibility to increasingly overlap. 
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The Honorable Barney Frank 
Ranking Member 
Committee on Financial Services 
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Washington, D.C. 20515 

Dear Congressman: 

April 2, 2012 

SENS. SERNANKE 

CHAIRMAN 

During my testimony before your Committee on February 24, 2010, questions 
were raised about whether the Federal Reserve had been subject to inappropriate political 
influence related to the 1972 Watergate Burglary and Iraq weapons purchases in the 
1980s. Following the hearing, you asked me by letter dated March 3, 2010, to investigate 
these allegations. In response, I contacted our Inspector General ("IG") to conduct an 
independent analysis of the matters raised in your letter. As you know, the Board's 
Inspector General's office was established by Congress for the purpose of creating an 
independent and objective unit to conduct and supervise audits and investigations relating 
to the programs and operations of the Federal Reserve Board. The IG has conducted its 
own review of these matters. The Federal Reserve System, including the Board and the 
Federal Reserve Banks of Philadelphia and Atlanta, provided the IG with complete 
access to records and staff in order to facilitate a complete investigation. After an 
extensive review, the IG has completed its report. The IG has concluded that there is no 
evidence that the Federal Reserve was subjected to undue political influence or took 
improper actions in relation to the Watergate or Iraq weapons purchase incidents. 

I am particularly pleased at the depth of the IG's investigation. As the section on 
"Objective, Scope, and Methodology" shows, the IG's office invested a significant 
amount of time in this investigation and produced a report that is unequivocal in its 
conclusions and comprehensive in its diligence. Given the very detailed review the IG 
conducted, readers of this report can be confident that had evidence of undue influence or 
improper action existed, the IG would have uncovered it and reported it. 
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A copy of the report is enclosed for your review. Thank you for your interest in 
this matter. 

Enclosure 

cc: The Honorable Spencer Bachus 
The Honorable Tim Johnson 
The Honorable Richard Shelby 

Sincerely, 

/J/.V--
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The Honorable Ben S. Bernanke 
Chairman 

March 30, 2012 

Board of Governors of the Federal Reserve System 
Washington, D.C. 20551 

Dear Chairman Bernanke: 

OFFICE OF INSPECTOR GENERAL 

The Office oflnspector General (OIG) of the Board of Governors of the Federal Reserve 
System (Board) is pleased to present its report on the Inquiry into Allegations of Undue Political 
Interference with Federal Reserve Officials Related to the 1972 Watergate Burglary and Iraq 
Weapons Purchases during the 1980s. During your February 2010 "Humphrey-Hawkins" 
testimony before the House Committee on Financial Services (Committee), Representative Ron 
Paul alleged that "the cash used in the Watergate scandal came through the Federal Reserve," 
and that "investigators ... were always stonewalled" by the Federal Reserve. In addition, 
Representative Paul alleged that the Federal Reserve "facilitated a $5.5 billion loan to Saddam 
Hussein, who then bought weapons from our military industrial complex .... " Following the 
hearing, the Chairman of the Committee, Representative Barney Frank, sent a letter to you that 
referred to Representative Paul's statements. In his letter, Representative Frank requested a full 
investigation into allegations that inappropriate political interference with the Federal Reserve 
System "result[ ed] in hidden transfers of resources to [1] facilitate crimes during the Watergate 
scandal in the 1970s, and [2] Iraq for weapons purchases during the 1980s." You referred the 
matter to the OIG, and our office initiated this inquiry in response to your request. 

We performed this inquiry to identify and assess any available evidence of undue 
political interference with Federal Reserve officials related to the 1972 Watergate burglary and 
Iraq weapons purchases during the 1980s. In assessing undue political interference, our review 
sought to identify any available evidence of the improper use of the political process or political 
authority that could have affected the conduct or decision-making of Federal Reserve officials. 
Specifically, we focused our analysis on allegations that (1) the cash found on the Watergate 
burglars came through the Federal Reserve, (2) the Federal Reserve "stonewalled" congressional 
members and staff investigating the source of the cash found on the burglars, and (3) the Federal 
Reserve facilitated a $5 .5 billion loan to Iraq for weapons purchases during the 1980s. 

We did not find any evidence of undue political interference with Federal Reserve 
officials related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, regarding the first Watergate allegation, we did not find any evidence of undue 
political interference with or improper actions by Federal Reserve officials related to the cash 
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found on the Watergate burglars. Our office also did not find any evidence of undue political 
interference with Federal Reserve officials or inaccurate responses by Board officials regarding 
the second Watergate allegation (i.e., that the Federal Reserve "stonewa1Ied" congressional 
members and staff about the source of the cash found on the burglars). The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office for the District 
of Columbia advising the Board to not disclose the information because such disclosure may 
impede the investigation and jeopardize the subsequent prosecution. With regard to the Iraq 
allegation, we did not find any evidence of undue political interference with Federal Reserve 
officials or any indications that the Federal Reserve facilitated a $5.5 billion loan to Saddam 
Hussein or Iraq for weapons purchases during the 1980s. 

We provided a draft of our report to the Board's General Counsel for review and 
comment. In his response, included as appendix 1, the General Counsel stated that our report 
confirmed past statements by Federal Reserve officials in relation to these incidents and 
indicated his appreciation for the thoroughness of our review. 

We appreciate the cooperation that we received from the Board; the Federal Reserve 
Banks of Atlanta, Philadelphia, and New York; as well as the Federal Bureau oflnvestigation 
(FBI), the Georgia Department of Banking and Finance, and the U.S. Department of Agriculture 
(USDA) during our review. We are providing copies of this report to Board management; 
officials at the Federal Reserve Banks of Atlanta, Philadelphia, and New York; the FBI; and the 
USDA. The report will be added to our public website and will be summarized in our next 
semiannual report to Congress. Please contact me if you would like to discuss this report or any 
related issues. 

Enclosure 

cc: Mr. Scott Alvarez 

Sincerely, 

Mark Bialek 
Inspector General 
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Background 

The Chairman of the Board of Governors of the Federal Reserve System (Board) testifies 
semiannually before the House Committee on Financial Services (Committee) on monetary 
policy and the state of the economy. This is commonly referred to as the "Humphrey-Hawkins" 
testimony. During Chairman Ben Bernanke's semi-annual testimony before the Committee on 
February 24, 2010, Representative Ron Paul alleged that "the cash used in the Watergate scandal 
came through the Federal Reserve," and that "investigators ... were always stonewalled" by the 
Federal Reserve. In addition, Representative Paul alleged that the Federal Reserve "facilitated a 
$5.5 billion loan to Saddam Hussein, who then bought weapons from our military industrial 
complex .... " 

Following the hearing, the Chairman of the Committee, Representative Barney Frank, sent a 
letter to Chairman Bernanke that referred to Representative Paul's statements. In his letter, 
Representative Frank requested a full investigation into allegations that inappropriate political 
interference with the Federal Reserve System "result[ ed] in hidden transfers ofresources to [l] 
facilitate crimes during the Watergate scandal in the 1970s, and [2] Iraq for weapons purchases 
during the 1980s." 

By letter dated April 16, 2010, Chairman Bernanke responded that he had "no knowledge that 
the Federal Reserve on its own or as a result of political or other interference facilitated any 
crimes or transfers in either of these matters." Chairman Bernanke referred the allegations to the 
Office of Inspector General (OIG) and requested that the OIG perform an investigation. 
Congress established the OIG as an independent oversight authority within the Board. The OIG 
conducts audits, investigations, and other reviews related to the Board under the authorities and 
responsibilities of the Inspector General Act of 1978, as amended. 

Objective, Scope, and Methodology 

We performed this inquiry in response to Chairman Bernanke' s request. Our objective was to 
identify and assess any available evidence of undue political interference with Federal Reserve 
officials related to the 1972 Watergate burglary and Iraq weapons purchases during the 1980s. 
In assessing undue political interference, our review sought to identify any available evidence of 
the improper use of the political process or political authority that could have affected the 
conduct or decision-making of Federal Reserve officials. Based upon our review of the February 
2010 hearing record, and discussions with the staffs of Representative Frank and Representative 
Paul, we focused our analysis on the following allegations: (1) the cash found on the Watergate 
burglars came through the Federal Reserve, (2) the Federal Reserve "stonewalled" congressional 
members and staff investigating the source of the cash found on the burglars, and (3) the Federal 
Reserve facilitated a $5.5 billion loan to Iraq for weapons purchases during the 1980s. 

We reviewed the February 2010 hearing record and contacted the staffs of Representative Frank 
and Representative Paul, as well as Board staff, to obtain further detail regarding these 
allegations. At the suggestion of Representative Paul's staff, we reviewed a discussion of these 
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allegations in a book by a professor at the University of Texas at Austin and contacted the 
professor for any additional information regarding these allegations. 

Methodology for Analyzing Watergate Burglary Allegations 

To identify any evidence regarding the Watergate allegations, our office performed searches of 
voluminous Board and Federal Reserve Bank archives, as well as Federal Bureau of 
Investigation (FBI) and congressional records. We also obtained documents related to the cash 
found on the Watergate burglars from the Board's electronic and hard-copy records systems and 
the Board's collection of Board meeting minutes from that time period. 

We contacted the FBI to request any Watergate investigative materials that mention or relate to 
the Federal Reserve. In response, the FBI made available, and we reviewed, over 10 boxes of 
Watergate-related documents consisting of status memorandums, photographs, investigative 
summaries, and transaction records. Our office examined the final report of the Senate Select 
Committee on Presidential Campaign Activities, which consisted of over 1,200 pages, and 
examined the related congressional Watergate hearings transcript, consisting of 3,000 pages of 
transcribed testimony from 37 witnesses testifying over a five-week time span. We also 
reviewed the Government Accountability Office's (GAO's) reports on Watergate and the 
Washington Post's online archive of Watergate articles. 

We conducted employee interviews and examined documentation at the Federal Reserve Banks 
of Philadelphia and Atlanta and the National Archives and Records Administration. During on
site visits to the Federal Reserve Banks of Philadelphia and Atlanta, we reviewed the Federal 
Reserve Banks' boards of directors' meeting minutes and archived records for any additional 
information related to the cash found on the Watergate burglars. We also interviewed employees 
about the cash process in the 1970s. Our interviews included employees at the Federal Reserve 
Bank of Philadelphia and the Federal Reserve Bank of Atlanta, including its Miami branch, who 
had worked at these locations since before the Watergate scandal, as well as current Board staff 
who were also employed by the Board at the time. Additionally, we visited the Gerald R. Ford 
Presidential Library and Museum in Ann Arbor, Michigan, to review the library collection of 
Arthur Bums, Board Chairman at the time of the Watergate burglary. The collection includes 
Chairman Bums' handwritten journals, which contain his personal account of private 
interactions, staff meetings, and other information. 

Based on information available in Board and FBI documents, our office developed a chronology 
of the Board's actions following the Watergate burglary to evaluate the Board's responses for 
any evidence that, as a result of undue political interference, the Board "stonewalled" 
congressional members or staff about the source of the cash found on the burglars. To develop 
the chronology, we utilized Board correspondence with Congress, Board staff chronologies 
written shortly after the burglary, press releases, and FBI investigative information. We 
analyzed the chronology to determine the extent to which various information was available to 
different individuals within the Federal Reserve System and externally, including Congress and 
the FBI. The detailed chronology is contained in appendix 3. 
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We also identified that, prior to the Watergate burglary, there was a well-publicized theft at the 
Federal Reserve Bank of Philadelphia involving its Cash Verification and Destruction (CV&D) 
process. Because of the relative proximity of the date of this theft to the Watergate burglary, and 
since it occurred at one of the Federal Reserve Banks that had distributed some of the $100 bills 
found on the Watergate burglars, our office also searched for any available evidence of a 
connection between this theft and the Watergate burglary. At the Federal Reserve Bank of 
Philadelphia, we analyzed the FBI report of investigation on the theft and other related 
documents and spoke with current Federal Reserve Bank of Philadelphia employees with 
knowledge of the incident. We also reviewed Board documents and interviewed current and 
former Board employees familiar with the theft and the resulting changes to cash procedures and 
controls. 

Methodology for Analyzing Iraq Weapons Purchases Allegation 

To identify any evidence regarding the Iraq allegation, we performed multiple searches through 
Federal Reserve archives from the late 1980s and early 1990s. We also conducted numerous 
interviews of Federal Reserve officials. We identified that, during the 1980s, the Atlanta office 
of an Italian Foreign Banking Organization (FBO), Banca Nazionale del Lavoro (BNL-Atlanta), 
was involved in extending $5.5 billion in unauthorized loans and letters of credit that largely 
benefited Iraq. We searched for any evidence of undue political interference with Federal 
Reserve officials related to BNL-Atlanta. As discussed below, BNL-Atlanta, as a U.S. office of 
an FBO, was primarily examined by the Georgia Department of Banking and Finance (State of 
Georgia), and the Federal Reserve had umbrella supervisory authority. 

To identify any evidence that the Federal Reserve facilitated BNL-Atlanta's loans to Iraq, our 
office examined voluminous documents, including government reports, correspondence files, 
and internal memorandums. We reviewed transcripts of 15 congressional hearings, 
congressional staff reports, and GAO reports related to BNL-Atlanta. We alsd reviewed multiple 
reports by the Department of Justice (DOJ) regarding its investigation and prosecution of BNL
Atlanta employees. Additionally, we reviewed the Board's records concerning BNL-Atlanta, 
which included congressional correspondence, status memorandums, and internal reports. 

To obtain information on the Federal Reserve's supervision ofBNL-Atlanta, our office 
performed multiple searches of Board and Federal Reserve Bank archives and interviewed 
examination staff. We obtained documents from the Board's records systems, including BNL
Atlanta examination reports, and from the Board's collection of Board meeting minutes. At the 
Federal Reserve Bank of Atlanta and the Federal Reserve Bank ofNew York, we reviewed 
records and interviewed examination staff for additional information on the supervision of BNL
Atlanta. We also interviewed bank examiners from the State of Georgia, which had primary 
examination authority for BNL-Atlanta. We reviewed examination reports for BNL-Atlanta for 
any evidence of unusual supervisory practices, such as inadequately addressed examination 
areas, or insufficient responses by BNL-Atlanta to identified deficiencies or recommendations. 
We also consulted with legal staff at the Board and the Federal Reserve Banks about changes to 
the supervision of foreign banks due to the enactment of the Foreign Bank Supervision and 
Enforcement Act of 1991. 
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We also reviewed whether the Federal Reserve directly provided funds to BNL-Atlanta through 
its discount window lending program. Our office interviewed staff in the Federal Reserve Bank 
of Atlanta's credit department and reviewed related congressional testimony by Federal Reserve 
officials. We also analyzed publicly available Federal Reserve information pertaining to the 
discount window lending program. 

While conducting our inquiry, we determined that BNL-Atlanta participated in a government 
export guarantee program run by the U.S. Department of Agriculture's (USDA's) Commodity 
Credit Corporation (CCC), and the Board was a member of an advisory body to the CCC called 
the National Advisory Council on International Monetary and Financial Policies (NAC).1 To 
gain an understanding ofBNL-Atlanta's participation in the CCC and the Board's actions on the 
NAC, our office reviewed public reports and spoke with officials knowledgeable about the 
program. We obtained substantial information from DOJ reports documenting the results of its 
BNL-Atlanta investigation, including the use of CCC-guaranteed funds by Iraq. Our office 
interviewed USDA and various Board and Federal Reserve Bank officials, including a Board 
Governor, about the CCC program, BNL-Atlanta's participation, and the Board's role on the 
NAC. We also reviewed Board records and GAO reports about the CCC and the NAC's 
deliberations regarding Iraq's participation in the CCC during the 1980s. 

We conducted our evaluation fieldwork from April 2010 through July 2011 in accordance with 
the Quality Standards for Inspection and Evaluation issued by the Council of the Inspectors 
General on Integrity and Efficiency. 

Findings and Conclusions 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, related to the Watergate allegations, we did not find any evidence of undue political 
interference with or improper actions by Federal Reserve officials related to the cash found on 
the Watergate burglars. We also did not find any evidence of undue political interference with 
Federal Reserve officials or inaccurate responses by Board officials regarding the allegation that 
the Federal Reserve officials "stonewalled" congressional members and staff regarding the 
source of the cash found on the burglars. With regard to the Iraq allegation, we did not find any 
evidence of undue political interference with Federal Reserve officials or any indications that the 
Federal Reserve facilitated a $5.5 billion loan to Saddam Hussein or Iraq for weapons purchases 
during the 1980s. We also did not find evidence of any loans between the Federal Reserve and 
Saddam Hussein or Iraq during the 1980s. 

1 The Board's Chairman was the Board's principal representative on the NAC. The NAC also had a 
Committee of Alternates, composed of representatives from the member agencies who were empowered to act for 
their principals. The day-to-day work of the NAC was handled by a Staff Committee composed of economists and 
other professionals from the member agencies. 
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I. Allegations Regarding the Watergate Burglary 

The Washington, D.C., Metropolitan Police Department arrested five individuals who had 
illegally entered the Democratic National Committee headquarters located at the Watergate 
office building in Washington, D .C., on June 17, 1972. At the time of the arrest and the 
subsequent search of the burglars' hotel rooms at the Watergate Hotel, 44 new $100 bills were 
discovered, some of which were sequentially numbered. Thereafter, the five burglars were 
indicted and found guilty on charges arising from the burglary. The Watergate burglary led to a 
political scandal that eventually led to the resignation of President Richard Nixon. 

The Watergate scandal was the subject of multiple investigations by the FBI, the U.S. Attorney's 
Office for the District of Columbia (U.S. Attorney's Office), DOJ's Criminal Division, and 
GAO. Congress also held public hearings during spring and summer 1973 to investigate the 
Watergate burglary and illegal and improper practices during the 1972 presidential campaign. 
Congress' final report, published in June 1974, included findings and recommendations based on 
its investigation. 

To assess undue political interference related to the Watergate burglary allegations, we searched 
for any evidence of the improper use of the political process or authority that could have affected 
the conduct or decision-making of Federal Reserve officials. Based on these allegations, our 
review focused on the cash found on the burglars, the cash distribution process, and the Board's 
response to congressional members and staff about the source of the cash found on the burglars. 

Our review did not find any evidence of undue political interference with or improper actions by 
Federal Reserve officials related to the cash found on the Watergate burglars. With regard to the 
allegation that the Federal Reserve "stonewalled" congressional members and staff about the 
source of the cash found on the burglars, we found no evidence of undue political interference 
with Federal Reserve officials or inaccurate responses by Board officials. The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office advising the 
Board at the time to not disclose the information because such disclosure may impede the 
investigation and jeopardize the subsequent prosecution. 

Our office also analyzed a well-publicized theft that occurred prior to the Watergate burglary at 
the Federal Reserve Bank of Philadelphia involving its CV &D process. We did not identify any 
evidence of a connection between the cash stolen during this theft and the cash found on the 
Watergate burglars. 

The Federal Reserve and the Cash Found on the Watergate Burglars 

According to an FBI report on Watergate, the authorities found 44 new $100 bills, some of 
which were in sequential order, belonging to the Watergate burglars. The FBI investigation that 
traced the serial numbers of the bills revealed that the Bureau of Engraving and Printing (BEP) 
distributed some of these $100 bills to the Federal Reserve Bank of Philadelphia and the Federal 
Reserve Bank of Atlanta's Miami branch. Through tracing the serial numbers on the bills, the 
FBI report indicated that the Federal Reserve Bank of Philadelphia's records disclosed that the 
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banks, the commercial banks did not record the serial numbers of new bills distributed to the 
public. As such, the FBI traced the new $100 bills found on the Watergate burglars to 
commercial banks in Philadelphia and Miami, but it was unable to determine when or how the 
bills were distributed from these commercial banks. We did not find any evidence of undue 
political interference or that the Federal Reserve provided the new $100 bills directly to the 
burglars. 

In addition to our review of the cash found on the burglars and the cash distribution process, we 
identified a well-publicized theft of unfit bills from the Federal Reserve Bank of Philadelphia 
that occurred prior to the Watergate burglary. We analyzed the details of the theft to identify any 
evidence of a connection to the Watergate burglary. In this incident, known as the "CV&D 
theft," several Federal Reserve Bank of Philadelphia employees conspired and stole a total of 
$1.4 million in unfit bills over a period of time, prior to their arrest in February 1972. Because of 

·the relative proximity of the date of this theft to the Watergate burglary, and since it occurred at 
one of the Federal Reserve Banks that had distributed some of the new $100 bills found on the 
Watergate burglars, our office searched for any evidence of a potential connection between the 
cash involved in the CV&D theft and the cash found on the Watergate burglars. We found that 
the CV&D theft involved only unfit bills, while the Watergate burglars possessed new bills. Our 
review of documentation on the theft and interviews with Federal Reserve officials did not 
identify any evidence of a connection between the unfit cash stolen during the CV &D theft and 
the new cash found on the Watergate burglars. 

The Federal Reserve's Responses to Congressional Members and Staff 

To evaluate the Board's responses to congressional members and staff during the days 
subsequent to the Watergate burglary regarding the source of the cash found on the burglars, we 
developed a chronology based upon various documents written shortly after the burglary. The 
documents that we identified and analyzed included four written accounts by Board staff, several 
items of correspondence from the Board and from Congress, press releases, and FBI 
investigative files. 

To better understand the chronology, it is helpful to explain the structure of the Federal Reserve 
System. As the central bank of the United States, the Federal Reserve System includes the Board 
of Governors of the Federal Reserve System, which is an independent federal agency located in 
Washington, D.C. The Federal Reserve Act provides that the Board shall consist of seven 
members, called governors, who are appointed by the President and confirmed by the Senate. 

The Federal Reserve System also includes 12 regional Federal Reserve Banks. As previously 
mentioned, Federal Reserve Banks distribute cash to commercial banks, which then circulate the 
cash to the public. Federal Reserve Banks combine both public and private elements in their 
makeup and organization. Each Federal Reserve Bank has a nine-member board of directors that 
oversees its operations. Additional information on the structure and function of the Federal 
Reserve System is contained in appendix 2. 

To address the allegation that the Federal Reserve "stonewalled" congressional members and 
staff about the source of the cash found on the burglars, we assessed the Board's responses to 
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congressional information requests for any evidence of undue political interference. Based on 
our analysis of the chronology and available documentation, we did not identify any evidence 
that the Board's initial or subsequent responses to congressional requests regarding its 
knowledge about the $100 bills were inaccurate or the result of undue political interference. 

The documentation we reviewed did not contain any indications that the Board was aware of any 
information about the source of the cash found on the burglars at the time of its initial responses 
to congressional members and staff. The documentation showed that on June 19, 1972, two days 
after the Watergate burglary, Senator William Proxmire, Chairman of the Financial Affairs 
Subcommittee of the Joint Economic Committee, made a request to the Board in Washington, 
D.C., for the name(s) of the Federal Reserve Bank(s) involved in issuing the $100 bills found on 
the burglars, the name(s) of the person(s) receiving them, and the source of the check or financial 
instrument used to purchase the bills. That day, Board Chairman Bums responded by letter, "We 
at the Board have no knowledge of the Federal Reserve [B]ank which issued those particular 
notes or of the commercial bank to which they were transferred. Without this information, there 
is nothing we can do to comply with your request." Chairman Bums' letter also stated that once 
the investigative authorities provided that information to the Board, "we shall of course be glad 
to cooperate in every possible way." Board staff also told Senator Proxmire's office that day that 
the Board "had an obligation to ascertain whether anything the Federal Reserve might disclose 
would interfere with the investigations that were being carried on by the law enforcement 
authorities." The documentation we reviewed did not contain any Board communications about 
the Watergate burglary prior to the receipt of Senator Proxmire's June 19 request, including any 
communications with the investigative authorities or the Federal Reserve Banks. We also did 
not find any indications that Chairman Bums or any Board staff were aware of the issuing 
Federal Reserve Banks or the serial numbers of the $100 bills when they responded on June 19 
to Senator Proxmire's request. 2 

We noted from documentation that a Board staff member initiated contact with the FBI on the 
evening of June 19 and learned which two Federal Reserve Banks had issued the bills. However, 
the documentation did not indicate that the FBI shared any other investigative information that 
evening, including whether the FBI had contacted the two Federal Reserve Banks. The next 
morning, the Board staff member provided the names of the two Federal Reserve Banks to the 
other Board staff who were in communication with Senator Proxmire's office. 

In response to the Board's initial statements regarding its lack of information concerning the 
$100 bills found on the Watergate burglars, we noted several statements by congressional 
members and staff that the Board was not cooperating with their request. For example, Senator 
Proxmire's press release of June 20, 1972, stated: 

At the same time that the FBI told my staff on Monday [June 19] they had already 
been in touch with the Federal Reserve to identify where the bills came from, 
Chairman Arthur Burns wrote me that 'We at the Board have no knowledge of the 
Federal Reserve [B]ank which issue[ d] those particular notes'. 

2 Each bill contains a series number and a serial number, which together make the bill unique. Bills can be 
traced to the issuing Federal Reserve Bank using the serial numbers on each bill. 
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According to Board staff accounts, Chairman Burns' letter (referenced in Senator Proxmire's 
press release) was sent on June 19 at 4:20 p.m. At 5:00 p.m. that evening, the Board's Director 
of Reserve Bank Operations learned from the FBI the names of the two Federal Reserve Banks 
that issued the $100 bills. We noted that the Board staff accounts indicated that they learned 
throughout the day of June 20 from the Federal Reserve Bank of Philadelphia and, the Federal 
Reserve Bank of Atlanta, and its Miami branch, that the previous day (June 19) the Federal 
Reserve Banks had provided the FBI with detailed information about the $100 bills found on the 
Watergate burglars. We did not identify any evidence that the Board was aware of the contacts 
between the Federal Reserve Banks and the FBI when it responded to Senator Proxmire's request 
on June 19. 

After the Board's initial responses to congressional members and staff that it would cooperate 
with their information request, the Board subsequently decided that it should not provide the 
requested information. Based on our review of available documentation, the Board's decision 
not to provide the information was consistent with the Board being advised by the U.S. 
Attorney's Office to not disclose it. Senator Proxmire's final letter about this matter to Chairman 
Burns, on August 1, 1972, stated, "I now find that the U.S. Attorney did not ask in any formal 
way that you withhold the information from me .... " In our evaluation of the Board's responses 
to congressional members and staff, we noted that the Board staff accounts written shortly after 
the Watergate burglary contained multiple references to discussions in which the U.S. Attorney's 
Office requested that Board officials not disclose the information because such disclosure may 
impede the investigation and jeopardize the subsequent prosecution. For example, the account 
by the Board's General Counsel stated that when he called the U.S. Attorney's Office to ask 
about disclosing the information to congressional members and staff, the U.S. Attorney 
responded that "with respect to any case in his office, his firm policy was that, subject to 
contrary directive from the Attorney General, there would be no disclosure of investigative 
evidence prior to presentation of facts to a Grand Jury .... " 

Our office compared the Board staffs written accounts with FBI records relating to discussions 
between the Board and the investigative authorities. The FBI investigative files confirmed that 
the FBI referred the Board staff to the U.S. Attorney's Office regarding the disclosure of 
information to Congress. The files also indicated that the FBI responded to similar requests by 
stating that the information was part of its investigation and that the FBI could not share the 
information with Congress. In our review of the available documentation, we did not find any 
evidence of undue political interference in the Board's decision not to provide the requested 
information, and we noted that the documentation indicated that the Board's actions were 
consistent with the U.S. Attorney's Office advising the Board to not disclose the information 
because such disclosure may impede the investigation and jeopardize the subsequent 
prosecution. 
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IL Allegation Regarding Iraq Weapons Purchases 

To address the allegation that the Federal Reserve facilitated a $5.5 billion loan to Iraq for 
weapons purchases during the 1980s, we searched for any evidence of undue political 
interference with Federal Reserve officials related to BNL-Atlanta. BNL-Atlanta, one of five 
U.S. offices operated by Banca Nazionale del Lavoro, a large Italian bank headquartered in 
Rome, was involved in $5.5 billion of unauthorized credit activity largely to benefit Iraq in the 
1980s. BNL-Atlanta did not document the purposes of all of its loans to Iraq, leading to 
allegations that Iraq used the funds for weapons purchases. BNL-Atlanta employed 19 staff, and 
received its license to operate as an office of an FBO from the State of Georgia on April 14, 
1982. It was primarily examined by the State of Georgia, and the Federal Reserve had umbrella 
supervisory authority. BNL-Atlanta offered banking services to Italian companies that had 
relationships with other Banca Nazionale del Lavoro offices and was involved in extending 
loans. BNL-Atlanta did not accept deposits, nor did it offer deposit insurance through the 
Federal Deposit Insurance Corporation. 

On August 4, 1989, the FBI, assisted by Federal Reserve representatives, executed a search 
warrant on BNL-Atlanta and uncovered evidence that it had engaged in unauthorized credit 
transactions with Iraq. The federal authorities initiated the search of BNL-Atlanta based on 
information provided by two BNL-Atlanta employees. The U.S. Attorney's Office for the 
Northern District of Georgia created and led an investigative task force (BNL Task Force), 
which consisted of representatives from the FBI, the Federal Reserve, Customs and Border 
Protection, USDA's OIG, and the Internal Revenue Service. Bank examiners from the Federal 
Reserve Bank of Atlanta were detailed to the BNL Task Force to contribute their knowledge and 
experience in banking and regulatory compliance. The BNL Task Force conducted an extensive 
investigation into the size and scope of BNL-Atlanta's unauthorized transactions and identified 
$5.5 billion in unauthorized credit activity largely to benefit Iraq. 

The investigation revealed that many of the unauthorized transactions were neither recorded on 
BNL-Atlanta's official books and records nor reported to banking regulators or the parent bank 
in Rome. The unauthorized activities were concealed by BNL-Atlanta employees through a 
variety of means, including maintaining a parallel set of secret books and records, utilizing the 
names of legitimate customers to record loans not authorized by the parent bank, and removing 
records of unauthorized transactions from the office and moving them between employees' 
homes and cars. BNL-Atlanta employees also created fake documentation to conceal the 
transactions from internal and external auditors, as well as bank examiners, and filed false 
reports with the parent bank in Rome, Banca Nazionale del Lavoro, and with federal and state 
regulators. These transactions violated BNL-Atlanta's lending limits, which were established by 
its parent bank. 

The purpose of some of BNL-Atlanta's loans to Iraq was to finance the export of U.S. 
agricultural products through a USDA export guarantee program run by the CCC. The Board 
participated, along with the Department of the Treasury and other federal agencies, on the NAC, 
which was an advisory body to the CCC. 
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The BNL Task Force investigation spanned several years and ultimately resulted in criminal 
charges and prosecutions of multiple BNL-Atlanta employees, including the manager, 
Christopher Drogoul, as well as Vice Presidents Paul Von Wedel, Thomas Fiebelkorn, and 
Therese Barden. The Federal Reserve imposed a consent cease and desist order that required 
Banca Nazionale del Lavoro to maintain an additional reserve deposit equivalent to a reserve 
deficiency payment of $5.2 million at the Federal Reserve Bank of Atlanta for 18 months. 
Congress held multiple hearings related to BNL-Atlanta's activities. The BNL Task Force final 
report, published in October 1994, reviewed criminal allegations relating to BNL-Atlanta's credit 
extensions to Iraq and government actions taken in connection with exports to Iraq. The BNL 
Task Force final report stated, "We did not find evidence that U.S. agencies or officials illegally 
armed Iraq or that crimes were committed through bartering of CCC commodities for military 
equipment." 

To assess undue political interference with Federal Reserve officials related to Iraq weapons 
purchases during the 1980s, we searched for evidence of the improper use of the political process 
or political authority that could have affected the conduct or decision-making of Federal Reserve 
officials. Specifically, we analyzed (1) the Federal Reserve's supervisory role and actions 
regarding BNL-Atlanta, (2) whether BNL-Atlanta borrowed any funds from the Federal Reserve 
Bank of Atlanta through the Federal Reserve's discount window lending program, and (3) the 
Board's participation on the NAC. 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to Iraq weapons purchases during the 1980s or any indications that the Federal Reserve 
facilitated any loans to Iraq through BNL-Atlanta for weapons purchases during the 1980s. 
Also, we did not find any evidence of loans between the Federal Reserve and Saddam Hussein or 
Iraq during the 1980s. Details of our review follow. 

Foreign Bank Supervision in the 1980s 

Based on the documents we reviewed, during the 1980s the International Banking Act of 1978 
(IBA) governed the supervisory responsibilities for FBOs, such as Banca Nazionale del Lavoro. 
The IBA granted primary examination authority for FBOs' U.S. branches and agencies to the 
responsible licensing authorities (the state or the Office of the Comptroller of the Currency) and 
provided the Federal Reserve with umbrella supervisory authority. This umbrella supervisory 
authority included residual examination authority, but emphasized that the Federal Reserve was 
to use, to the extent possible, the examination reports of the primary examination authorities. 

In accordance with the IBA, the Board developed a supervisory program in which each FBO 
with U.S. operations was assigned to a responsible Federal Reserve Bank. The Federal Reserve 
Bank of New York was identified as the responsible Federal Reserve Bank for the U.S. 
operations of Banca Nazionale del Lavoro. This responsibility involved evaluating the FBO's 
condition and strength by analyzing reports on its financial condition, periodically contacting the 
parent bank's managers and the home country banking authorities, and reviewing examination 
reports by the U.S. office's primary regulators. The Federal Reserve Bank of Atlanta assisted the 
Federal Reserve Bank ofNew York by ensuring that all offices of Banca Nazionale del Lavoro 
in the southeast region were examined on a timely basis and by providing copies of the 
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examination reports to the Federal Reserve Bank of New York after each examination was 
completed. 

BNL-Atlanta Supervision and Examinations 

Based on our review of State of Georgia and Federal Reserve examination reports from 1986 to 
1990 and BNL Task Force reports, interviews with State of Georgia bank examiners who 
participated in examinations of BNL-Atlanta, and discussions with Federal Reserve bank 
examiners, we did not identify any evidence of any undue political interference with Federal 
Reserve officials in the examination and supervision ofBNL-Atlanta. Consistent with the 
regulatory structure described above, the State of Georgia was the primary examination authority 
for BNL-Atlanta. The State of Georgia conducted annual examinations ofBNL-Atlanta with 
limited participation by the Federal Reserve Bank of Atlanta. The Federal Reserve Bank of 
Atlanta's participation was generally limited to a review of compliance with federal laws and 
regulations, such as ensuring consistency between the quarterly financial reports submitted by 
BNL-Atlanta to banking regulators and BNL-Atlanta's official books and records. 

Prior to the FBI' s execution of the search warrant on BNL-Atlanta in August 1989, the State of 
Georgia conducted the bank examinations of BNL-Atlanta and determined its overall safety and 
soundness rating, while Federal Reserve Bank of Atlanta examiners provided assistance as 
requested throughout the examination process.3 From 1986 through January 1989, the State of 
Georgia assigned BNL-Atlanta overall ratings of 1, indicating that it was in satisfactory 
condition and that no violations of laws or regulations were identified during the examinations. 
After the search in August 1989, when the unauthorized lending activities were uncovered, the 
Federal Reserve performed independent examinations ofBNL-Atlanta and assigned overall 
ratings of 5 (significant concern). Our review of examination reports from 1986 through 1990 
did not identify any unusual examination procedures, and we noted that the BNL Task Force 
investigation of BNL-Atlanta's activities also did not identify any unusual examination practices. 

We interviewed State of Georgia and Federal Reserve examination officials who participated in 
examinations ofBNL-Atlanta and did not find any evidence of undue political interference 
regarding their supervision and examinations ofBNL-Atlanta. The State of Georgia examination 
officials stated that they did not experience any undue political interference with their duties and 
did not recall any unusual practices in the examinations ofBNL-Atlanta. Similarly, Federal 
Reserve examination officials did not report any unusual activity or undue political interference 
regarding the supervision ofBNL-Atlanta. During the time that BNL-Atlanta conducted the 
unauthorized transactions, it was also subject to internal and external audits. According to a 
BNL Task Force report, none of the audits or examinations led anyone to suspect the 
unauthorized, off-book activities. The BNL Task Force investigation, as well as the officials 
from the Federal Reserve and the State of Georgia who we interviewed, indicated that it was 
unlikely that BNL-Atlanta's unauthorized activity would have been detected through audits or 

3 The examination procedures focused on safety and soundness by evaluating management and supervision, 
asset quality and credit administration, liquidity and funds management, earnings, and trading activities, to 
determine an overall rating. The overall rating was expressed on a scale from I to 5, with I being the highest rating 
(indicating minimal concern) and 5 being the lowest rating (indicating significant concern). 
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bank examinations due to the extent of fraudulent documentation and false statements by BNL
Atlanta employees, as well as collusion by a number ofBNL-Atlanta employees. 

Following the events at BNL-Atlanta, the Federal Reserve recommended legislation to respond 
to the perceived need for more federal oversight resulting from misconduct by a few foreign 
banks operating in the United States. Congress passed the Foreign Bank Supervision 
Enhancement Act of December 1991, which established minimum standards for foreign bank 
entry and expansion into the United States and gave the Federal Reserve enhanced supervisory 
and regulatory authority over foreign banks operating in the United States. 

The Federal Reserve's Discount Window and BNL-Atlanta 

In addition to analyzing the Federal Reserve's supervisory role and actions regarding BNL
Atlanta, we also examined the Federal Reserve's discount window lending program for any 
evidence that it was used to facilitate BNL-Atlanta's loans. We did not identify any evidence 
that funding was provided to BNL-Atlanta. The Board does not engage in lending or providing 
any direct funds to commercial banks. The Federal Reserve Banks, the operating arm of the 
Federal Reserve System, have the authority to extend loans through the discount window to 
member banks in their districts. The discount window lending program serves as a contingency 
source of liquidity for eligible banks by providing temporary funding, generally when banks are 
experiencing short-term liquidity pressures. The loans are generally provided on an overnight 
basis and must be secured by collateral that is approved by the lending Federal Reserve Bank. 

The IBA amended the Federal Reserve Act to provide the U.S. operations ofFBOs that 
maintained reserves in the United States access to their district Federal Reserve Bank's discount 
window lending program on the same terms as access was provided to domestic depository 
institutions. To be eligible, offices ofFBOs, such as BNL-Atlanta, had to meet requirements 
similar to those required of domestic depository institutions, including reserve requirements. We 
discussed BNL-Atlanta's discount window activity with Federal Reserve Bank of Atlanta staff 
responsible for the operations and reviewed related congressional testimony by Federal Reserve 
officials. We found no evidence that BNL-Atlanta requested or received any loans through the 
Federal Reserve Bank of Atlanta's discount window. 

BNL-Atlanta's Participation in the CCC and the Board's Participation on the NAC 

To finance some of its loans to Iraq, BNL-Atlanta participated in an export guarantee program 
run by the CCC. During the 1980s, the CCC was a federal corporation within the USDA that 
promoted the export of U.S. agricultural commodities by providing repayment guarantees to U.S. 
banks, which financed the exported commodities on behalf of the foreign importer's bank. The 
CCC export guarantee program was used primarily by developing countries, such as Iraq, where 
credit was necessary to increase or maintain U.S. export levels and private banks were less 
willing to provide financing without such a repayment guarantee. As the USDA was responsible 
for the operations and oversight of the CCC, the Federal Reserve did not have any direct 
involvement or decision-making authority over the CCC export guarantee program. The Board 
participated, along with the Department of the Treasury and other federal agencies, on the NAC, 
which was an advisory body to the CCC. 

19 



Some of BNL-Atlanta's unauthorized credit arrangements with Iraq were financed through the 
CCC export guarantee program. BNL-Atlanta's parent bank in Rome determined BNL-Atlanta's 
credit policies and limited its individual authority over lines of credit, including CCC-guaranteed 
loans, to less than $2.5 million. The BNL Task Force reported, however, that BNL-Atlanta 
entered into approximately $1.89 billion in concealed credit arrangements with Iraq to purchase 
U.S. agricultural commodities through the CCC. 

Following the discovery of BNL-Atlanta's unauthorized transactions with Iraq, members of 
Congress, as well as various newspaper articles, questioned Iraq's use of the funds, including 
allegations of falsified CCC transactions and possible weapons purchases. According to the 
BNL Task Force final report, several of these allegations grew out ofreports that Iraq may have 
acquired military equipment by bartering agricultural commodities that it obtained through the 
CCC export guarantee program. The BNL Task Force final report concluded that there was no 
evidence that U.S. agencies, or their officials, illegally armed Iraq or that crimes had be~p 
committed through the bartering of CCC agricultural commodities in exchange for military 
equipment. In addition, the USDA conducted an administrative review of the CCC export 
guarantee program for Iraq that focused on four operational problem areas identified by the 
USDA, none of which involved the Federal Reserve. 

Congress created the NAC as an advisory group and assigned it the responsibility of evaluating 
policies and practices of government agencies that made loans or issued guarantees as part of 
foreign lending programs. The NAC advised the USDA on its agricultural export guarantee 
programs, such as the CCC, with various countries, including Iraq. However, the NAC itself did 
not directly make any loans or issue guarantees. The NAC membership consisted of the Board; 
the Departments of the Treasury, State, and Commerce; the U.S. Trade Representative; the U.S. 
Export-Import Bank; and the U.S. International Development Cooperation Agency.4 While the 
NAC's advisory decisions were not binding, the USDA generally obtained NAC approval before 
issuing credit guarantees. According to congressional testimony by a Board governor, the 
Board's principal contribution to the NAC was sharing its expertise with the other members and 
objectively assessing the financial and economic soundness of proposals brought before the 
NAC. 

The documentation we reviewed showed that the Board repeatedly raised concerns about Iraq's 
creditworthiness and the amount of proposed CCC guarantees for Iraq during NAC deliberations. 
For instance, in August 1988, the Board, along with the Department of the Treasury, objected to 
the USDA's proposal for $1.l billion in CCC guarantees to Iraq for fiscal year 1989 because it 
felt the level was too high given Iraq's creditworthiness. Similarly, in fall 1989, the Board again 
expressed concerns regarding the extension of $1.2 billion in CCC guarantees to Iraq for fiscal 
year 1990. While a majority of NAC members supported the fiscal year 1990 proposal, the 
Board was concerned about Iraq's creditworthiness and the increased amount of the proposal. 
The unfolding BNL-Atlanta matter also reinforced the Board's reservations and opposition to 
additional CCC guarantees to Iraq for fiscal year 1990. Previously, the Board had opposed 
increasing CCC guarantees to Iraq in January 1987 and supported limiting the amount of CCC 

4 Refer to footnote I for additional NAC membership information. 
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guarantees to Iraq for fiscal years 1986 and 1987. Our review of internal documents and external 
reports, and interviews with Federal Reserve officials familiar with the NAC, did not identify 
any evidence of undue political interference with Federal Reserve officials related to the Board's 
participation on the NAC. In addition, we did not find any indications that the Board used its 
role on the NAC to facilitate BNL-Atlanta's unauthorized transactions with Iraq. 

Overall Conclusion 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, regarding the first Watergate allegation, we did not find any evidence of undue 
political interference with or improper actions by Federal Reserve officials related to the cash 
found on the Watergate burglars. Our office also did not find any evidence of undue political 
interference with Federal Reserve officials or inaccurate responses by Board officials regarding 
the second Watergate allegation (i.e., that the Federal Reserve "stonewalled" congressional 
members and staff about the source of the cash found on the burglars). The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office advising the 
Board to not disclose the information because such disclosure may impede the investigation and 
jeopardize the subsequent prosecution. Finally, with regard to the Iraq allegation, we did not 
find any evidence of undue political interference with Federal Reserve officials or any 
indications that the Federal Reserve facilitated a $5.5 billion loan to Iraq for weapons purchases 
during the 1980s. We also did not find evidence of any loans between the Federal Reserve and 
Saddam Hussein or Iraq during the 1980s. 

Analysis of Comments 

We provided a draft of our report to the Board's General Counsel for review and comment. In 
his response, the General Counsel stated that our report confirmed past statements by Federal 
Reserve officials in relat~on to these incidents and indicated his appreciation for the thoroughness 
of our review. His full response is included as appendix 1. 
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Appendixes 





Appendix 2- The Federal Reserve System's Structure and Function 

The Federal Reserve System serves as the central bank of the United States. It was established 
by Congress in 1913 and includes 12 regional Federal Reserve Banks and an independent federal 
agency called the Board of Governors of the Federal Reserve System. The OIG is an 
independent oversight authority within the Board. 

Board of Governors of the Federal Reserve System 

The Board is an independent federal government agency located in Washington, D.C. The 
Federal Reserve Act provides that the Board shall consist of seven members, called governors, 
who are appointed by the President and confirmed by the Senate. In addition to conducting 
research, analysis, and policymaking related to domestic and international financial and 
economic matters, the Board plays a major role in the supervision and regulation of the U.S. 
banking system. It also has broad oversight responsibility for the nation's payments system, 
which includes ensuring that enough cash is in circulation to meet demand, and oversees the 
operations and activities of the Federal Reserve Banks. 

Federal Reserve Banks 

The Federal Reserve Banks are the operating arms of the nation's central banking system. 
Congress chartered the Federal Reserve Banks for a public purpose; however, they combine both 
public and private elements in their makeup and organization. Each Federal Reserve Bank has a 
nine-member board of directors that oversees its operations. For the purpose of carrying out the 
day-to-day operations of the Federal Reserve, there are 12 Federal Reserve districts, each 
managed by a separate Federal Reserve Bank: Boston, New York, Philadelphia, Cleveland, 
Richmond, Atlanta, Chicago, St. Louis, Minneapolis, Kansas City, Dallas, and San Francisco. 

Many of the services that the Federal Reserve Banks provide to depository institutions and the 
government are similar to services provided by banks to business customers and individuals. 
Federal Reserve Banks hold the cash reserves of depository institutions and make loans to 
depository institutions at the discount window. They move currency and coin into and out of 
circulation; collect and process millions of checks each day; and operate automated 
clearinghouses, which are computerized facilities that allow for electronic exchange of payments 
among part1cipating depository institutions. They maintain the U.S. Treasury's operating cash 
account to support the Treasury's transactions, issue and redeem government securities, and 
serve as a fiscal agent for the U.S. government. Under delegated authority from the Board, they 
supervise and examine the safety and soundness of state-chartered banks that are members of the 
Federal Reserve System, as well as bank holding companies and foreign bank offices in the 
United States. 

Office of Inspector General 

Pursuant to the 1988 amendments to the Inspector General Act of 1978, Congress established the 
OIG as an independent oversight authority for the Board, the government agency component of 
the broader Federal Reserve System. In addition, the Dodd-Frank Wall Street Reform and 
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Consumer Protection Act established the OIG as an independent oversight authority for the 
Bureau of Consumer Financial Protection (CFPB). Within this framework, the OIG conducts 
audits, investigations, and other reviews of the Board's and the CFPB's program functions. 
Through this work, the OIG promotes integrity, economy, efficiency, and effectiveness; helps 
prevent and detect fraud, waste, abuse, and mismanagement; and strengthens the agencies' 
accountability to Congress and the public. 

28 



Jane 19 
Board 

call from Senator Proxmire's 
w ateri;iate burglairs and that he 

June 19 The Board's Director of Reserve Bank unenrunrl:!t -·~,~,calls the FBI and is 
advised of the names of the two Federal Reserve Banks that 

June 20 Phl!laoc,lpll~a m>tlti1es the Board's DRBO of 

June 20 

definite. 

been contacted 

the Board's DRBO tells 
Bank 
FBI 



June 20 

Mr.,>rrl·'<t DRBO contacts the Federal KP<:pn,rp 

FBI on 19 the 

June 20 The Board's'-'""'""""" Counsel contacts the U.S. At1ton1ey·s 
disclosure of the infonnation to The opposes 

the FBL 

disclosure may 1mpec1e 
fair trial. 

reviewed its records 
the branch to the 

nrn•nth•t'I the corrected information to 

June 21 Board issues a press statement to address Senator Proxmire's 
it was advised Office to not disclose infonnation other than 
law enforcement ag€mc11es. 



Appendix 4 - Abbreviations 

BEP 
BNL-Atlanta 
Board 
CFPB 
CCC 
Committee 
CV&D 
DOJ 
DRBO 
FBI 
FBO 
Federal Reserve 

GAO 
IBA 
NAC 

OIG 
State of Georgia 
U.S. Attorney's 

Office 
USDA 

Bureau of Engraving and Printing 
Atlanta office of Banca Nazionale del Lavoro 
Board of Governors of the Federal Reserve System 
Bureau of Consumer Financial Protection 
Commodity Credit Corporation 
House Committee on Financial Services 
Cash Verification and Destruction 
Department of Justice 
Board's Director of Reserve Bank Operations 
Federal Bureau of Investigation 
Foreign Banking Organization 
Federal Reserve System (includes Federal Reserve Board and Federal 
Reserve Banks) 
Government Accountability Office 
International Banking Act of 1978 
National Advisory Council on International Monetary and Financial 
Policies 
Office of Inspector General 
Georgia Department of Banking and Finance 
U.S. Attorney's Office for the District of Columbia 

U.S. Department of Agriculture 
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The Honorable Darrell Issa 
Chairman 
Committee on Oversight 

and Government Reform 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

May 16, 2012 

SENS. SERNANKE 

CHAIRMAN 

Enclosed is my response to the written question you submitted following the 

March 21, 2012, hearing before the Committee on Oversight and Government Reform. A 

copy has also been forwarded to the Committee for inclusion in the hearing record. 

Please let me know ifl can be of further assistance. 

Enclosure 

cc: The Honorable Elijah Cummings 



Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Chairman Issa: 

1. The United States has considerable investments in the sovereign and commercial sectors 
within Europe. With reference to the table below, can you confirm the total U.S. direct and 
potential exposure to the European Market? 

Exposures as provided by CRS in U.S. dollars from September 2011 figures 

U.S. Direct Exposure U.S. Potential 
Total Exposure 

Portu2al $5.2 billion $48.6 billion $53.9 billion 
Ireland $53.5 billion $57. 7 billion $111.3 billion 

Italy $46.8 billion $262.8 billion $309.7 billion 
Greece $8.3 billion $48 billion $48.4 billion 
Spain $66. 7 billion $177.3 billion $244 billion 

Germany $234. 7 billion $400.4 billion $635.2 billion 
France $271.6 billion $412.8 billion $684.5 billion 
Total $686.8 billion $1.4 trillion $2.08 trillion 
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Response to Question 1 

U.S. banks' credit exposure to residents of Europe 

Table 1 shows the credit exposure of U.S. banks to residents of selected European countries. 
Credit exposure is the sum of bank lending and bonds held, net of third-country guarantees and 
certain liquid collateral, and is reported to the U.S. bank supervisory agencies on the Country 
Exposure Report, or FFIEC 009 report. Aggregate data for U.S.-headquartered banks are sent to 
the Bank for International Settlements (BIS), which publishes the data along with that of other 
countries. The table corresponds to the column titled "U.S. Direct Exposure" provided by the 
CRS.1 It is important to be aware that the FFIEC 009 report provides a broad measure of 
exposure. For example, exposures to counterparties to resale agreements and securities lending 
are not adjusted for the collateral backing these claims, even though these are collateralized 
transactions. In addition, claims arising from long positions in the trading book are not adjusted 
for offsetting short positions. As a result, the exposures shown in the table can greatly overstate 
what realized cross-border losses would be. 

Table 1 
Credit Exposures of U.S. Banks to Residents of 

Europe 
as of end-December 2011 

billions of dollars 
Greece 4 
Ireland 44 
Portugal 5 
France 182 
Germany 175 
Italy 37 

S2ain 46 
Total 493 

Source: Bank for International Settlements, Table 9E 
at htt ://www.bis.or statistics/consstats.htrn. 

1 The numbers are not identical, because the CRS figures were as of end-June 201 I, whereas Table I shows data as 
of end-December 2011. 
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Table 2 shows the sources of contingent credit exposures of U.S. banks to residents of selected 
European countries. Column 1 shows undrawn credit commitments to European borrowers, 
which exceeds $10 billion only for borrowers in Germany and France. Column 2 shows the 
positive fair value of all types of derivatives contracts (interest rate, foreign exchange, equity, 
commodity, and credit derivatives) with European counterparties, which exceeds $10 billion 
only for counterparties in Germany, France, and Italy. Column 3, guarantees, is composed 
primarily of the gross notional amount of credit default swaps (CDS) sold on European 
borrowers. Because column 3 takes no account of CDS protection that U.S. banks have 
purchased on European borrowers, it provides a very inaccurate measure of the likely effect on 
U.S. banks of the triggering of CDS on European borrowers. The banks that report large 
amounts in column 3 tend to be market-makers with large CDS trading books, which means they 
have also purchased significant CDS protection on the same borrowers. Column 4 is the total of 
the first three columns and corresponds to the column titled "U.S. Potential Exposure" provided 
by the CRS. Column 3 is the largest component--85 percent, on average--of column 4, and as a 
result, column 4 greatly overstates the contingent credit exposure of U.S. banks to Europe. 

Table 2 
Contingent Exposures of U.S. Banks to Residents of Europe 

in billions of dollars, as of end-December 2011 

Guarantees, Total of 
Undrawn credit Derivatives primarily CDS columns (1 ), (2), 
commitments contracts sold and (3) 

(1) (2) (3) (4) 

Greece 0 1 45 46 
Ireland 4 10 37 52 
Portugal 0 2 52 55 
France 35 37 384 456 
Germany 29 60 347 436 
Italy 5 27 264 295 

Spain 8 6 168 182 

Total 81 143 1,296 1,520 

Source: Bank for International Settlements, Table 9E at htto://www.bis.org/statistics/consstats.htm. 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

May 24, 2012 

SEN 5. SERNANKE 

CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 

February 29, 2012, hearing before the Committee on Financial Services. A copy has also 

been forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Sincerely, 

/2/k-
Enclosure 



Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Chairman Bachus: 

• Section 165 of the Dodd-Frank Act requires that the Federal Reserve establish 
prudential standards for the largest banking institutions that are more stringent than 
those that apply to smaller banks. In doing so, the Board may differentiate among 
companies on an individual basis or by category, taking into consideration their capital 
structure, riskiness, complexity, financial activities, size, and any other risk-related 
factors that the Board deems appropriate. Congress included this provision to give you 
the flexibility to differentiate between the largest and most complex bank holding 
companies, and those with more traditional activities that nevertheless exceed $50 
billion in assets. 

o Has the Board established a way to tailor its application of enhanced 
prudential standards based on the riskiness or complexity of a company's 
activities? Will the Board establish a tiered approach to enhanced 
standards, with increasingly stringent standards or capital surcharges being 
applied to the most complex institutions? 

On December 20, 2011, the Board of Governors of the Federal Reserve System ("Board") 
invited public comment on a package of proposed rules to implement sections 165 and 166 of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act of2010 ("Dodd-Frank Act") for 
nonbank financial companies that the Financial Stability Oversight Council has designated for 
supervision by the Board and bank holding companies with consolidated assets of $50 billion or 
more (collectively "covered companies"). See Enhanced Prudential Standards and Early 
Remediation Requirements for Covered Companies; Proposed Rule, 77 Fed. Reg. 593 (Jan. 5, 
2012). The package includes proposals for risk-based capital and leverage requirements, 
liquidity requirements, single-counterparty credit limits, stress testing, risk-management 
requirements, and an early remediation regime. The Board's proposal generally includes 
standards that are calibrated to take account of a covered company's capital structure, risk 
profile, complexity, activities, size, and any other appropriate risk-related factors. 

The public comment period on the proposed rules closed on April 30, 2012, and the Board 
received nearly 100 comment letters from individuals, trade and financial industry groups, 
community groups, and financial institutions. Many commenters provided views on how the 
Board could further tailor application of the proposed standards to covered companies based on 
their systemic footprint and risk characteristics. The Board is currently reviewing comments 
received on the proposal carefully, and will take the views expressed by commenters into 
consideration as it works to develop final rules to implement sections 165 and 166 of the Dodd
Frank Act. 

o Has the FSOC recommended that the Board use a tiered approach in 
applying enhanced standards? 

Section 115 of the Dodd-Frank Act provides that the Financial Stability Oversight Council 
("Council") may make recommendations to the Board concerning the establishment and 
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refinement of prudential standards and reporting and disclosure requirements applicable to 
covered companies. 12 U.S.C. 5325(a)(l). Th~ Board consulted with the Council, including by 
providing periodic updates to members of the Council and their staff on the development of the 
proposal the Board issued in December 2011. The proposal reflects comments provided to the 
Board as a part of this consultation process. 



BOARD OF GOVERNORS 
OF THE 

FEOERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

June 15, 2012 

The Honorable Debbie Stabenow 
Chairwoman 
Committee on Agriculture, Nutrition 
and Forestry 

United States Senate 
Washington, D.C. 20510 

Dear Madam Chair: 

BEN 5. BERNANKE 

CHAIRMAN 

Thank you for your letter of May 18, 2012, regarding the implementation of 
derivatives market reform, including the establishment of capital and margin 
requirements for swaps. In particular, you have stressed the importance of implementing 
the reforms governing various derivatives activities mandated by Title VII of the Dodd
Frank Wall Street Reform and Consumer Protection Act (the "Act"). 

As you know, the Federal Reserve Board, the Office of the Comptroller of the 
Currency ("OCC"), the Federal Deposit Insurance Corporation ("FDIC"), the Federal 
Housing Finance Agency and the Farm Credit Administration (together, the "prudential 
regulators") issued a joint proposal last year to implement the Act's requirements for 
margin and capital on uncleared swaps by swap dealers, major swap participants, 
security-based swap dealers and major security-based swap participants ("swap entities") 
for which those agencies are the prudential regulators. The Commodity Futures Trading 
Commission ("CFTC") also issued a proposal last year to implement the Act's 
requirements for margin and capital on uncleared swaps for swap entities under the 
CFTC' s jurisdiction. We are currently considering the comments received on those 
proposals as we work to :finalize implementing rules. 

Margin and capital requirements governing swaps activities would be most 
effective in reducing risk to the :financial system if coordinated on an international basis. 
To this end, the Board, the OCC, the FDIC, the CFTC, and the Securities Exchange 
Commission are participating on the Working Group on Margin Requirements 
("WGMR"), an international group of regulators that was constituted last fall to reach a 
consensus on margin requirements for uncleared swaps. The WGMR is supported by 
members of the Basel Committee on Banking Supervision, the International Organization 
of Securities Commissions, the Committee on Payment and Settlement Systems, and the 
Committee on the Global Financial System. The WGMR has been meeting regularly 
since October to formulate a global proposal for margin requirements on uncleared 
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derivatives and expects to release its proposal shortly. Creating comparable regulatory 
regimes across borders and among different types of market participants will help achieve 
the goals of systemic risk reduction and market participant safety and soundness. 

Your comments on these issues have been, and will continue to be, carefully 
considered as we work with the other agencies and foreign regulatory counterparts to 
develop implementing regulations. The Board shares your goal that the Dodd-Frank Act 
be effectively implemented, and we are working to achieve this goal with respect to all 
our new authority, including in the derivatives area. 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
.WASHINGTON, D. C. 20551 

The Honorable Kevin Brady 
Vice Chairman 
Joint Economic Committee 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Vice Chairman: 

July 2, 2012 

BENS. BERNANKE 

CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 

June 7, 2012, hearing before the Joint Economic Committee. A copy has also been 

forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Enclosure 



Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Vice Chair Brady: 

1. On January 25, 2012 the Federal Open Market Committee, which controls our nation's 
monetary policy, released a statement describing its longer-run goals and policy strategy. 
In that policy statement, the FOMC judged that "inflation at the rate of 2%, 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." 

• How did you choose a 2 percent inflation target? Why was it not 1 percent or zero 
percent? 

As noted in the Committee's statement of its Longer-Run Goals and Policy Strategy, the 
Committee is firmly committed to fulfilling its statutory mandate from the Congress of 
promoting both maximum employment and price stability. The Committee judges that inflation 
at the rate of2 percent, as measured by the annual change in the price index for personal 
consumption expenditures, is most consistent over the longer run with our statutory mandate. 
Over time, a higher inflation rate would reduce the public's ability to make accurate longer-term 
economic and financial decisions, leading to costly misallocations and inefficiency. 

However, the Committee judged that a significantly lower inflation goal, such as 1 or 0 percent, 
would be associated with more adverse outcomes for employment and growth. Nominal interest 
rates, which are ultimately tied to the level of inflation, cannot fall below zero, and so a lower 
inflation goal could limit the Federal Reserve's ability to provide monetary stimulus in periods of 
economic weakness. The result would be an elevated probability of falling into deflation, which 
can have severely negative consequences for economic growth that are difficult to reverse. 
Reflecting these concerns, central banks across the globe typically target levels of inflation that 
are above minimum levels in order to provide themselves adequate margin against the risk of 
deflation. 

• Is the 2 percent inflation target a floor or a ceiling? Or, is the 2 percent inflation target 
an average over a specific period of time? 

The FOMC's 2 percent long-term goal for inflation is a symmetric target, not a ceiling. Because 
the FOMC does not have perfect control of the economy, inflation can be either below or above 
the Committee's goal. The FOMC's objective in these cases is to bring inflation back to 2 
percent over time. 

• How would you articulate the FOMC's tolerance for short-term, medium-term, and 
long-term deviations from its 2 percent inflation target? 

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 assessment of its maximum 
level. Because the FOMC does not have perfect control of inflation, there will naturally be 
circumstances in which inflation deviates from its 2 percent target for a time, and in such 
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circumstances the FOMC' s objective would be to bring inflation back to 2 percent. In doing so, 
it will follow a balanced approach in promoting its dual objectives. 

• Would you be willing to deviate from the 2 percent target to goose employment in the 
short term? 

As noted above, 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 
assessment of its maximum level. These objectives are generally complementary. However, 
under circumstances in which the Committee judges that the objectives are not complementary, it 
would follow a balanced approach in promoting these two objectives, taking into account the 
magnitude of the deviations and potentially different time horizons over which inflation and 
employment are projected to return to levels the FOMC judges to be consistent with its 
objectives. 

2. Can you please describe the benefits provided by an explicit inflation target? 

Announcing an explicit longer-term goal for inflation to the public, as the Federal Open Market 
Committee (FOMC) did in its January 25, 2012 statement, has important benefits. As the 
Committee noted in its statement, "the Committee seeks to explain its monetary policy decisions 
to the public as clearly as possible. Such clarity facilitates well-informed decision-making 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." 

3. Can you describe why you chose to use the price index for personal consumption 
expenditures as the basis for your inflation target? 

The PCE price index covers a wide range of household spending, and therefore serves as a 
reasonable measure of the cost of living faced by households over time. While the same is also 
true of the Consumer Price Index (CPI), which is an alternative measure of consumer prices, the 
PCE price index has some advantages, including the fact that the PCE measure employs a 
formula for aggregating prices that better accounts for the changes in consumers' purchasing 
patterns that occur when relative prices change. 

• What measurement biases (either upward or downward) are associated with the PCE? 

Any price statistic (or economic statistic more generally) will suffer from some amount of 
measurement error, and there are probably several sources of measurement error in the PCE 
price index that keep it from being a perfect measure of the cost of living. These sources of 
measurement error are mostly inherited from the disaggregated CPis and Producer Price Indexes 
(PPis) that the Bureau of Economic Analysis uses to construct the PCE price index, and include 
the treatment of changes in the quality of goods; the introduction of new goods; changes in the 
mix of retail outlets; and changes in buying patterns in response to changes in relative prices. 



- 3 -

The Committee chose the PCE price index because it deals with these challenging measurement 
issues better than other available estimates of the cost of living. Price measurement remains an 
active area of academic research. 

• Are there times when the inflationary pressure from an overly accommodative 
monetary policy does not flow evenly down the goods and services channel, which is 
measured by the PCE price index, and the asset channel? Under such circumstances, 
would the PCE price index fail to reflect all of the price inflation that is occurring in the 
economy? 

It will generally be the case that monetary policy actions will have different effects on the prices 
of goods and services and on asset prices. (Indeed, policy actions can even have different effects 
across different goods and services, where this difference depends on things like the demand or 
cost structure of the industry producing the good or service.) In particular, prices for goods and 
services are current prices--that is, prices currently charged by producers for their output. Asset 
prices, by contrast, often incorporate expectations about future price movements--for example, 
the holder of a long-term bond will care about future inflation rates, while the price of a share of 
a company's stock will depend on the company's earnings prospects, which in turn depend on 
the prices that the company will have to pay for its inputs and the prices it will receive for its 
output in the future. The PCE price index attempts to measure current prices for a wide range of 
goods and services purchased by households, and does not seek to capture changes in asset 
prices. In formulating the stance of monetary policy, we pay close attention to a wide range of 
asset prices. We do this in order to ascertain the state of credit and financial markets as well as 
to understand and predict the evolution of the economy. 

• What supplemental measures of price inflation will the Federal Reserve use to make 
sure some price inflation is not escaping the PCE price index's net? 

In addition to the PCE price index, the Federal Reserve monitors (and will continue to monitor) a 
host of other price measures, including--but not limited to--the following. 

• The consumer price index (CPI), which provides an alternative gauge of consumer price 
inflation. 

• The producer price index (PPI), which reports wholesale prices for finished consumer and 
capital goods and which also reports separate price indexes for raw materials, semi-finished 
goods, and services. 

• The price deflater for the Gross Domestic Product, which measures prices for domestically 
produced output (and which therefore includes prices for capital goods, government 
purchases, and exports in addition to consumption prices). 
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In addition, the Federal Reserve monitors a number of measures oflabor costs, along with "core" 
inflation measures that exclude volatile prices such as those for food and energy (and which can 
therefore provide a better read of underlying inflation trends in real time). Finally, the Federal 
Reserve keeps track of various commodity price measures (such as oil, crop, and industrial 
materials prices). 

The reason for monitoring so many price measures is that alternative measures include different 
types of goods and services; moreover, even price measures with roughly similar scopes can be 
calculated in different ways. We believe that considering many different price measures imparts 
a degree ofrobustness to our analysis that would be absent if we focused on just one index. 

4. In your testimony, you said: 

To tlte fullest extent possible, federal tax and spending policy should increase 
incentives to work and save, encourage investment in workforce skills, stimulate 
private capital formation: promote research and development, and provide 
necessary public infrastructure. 

Economists widely acknowledge that the current federal income tax system is biased 
against saving and investment through the system's multiple layers of taxation of the same 
stream of income and the system's requirement that most business investments must be 
depreciated over time instead of expensed. The current system of worldwide taxation with 
foreign tax credits penalties U.S. multinational firms that are successfully selling American 
goods and services overseas. 

• Given these antigrowth biases of the present federal income tax system, if Congress 
were to replace the present individual and corporate income tax system with either (1) a 
Hall-Rabushka flat tax, or (2) a broad-based, single-rate consumption tax (such as the 
FAIR tax) with the initial rate set on a revenue-neutral basis, would such a fundamental 
tax reform achieve that objectives that you set in your testimony to increase the long:
term growth potential of the U.S. economy by increasing incentives to work and save, 
stimulating private capital formation, and promoting research and development? 

The decisions about the size and structure of our tax system have important consequences on 
economic efficiency, fairness, and the size of government. These decisions entail balancing 
many factors to implement policies that reflect our values and priorities as a nation. There is 
widespread agreement that our tax code is overly complicated and inefficient. A basic principle 
of public finance is that the economic efficiency of a tax system can usually be enhanced if tax 
rates can be lowered while at the same time the tax base is broadened in order to raise the same 
amount of revenue. Reforms that simplify the tax system and consequently lower effective tax 
rates could provide tangible economic benefits by reducing the resources necessary for 
households and businesses to comply with the tax code and by improving incentives to work and 
save. 
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Attachment 

1. Please provide an analysis of the impact of the reorganization of Deutsche Bank on the 
application of U.S. financial regulatory requirements to Deutsche Bank A G's U.S. 
operations. 

As explained in greater detail below, Deutsche Bank did not derive any immediate regulatory 
capital advantage from the recent reorganization of its U.S. operations. The reorganization 
would allow part of Deutsche Bank's U.S. operations (the reorganized Taunus Corporation 
(Taunus)) to avoid a change in its regulatory capital requirements in 2015. Deutsche Bank's 
U.S. operations, including Taunus, remain subject to supervision and examination by the Federal 
Reserve and other federal functional regulators. In addition, Deutsche Bank, like other large 
U.S. and foreign banking organizations doing business in the United States, will be subject to 
enhanced prudential standards as required by section 165 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act ("Dodd-Frank Act"). 

Deutsche Bank AG, Frankfurt, Germany, is a bank holding company that owns U.S. depository 
institutions, as well as a U.S. broker-dealer and other nonbank companies. Prior to its recent 
reorganization, Taunus, a wholly-owned subsidiary of Deutsche Bank, was the top-tier U.S. bank 
holding company in Deutsche Bank's organizational structure, controlling both the depository 
institution and non-bank subsidiaries of Deutsche Bank in the United States. 

Deutsche Bank terminated Taunus' status as a bank holding company by reorganizing the 
ownership of its U.S. depository institutions. Pursuant to the reorganization, Deutsche Bank's 
U.S. bank subsidiary and immediate parent bank holding company are no longer subsidiaries of 
Taunus. Because Deutsche Bank AG has remained a bank holding company following the 
reorganization, Taunus, as a subsidiary of a bank holding company, remains subject to 
supervision and regulation by the Federal Reserve. Taunus also remains the top-tier U.S. parent 
company of most of Deutsche Bank's U.S. nonbank operations, including its broker-dealer 
subsidiary. 

Following the reorganization, Deutsche Bank AG's remaining U.S. bank holding company and 
bank subsidiaries remain subject to minimum U.S. capital requirements. The most significant 
impact of the reorganization is that Taunus is no longer a bank holding company, and 
accordingly, is not required to calculate consolidated regulatory capital ratios under the Board's 
capital adequacy guidelines. Intermediate U.S. bank holding company subsidiaries of foreign 
banking organizations, such as Taunus, were eligible for an exemption from the Board's 
minimum capital requirements in certain circumstances. Under Supervision and Regulation 
Letter 01-01 (SR 01-01), as a general matter, an intermediate U.S. bank holding company that is 
owned or controlled by a foreign bank that is itself a financial holding company that the Board 
has determined to be well-capitalized and well-managed is not required to comply with the 
minimum requirements set forth in the Board's capital adequacy guidelines. A bank holding 
company relying on SR 01-01 is still required to calculate its regulatory capital ratios, and on a 
case-by-case basis, the Federal Reserve may require the bank holding company to meet a 
minimum capital requirement. 
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Section 171 of the Dodd-Frank Act (12 U.S.C. 5371) provides that intermediate bank holding 
company subsidiaries of foreign banking organizations that have relied on SR 01-01 must meet 
certain minimum capital requirements applicable to depository institutions beginning on July 21, 
2015. By its terms, section 171 does not apply to a top-tier foreign banking organization, such as 
Deutsche Bank AG, which is itself subject to consolidated capital rules by its home country 
supervisor, the BaFin in Germany. 

Before Deutsche Bank AG completed the reorganization of its U.S. operations, its then US.
domiciled bank holding company, Taunus, relied on SR 01-01. Accordingly, there was no 
immediate regulatory capital advantage to Taunus to de-register as a bank holding company. 
Without the reorganization, however, on and after July 21, 2015, Taunus would have become 
subject to minimum capital requirements in the United States. 

2. Would non-U.S. BHCs obtain a competitive advantage over U.S. BHCs by restructuring 
their U.S. operations in this or some other fashion? 

Generally, non-U.S. BHCs would not obtain a competitive advantage over U.S. BHCs by 
restructuring their U.S. operations. As a U.S.-domiciled nonbank subsidiary of a bank holding 
company, Taunus remains subject to the same activity limitations that it was subject to as an 
intermediate bank holding company. Further, Taunus and the individual U.S. nonbank entities 
controlled by Taunus continue to be subject to supervision and regulation by functional 
regulators and/ or the Federal Reserve, consistent with the functional regulation and supervision 
of U.S. nonbank subsidiaries ofU.S.-domiciled bank holding companies. 

Deutsche Bank AG's remaining U.S. bank holding company also remains subject to supervision 
and regulation by the Federal Reserve, and both the intermediate bank holding company and 
bank subsidiaries remain subject to the same capital requirements applicable to U.S. bank 
holding companies and banks, as well as to supervision and regulation by the Federal banking 
agencies. Deutsche Bank's U.S. branches and agencies, Taunus, and Deutsche Bank's other 
U.S. nonbank operations also remain subject to supervision and regulation by the Federal 
Reserve and other functional regulators, and the Securities and Exchange Commission remains 
responsible for the supervision of the broker-dealer subsidiary. In addition, Deutsche Bank AG 
will be subject to enhanced prudential standards under section 165 of the Dodd-Frank Act. 
Finally, the Federal Reserve's existing program for the supervision of foreign banking 
organizations requires that the firm be subject to comprehensive consolidated supervision and 
monitoring by its home country supervisor, and that the foreign banking organization be able to 
serve as a source of strength for its U.S. operations. 

3. Would section 117 of the Dodd-Frank Act, which provides for the continued application 
of certain prudential standards to firms that cease to be bank holding companies, apply to 
Deutsche Bank A G's U.S. subsidiary, Taunus? 

Section 117 of the Dodd-Frank Act (12 U.S.C. 5317) provides that a bank holding company with 
$50 billion or more in total consolidated assets that received financial assistance under or 
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participated in the Capital Purchase Program established under the Troubled Asset Relief 
Program (TARP) authorized by the Emergency Economic Stabilization Act of2008 (EESA) 
remains subject to the Board's supervision and regulation as ifthe holding company had been 
designated by the FSOC as a nonbank financial company supervised by the Board even if the 
company ceases to be a bank holding company. "Financial Assistance" is not defined under the 
Dodd-Frank Act, nor is the term used in EESA. However, section 101 of EESA (12 U.S.C. 
5211) authorized the Secretary of the Treasury to carry out the purposes of TARP by purchasing 
"troubled assets" from any financial institution, including equity and/or debt instruments in 
connection with the various programs implemented under TARP. 

To the knowledge of the Federal Reserve, neither Deutsche Bank AG nor any of its subsidiaries 
issued equity or debt instruments to Treasury under the TARP Capital Purchase Program, or 
otherwise received financial assistance under EESA. Accordingly, Deutsche Bank AG does not 
appear to be subject to the requirements under section 117 of the Dodd-Frank Act. 
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current capital rules. On August 8, 2012, the Federal Reserve, the Federal Deposit 

Insurance Corporation, and the Office of the Comptroller of the Currency extended the 

comment period on the NPRs until October 22, 2012. As noted in the release, the 

comment period was extended to allow interested persons more time to understand, 

evaluate, and prepare comments on the proposals. 

I hope you find this information helpful. 

Sincerely, 

?~ 
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Enclosure 

cc: The Honorable Elijah Cummings 



Attachment 

1. Given the extraordinarily low interest rates across the entire Treasury yield curve, can 
further easing cure "the country's sluggish growth and stubbornly high unemployment 
rate"? 

There is scope for further action by the Federal Reserve to ease financial conditions and 
strengthen the recovery. However, because short-term interest rates are already at very low 
levels, additional monetary accommodation requires the use of nontraditional policy tools, such 
as balance sheet actions or communication about the likely future course of policy. The expected 
benefits of these tools need to be balanced against their potential costs and risks when the 
Federal Open Market Committee ("FOMC" or "Committee") decides whether additional action 
is appropriate. Moreover, as I have noted many times in congressional testimony and elsewhere, 
monetary policy is not a panacea, and policymakers in many different arenas should carefully 
examine the steps they could take to foster a more vigorous recovery. That said, as noted in the 
July FOMC statement, the Committee will closely monitor incoming information on economic 
and financial market developments and will provide additional accommodation as needed to 
promote a stronger economic recovery and sustained improvement in labor market conditions in 
a context of price stability. 

2. Is the $1.5 trillion of cash in excess of the banks' reserve requirements "far more than 
enough to meet any unsatisfied demand" for prudent loans? 

The volume of excess reserves currently on the balance sheet of banks is a consequence of the 
Federal Reserve's asset purchases. By putting downward pressure on longer-term interest rates 
and contributing to a broader easing in financial market conditions, these asset purchases have 
helped to promote a stronger recovery than otherwise would have occurred, and to forestall the 
possibility of a slide into deflation. 

3. Does the $500 billion of reserves "that remain on bank balance sheets" substantially 
help the U.S. economy? 

The monetary accommodation provided by the Federal Reserve has substantially helped the U.S. 
economy by easing financial conditions relative to the conditions that would have prevailed 
otherwise. The easing in financial conditions has promoted economic activity through a variety 
of channels, including reducing the cost of capital, boosting the aggregate wealth of U.S. 
households, and improving the competitiveness of U.S. businesses in the global marketplace. In 
addition, the easing has helped the economy by preventing a dangerous slide into deflation. 

4. Does $100 billion or so held by foreign central banks significantly help the U.S. 
economy? 

Consistent with statute, the Federal Reserve provides a range of basic banking services to foreign 
official institutions, including deposit accounts and overnight placements of deposit balances in 
reverse repurchase agreements. In the current environment, foreign official institutions have 
elected to maintain substantial balances with the Federal Reserve. Although these balances do 
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not directly affect the implementation of monetary policy, they are helpful in their role as a 
counterpart to a portion of the Federal Reserve's securities holdings. As noted in earlier 
answers, by putting downward pressure on longer-term interest rates and contributing to a 
broader easing in financial market conditions, the Federal Reserve's asset purchases have helped 
to promote a stronger recovery than otherwise would have occurred, and to forestall the 
possibility of a slide into deflation. 

5. Given that monetary policy operates with long and variable lags, is the impact of 
Operation Twist complete at this time? If not, is it not premature to consider the next 
installation of quantitative easing? 

The influence of the initial phase of the maturity extension program is still working its way 
through the economic system, and monetary policy changes typically take several quarters to 
achieve their full effect on economic activity. Of course, the extension of the maturity extension 
program--announced at the conclusion of the FOMC's June meeting--is still in the very early 
phases of having its effect on the economy. Because monetary policy actions operate with a lag, 
the stance of policy must necessarily be set in light of a forecast of the future performance of the 
economy. Policymakers aim to ensure that the stance of policy is appropriate, given the latest 
indicators regarding the state of the economy and the health of the financial system. 

6. It appears that at the first sign of bad economic data, many market participants 
immediately begin calling for further easing. Does this reflect a learned behavior resulting 
from the Federal Reserve's prior apparent willingness to yield to market demands? 

As noted in the preceding answer, monetary policy must necessarily be set in light of a forecast 
of the future performance of the economy. Market participants understand that basic fact; as a 
result, when new information becomes available regarding the future state of the economy, they 
draw their own inferences regarding the likely future course of policy. The Federal Reserve 
engages in its own independent analysis of incoming information and sets the stance of policy in 
a way that will best promote, in its judgment, the dual mandate given by the Congress--to 
promote price stability and maximum sustainable employment. 

7. Does the Federal Reserve continue to maintain that it can raise interest rates sufficient 
to stop any inflation? Does political pressure limit the Federal Reserve's ability to 
sufficiently increase interest rates? 

The Federal Reserve will be steadfast in its adherence to the task of promoting the dual mandate 
given by the Congress--to promote price stability and maximum sustainable employment. We 
are confident that we have the tools to normalize the stance of policy at the appropriate time as 
the strength of the recovery improves. The Federal Reserve's independence gives it the latitude 
which is crucially important to pursue its statutory mandate without consideration of political 
factors. 



- 3 -

8. Will the Federal Reserve consider re-adopting the Taylor Rule approach to normalize 
monetary policy and prevent furthering risks to our economic stability in the long run? 

The Federal Reserve will use the entire repertoire of analytical tools currently exercised by 
central banks around the world in pursuit of its dual mandate. As part of the policy-setting 
process, the Federal Reserve consults a range of statistical and econometric tools that have been 
useful over the years for assessing the appropriate stance of policy. One set of tools consists of 
rules in the form of the ones commonly called "Taylor Rules." It is worth noting that some 
variants of these simple rules suggest that the Federal Reserve should maintain a highly 
accommodative stance of policy for some time. The Federal Reserve also consults other simple 
rules and other empirical frameworks in order to enhance the robustness of its policy-setting 
process. 

9. These statements are highly critical of recent Federal Reserve policies and constitute 
serious allegations. Does twisting the yield curve to push down long term interest rates 
obscure signals for potential economic growth, hide risks of inflation and alter returns on 
investment across the entire economy? 

The FOMC sets the stance of policy with a firm eye on the dual mandate given by the Congress-
namely, to promote price stability and maximum sustainable employment. In setting the stance 
of policy, the Committee is keenly attuned to the risks of inflation and other factors that could 
affect the future performance of the economy. The FOMC noted in its recent statement that it 
anticipates that inflation over the medium term will run at or below the rate that it judges most 
consistent with its dual mandate. 

10. Does reduced interest income to savers resulting from quantitative easing act as a tax 
on savers? Is it a transfer payment to debtors, including the U.S. government? Please note 
that in your response to Question No. 14 of my letter last year, you responded that the 
Federal Reserve's actions are intended to benefit everyone. 

It is in everyone's interest--savers and borrowers alike--to have an economy that is performing at 
the highest level of its capacity. The returns to long-term investment depend critically on the 
vitality of economic activity, the pace of inflation, and the stability of the financial system. The 
Federal Reserve is striving to promote these factors that bear so critically on economic well
being. 

11. If the answer to Question No. 10 is that you believe that reduced interest income does 
act as a tax then will the Federal Reserve calculate the extent of such a tax so that the 
current Administration can accurately evaluate the revenue associated with this tax when 
considering further tax policy recommendations? 

Please see my response for question 10. 
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12. Do you expect that if the financial institutions lose confidence in the Federal Reserve's 
ability or willingness to continue to manipulate long term interest rates downward, then 
long-term interest rates would rise quickly and substantially? 

Maintaining credibility and confidence is critically important to the maintenance of the Federal 
Reserve's effectiveness. To that end, the Federal Reserve acts in ways that are transparent, 
predictable, and readily understandable in light of the dual mandate given by the Congress--to 
promote price stability and maximum sustainable employment. 

13. Do you expect that lenders would tend to defer providing long term loans until after 
the market corrects, particularly if the loan under consideration would be considered 
relatively less liquid? 

Lenders will determine the profitability of extending long-term loans based on a complex set of 
considerations, including not only the rate on the loan but also the cost of funds to the lender and 
the creditworthiness of the borrower. To the extent that lenders anticipate that the Federal 
Reserve will take the steps necessary to foster its dual mandate of maximum employment and 
stable prices, they will be more willing to provide credit to would-be borrowers. 

14. Given the changes to the derivatives markets stemming from the Dodd-Frank Act and 
CFTC and SEC regulation, have the regulatory compliance costs associated with hedging 
transactions increased dramatically? 

Most compliance costs associated with CFTC and SEC regulations relate to the business conduct 
and risk management standards of the dealer offering swap contracts to its clients rather than to 
the clients themselves. The agencies issuing these regulations would be in a better position to 
assess any compliance costs. 

15. To the extent that Dodd-Frank requires trading on clearing exchanges or posting 
margin, does this create substantial cash flow challenges that may act as an additional 
barrier to hedging transactions? 

Non-financial entities that use swaps for hedging business risks are exempt from clearing 
requirements that would require the posting of margin. Financial entities will be required to post 
initial and variation margin in their swap activities. Variation margin requirements that 
crystallize both gains and losses that have already occurred do not represent a drain on overall 
cash flow. Initial margin requirements which result in liquid resources being tied up for the 
duration of a swap contract may represent a cash flow challenge to some hedging transactions. 
At the same time, however, the provision of initial margin effectively secures the transaction in a 
way that may result in more favorable pricing terms that will at least in part offset the cash flow 
burden, making the net effect unclear. 
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16. Does the increased interest rate and credit risk that would result from an anticipated 
bond market correction, or, alternatively, the use of more expensive hedges to mitigate that 
risk, impose a substantial barrier to new loan issuance today? 

Long-term interest rates embed expectations about the future course of short-term interest rates. 
To the extent that short-term rates are expected today to rise in the future, those expectations will 
be reflected in the rates offered on longer-term loans. Survey evidence indicates that one 
important impediment to increased lending today is lack of demand for new loans by qualified 
borrowers. By supporting the economic recovery, the Federal Reserve's asset purchases should 
help to ease loan supply and strengthen loan demand and so boost overall bank lending. While 
the strains in the housing market continue to hamper the growth of mortgage credit, bank loans 
to businesses have been expanding at a solid pace for several quarters. 

17. As a result of the scenarios described in Question Nos. 13 through 16 above, do Federal 
Reserve policies create incentives to invest in Treasury bonds and avoid issuing riskier and 
less-liquid loans to businesses? 

Federal Reserve policies currently in place have the effect of driving down prospective yields on 
very safe assets such as Treasury securities. If the yields and prices on alternative assets (aside 
from Treasuries) did not adjust, then those alternative assets would suddenly have become a 
relatively better deal in the financial marketplace. Accordingly, an important collateral effect of 
Federal Reserve policies is to encourage investors to shift out of Treasuries and into other asset 
classes. Through this process, the initial impulse of the Federal Reserve's move to increase its 
holdings of Treasury securities is transmitted into other assets. 

18. Are financial institutions executing carry trades on U.S. Treasuries, wherein these 
institutions rely on short term repo transactions to fund investments in longer-dated 
Treasury notes and bonds? 

A significant volume of Treasury securities are financed in repo markets. However, the bulk of 
this activity does not reflect investors engaged in traditional carry trades, which exploit 
differences between shorter-term and longer-term interest rates, but rather the funding of 
inventories by securities dealers as part of their normal market-making activities. Nonetheless, 
as evidenced during the crisis, maturity mismatches stemming from the repo financing of 
Treasuries can expose securities firms and other financial institutions to significant liquidity and 
funding risks. However, the volume of Treasuries financed in the repo market has declined since 
the crisis, and financial institutions have strengthened their capital and liquidity positions and so 
are better able to manage such risks. 

The Federal Reserve and other federal regulators are actively working to further strengthen the 
risk management at financial firms through enhanced supervision and structural reforms. 

19. Will the central banks be able to [buy on an emergency basis], given that they have 
already expanded their balance sheets? 
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Such situations are quite unlikely. That said, the Federal Reserve continues to have the 
necessary tools to deal with any foreseeable emergency situation. 

20. Is a bond market correction likely to occur when the Federal Reserve reduces the size 
of its portfolio? 

The Committee has indicated that it will normalize the size of its balance sheet through gradual 
pre-announced sales in order to ensure that markets have an appropriate amount of time to make 
adjustments. Nonetheless, yields on longer-term assets are lower now than they will be once the 
economy has returned to a cyclically more-normal position. The Federal Reserve will calibrate 
the stance of its policy, including the level of the federal funds rate and the size of its securities 
holdings, to the state of the economy, aiming always to promote the mandate given by the 
Congress--namely, to promote price stability and maximum sustainable employment. 

21. Is Mr. Kessler's view on the impact of Staples and Google on our economy accurate? 

The continual regeneration of the structure of the economy and the composition of business 
activity is a critical part of a capitalist economy. Without that regeneration, the productivity of 
the economy and the efficiency of capital allocation would be severely damaged. 

22. Is productivity enhanced through creative destruction? 

Productivity is enhanced by maintaining a flexible and dynamic economy that allows for the 
continual reallocation of capital toward its most efficient uses. Productivity is also affected by a 
range of government actions, including the characteristics of the tax code and the quality of 
education that society provides, to name just two. 



The Honorable Tim Johnson 
Chairman 
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August 27, 2012 

Committee on Banking, Housing 
and Urban Affairs 

United States Senate 
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Dear Mr. Chairman: 

DANIEL K. TARULLO 

MEMBER OF THE SOARD 

Enclosed are my responses to the written questions you submitted following the 

June 6, 2012 hearing before the Committee on Banking, Housing, and Urban Affairs. A 

copy has also been forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Sincerely, 

Enclosure 



Questions for the Honorable Daniel K. Tarullo, Member, Board of Governors of the 
Federal Reserve System, from Chairman Johnson: 

1. You have stated that your agency is in the process of internally reviewing the 
transactions involved in the JP Morgan Chase & Co. (JPMorgan) trading loss, including 
identifying any "potential gaps within the firm's overall risk management." Mr. Curry has 
additionally stated that the Office of the Comptroller of the Currency (OCC) will be 
assessing how it can improve supervisory processes at the OCC. What gaps have you 
identified at the bank and as supervisors? How many staff members are ordinarily 
involved in supervising JPMorgan, and how many additional staff have you dedicated to 
this review? 

JPMorgan Chase did not have appropriate reporting and risk limits in place within the CIO 
function to manage a large long/short credit derivatives portfolio. Furthermore, the limits that 
did exist were too large in magnitude in several instances, and sustained limit exceptions appear 
to have been tolerated. Independent control functions failed to properly challenge the CIO front 
office, and there were observed deficiencies in the firm's risk model governance. In other words, 
the behavior of the CIO represented a significant risk management failure. 

As further discussed in the response to question 2, this matter highlights the challenge that 
supervisors face in identifying evolving risk profiles when a bank's internal risk reporting is 
deficient - this can also have the effect of rendering the firm itself unable to monitor and escalate 
emerging risks and vulnerabilities. 

Regarding the staffing of the JPMC on-site team and CIO review, there are approximately forty
three staff members of the Federal Reserve Bank ofNew York on-site at the firm, including two 
analysts on rotations and exclUsive of administrative support. There are approximately twenty 
staff members of the Reserve Bank involved in the CIO review, including those working on the 
review on a part-time basis. Fourteen of these twenty staff members are part of the on-site team 
and six are from other parts of the bank supervision function. In addition, senior members 
throughout the Federal Reserve's supervision function- who have responsibilities for JPMC 
broadly via the Federal Reserve's internal governance/committee structure-have been engaged 
on the CIO review on a part-time basis. Two staff members at the Board of Governors have 
dedicated significant time to the CIO review. The Federal Reserve staff has been working 
closely with the staff of the OCC in reviewing this matter. 

2. Both you and Scott Alvarez, the Federal Reserve Board's General Counsel, made 
statements indicating that the Fed's supervisory abilities were limited because of flawed 
information from the bank and that "unless there is reporting on more specific 
products •.. our normal look at market information would not have revealed this ... It has to 
come internally [from the institution]." What is the role of institution-generated 
information in your agency's assessment of an institution's risk management? Please 
describe the process and importance of how your agency independently verifies that any 
information a company provides is accurate. 
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The role of"institution-generated" information is vital to our assessment of an institution's risk 
management and financial position. Along with regulatory reports required by the Federal 
Reserve, internal risk information and reporting are among the primary sources by which the 
Federal Reserve monitors changes in the risk profiles of the institutions that it supervises. 
Supervisors conduct exams to assess the robustness of firms' internal systems and controls, and, 
based on these exams, perform transaction testing on a sample basis to validate the veracity of 
information received. Supervisors also compare information provided by firms to other sources 
when available - e.g., DTCC, other supervised institutions who serve as trading counterparties, 
etc. However, it is not possible for supervisors to independently source or verify all infonnation 
required to gain insights into every position a large institution may take. Accordingly, the 
Federal Reserve and other supervisors must, to a greater or lesser degree, rely on the same 
information and reports that are provided to senior management so that it may monitor, assess, 
and address risks in the organization. 

The recent trading losses at JPMorgan Chase have served to remind us of the fundamental 
importance of capital regulation in our prudential oversight of the largest financial firms. While 
robust bank capital requirements cannot alone ensure the safety and soundness of the financial 
system, they are central to appropriate financial regulation precisely because a company with 
adequate capital will be able to absorb a variety of losses, including those that are unexpected. 

3. In a response before this Committee to a question on risk modeling, you suggested that 
the type of modeling that financial firms do to understand their risk of losses are not 
oriented toward tail risks. What do you mean by tail risk, and what are the expectations of 
the Federal Reserve Board for institutions to manage its tail risk? What should the role of 
modeling be in an institution's risk management? 

Tail risk involves vulnerabilities to future states of the world that are very severe yet plausible. 
Given that such scenarios are rather unlikely, they are not generally considered or captured using 
traditional statistical techniques such as value-at-risk. Currently the largest institutions use a 
range of practices that attempt to capture and manage tail risk. My comment referred to the fact 
that, on balance, the industry is still relatively reliant on statistical risk measures and could do 
more to focus efforts on understanding and managing the potential for extreme outcomes. 

With respect to the role of modeling within risk management, models are a necessary tool for 
managing a bank's market risk. However, trading limits around modeled losses should be 
complemented with limits on other metrics, such as balance sheet size and notional values of 
positions. Furthermore, an institution should not be overly reliant on a single risk metric. 
Rather, limits should exist for a variety a metrics, both at the individual business unit level and 
for the firm in the aggregate. 

4. At the Committee's hearing where Jamie Dimon, Chairman of the Board, President and 
Chief Executive Officer of JPMorgan testified, Mr. Dimon indicated that while the 
company has a compensation clawback policy in place, that authority has not been 
exercised. For the largest bank holding company the Federal Reserve regulates, are you 
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aware of any bank exercising a clawback of compensation when major mistakes are made? 
Is it important for Boards of Directors of bank holding companies to utilize their claw back 
authority to deter other employees from making the same mistakes, and correct some of 
the misaligned pay incentives we saw leading up to the recent financial crisis? 

Incentive compensation arrangements are critical tools in the successful management of financial 
institutions. However, these compensation arrangements can also provide employees with 
incentives to take imprudent risks that are inconsistent with the long-term health of a firm. 
Recognizing this risk, the federal banking agencies developed joint Guidance on Sound Incentive 
Compensatioi:i Policies ("Guidance") that is intended to assist banking organizations in designing 
and implementing incentive compensation arrangements and related policies and procedures that 
effectively consider potential risks and outcomes. 

Firms use several tools in meeting this purpose including clawback clauses that operate to 
recover awards/monies previously paid to and received by employees. Clawback clauses are 
distinct from deferral arrangements, which operate to cancel awards or reduce payouts that have 
not been paid to the employee. 

Historically, clawback clauses have been limited to cases of misconduct or significant financial 
restatements, while deferral arrangements have addressed a broader range of risk-taking 
behaviors. In recent years, in part in response to our Guidance and supervisory efforts, finns 
have broadened the scope and application of both clawback clauses and deferral arrangements to 
address a broader range of risk-taking behaviors. In our efforts to implement the Guidance, the 
FRB encourages firms to utilize these broader considerations in both clawback clauses and 
deferral arrangements to balance employees' risk-taking incentives. We agree that it is important 
for Boards of Directors of bank holding companies to utilize their clawback authority to deter 
other employees from making the same mistakes and to correct some of the misaligned pay 
incentives. 
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CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 
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Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Chairman Johnson: 

1. Before the House Financial Services Committee on February 29th, in a response to 
Representative Velazquez, you said that "There are some reasons why lending has fallen, 
which no doubt will improve over time. But I think it's still the case that we're a little bit 
too far on this side of the -- th.e pendulum has swung a little bit too far." To strengthen the 
economic recovery, I think it is important to find the right balance between safe and sound 
lending and making loans to credit worthy borrowers. What steps has the Fed taken to 
ensure the pendulum is swinging in the right direction? Is there anything else the Fed can 
do? 

A critically·important step taken by the Federal Reserve to support the economic recovery and 
improve the pace of lending has been to ease the stance of monetary policy. The easing has 
taken three main forms: First, we aggressively reduced the interest rate that we traditionally 
have relied on as our main policy tool. Since late 2008, that rate--known as the federal funds 
rate--has been essentially at its zero lower bound. Second, we have provided participants in 
financial markets much greater clarity about where we see the federal funds going in the future. 
In the statement released after its September meeting, the Federal Open Market Committee stated 
that "exceptionally low levels for the federal funds rate are likely to be warranted at least through 
mid-2015." Third, we have purchased longer-term Treasury and agency securities, with the goal 
of bringing down longer-term interest rates and improving conditions in markets in which many 
households and businesses borrow, including mortgage markets. In our judgment, these steps 
have caused financial and economic conditions to be much better than they otherwise would 
have been. 

The Federal Reserve has also taken several actions using its supervisory authority to promote 
lending to creditworthy households and businesses: 

• In conjunction with other federal banking regulators, we issued interagency policy statements 
to reinforce our position that, while maintaining appropriately prudent standards, lenders 
should do all they can to meet the legitimate needs of creditworthy borrowers (Interagency 
Statement on Meeting the Needs of Creditworthy Borrowers, November 12, 2008; 
Interagency Statement on Meeting the Credit Needs of Creditworthy Small Business 
Borrowers, February 5, 2010). We also issued guidance that encourages banks to work 
constructively with borrowers experiencing financial distress and provides specific examples 
of ways in which banks can prudently restructure commercial real estate transactions to the 
benefit of both banks and their borrowers (Supervision and Regulation Letter 09-4, "Prudent 
Commercial Real Estate Loan Workouts," October 30, 2009). 

• To support these statements, we have held training sessions for lenders in order to promote 
awareness about both the credit environment and available lending guidance and resources 
(Addressing the Financing Needs of Small Businesses, July 12, 2010). And we have 
continued to train bank examiners to use a balanced approach to reviewing banks' credit 
policies and practices with respect to lending. 
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• Along with the other federal banking agencies, the Federal Reserve assisted the Treasury 
Department in implementing its Small Business Lending Fund program (SBLF), which was 
established by the Small Business Jobs Act of2010. The SBLF is intended to facilitate new 
lending to creditworthy small business borrowers by providing affordable capital support to 
community banks. 

• We have also looked into specific concerns raised about the examination process and its 
effect on banks' willingness to lend. For example, during 2011, we reviewed commercial 
real estate loan classification practices to assess whether examiners were properly 
implementing the interagency policy statement on workouts of commercial real estate loans. 
We analyzed documentation for more than 300 loans with identified weaknesses in six 
Federal Reserve Districts. We found that Federal Reserve examiners were appropriately 
implementing the guidance and were consistently taking a balanced approach in detennining 
loan classifications. Moreover, the documentation we reviewed indicated that examiners 
were carefully considering the full range of information provided by bankers, including 
relevant mitigating factors, in determining the regulatory treatment for the loans. More 
recently, we investigated reports from some banks that examiners were inappropriately 
criticizing performing commercial loans. We found no evidence that Federal Reserve 
examiners were deviating from well-established supervisory practices and rules for 
classifying commercial loans. 

• During 2012, we issued guidance to examiners stressing the importance of promptly 
upgrading a bank's supervisory rating when warranted by a sustainable improvement in its 
condition and risk management (Supervision and Regulation Letter 12-4, "Upgrades of 
Supervisory Ratings for Banking Organizations with $10 Billion or Less in Total Assets," 
March 1, 2012). Some analysis has indicated that, all else being equal, banks with lower 
supervisory ratings tend to lend less; prompt upgrades by supervisors when such upgrades 
are appropriate may thus ease an unnecessary constraint on lending. 

The Federal Reserve continues to evaluate options to improve credit conditions and is committed 
to taking additional steps as needed to facilitate a balanced lending climate that ensures access to 
loans for credit worthy borrowers. 

2. I have heard some concerns about the liquidity coverage ratios promulgated under the 
Basel III Committee and specifically the exclusion of agency debt from Level 1 assets. 
Some suggest that this might encourage U.S. financial institutions to bulk-up on Treasuries 
and cash. Also, there are concerns that small financial institutions will have to hold and 
buy Treasuries at much higher levels than they currently do, further impacting their ability 
to lend. What do you think about these concerns? And would this exclusion put U.S. 
institutions at a disadvantage to their European counterparts? 

The Board, in conjunction with the other U.S. federal banking agencies, anticipates undertaking 
a domestic rulemaking in the United States based on the international liquidity standards 
established by the Basel Committee on Banking Supervision (BCBS) in 2010 (Basel III liquidity 
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framework). The Basel III liquidity framework, like BCBS capital standards, applies to 
"internationally active" institutions. In the U.S., these are banking organizations with 
$250 billion or more in consolidated assets or $10 billion or more in foreign exposure. The 
Board has not determined that it is appropriate to apply the Basel III liquidity framework to 
community banking organizations. 

The Board, along with the other U.S. federal banking agencies, carefully considers the 
appropriate scope of application when implementing any Basel standard or other prudential 
standard in the United States, including the impact of such standard on institutions of various 
sizes and complexity. In addition, the particular characteristics of U.S. markets and the U.S. 
banking system and the impact of new prudential standards on relevant markets, including 
competitive factors, are important concerns the Board takes into account when developing a 
rulemaking. In this respect, the Board would carefully consider the appropriate categorization of 
assets when implementing the Basel III liquidity framework. 

Any proposal the Board puts forth to implement the Basel III liquidity standards would be 
subject to a notice and comment process. We will carefully consider your comments and any 
others we receive regarding these proposals. 

3. As regulators implement the Wall Street Reform Act --which I believe is critical to 
returning our economy to sustainable growth -- I've heard a wide range of concerns about 
the proposed Volcker Rule. Specifically, once the rule is finalized, which agency will take 
the lead to interpret, supervise, and ultimately enforce the final rule? 

Section 619(b)(2) of the Dodd-Frank Act itself divides authority for developing and adopting 
regulations to implement its prohibitions and restrictions between the Federal Reserve, the OCC, 
FDIC, SEC, and CFTC based on the type of entities for which each agency is explicitly charged 
or is the primary financial regulatory agency. The statute also requires these agencies, in 
developing and issuing implementing rules, to consult and coordinate with each other for the 
purposes of assuring that such rules are comparable and to provide for consistent application and 
implementation. Under the statutory framework, the CFTC is the primary federal regulatory 
agency with respect to a swap dealer and the SEC is the primary financial regulatory agency with 
respect to a security-based swap dealer; the Federal Reserve is explicitly charged with issuing 
regulations with respect to companies that control an insured depository institution, including 
bank holding companies. The OCC, Federal Reserve, and FDIC must jointly issue rules to 
implement section 619 with respect to insured depository institutions. 

To enhance uniformity in both rules that implement section 619 and administration of the 
requirements of section 619, the Federal Reserve, OCC, FDIC, SEC and CFTC have been 
regularly consulting with each other in the development of rules and policies that implement 
section 619. The rule proposed by the agencies to implement section 619 contemplates that 
firms will develop and adopt a single, enterprise-wide compliance program and that the agencies 
would strive for uniform enforcement of section 619. 
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CHAIRMAN 

This is in response to your letter of October 16, 2012, concerning the results of 
the Office oflnspector Generals' audit of the small community bank examination 
process. As you note in your letter, the results of the audits revealed a number of positive 
indicators. 

The August 2012 audit report prepared by the Board of Governors of the Federal 
Reserve System's Inspector General ("OIG") concluded that our examination oversight 
and structure is designed to ensure consistency of state member bank examinations. The 
audit also found that, on average, Reserve Banks are issuing examination reports within 
the time frames required by the Board's Commercial Bank Examination Manual. The 
OIG report included one recommendation to improve the reliability of the data in the 
National Examination Data System database, which I discuss below. 

The OIG recommended that we improve the controls for verifying the accuracy of 
the data entered into the National Examination Data System database. We agree with the 
recommendation. Beginning this year we have incorporated a review of our data 
maintenance practices within the Federal Reserve System into our Reserve Bank 
Operations Review program. As part of that initiative, we will be enhancing our 
management reporting that pertains to data quality. We intend to use these measures on 
an ongoing basis within the Reserve Banks to improve our quality assurance measures 
and provide increased reporting to management. These new initiatives are in addition to 
our ongoing data monitoring in which we continually modify and strengthen our data 
editing processes. 

You also asked that we discuss any other planned enhancements to supervisory 
processes for community banks. In recent years, the Board has taken a number of steps 
to enhance its communication with community banks to ensure that their views on the 
supervisory process are considered. In 2009, the Board established a subcommittee to 
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focus on supervisory approaches to community and regional banks. A primary goal of 
the subcommittee is to ensure that the development of supervisory guidance is informed 
by an understanding of the unique characteristics of community and regional banks and 
consideration of the potential for excessive burden and adverse effects on lending. In 
addition, in 2010, the Board established the Community Depository Institutions Advisory 
Council to provide input on the economy, lending conditions, and other issues of interest 
to community banks. Members include representatives of banks, thrift institutions, and 
credit unions. 

Feedback from community bankers has consistently pointed to increasing 
regulatory burden as a concern. Last year, the Board's subcommittee on community and 
regional banks asked that a series of initiatives be developed to clarify regulatory 
expectations, alleviate burdens where possible, and reduce the potential that supervisory 
actions could curtail lending. In response, Federal Reserve staff initiated a number of 
projects to enhance supervision practices and alleviate some of the burdens that have 
been of concern. 

Several of these projects aimed to revise or clarify guidance. We issued guidance 
that reiterated to our examiners when supervisory rating upgrades may be considered for 
community banks recovering from the effects of the recent crisis. 1 We also issued 
guidance to enhance the transparency and consistency of assessments of the adequacy of 
banks' allowances for loan and lease losses, and to clarify capital planning expectations 
for community banks.2 Other projects are intended to improve our examination processes 
by reviewing exam preparation procedures to ensure that report findings are clearly 
communicated and fully consistent with information provided to bankers during exit 
meetings, developing and adopting common technology tools across the System to 
improve efficiency and potentially reduce burden on supervised companies, and 
evaluating applications-processing procedures to enhance transparency and identify 
opportunities for streamlining. 3 

With regard to appeals, you asked for feedback on why the formal usage of the 
appeals process is low and any plans by the Federal Reserve to improve awareness of the 
appeals process by regulated institutions. We agree that institutions prefer to work out 
issues informally with their regulators, which contributes to the low volume. In addition, 

1 On March 1, 2012, the Federal Reserve issued guidance describing the factors that examiners are to 
consider when evaluating whether to upgrade an institution's supervisory ratings. The guidance (SR letter 
12-4) is accessible at: http://www.federalreserve.gov/bankinforeg/srletters/srl204.pdf. 
2 On May 14, 2012, the Federal Reserve issued guidance on stress testing requirements that clarified that it 
does not apply to community banking organizations, defined as institutions supervised by the Federal 
Reserve with consolidated assets ofless than $10 billion. The guidance (SR letter 12-7) is accessible at: 
http://www.federalreserve.gov/bankinforeg/srletters/sr 1207 .htm. 
3 On July 11, 2012, the Federal Reserve established an optional process for community banks to request 
advance guidance and feedback from the Federal Reserve prior to filing a formal application, when 
considering bank and nonbank acquisitions, and other types of proposals. The guidance (SR letter 1-12 
CA 12-1 I) is accessible at: http://www.federalreserve.gov/bankinforeg/srletters/sr 1212.pdf. 
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the Board's Ombudsman receives a broad range of inquiries from supervised institutions 
that serves to address concerns or problems outside of the appeal mechanism. 

You also asked if we routinely ensure that institutions are made aware of the 
ability to appeal at the examination exit meeting. This is not currently a required 
practice, and communications are handled individually by Reserve Banks. That said, the 
Board's Ombudsman publishes information about the Federal Reserve's appeal~ policy 
on the Board's public website and works very hard to inform supervised institutions of 
the policy requirements and deadlines for filing an appeal. In a small number of 
instances where an appeal deadline would not have been met, the Federal Reserve 
worked with the supervised institution to provide an extension for the filing deadline. 
We are in the process of evaluating ways to improve our overall communications on the 
appeals process, and there are policy revisions under consideration to increase 
transparency and establish greater consistency across Reserve Banks with regard to the 
consideration of appeals. 

I hope this information is helpful to you. 

Sincerely, 



matter. 



1, 

matter. 
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Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve Svstem, from Chairman Johnson: 

2. Critics of Wall Street Reform claim that the law is holding back the economic recovery. 
What has had a greater impact on high unemployment today-the Wall Street Reform Act 
or the ineffective regulations that led to the financial crisis? Can you offer examples of how 
the financial system is now safer as a result of policies that the Fed has implemented 
pursuant to the Wall Street Reform Act? 

The recent financial crisis demonstrated that some financial companies had grown so large, 
leveraged, and interconnected, that their failure could pose a threat to overall financial stability. 
The crisis also exposed significant weaknesses in banking organizations' internal management 
and stress testing practices, as well as deficiencies in the regulators' toolkit to address them. In 
addition, the amount of high-quality capital held by banking organizations globally was 
insufficient to absorb losses that banking organizations experienced during that period. 
Insufficient liquidity and associated risk management practices also directly contributed to the 
failure or near failure of many companies and exacerbated the crisis. To address these and other 
weaknesses, the Federal Reserve has taken various steps to improve the regulation and 
supervision of individual firms to enhance their resiliency in times of stress, as well as the 
resiliency of the financial system as a whole. These measures have been taken pursuant to the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), as well as the 
Federal Reserve' s authority as the supervisor of various financial institutions. 

For example, in January 2012, the Board published for comment proposed rules that would 
implement the enhanced prudential standards and early remediation requirements of sections 165 
and 166 of the Dodd-Frank Act. The proposal generally applies to all U.S. bank holding 
companies with total consolidated assets of $50 billion or more and nonbank financial companies 
that the Financial Stability Oversight Council has designated for supervision by the Board 
(covered companies). The proposal addresses issues such as capital, liquidity, single 
counterparty credit limits, stress testing, risk management, and early remediation requirements. 
The Board intends to supplement the enhanced risk-based capital and leverage requirements 
proposed in January 2012 with a subsequent proposal to implement a quantitative risk-based 
capital surcharge for covered companies or a subset of covered companies. To further 
implement the provisions of sections 165 and 166 of the Dodd-Frank Act, the Board issued 
proposed rules in December 2012 to strengthen the oversight of the U.S. operations oflarge 
foreign banking organizations, including measures regarding early remediation, capital stress 
testing, overall risk management, and enhanced risk-based and leverage requirements for these 
organizations. These proposals are aimed at strengthening the regulatory framework to address 
the risks that large, interconnected financial institutions pose to U.S. financial stability. 

In addition, in June 2012, the Board and the other federal banking agencies issued three notices 
of proposed rulemaking that would effectively result in increasing the quantity and quality of 
capital held by banking organizations. The proposed rules would introduce a new common 
equity tier 1 capital requirement, raise existing minimum tier 1 capital requirements, and 
implement a capital conservation buffer to increase the resiliency of all banking organizations 
during times of economic and financial stress. The proposed rules would also be incorporated 
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into the enhanced standards for covered companies discussed above. These measures are 
designed to help address the shortcomings in the international capital standards exposed during 
the crisis and build additional capacity into the banking system to absorb losses in times of future 
market and economic stress. The proposals also would enhance the risk-sensitivity of the 
agencies' capital requirements by revising the calculation of risk-weighted assets for certain 
exposures to address weaknesses identified in the capital framework in recent years. 

The Federal Reserve has also been working to embed its supervisory practices within a broader 
macroprudential framework that focuses not only on the conditions of individual firms but also 
on the health of the financial system as a whole. Even before the enactment of the Dodd-Frank 
Act, the Federal Reserve had begun to overhaul its approach to supervision to better achieve both 
microprudential and macroprudential goals. For example, in 2009, the Federal Reserve created 
the Large Institution Supervision Coordinating Committee, which oversees the supervision of the 
most systemically important financial finns. Another important example of the Federal 
Reserve's strengthened, cross-firm supervisory approach is the Comprehensive Capital Analysis 
and Review, through which the Federal Reserve assesses the internal capital planning processes 
of the largest bank holding companies and evaluates their capital adequacy under a very severe 
hypothetical stress scenario. Largely as a result of these efforts and the Federal Reserve's action 
during the crisis, the aggregate amount of tier 1 common for the 19 largest bank holding 
companies increased by more than $300 billion between 2009 and 2012. The Federal Reserve 
also routinely uses macroprudential tools in analyzing the potential consequences of significant 
economic events for the individual firms it supervises and for the financial system as a whole. 

The proposed enhanced prudential standards and regulatory capital requirements, as well as other 
additional steps that the Federal Reserve has taken in response to the crisis and pursuant to the 
Dodd-Frank Act, are designed to strengthen the banking system and the financial system as a 
whole by strengthening regulatory requirements and the supervision of the most systemically 
important financial firms. 

3. Do you think that the policy changes announced at the recent E.U. summit go far 
enough toward solving the European financial crisis? How will U.S. banks be affected by 
the proposed Eurozone banking union? 

At their late June summit, European leaders agreed on a number of measures to address the 
financial crisis. These included, among other steps, establishing a single supervisory mechanism 
for European banks and, once such a mechanism is in place, enabling the European Stability 
Mechanism (ESM), the permanent euro-area backstop facility, to recapitalize banks directly. 
Subsequently, European leaders have also made progress in enhancing regional policy support 
for vulnerable euro-area countries. The European Central Bank (ECB) has announced a program 
that would enable it to purchase sovereign debt in order to address market distortions and contain 
bond yields. Countries benefitting from ECB support will have to enter into assistance programs 
and commit to achieving appropriate conditions prior to ECB assistance. 
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These developments have helped ease stresses in European financial markets and hold out the 
hope of further progress toward resolution of the crisis. However, European leaders must follow 
through on their commitments by agreeing to specific, detailed plans and then implementing 
them. Market participants have reacted favorably to announcements of the ECB's new bond 
purchase framework, but more work must be done to operationalize this strategy. By the same 
token, further agreements among European authorities will be required before the single 
supervisory mechanism for banks can be put in place. Additionally, if a full resolution of 
Europe's difficulties is to be achieved, these regional initiatives must be complemented by 
further actions in the vulnerable countries themselves to improve public finances, strengthen 
banking systems, and promote pro-growth structural reforms. 

Euro-area banks currently are supervised by 17 national supervisors. Establishing a single 
supervisory mechanism should help to streamline supervisory compliance costs, further the 
integration of the European financial market and make it easier for international banks, including 
U.S. banks, to conduct business within and across euro area countries. Moreover, tougher and 
more consistent bank supervision in Europe should reduce the frequency and severity of 
financial distress of European banks and hence contribute to global financial stability. 

4. What are the barders preventing homeowners who are current on their mortgage 
payments from refinancing? Could legislation address those barriers, and how would such 
legislation help with economic recovery? 

Low credit scores or levels of home equity make it difficult for many borrowers to refinance 
their mortgages. Initiatives such as the Home Affordable Refinance Program (HARP) and the 
streamlined refinance program offered by the Federal Housing Administration (FHA) have 
reduced or eliminated these barriers for many borrowers with loans guaranteed or insured by 
Fannie Mae, Freddie Mac, or FHA. However, borrowers whose loans are held in bank portfolios 
or private-label mortgage-backed securities, as well as borrowers who have already refinanced 
through HARP, often face significant obstacles to refinancing if their credit scores or home 
equity fall below certain levels. The Monetary Policy Report submitted to the Congress on 
July 17, 2012, and the staff housing paper sent to the Committee on Banking, Housing, and 
Urban Affairs on January 4, 2012, provide further discussion of these issues. 

The Congress could facilitate refinancing for these borrowers by legislating changes to HARP or 
the FHA refinancing program or by creating a new refinancing program. In designing such 
legislation, the Congress would have to consider how to balance the interests of borrowers, 
taxpayers, and investors. A refinancing program might provide a small boost to aggregate 
consumer spending, decrease the incidence of mortgage default, and improve consumer 
confidence, but the size of such effects is difficult to predict. 

5. The Fed is proposing a set of rules implementing Sections 165 and 171 of the Wall Street 
Reform Act and the Basel III agreements. These rules would apply to insurance companies 
organized as thrift holding companies or designated as nonbank financial SIFis. Did the 
Fed consult with the Federal Insurance Office (FIO)? Do you anticipate that you will 
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consult regularly with FIO as you engage in rulemakings that impact insurance 
companies? What else is the Fed doing to develop its insurance expertise? As part of these 
rulemakings, what steps did the Fed take to analyze the differences between banks and 
insurance companies and to incorporate those findings into the rulemakings? Do you think 
that the recent actions and rulemakings of the Fed appropriately recognize the differences 
between insurance companies and banks? 

Board staff has consulted with the Federal Insurance Office on issues related to capital 
requirements, stress testing, and insurance matters generally. Board staff also met with industry 
representatives and with the National Association of Insurance Commissioners on several 
occasions to discuss insurance-related issues. The Board also sought public comment on capital 
and accounting issues as well as on regulatory and supervisory requirements for savings and loan 
holding companies when it published a notice of intent regarding these institutions on April 22, 
2011. The Board expects to continue this practice of consultations with other regulators and 
standard-setters, as well as the industry and the public, to further the Board's expertise and to 
gain additional perspectives on the regulation and supervision of insurance companies as 
appropriate. 

In June 2012, the Board and the other federal banking agencies proposed to revise risk-based and 
leverage capital requirements in three notices of proposed rulemaking. In proposing the 
regulatory capital requirements, the Board sought to meet several legal requirements and policy 
goals. Section 171 of the Dodd-Frank Act, requires that the Board establish minimum 
consolidated risk-based and leverage capital requirements for savings and loan holding 
companies that are not less than the "generally applicable" risk-based and leverage capital 
requirements for insured depository institutions. Accordingly, the proposals include consistent 
treatment for similar types of exposures, whether held at a depository institution or a savings and 
loan holding company, as well as provide flexibility for certain insurance-related assets that 
generally are not held by depository institutions. For example, the proposals include specific 
risk-weights for policy loans and non-guaranteed separate accounts, which are typically held by 
insurance companies but not depository institutions. 

The Board has received numerous comments from the public on the proposals with regard to the 
application of the proposed rules to insurance-centric savings and loan holding companies. The 
Board will carefully consider all the comments received while finalizing the regulatory capital 
rules. 

6. The recent losses at JP Morgan have renewed focus on risk management practices. 
Additionally, JP Morgan has stated that the firm changed its risk models and trading 
positions in anticipation of new capital requirements under Basel III. Please provide your 
comments on how new capital requirements will strengthen the financial system, as well as 
any potential risks that may arise from these new capital standards. If the new standards 
encourage institutions to shift their activities into other risky activities, or have other 
unintended consequences, please comment on how you plan to address those shifts. In your 
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answer, please also include any expectations you may have regarding institutional risk 
management and the Fed's supervision of risk management at institutions. 

In June 2012, in addition to issuing the proposed rules described in the answer to question two 
above, the federal banking agencies approved a final rule to implement changes to the market 
risk capital rule that applies to banking organizations with significant trading activity. 1 The 
changes are primarily designed to ensure appropriate capital is held against trading positions, 
reduce the procyclicality of the capital requirements, and enhance the measure of credit risk of 
traded positions. Thus, the rule is expected to help ensure that banking organizations maintain 
stronger capital positions and improve the resilience of the U.S. banking system in times of 
stress, thus contributing to the overall health of the U.S. economy. 

There are risks that banking organizations may alter their practices and engage in different 
activities as a result of new and proposed capital rules. However, the Federal Reserve has a 
comprehensive supervisory framework and regulations beyond the regulatory capital rules to 
help address these risks. For example, a supervisory assessment of banking organizations' 
capital adequacy takes into account a banking organization's internal processes for capital 
adequacy, as well as risks and other factors that can affect the banking organization's financial 
condition, including the level and severity of problem assets and the organization's exposure to 
operational and interest rate risk.2 For internationally-active institutions, the supervisory review 
process for capital adequacy (the so-called Pillar 2 approach based on the international Basel II 
standards) is even more rigorous and comprehensive as it emphasizes the need for these 
institutions to look beyond the regulatory capital standards and to help institution's ensure that 
they maintain adequate capital levels in relation to their risk profiles. Further, for the largest 
U.S. bank holding companies, the Federal Reserve has established regulatory requirements for 
regular stress testing and capital planning and conducts supervisory assessments of the capital 
planning processes and capital adequacy of these firms. 

The Federal Reserve has also put forth other guidance for banking organizations related to risk 
management in Supervision and Regulation Letters. For example, the federal banking agencies 
finalized stress testing guidance in May 2012 for banking organizations with total consolidated 
assets of more than $10 billion that focuses on the importance of banking organizations 
conducting forward-looking assessments of their risks to better equip them to address a range of 
adverse outcomes. The supervisory guidance on model risk management, issued in April 2011, 
describes key aspects of the effective model risk management, as well as key principles of sound 
governance and internal controls governing the use of models. These and other supervisory 
guidance and regulations are designed to improve banking organizations' risk management 
practices, as well as the supervisory toolkit to enforce robust procedures and sound risk 
management so that banking organizations manage their risks effectively and hold adequate 
capital commensurate with their risk profiles. 

I 77 FR 53060. 
2 See, for example, SR 09-04, "Applying Supervisory Guidance and Regulations on the Payment of Dividends, 
Stock Redemptions, and Stock Repurchases at Bank Holding Companies"; see also June 2012 proposed regulatory 
capital rule, 77 FR 52792). 



The Honorable Spencer Bachus 
Chainnan Emeritus 
Committee on Financial S(!rviees 
House of Representatives 
Washington, D.C. 20515 

Office of the Comptroller of the Currency 
Board of Governors of the Federal Reserve System 

Federal Deposit Insurance Corporation 
Securities and Exchange Commission 

Commodity Futures Trading Commission 

March 18, 2013 

The Honorable Jeb Hcnsarling 
Chainnan 
Committee on .Financial Servic.es 
House of Representatives 
Washington, D.C. 20.515 

Dear Chainnen Bachusand Hensarling: 

This correspondence is fo response to your letter regarding section 619 of the Dodd
Frank Wall Street Reform cmd Consw1,er Protection Act. As you know. the Board of Governors 
of the Federal Reserve System, the Office of the Comptroller of the Currency, the Federal 
Deposit Insurance Corpota.tion, the Securities and Exchange Commission, and the Commodity 
Futures Trading Commission (collectively, •·me Agencies~') previously proposed rules to 
implement section 619, 

The proposed rules invited comment on a multi~faceted regulatory framework to 
implement the statute consistent with the statutory language. In addition, the Agencies invited 
comments on the potential economic impacts of the proposed rule and posed a number of 
questions seeking information on the costs and benefits associated with each aspect of the 
proposal, a!f well as on any significant alternatives that would minimize the burdens or amplify 
the benefits ofthe proposal. The Agencies also encouraged commenters to provide quantitative 
information and data about the impact of the proposal not only on entities subject to section 619, 
but also on their clients, customers,· and counterpartiesi specific markets or asset classes,. and any 
other entities potentially aflected by the prpposed rule, including non-financial small and mid
size businesses. The Agencies received more than 18~000 comments regarding the proposed 
implementing rules and are carefully considering these comments as \Ve work toward 
develop1neut of final rules. 

As noted in your letter, by its tenns., section 619 becan1e effoctive on Jtdy2l, 2012. As 
provided by section 619. the Federal Reserve, in consultation with the other Agencies~ issued 
rules governing the period for conforming with section 619 ("Confonnnnce Rule") and, along 
with the other Agencies, indicated that banking entities are expected to folly conform their 
activities to the statutory provisions and any final qgency roles by the end of the statutory 
compliance period. which is July 2 L 2014 unless extended by the Federal Reserve. The 
FederalReserve also explained that it would revisit the Confonnance Rule, as necessary, in light 
of the requirements of the final rules implementing the substantive provisions of section 619. In 
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STATEMENT ON DEPOSIT ADVANCE PRODUCTS 

The Board of Governors of the Federal Reserve System (Board) is issuing this statement to 
emphasize to state member banks the significant consumer risks associated with deposit advance 
products in light of the Consumer Financial Protection Bureau's (CFPB) April 24, 2013 white 
paper entitled "Payday Loans and Deposit Advance Products: A White Paper of Initial Data 
Findings."1 

Background 

A deposit advance product is a type of short-term, small-dollar credit product offered by 
depository institutions to consumers with a deposit account or reloadable prepaid card. The 
depository institution allows a customer to obtain an advance on expected future deposits. Such 
advances and any associated fees are generally required to be repaid when the next deposit 
occurs. 

The CFPB white paper sets forth the CFPB's initial data findings regarding the costs and patterns 
of deposit advance product usage by consumers. In particular, the CFPB white paper raises 
concerns about the significant costs associated with sustained repeat usage of deposit advance 
products. On April 25, 2013, the CFPB issued a press release indicating that it sees significant 
consumer risks and that the CFPB expects to use its full authorities to provide protections to 
consumers once it completes further analysis of the short-term, high-cost loan market later this 
spring. · 

Potential Risks Associated with Deposit Advance Products 

The Board encourages state member banks to respond to their customers' small-dollar credit 
needs with products that meet this demand in a responsible manner. However, state member 
banks should take into consideration the significant risks associated with deposit advance 
products, including potential consumer harm and the potential for elevated compliance risk when 
designing such products. 

In designing and offering deposit advance products, state member banks must comply with all 
applicable federal laws and regulations, including but not limited to requirements under the Truth 
in Lending Act (TILA), the Electronic Fund Transfer Act (EFTA), the Truth in Savings Act 
(TISA), and the Equal Credit Opportunity Act (ECOA). In addition to these laws, institutions 
must act in accordance with Section 5 of the FTC Act, which prohibits unfair or deceptive acts 
and practices (UDAP), and Section 1036 of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act, which prohibits unfair, deceptive, or abusive acts or practices. Depository 
institutions must also comply with state laws and regulations. 

The prohibition against UDAP applies broadly to every stage of the deposit advance product, 
including marketing, servicing, and collections. The Board expects institutions to analyze the 
legal risks of any deposit advance products before offering such products. The Board expects 
Federal Reserve examiners to thoroughly review any deposit advance products offered by 
supervised institutions for compliance with Section 5 of the FTC Act, as well as other applicable 
laws. 

1 http://files.consumerfinance.gov/f/201304 cfpb payday-dap-whitepaper.pdf 



State member banks that rely upon outside vendors to offer deposit advance products remain 
responsible for compliance with applicable laws and regulations. Inadequate management or 
oversight of third-party vendors by· depository institutions presents additional consumer and 
compliance risks. In addition, fee sharing or similar arrangements that create an incentive for 
third party vendors to increase product usage create particular risk in connection with deposit 
advance products given that they may lead vendors to encourage inappropriate sustained usage 
of such products by consumers. Accordingly, the Board expects institutions to develop 
procedures to closely monitor vendor practices and outcomes. State member banks should 
mitigate and manage such risks, consistent with applicable regulations and guidance, in 
connection with the design and marketing of any deposit advance products that they might offer. 
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Federal Reserve responses to requests made by the Senate Committee on Finance by letter 
dated March 26, 2008, concerning the financing transaction in connection with the 
acquisition by JPMorgan Chase & Co. of The Bear Stearns Companies, Inc. 

1. Please provide us with a memorandum of the transaction detailing all steps 
taken to date and steps that remain to be taken. Please include all pertinent dates. 

Please see the attachment. 

2. Please provide us with a memorandum describing the assets to be secured by 
the Federal Reserve in relation to the transaction, including, but not limited to the 
type of assets, face value and book value of the assets, types of mortgages underlying 
the assets (e.g., adjustable rate, alt-A, subprime, etc.). 

The assets comprising the collateral portfolio consist largely of mortgage-related 
assets and their associated hedges. More specifically, the portfolio is composed of 

• collateralized mortgage obligations (CMOs), the majority of which are 
obligations of government-sponsored entities (GSEs), such as the Federal Home 
Loan Mortgage Corporation ("Freddie Mac"), 

• residential and commercial mortgages, 
• asset-backed securities (ABS), 
• commercial mortgage-backed securities (CMBS), 
• various other loan obligations, and 
• various hedges on the above assets. 

We applied the following selection parameters: 

• Only U.S. Dollar denominated assets, 
• Only U.S. domiciled assets, 
• Only residential and commercial mortgages that were classified "performing" as 

of March 14; "performing" is defined to include mortgages that are current as to 
principal and interest as of the last payment date plus the grace period, as 
documented in the servicer report, and 

• Only investment grade securities, (i.e., those rated BBB- or higher by at least 
one of the three principal credit rating agencies and no lower than that by the 
others as of March 14). 

As a result of the application of our selection parameters, we excluded a significant 
portion of the portfolio originally proposed. The following is a list of some specific assets 
that were excluded: 
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• No assets domiciled in London and Japan (ABS, CMBS, and collateralized 
debt/loan obligations (CDO/CLO)), 

• No unrated corporate loans, 
• No unrated securities, 
• No residuals (e.g., equity from CDOs, ABS, CMOs). 

These assets were valued by Bear Steams as of the close of business on March 14, 
2008, with a market value of $30 billion. Our asset manager (BlackRock) is currently in 
the process of determining the best approach to derive an independent estimate of the fair 
value of these assets. 

4. Please provide us with copies of all documents that have been or that the 
parties intend to file with the U.S. Securities and Exchange Commission or any other 
regulatory body and any term sheets that relate to the transaction. 

We have not filed and do not intend to file any documents with the SEC relating to 
this transaction. Additionally, please see the summary of Terms and Conditions, dated 
March 28, 2008, attached to our answer to question 1. 

Attachment 



MEMORANDUM DESCRIBING STEPS TAKEN AND TO BE TAKEN BY THE 
FEDERAL RESERVE SYSTEM WITH RESPECT TO THE FINANCING 

TRANSACTION IN CONNECTION WITH THE ACQUISITION BY 
JPMORGAN CHASE & CO. OF THE BEAR STEARNS COMPANIES, INC.1 

I. Steps Taken To Date with Respect to the Transaction 

On the evening of Thursday, March 13, 2008, representatives from the Securities 
and Exchange Commissiqn (SEC), the Board of Governors of the Federal Reserve 
System (Board), the Federal Reserve Bank of New York (New York Fed), and the 
Treasury Department took part in a conference call.· On that call, the SEC staff informed 
the participants that the funding resources of The Bear Steams Companies (Bear Steams) 
were inadequate to meet its obligations and that the firm had concluded that it would 
have to file for bankruptcy protection the next morning. The SEC said it concurred in 
that judgment, and it would spend the evening discussing with Bear Steams what kind of 
bankruptcy filing was appropriate. 

The conference call that evening took place against the backdrop of an 
extraordinarily challenging period in the U.S. financial system. This context was critical 
to the decisions the Federal Reserve made over the next several days. It is important to 
start with an explanation of the broad risks to the economy posed by the crisis now 
working through the financial system. 

The intensity of the crisis faced in U.S. and global financial markets is a function 
of the size and character of the financial boom that preceded it. This was a period of 
rapid financial innovation -- particularly in credit risk transfer instruments such as credit 
derivatives and securitized and structured products. There was considerable growth in 
leverage, greater reliance on ratings on structured credit products, and a marked 
deterioration in underwriting standards. 

The innovation in financial products was accompanied by a dramatic increase in 
the amount of financial intermediation occurring outside the core banking system. The 
importance of securities broker-dealers, hedge funds, and mutual funds in the financial 
system rose steadily. Off-balance-sheet vehicles of various forms proliferated, and 
increased concentrations oflonger-dated assets were held in funding vehicles with 
substantial liquidity risk. 

The deterioration in the U.S. housing market late in the summer of 2007 
precipitated a sharp rise in uncertainty about the value of securitized or structured assets. 
Demand for these assets contracted dramatically and the securitization market for 
mortgages and other credit assets stopped working. This, in tum, increased funding 
pressures for a diverse mix of financial institutions. Uncertainty about the magnitude and 

1 This text is derived from testimony delivered before the Senate Committee on Banking, 
Housing, and Urban Affairs on April 3, 2008. 
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the level of losses for financial institutions fueled concern about credit risk in exposure to 
those institutions. 

Part of the dynamic at work was that banks were forced to provide financing for-
or take over -- the assets in a range of structured investment vehicles and conduits 
financed by asset-backed commercial paper. As some investors attempted to liquidate 
their holdings of these assets, many of the traditional providers of unsecured funding to 
banks pulled back from their counterparties in anticipation of the potential withdrawals of 
funds by their own investors. 

Market participants' willingness to provide term funding even against high-quality 
collateral declined dramatically. As a consequence, the cost of unsecured term funding 
rose precipitously and the volume shrunk. Banks were funding themselves at shorter and 
shorter maturities. As unsecured term funding markets deteriorated, the premium on 
liquid, marketable collateral -- such as Treasury securities -- rose considerably. Even 
with the dramatic actions by the Federal Reserve and other central banks to address these 
liquidity pressures, the strains in financial markets persisted. In many respects, 
conditions worsened materially in February and March. Credit spreads on financial 
institutions widened, equity prices declined, and market functioning deteriorated sharply. 
By the early part of March, the threat of a disorderly adjustment was growing. 

What was being observed in U.S. and global financial markets was similar to the 
classic pattern in financial crises. Asset price declines -- triggered by concern about the 
outlook for economic performance -- led to a reduction in the willingness to bear risk and 
to margin calls. Borrowers needed to sell assets to meet the calls; some highly leveraged 
firms were unable to meet their obligations, and their counterparties responded by 
liquidating the collateral they held. This put downward pressure on asset prices and 
increased price volatility. Dealers raised margins further to compensate for heightened 
volatility and reduced liquidity. This, in tum, put more pressure on other leveraged 
investors. A self-reinforcing downward spiral of higher haircuts forced sales, lower 
prices, higher volatility, and still lower prices. 

This dynamic poses a number of risks to the functioning of the financial system. 
It reduces the effectiveness of monetary policy, as the widening in spreads and risk 
premia worked to offset part of the reduction in the Fed Funds rate. Contagion spreads, 
transmitting waves of distress to other markets, from subprime to prime mortgages and 
even to agency mortgage-backed securities, to commercial mortgage-backed securities, 
and to corporate bonds and loans. In the current situation, effects were felt in the 
municipal and student loan markets. 

The most important risk is systemic: if this dynamic continues unabated, the result 
would be a greater probability of widespread insolvencies, severe and protracted damage 
to the financial system and, ultimately, to the economy as a whole. This is not theoretical 
risk, and it is not something that the market can solve on its own. It carries the risk of 
significant damage to economic activity. Absent a forceful policy response, the 
consequences would be lower incomes for working families, higher borrowing costs for 
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housing, education, and the expenses of everyday life, lower value ofretirement savings, 
and rising unemployment. 

The Federal Reserve has taken a series of policy actions to help contain the risks 
to the economy posed by this financial crisis. The Federal Open Market Committee 
(FOMC) has reduced the nominal federal funds rate target by 300 basis points since 
August of 2007. Alongside these appropriately aggressive monetary actions, the Federal 
Reserve has taken a series of initiatives aimed at improving market liquidity and overall 
market functioning. 

These actions are designed to allow financial intermediaries to finance with the 
central bank assets they can no longer finance as easily in the market. In this way these 
liquidity facilities reduce the need for those institutions to take the types of actions, such 
as selling other assets into distressed markets or withdrawing credit lines extended to 
other financial institutions, that would serve to amplify the pressures in markets. 

In addition to these monetary policy and liquidity actions, the Federal Reserve has 
been working with community groups and housing advocates across the country to help 
homeowners navigate the complex challenges of higher resets and falling home prices. 
The Federal Reserve is actively working with homeowners and communities to identify 
solutions to avoid foreclosures and their negative effects, support appropriate consumer 
protection and responsible lending practices, and apply our expertise in research and 
evaluation to provide community groups, counseling agencies, regulators, and others with 
detailed analysis to support efforts to help troubled borrowers and communities. 

The Federal Reserve System's response has helped reduce the risk of systemic 
damage to the financial system, and thereby helped mitigate a potential source of 
downside risk to growth. This in tum has helped mitigate the risks to the broader 
economy. It is important to recognize that a substantial adjustment, recognition oflosses, 
and reduction in risk has already taken place. A range of different prices of financial 
assets now reflect a very cautious view of the future. The severity of the pressures in 
markets evident over the last few months are in part a reflection of the speed and force 
with which markets and institutions in our financial system adapt to fundamental changes 
in the outlook. This capacity to adjust and adapt is one of the great strengths of our 
system. Nevertheless, we still face a number of challenges ahead. The seeds of this 
crisis took a long time to build up, and they will take some time to work through. 

With this important context, the Federal Reserve's response to the situation that 
arose at Bear Steams was shaped in roughly four stages: (1) the decision on the morning 
of March 14 to extend a non-recourse loan through the discount window to JPMorgan 
Chase & Co. (JPMorgan Chase) so that JPMorgan Chase could in tum lend that money to 
Bear Steams; (2) the decision on March 16 by JPMorgan Chase and Bear Steams for 
JPMorgan Chase to acquire Bear Steams and guarantee certain of its liabilities, along 
with an agreement in principle that the New York Fed would provide certain financing in 
the context of that acquisition; (3) the launching of the Primary Dealer Credit Facility; 
and (4) the events of the following week, culminating in the March 24 announcement of 
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revised merger agreement and guaranty terms between JPMorgan Chase and Bear 
Stearns, and the finalizing of the terms and structure of the associated loan from the New 
York Fed. 

With regard to the market situation in which Bear Stearns was operating in the 
days leading up to March 13, fixed income traders had begun hearing rumors that 
European financial institutions had stopped doing fixed income trades with Bear Steams. 
Fearing that their funds might be frozen ifBear Steams wound up in bankruptcy, a 
number of U.S.-based fixed-income and stock traders that had been actively involved 
with Bear Stearns had reportedly decided to halt such involvement. Many firms started 
pulling back from doing business with Bear Steams. Some hedge funds that had used 
Bear Stearns to borrow money and clear trades were withdrawing cash from their 
accounts. Some large investment banks stopped accepting trades that would expose them 
to Bear Steams, and some money market funds reduced their holdings of short-term Bear 
Steams-issued debt. The rumors of Bear Stearns' failing financial health caused its 
balance of unencumbered liquidity on March 13 to decline sharply to levels that were not 
adequate to cover maturing obligations and funds that could be withdrawn freely. This 
precipitated the phone call with representatives of the Federal Reserve, the SEC, and the 
Treasury on the evening of March 13. 

The news that Bear Steams' liquidity position was so dire that a bankruptcy filing 
was imminent presented a very difficult set of policy judgments. In our financial system, 
the market sorts out which companies survive and which fail. However, under the 
circumstances prevailing in the markets the issues raised in this specific instance 
extended well beyond the fate of one company. It became clear that Bear Stearns' 
involvement in the complex and intricate web of relationships that characterize our 
financial system, at a point in time when markets were especially vulnerable, was such 
that a sudden failure would likely lead to a chaotic unwinding of positions in already 
damaged markets. Moreover, a failure by Bear Steams to meet its obligations would 
have cast a cloud of doubt on the financial position of other institutions whose business 
models bore some superficial similarity to Bear Steams', without due regard for the 
fundamental soundness of those firms. 

The sudden discovery by Bear Steams' derivatives counterparties that important 
financial positions they had put in place to protect themselves from financial risk were no 
longer operative would have triggered substantial further dislocation in markets. This 
would have precipitated a rush by Bear Stearns' counterparties to liquidate the collateral 
they held against those positions and to attempt to replicate those positions in already 
very fragile markets. 

In short, a sudden, disorderly failure of Bear Stearns would have brought with it 
unpredictable but severe consequences for the functioning of the broader financial system 
and the broader economy, with lower equity prices, further downward pressure on home 
values, and less access to credit for companies and households. 
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Following that initial call with the SEC on March 13, staff at the Federal Reserve 
in New York and in Washington spent the night focusing on the implications of a large
scale default by Bear Steams and how the consequential damage might be contained. 
Bear Steams renewed conversations that began earlier that day with JPMorgan Chase, 
which is Bear's clearing bank for its repo arrangements, to explore a range of possible 
financing options. The New York Fed dispatched a team of examiners to Bear Steams to 
look at its books so that the Federal Reserve could get a better handle on what could be 
done. The Federal Reserve gathered the best information it could, evaluated the risks 
involved, and explored a range of possible actions. 

At 5:00 a.m., representatives of the Board, the New York Fed, and the Treasury 
took part in a conference call to review the options and decide on the way forward. After 
careful deliberation, together the participants decided on a course of action that would at 
least buy some time to explore options to mitigate the foreseeable damage to the financial 
system. With the support of the Secretary of the Treasury, Chairman Bemanke and the 
Board ofGovemors agreed that the New York Fed would extend an overnight non
recourse loan through the discount window to JPMorgan Chase, so that JPMorgan Chase 
could then "on-lend" that money to Bear Steams. 

This action was designed to allow the parties to get to the weekend, and to enable 
them to pursue work along two tracks: first, for Bear Steams to continue to explore 
options with other financial institutions that might enable it to avoid bankruptcy; and 
second, for policymakers to continue the work begun on Thursday night to try to contain 
the risk to financial markets in the event no private-sector solution proved possible. 

Over the course of that day, March 14, Bear Steams was downgraded by the 
credit rating agencies, and the flight of customer business from Bear Steams accelerated. 
This set in motion a chain of decisions across the financial system as market participants 
prepared for the possibility that Bear Steams would not be open for business once Asian 
markets opened on Sunday night. This highlighted the urgency of working toward a 
solution over the weekend, ideally a solution that would definitively address the prospect 
of default by Bear Steams. 

Bear Steams approached several major financial institutions, beginning on March 
13. Those discussions intensified on Friday and Saturday. Bear Steams' management 
provided the Federal Reserve with periodic progress reports about a possible merger. 
Although several different institutions expressed interest in acquiring all or part of Bear 
Steams, it was clear that the size of Bear Steams, the apparent risk in its balance sheet, 
and the limited amount of time available for a possible acquirer to conduct due diligence 
compounded the difficulty. Ultimately, only JPMorgan Chase was willing to consider an 
offer of a binding commitment to acquire the firm and to stand behind Bear's substantial 
short-term obligations. 

As JPMorgan Chase and other institutions conducted due diligence, staff of the 
Federal Reserve in New York and Washington continued to examine ways to contain the 
effects of a default by Bear Steams. As part of these discussions, the Federal Reserve 
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began to design a new facility that would build on other liquidity initiatives taken by the 
Federal Reserve System, and provide a more powerful form ofliquidity to major 
financial institutions. 

Following the announcement on March 11 of the Term Securities Lending 
Facility, which allowed primary dealers to pledge a wider range of collateral in order to 
borrow Treasury securities, the Federal Reserve had consulted with market participants 
on how to structure the auctions to maximize their potential benefits to market 
functioning. Those discussions yielded a number of helpful suggestions. In view of 
those suggestions, and after considering the greater risks to the financial system posed by 
the Bear Steams situation, the Federal Reserve was able to work quickly on a companion 
facility that would transmit liquidity to parts of the market where it could be most 
powerful. 

This is what led the Board to approve the establishment of the Primary Dealer 
Credit Facility on March 16. Under Section 13(3) of the Federal Reserve Act, the Board 
is empowered to authorize a Federal Reserve Bank like the New York Fed to lend to a 
corporation, such as an investment bank, in extraordinary circumstances under which 
there is evidence that the corporation cannot "secure adequate credit accommodations 
from other banking institutions." The Board needed to make the statutory finding that the 
circumstances were exigent and extraordinary, and it did so, based on the situation 
prevailing in the financial markets and the distinct possibility that absent an assurance of 
liquidity to major investment banks the deterioration in financial conditions likely would 
have continued with substantial effects on the economy. 

On Sunday morning, executives at JPMorgan Chase informed us that they had 
become significantly more concerned about the scale of the risk that Bear Steams and its 
many affiliates had assumed. They were also concerned about the ability of JPMorgan 
Chase to absorb some of Bear Steams' trading portfolio, particularly given the uncertainty 
ahead about the ultimate scale of losses facing the financial system. In this context, the 
Federal Reserve began to explore ways in which we could help facilitate a more orderly 
solution to the Bear Steams situation. The Federal Reserve did not have the authority to 
acquire an equity interest in either Bear Steams or JPMorgan Chase, nor were we 
prepared to guarantee Bear Steams' very substantial obligations. The only feasible option 
for buying time would have required open-ended financing by the Federal Reserve to 
Bear Steams into an accelerating withdrawal by Bear' Steams' customers and 
counterparties. 

We did, however, have the ability to lend against collateral, as in the back-to-back 
non-recourse arrangement that carried Bear Steams into the weekend. After extensive 
discussion between Chairman Bemanke, President Geithner of the New York Fed, and 
Secretary Paulson, and with their full support, the New York Fed and JPMorgan Chase 
reached an agreement in principle that the New York Fed would assist with non-recourse 
financing. Using section 13(3) of the Federal Reserve Act, with the approval of the 
Board, the New York Fed on March 16 agreed in principle to lend $30 billion to 
JPMorgan Chase and to secure the lending with a pledge of Bear Steams assets valued by 
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Bear Steams on March 14 at approximately $30 billion. This step made it possible for 
JPMorgan Chase to agree to acquire Bear Steams and to step in immediately to guarantee 
all of Bear Steams' short-term obligations. This guarantee was especially important to 
stave off the feared systemic effects that would be triggered by the panic of a Bear 
Steams bankruptcy filing and of the failure to honor its obligations. Agreeing to lend 
against a portfolio of securities reduced the risk that those assets would be liquidated 
quickly, exacerbating already fragile conditions in markets. 

On the evening of Sunday the 16th, President Geithner sent a letter to James 
Dimon, the CEO of JPMorgan Chase, to memorialize the fact that a preliminary 
agreement had been reached that the New York Fed would assist the acquisition with $30 
billion in financing, with the understanding that the parties would continue working 
during the week towards a formal contract. The Federal Reserve also provided regulatory 
approvals, including under section 23A of the Federal Reserve Act, to assist with the 
merger and a transitional period for phasing in the assets under our capital rules. 

The announcement of the agreement between Bear Steams and JPMorgan Chase 
and the announcement of the Primary Dealer Credit Facility were finalized just before 
Asian markets opened on Sunday night, and the announcement of these actions helped 
avert the damage that would have accompanied default. 

On Monday morning, March 17, the approximately $13 billion back-to-back non
recourse loan through JPMorgan Chase to Bear Steams was repaid to the Fed, with 
weekend interest of nearly $4 million. The Primary Dealer Credit Facility was made 
available to the market. And at the request of and with the full cooperation of the SEC, 
examiners from the New York Fed were sent into the major investment banks to give the 
Federal Reserve the direct capacity to assess the financial condition of these institutions. 

Discussions were also continuing regarding the details of the Federal Reserve's 
financial arrangement with JPMorgan Chase. The legal teams engaged in the meticulous 
work of finalizing the legal structure of the lending arrangement that had been agreed to 
in principle, including defining the precise pool of collateral and related hedges that 
would secure the $30 billion loan. 

At the same time, several infirmities became evident in the agreement between 
JPMorgan Chase and Bear Steams during the week of March 17th that needed to be 
cured. 

Negotiations between the two sets of counterparties proceeded almost 
immediately between the New York Fed and JPMorgan Chase on the one hand, and 
between JPMorgan Chase and Bear Stearns on the other. The New York Fed and 
JPMorgan Chase discussed the details for the secured financing. Bear Stearns and 
JPMorgan Chase continued to negotiate changes to the merger agreement that would 
tighten the guarantee and provide the necessary certainty that the merger would be 
consummated. All the parties shared an overriding common interest: to move toward a 
successful merger and avoid the situation in which they found themselves on March 14. 



8 

The extended Easter weekend saw intense sets of bilateral negotiations among the 
three parties. The deal, finally struck in the early morning hours on March 24, held 
benefits for all parties. That deal included a new, more precise guaranty from JPMorgan 
Chase, which lifted the cloud of default risk that had been hanging over the transaction. 
Bear Steams stockholders were to receive a higher share price. In addition to fixing the 
guaranty, JPMorgan Chase gained assurance that its merger with Bear Steams would take 
place. The New York Fed obtained significant downside protection on the loan and a 
tighter guaranty on its exposure. The new Federal Reserve financing facility will be in 
place for a maximum of ten years, though it could be repaid earlier, at the discretion of 
the Federal Reserve. This is an important feature: the assets that are being pledged as 

· collateral can be managed on a long-term basis so as to minimize the risks to the market 
and the risk ofloss. They can be held or disposed of at any time over the next decade. 

In keeping with the traditional role of a lender of last resort, the extensions of 
credit to Bear Steams that the Federal Reserve made to facilitate the merger were secured 
by collateral. The $29 billion loan will be extended only when and if JPMorgan Chase 
and Bear Steams merge. The Federal Reserve will be protected from loss by three 
different risk mitigants: first, a substantial pool of professionally-managed collateral that, 
as of March 14, was valued at $30 billion; second, the agreement on the part of JPMorgan 
Chase to absorb the first $1 billion of any loss that ultimately occurs in connection with 
this arrangement; and third -- and perhaps most importantly -- a long-term horizon during 
which the collateral will be safe-kept and, if sold, will be sold in an orderly fashion that is 
not affected by the unnaturally strong downward market pressures that have been 
associated with the recent liquidity crisis. 

On April 1, the Board approved under the Bank Holding Company Act the 
proposal by JPMorgan Chase to acquire Bear Steams Bank & Trust, a Bear Steams 
subsidiary. 

II. Steps To Be Taken with Respect to the Transaction. 

Assuming that the JPMorgan Chase/Bear Steams merger takes place, several 
administrative actions must be taken to implement the Federal Reserve financing 
transaction described in the following Summary of Terms and Conditions relating to the 
transaction, dated March 28, 2008. A Delaware limited liability company and two 
common law trusts, which will, directly or indirectly, hold the collateral and associated 
hedges for the loan, must be organized. The parties to the transaction must execute and 
deliver satisfactory loan and security and other documentation and various corporate 
organizational steps must be completed. The terms of the contract between the New 
York Fed and the asset manager, BlackRock Financial Management, Inc., which will 
manage the collateral pool relating to the loan, must be finalized. Required opinions 
relating to specific parts of the transaction must be provided by the parties. 
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Summary of Terms and Conditions 

March 28, 2008 

Concurrently with, and subject to the consummation of the merger (the "Merger") in al I 
material respects on the tenns described in the Agreement and P Ian of Merger, dated as of March 16, 
2008 (as amended, the "Merger Agreement"), between The Bear Steams Companies Inc. ("Bear Stearns") 
and JPMorgan Chase & Co., a newly fanned Delaware limited liability company (the "Borrower") will 
enter into an agreement with Bear Steams and/or certain of its subsidiaries and/or affiliates (collectively, 
the "Seller") pursuant to which the Borrower will acquire (whether directly or through participations) the 
Portfolio (as defined below) and the Pre-Closing Date Proceeds Amount (as defined below) from the 
Setier pursuant to an asset acquisition agreement (the "Asset Acquisition Agreement") in consideration of 
the payment of a cash Purchase Price (as defined below) and the assumption of certain liabilities, the 
source of the funding of which shall be the proceeds of (a) borrowings under a Tranche A senior secured 
loan facility (the "Tranche A Loan Facilit):") provided by the Federal Reserve Bank of New· York (the 
"NY Fed") in an aggregate principal amount, not to exceed $29,000,000,000, equal to the Purchase Price 
plus the par value of the Unfunded Forward Commitments (as defined below) less $1,000,000,000 and (b) 
borrowings under a Tranche B subordinated secured loan facility (the "Tranche B Loan Facility" and, 
together with the Tranche A Loan Facility, the "Loan Facilities") provided by JPMorgan Chase Bank, 
N.A (the "JPMC") in an aggregate principal amount equal to $1 billion. In addition, the NY Fed will be 
entitled to a residual interest in the Portfolio (such interest, the "Residual Interest"). Set forth below is a 
summary of the terms and conditions for the Loan Facilities. 

I. PARTIES 

Borrower: 

Administr~tive Agent, 
Collateral Agent and 
Depositary Bank: 

Tranche A Lender: 

Tranche B Lender: 

Asset Manager: 

The Borrower (as defined above). 

An entity (or entities) to be determined by the NY Fed (in such · 
capacities, the "Agent"). 

The NY Fed (the "Tranche A Lender"). 

JPMC (the "Tranche B Lender" and, together with the Tranche 
A Lender, the "Lenders") .. 

Blackrock Financial Management, Inc. and its affiliates (in such 
capacity, the "Asset Manager"). The Asset Manager will be 
solely the agent of the NY Fed, but will owe the other Secured 
Parties (as defined below) and the Borrower a duty of good faith 
and fair dealing. The Asset Manager shall be paid fees as 
determined by the NY Fed and notified to JPMC. 

2. DESCRIPTION OF ASSET ACQUISITION AGREEMENT 

Seller: The Seller. 

Buyer: The Borrower. 
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Asset Acquisition Agreement: 

Purchase Price: 

Seller Payment: 

Related Hedges: 

09S888°0048°02984·NY03.26S4S7 S.11 

Pursuant to the Asset Acquisition Agreement, the Seller will sell 
to the Buyer (whether directly or through participations) without 
recourse (but subject to, and with full recourse for the breach of, 
representations and warranties relating to good title and 
authority to transfer) the assets identified by JPMC, the NY Fed 
and the Asset Manager as described on Schedule A hereto (the 
"Scheduled Collateral Pool"), together with the hedges 
identified by JPMC, the NY fed and the Asset Manager a's 
described on Schedule B hereto (the "Related Hedges") and 
including the Pre-Closing Date Proceeds Amount. For the 
avoidance of doubt, the Related Hedges include the amount that 
the Borrower would have to pay to, or the amount that the 
Borro~er would receive from, the applicable counterparty if the 
Borrower had entered into an identical tranSflCtion on March 14, 
2008 based on the Bear Stearns marks as of such date (the 
"Transfer Value"), as well as all accumulated mark to market 
gains or losses thereafter and any cash proceeds as a result of 
Related Hedges' being unwound. 

The purchase price (the "Purchase Price") for the Scheduled 
Collateral Pool and the Related Hedges (including the Pre
Closing Date Proceeds Amount) is an amount, not to exceed 
$30 billion, determined as provided in "Pricing of the Scheduled 
Collateral Pool and Related Hedges" below minus the par value 
of the total unfunded forward commitments, whether contingent 
or non-contingent (the "Unfunded Forward Commitments") 
included in the Scheduled Collateral· Pool. 

On the Closing Date, the Seller will pay (the "Seller Payment") 
to the Borrower, in consideration of the Borrower's assumption 
of the Seller's liabilities under the Unfunded Forward 
Commitments, an amount equal to the difference (if positive) 
between (x) the par value of such commitments and (y) the 
market value of such commitments as of March 14, 2008 or, if 
such market value is unavailable, the marke't value shall be 
determined by reference to the market value of the related 
funded portion of any such commitment as of March 14, 2008, 
but, if no related funded portion exists and there is otherwise no 
market value associated with such commitment, the market 
value shall be determined bas~d on "haircuts" to par as shall be 
mutually.agreed between the NY Fed, JPMC and the Asset 
Manager. Such amount will be deposited into the Reserve 
Account. 

As of the Closing Date, the Borrower will assume as an 
economic matter the obligations under the Related Hedges and 
receive the benefits thereof by entering into a.total return swap 
with the Seller, such total return swap having an initial fair 
value as of the Closing Date equal to the fair value of the 
Related Hedges as of the Closing Date. The Controlling Party 
(as defined below) shall have the right to make all 
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Guaranty: 

determinations related to the underlying hedges (e.g., whether 
and when to tenninate) that are subject to the total return swap. 
At the request of the NY Fed, the Seller will use its 
commercially reasonable efforts to replace the total return swap 
with direct hedges with underlying counterparties through 
novation. 

JPMC will irrevocably and unconditionally guaranty the 
obligations of the Seller under the Asset Acquisition Agreement 
and the total return swap. · 

3. AGREEMENTS IN EFFECT PRIOR TO THE CLOSING DATE 

Pricing of the Scheduled 
Collateral Pool and Related 
Hedges: 

Management of Scheduled 
Collateral Pool and Related 
Hedges: 

Pre-Closing Date Proceeds 
Amount: 

098888-0048-02984-NY03.26S4S7S. I 7 

The price of the Scheduled Collateral Pool shall equal the sum 
of (i) the value of such collateral pool on the books of the Seller 
as of March 14, 2008 (including with respect to the assumption 
of liabilities for Unfunded Forward Commitments), irrespective 
of any mark-downs or mark-ups in such collateral after March 
14, 2008 and irrespective of when such collateral pool is 
actually pledged to secure the Loan Facilities and (ii) the 
Transfer Value of the Related Hedges. 

Prior to the Glosing Date and upon final determination of each 
particular asset or hedge compri~ing a part of the Scheduled 
Collateral Pool or the Related Hedges, JPMC will delegate 
management rights with respect to such assets or hedges to the 
NY Fed which in turn will delegate such rights to the Asset 
Manager, and the NY Fed and the Asset Manager will have the 
right to liquidate assets in the Scheduled Collateral Pool and 
Related Hedges or both in their discretion at any time. 

On the Closing Date, the Pre-Closing Date Proceeds Amount (to 
the extent such a;nount is positive) will be deposited into the 
Reserve Account. 

The "Pre-Closing Date Proceeds Amount" means an amount, 
determined as of the Closing Date, equal to the sum (without 
duplication) of the following amounts paid or received in 
respect of the assets and liabilities in the Portfolio during the 
period from March 14, 2008 t~ the Closing Date: 

(i) the cash proceeds from the sale of assets comprising a 
portion of the Scheduled Collateral Pool; plus 

(ii) all amounts received from the amortization or prepayment of 
principal on any assets comprising a portion of the Scheduled 
Collateral Pool; plus 

(iii) the interest payments on the Scheduled Collateral Pool; plus 

(iv) all periodic, termination and other payments (excluding the 
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Guaranty: 

NY Fed Commitment: 

Confidentiality: 

posting of margin) received from coun terparties on the Related 
Hedges; minus 

(v) all periodic, termination and other payments (excluding the 
posting of margin) made to counterparties on the Related 
Hedges; minus 

(vi) allocated funding costs (at the Primary Credit Rate (as 
defined below)). 

It is understood that prior to the Closing Date, the NY Fed has 
no.responsibility to provide any margin or other credit support 
for any hedge: 

JPMC will enter-into, and keep in full force and effect, the 
Guarantee, dated as of March 23, 2008, in favor of the NY Fed. 

The NY Fed commits to provide the financing describ~d herein 
in connection with JPMC's acquisition of Bear Steams to 
address the extraordinary circumstances in the market on March 
14, 2008 and the surrounding days. The NY Fed has not 
committed to make a similar facility to any other party or under 
any different circumstances. 

The transactions contemplated by this Summary of Tenns and 
Conditions and all other materials, information, documents and 
discussions regarding this Summary of Terms and Conditions 
and the transactions contemplated hereby shall be kept 
confidential by JPMC. 

4. TYPES AND AMOUNTS OF LOAN FACILITIES 

Loan Facilities 

Type and Amount: 

098888·0048-02984·NY03.26S4S7S.17 

The Lenders hereby agree to provide financing to the Borrower 
as follows: 

Loan Facilities (the loans thereunder, the "Loans") as follows: 

Tranche A Loan.Facility: A ten-year tenn loan facility (subject 
to extension as provided below) provided by the Tranche A 
Lender to the Borrower in a principal amount equal to the 
Purchase Price plus the par value of the Unfunded Forward 
Commitments minus $1,000,000,000, but in any case not to 
exceed $29,000,000,000 (the loan thereunder, the "Tranche A 
Loan"). The Tranche A Loan shall be repayable or be 
terminated in the manner described under the section below 
entitled "Cash Flow Waterfall". 

Tranche B Loan Facility: A ten-year term loan facility (subject 
to.extension as provided below) provided by the Tranche B 
Lender to the Borrower in a principal amount of $1,000,000,000. 
(the loan thereunder, the "Tranche B Loan"). The Tranche B 
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Availability: 

Matwity Date: 

Purpose: 

Loan will be subordinate in right of payment to the Tranche A 
Loan and shall be repayable or be tenninated in the manner 
described under the section below entitled "Cash Flow 
Waterfall". 

The Loans shall be made in a single drawing on the Closing 
Date (as defined below). 

The Loans will mature on the tenth anniversary of the Closing 
Date; provided that the NY Fed may in its sole discretion at any 
time and from time to time extend· the maturity date of either or 
both of the Loan Facilities; provided, further, that the NY Fed 
may not extend the maturity date of the Tranche B Loan after 
the Tranche A Loan is paid iii full or to a maturity date later 
than the maturity date of the Tranche A Loan without the 
consent of the Tranche B Lender. 

The proceeds of the Loans shall be used to finance the 
acquisition of the Portfolio and the Pre-Closing Date Proceeds 
Amount from the Seller and to fund the Delayed Draw Account 
(as defined below). 

5. INTEREST PAYMENT PROVISIONS 

Interest Rates: 

Interest Payment Dates: 

6. ~OLLATERAL,RESERVE 
ACCOUNT AND DELA YEO 
QR.AW ACCOUNT 

Collateral: 

09888 S.004S.02984·NY03 .26S4 S7S .17 

The Tranche A Loans shall bear interest at a rate per annum 
equal to the Primary Credit Rate in effect from time to time. 

The Tranche B Loans shall bear interest at a rate per annum 
equal to the Primary Credit Rate plus 450 bps in effect from 
time to time. 

As used herein, the "Primal)' Credit Rate" means the discount 
rate charged by the NY Fed for loans under its primary credit 
progra~ from time to time in effect. 

Interest shall accrue and be compounded on a quarterly basis 
and be payable on payment dates as set forth under the section 
below entitled "Cash Flow Waterfall". 

The obligations of the Borrower in respect of the Loan Facilities 
and the hedge agreements entered into by the Borrower shall be 
secured by a first priority perfected security interest in (a) all of 
its assets including the Scheduled Collateral Pool and the 
Related Hedges (collectively, the "Portfolio"), (b) the Reserve 
Account (as defined below) and related i~vestments, (c) the 
Delayed Draw Account and related investments and (d) all 
proceeds of the foregoing (collectively, the "Collateral"). The 
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Reserve Account: 

Delayed Draw Account: 

098188·0048·02984-NYOl.265457 5.17 

Lenders and the counterparties under the hedge agreements shall 
collectively be referred to herein as the "Secured Parties". 

All of the above described security interests will be created on 
terms, and pursuant to documentation (including custody and 
control agreements), satisfactory to the NY Fed, and none of the 
Coliateral will be subject to any other pledges, liens or security 
interests. 

On the Closing Date, the Pre-Closing Date Proceeds Amounr(to 
the extent such amount is positive) and the proceeds of the 

. Seller Payment, if any, will be deposited into the Reserve 
Account. On and after the Closing Date, all cash flow generated 
by the Collateral and any other income or proceeds earned or 
received by the Borrower shall be deposited with the Agent and 
credited to a re.serve account (the "Reserve Account") and held 
in such Reserve Account for the benefit of the Secured Parties 
pending distribution to the Secured Parties.in accordance with 
the Cash Flow Waterfall as hereinafter. provided. 
Notwithstanding the foregoing, except to the extent funds are 
required to make a Seller Distribution (as defined below) or to 
pay any Operating Expenses that were accrued on or prior to the 
Closing Date and remain unpaid, amounts on deposit in the 
Reserve Account may not be distributed (other than in respect of 
payments required under the hedge agreements) to the extent 
that the !lmount on deposit therein will be less than the 
Unfunded Swap Exposure (the "Minimum Balance 
Requirement"). "Unfunded Swap Exposure" means the 
maximum total liability of the Borrower under all hedge 
agreements minus all amounts posted as collateral to the related 
hedge counterparties. 

Amounts on deposit in the Reserve Account shall be invested in 
certain eligible investments at the discretion of the Controlling 
Party (as defined below). 

Subject to the Minimum Balance Requirement, the Controlling 
Party (and its agents, including the Asset Manager) shall control 
in its sole discretion all decisions regarding the Collateral, the 
proceeds on deposit in the Re~erve Account and decisions as to 
timing and amounts of distributions from the Reserve Account. 

On the Closing Date, a portion of the proceeds from the Loans 
equal to the amount of Unfunded Forward Commitments shall 
be deposited with the Agent and credited to a delayed draw 
account (the "Delayed Draw Account"). 

Amounts on deposit in the Delayed Draw Account shall be 
withdrawn from time to time by the Agent in order to satisfy 
any payment obligations of the Borrower in respect of any such 
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7. CASH FLOW WATERFALL 

Waterfall Priority: 
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commitments when and as such obligations become due. 

Amounts on deposit in the Delayed Draw Account shall be 
invested in certain eligible investments at the discretion of the 
Controlling Party (as defined below). 

To the extent any such Unfunded Forward Commitments expire 
or amounts remain on deposit in the Delayed Draw Accoun·t in 
excess of any remaining Unfunded Forward Commitments, the 
Agent shall transfer such amounts from the Delayed Draw 
Account to the Reserve Account. 

Funds in the Reserve Account shall be paid on any business day 
as determined by the Controlling Party in its so]e discretion in 
the following order of priority, subject, except as set forth in the 
last paragraph of"Waterfall Priority", to the Minimum Balance 
Requirement: 

(a) . First, to pay Operating Expenses that are then due and 
payable. 

"Operating Expenses" mean all costs and expenses of 
administering the Portfolio, the Reserve Account, the other 
Collateral, the Loan Facilities and Loan Documentation (as 
defined below) and the Borrower, including all fixed fees and 
expenses of the Asset Manager and the Agent, all legal, 
accounting and other professional fees and expenses and other 
administrative costs and expenses of the Borrower, all legal, 
accounting and other professional fees and expenses and other 
administrative costs and expenses (other than those of the 
Tranche B Lender, the Seller or any of their respective advisors 
or agents) associated with the negotiation, preparation, 
execution and delivery of this term sheet and the Loan 
Documentation (as defined below) and with the administration 
of the Loan Documentation and any amendment or waiver or 
enforcement action with respect thereto (including the fees, 
disbursements and other charges of counsel), taxes that are 
detennined to be payable from time to time, all amounts payable 
in respect of hedges (including, without limitation, periodic 
payments and termination payments), the costs of entering into 
any additional hedges as may be determined to be necessary or 
appropriate by the Controlling Party and any indemnity claims. 

(b) Second, beginning on or after the second anniversary of the 
Closing Date or such earlier date as shall be detennined by the 
Controlling Party (the period from the Closing Date until the 
second anniversary of the Closing Date or such earlier date the 
"Accumulation Period"), to pay all or any portion of the 
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outstanding principal amount of the Tranche A Loan Facility; 
provided that, if the Controlling Party elects to pay any of the 
outstanding principal amount of the Tranche A Loan Facility 
prior to the second anniversary of the Closing Date, the full 
outstanding principal amount of the Tranche B Loan Facility, 
together with all accrued and unpaid interest thereon, shall be 
simultaneously repaid. 

(c) Third, after the Accumulation Period, but so long as the 
entire outstanding principal amount of the Tranche A Loan 
Facility has been repaid in full, to pay all"or any portion of the 
accrued but unpaid interest outstanding under the Tranche A 
Loan Facility. 

(d) Fourth, after the Accumulation Period, but so long as the 
entire outstanding principal amount, all accrued and unpaid 
interest and all other outstanding amounts, in each case under 
the Tranche A Loan Facility have been repaid in fu\I, to pay all 
or any portion of the outstanding principal amount of the 
Tranche B Loan Facility. 

(e) Fifth, after the Accumulation Period, but so long as the 
entire outstanding principal amount, all accrued and unpaid 
interest and all other outstanding amounts, in each case under 
the Tranche A Loan Facility have been paid in full and so long 
as the entire outstanding principal amount of the Tranche B 
Loan Facility has been repaid in full, to pay all or any portion of 
the accrued but unpaid interest outstanding under the Tranche B 
Loan Facility. 

(t) Sixth, after the Accumulation Period, but so long as the 
entire outstanding principal amount, all accrued and unpaid 
interest and all other outstanding amounts, in each case under 
both the Tranche A Loan Facility and the Tranche B Loan 
Facility have been paid in full, all hedges have been terminated 
and.all amounts payable under the hedges have been paid in full, 
to pay any fees and expenses or other amounts owing to the 
extent not constituting Operating Expenses. 

(g) Seventh, after the Accumulation Period, but so long as the 
entire outstanding principal amount, all accrued and unpaid 
interest and all other outstanding amounts, in each case under 
both the Tranche A Loan Facility and the Tranche B Loan 
Facility have been paid in full, all hedges have been tenninated 
and all amounts payable under the hedges have been paid in full, 
and any fees and expenses or other amounts owing to the extent 
not constituting Operating Expenses have been paid in full, to 
pay all remaining amounts to the NY Fed as holder of the 
Residual Interest. 
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Termination: 

8. CERTAIN CONDITIONS 

Initial Conditions: 

Notwithstanding the foregoing on any business day (including 
the Closing Date) as determined in the sole discretion by the 
Controlling Party, (i) to the extent that the Pre-Closing Date 
Proceeds Amount is negative, funds in the Reserve Account 
shall be withdrawn, from time to time if necessary, to make a 
payment or payments to the Seller in an amount equal to the 
absolute value of the Pre-Closing Date Proceeds Amount (the 
"Seller Distribution") and (ii) after giving effect to all payments 
required by clause (i), funds in the Reserve Account shall be 
withdrawn, from time to time if necessary, and used to pay all 
Operating Expenses that accrued on or prior to the Closing Date 
and remain unpaid. 

Once prepaid, Loans may not be reborrowed. 

Regardless of whether any amounts remain outstanding 
thereunder, each of the Loan Facilities and the Residual Interest 
shall be terminated on the date on which the entire Portfolio has 
been fully liquidated and all proceeds thereof, including all 
amounts on deposit in the Reserve Account and the Delayed 
Draw Account, have been distributed in the manner set forth 
above. 

The availability of the Loan Facilities shall be conditioned upon 
the satisfaction of the following conditions (the date upon which 
all such conditions precedent shall be satisfied, the "Closing 
pate"): the execution and delivery by the Agent, the Lenders, 
the Borrower and the Asset Manager of Loan Documentation 
satisfactory to the NY Fed, the closing of the Merger in all 
material respects on the tenns set forth in the Merger 
Agreement, the consummation of the sale of the Portfolio 
(including the Pre-Closing Date Proceeds Amount) on the terms 
set forth in the Asset Acquisition Agreement and the creation 
arid perfection of security interests in the Collateral pursuant to 
arrangements satisfactory to the NY Fed. 

9. CERTAIN DOCUMENTATION MA TIERS 

Voting and Control: 
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The documentation for the Facilities (the ".Lmm 
Documentation") shall contairi representations, warranties, 
covenan~s and events of default (in each case, applicable to the 
Borrower) customary for financings involving special, li"mited 
purpose borrowers and with other terms deemed appropriate by 
the NY Fed. 

The NY Fed shall be the "Con troll jng Party" on and· after the 
Closing Date and shall be permitted to make all decisions 
regarding the Collateral, the Reserve Account, the Delayed 
Draw Account and the Loan Documentation, including the 
timing and amounts of distributions and whether or not a default 
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Assignments and 
Participations: 

Indemnification and 
Exculpation: 

09888S.0048--02984·NYOJ.26S4575. I 7 

or event of default has occurred and whether or not to begin the 
exercise of remedies. 

[n addition the Controlling Party will have complete discretjon 
with respect to all decisions regarding the management of the 
Collateral (which it may elect to delegate to the Asset Manager), 
including decisions as to when to liquidate Collateral and as to 
when or if to tenninate hedges or enter into hedges. In. 
exercising such control the Controlling Party and its agents shall 
have no duty to maximize returns on the Collateral or to take 
into account the interests of the Tranche B Lender. 

Notwithstanding the foregoing, the consent of (i) each Lender 
directly affected thereby shall be required with respect to (a) 
reductions in the outstanding principal amount of any Loan 
(except as otherwise expressly permitted above) and {b) any 
amendment to the Loan Documentation or any other transaction 
document that is materially adverse to such Lender and (ii) each 
Secured Party directly affected thereby shall be required with 
respect to any materially adverse change in such Secured 
Party's position in the cash flow waterfall. 

The Tranche B Lender shall not be permitted to assign all or a 
portion of its Tranche B Loan or sell participations in its 
Tranche B Loan except to its affiliates. 

The Agent, the Asset Manager, the Controlling Party and the 
Lenders (and their affiliates and their respective officers, · 
directors, employees, advisors and agents) will have no liability 
for, and will be indemnified by the Borrower and held harmless 
against, any losses, claims, damages, liabilities or expenses 
(collectively, "Liabilities") incurred in respect of, or arising out 
of, or in connection with, the financing contemplated hereby 
(including in connection with the management of the Portfolio 
and other Collateral) or the use or the proposed use of proceeds 
thereof, except to the extent they are found by a final, non
appealable judgment of a court of competent jurisdiction to arise 
from the gross negligence, bad faith or willful misconduct of 
such person. 

Each Secured Party agrees not to assert or claim that the Agent, 
the Asset Manager, the Controllfog Party or any other Secured 
Party (and their affiliates and their respective officers, directors, 
employees, advisors and agents) has any liability for any 
Liabilities incurred in respect of, or arising out of, or in 
connection with, the financing contemplated hereby (including 
in connection with the management of the Portfolio and other 
Collateral) or the use or the proposed use of proceeds thereof, 
except to the extent they are found by a final, non-appealable 
judgment of a court of competent jurisdiction to· arise from the 
gross negligence, bad faith or willful misconduct of such 
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Accepted and agreed to as of 
March 28, 2008: 

This Summary of Terms and Conditions may be executed in counterparts. 

THE FEDERAL RESERVE BANK OF NEW YORK 

JPMORGAN CHASE & CO. 

By. ~~~~~~~-
Name: 
Title: 

[Tenn Sheet] 
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Accepted and agreed to as of 
March 28, 2008: 

Th.is Summary of Terms and Conditions may be executed in counterparts. 

THE FEDERAL RESERVE BANK OF NEW YORK 

By: ______ _ 

Name: 
Title: 

JPMORGAN CHASE & CO. 
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Federal Reserve responses to requests made by the Senate Committee on Finance by letter 
dated March 26, 2008, concerning the financing transaction in connection with the 
acquisition by JPMorgan Chase & Co. of The Bear Stearns Companies, Inc. 

3. Please confirm all the parties (including private and government agencies 
that participated in negotiations) (collectively referred to herein as "Parties") to the 
transaction. 

The Board of Governors authorized the Federal Reserve Bank of New York to enter 
into the transaction under section 13(3) of the Federal Reserve Act. The members of the 
Board are Ben S. Bernanke, Chairman; Donald L. Kohn, Vice Chairman; Kevin M. 
Warsh, Randall S. Kroszner, and Frederic S. Mishkin. The Federal Reserve Bank of New 
York will be a party to the credit extension collateralized by the assets of The Bear Stearns 
Companies, Inc. 

5. Please provide us with the names of all the negotiators who represented the 
Parties to the transaction. 

The Federal Reserve Bank of New York was represented by Timothy F. Geithner, 
President and CEO, and Thomas C. Baxter, Jr., Executive Vice President and General 
Counsel. The Board of Governors was represented by Scott G. Alvarez, General Counsel. 
These individuals were assisted by staff members of the Reserve Bank and Board 
respectively. 

6. Please provide us with the names of all in-house counsel, outside counsel, 
accountants, employees and any other professionals who represented the Parties to the 
transaction. 

The Federal Reserve Bank of New York was represented by Thomas C. Baxter, Jr., 
Executive Vice President and General Counsel, and many members of the Bank's Legal 
Department; by David M. Eisenberg, Gary Rice, Philip Ruegger, and other attorneys from 
the firm of Simpson Thacher & Bartlett LLP; and Laurence D. Fink, Peter R. Fisher, and 
other representatives of BlackRock Inc., an investment management firm. The Reserve 
Bank also consulted with Jim Mountain, Carol Larson, and Andre Saltz of Deloitte & 
Touche LLP, the external auditors of the Reserve Bank and the Board of Governors. The 
Board of Governors was represented by Scott G. Alvarez, General Counsel, and members 
of the Board's Legal Division. 
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Identical letters also to: Chairman Luis V. Gutierrez and Ranking Member Kon 
Paul, Bouse Financial Services Subcommittee on Domestic and International 
Monetary Polley, Trade and Tedmology; and Peter 



Office of the Comptroller of the Currency 
Federal Deposit Insurance Corporation 

Board of Governors of the Federal Reserve System 
Office of Thrift Supervision 

The Honorable Barney Frank 
Chairman 
Committee on Financial Services 
U.S. House of Representatives 

June 6, 2008 

2129 Rayburn Housing Office Building 
Washington, DC 20515 

Dear Chairman Frank: 

Thank you for your letter dated April 28, 2008, regarding proposed changes to the 
Interagency Questions and Answers Regarding the Community Reinvestment Act (CRA). 
Your letter raises a specific concern about a question and answer proposed by our 
agencies in July 2007 about information that could be used t'O demonstrate that an 
investment in a national fund meets the geographic requirements of the CRA regulation. 
(See proposed Q&A §_.23 (a)-2.) 

Your letter expresses the view that the proposed question and answer limits the amount of 
favorable CRA consideration a financial institution may receive for its investments in 
multi-bank community development funds only to those activities that it can document 
fall within its assessment area(s). Your letter further states the view that the question and 
answer represents a change in policy, and that previously the agencies provided CRA 
consideration for such investments without regard to geography, provided that the 
financial institution is satisfactorily meeting the credit needs within its assessment area. 

The agencies have long recognized the important role served by community development 
funds, and the fact that many of these funds operate on a statewide or multistate basis. In 
the Interagency Questions and Answers Regarding Community Reinvestment published 
in 2001, 1 the agencies indicated that they would give favorable consideration to a 
financial institution's involvement in community development activities that benefit a 
broader statewide or regional area that includes the institution's assessment area. (See 
Q&A §§_.12(i) and 563e.12(h)-5.)2 The agencies further stated in Q&A §§ _.12(i) and 

1 See 66 Fed. Reg. 36620 (July 12, 2001). 
2 See 66 Fed. Reg. 36626-27. 
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Governor Frederic Mishkin subsequently submitted the following in response to a written 
question received from Chairman Kerry in connection with the April 16, 2008, hearing 
on "The Impact of the Credit Crunch on Small Business": 

During your oral testimony, you indicated that you could not comment on the April 
2008 Federal Reserve Senior Loan Officer Opinion Survey. Since that survey will 
likely have been released before you respond to the Committee's questions for the 
record, please comment on the results of the April 2008 survey and what they say 
about the current state of the small business credit market. 

In the April Senior Loan Officer Opinion Survey, domestic and foreign banking 
institutions reported having further tightened their lending standards and terms on a broad 
range of loan categories, including business loans, over the previous three months. The 
net fractions of domestic banks reporting tighter lending standards were close to, or 
above, historical highs for nearly all loan categories in the survey. 

About 55 percent of domestic banks--up from about 30 percent in the January 
survey--reported tightening lending standards on C&I loans to large and middle-market 
firms over the past three months. Significant majorities ofrespondents reported 
t_ightening price terms on C&I loans to these firms, and in particular, on net, about 
70 percent ofbanks--up from about 45 percent in the January survey--indicated that they 
had increased spreads of loan rates over their cost of funds. In addition, smaller but 
significant net fractions of domestic banks reported tightening non-price-related terms on 
C&I loans to these firms over the past three months. 

Regarding C&I loans to small firms, about 50 percent of domestic respondents 
reported tightening their lending standards on such loans over the survey period, 
compared with about 30 percent who reported doing so in the January survey. On net, 
about 65 percent ofbanks--up from about 40 percent in the January survey--also noted 
that they had increased spreads of C&I loan rates over their cost of funds for these firms. 
In addition, large net fractions of domestic respondents reported tightening other price
related terms, and smaller fractions tightened non-price-related terms on C&I loans to 
small firms. 

Although the April Senior Loan Officer Opinion Survey shows that banks, on net, 
continued to tighten lending standards, the available data overall do not suggest that small 
businesses are in a severe credit crunch. In particular, recent surveys by the National 
Federation of Independent Business (NFIB) show that the net percent of small businesses 
that found credit more difficult to obtain over the past three months has generally been 
well below its highs in the early 1990s. NFIB surveys also show that only a small 
fraction of borrowers identify credit access as their most important problem. 
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Responses to Questions on 
Federal Reserve Swap Lines from 

26 November 2008 

Members of the House Committee on Energy and Commerce 

The Federal Open Market Committee (FOMC) currently has authorized bilateral swap lines 
with fourteen foreign central banks under the authority of the Federal Reserve Act. These 
arrangements are designed to help improve liquidity conditions in both domestic and 
international financial markets and to mitigate the spread of difficulties in obtaining U.S. dollar 
funding in fundamentally sound and systemically important economies. In that respect, these 
facilities support the functioning of a safe, flexible, and stable monetary and financial system in 
the United States during this period of financial turbulence and assist in the pursuit of the 
Federal Reserve's statutory goals of maximum employment and price stability. 

It is important to recognize that a drawing under these swap agreements is not a loan but, 
rather, an exchange of dollars for foreign currency. A foreign central bank may request one or 
more drawings under a swap line, but the Federal Reserve has the right to approve each 
drawing. Transactions are structured so that there is no foreign exchange risk to the Federal 
Reserve, as explained further below. The maturity of these swaps has varied from overnight to 
at most three months. 

Please find responses to your specific questions below. 

1. To which foreign central banks has the Federal Reserve made loans and for what 
amounts? 

Eight of the fourteen foreign central banks that have liquidity swap lines with the 
Federal Reserve drew on their lines at some point during the period from December 
2007, when the first liquidity swap lines were established, to November 25, 2008. 
Individual drawings have been for varying amounts and for varying terms, with 
maturities ranging from overnight to three months. All drawings that matured during 
this period were repaid in full. These lines are set to expire on April 30, 2009, unless 
extended by mutual agreement of the Federal Reserve and our central bank 
counterparties. The Federal Reserve Bank of New York publishes details quarterly on 
the amounts drawn under these arrangements in its report on Treasury and Federal 
Reserve Foreign Exchange Operations. The latest report, which covers the period from 
July through September, is attached. 

2. What authority does the Federal Reserve have to make such loans to foreign central 
banks? 

The Federal Reserve operates its swap lines under authority in the Federal Reserve Act 
and the authorizations, policies, and procedures established by the FOMC. Section 14 
of the Act permits the Federal Reserve Banks to conduct open market operations in 
foreign exchange markets and to open and maintain accounts in foreign currency with 
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foreign central banks. The legal basis for the Federal Reserve's swap arrangements has 
been reviewed by Congress several times since the early 1960s, and Congress has never 
found these arrangements to be an inappropriate use of the powers granted in the 
Federal Reserve Act. 

3. Why has the Federal Resave assumed the role of world lender in lieu of the 
International Monetary Fund? 

The financial turmoil of the past year and a half has disrupted the normal channels of 
transmission of dollar liquidity among institutions in the United States and abroad. 
Moreover, financing troubles abroad have at times created significant tensions in 
U.S. money markets, as foreign institutions sought to obtain dollar liquidity here that 
they had previously been able to obtain in their local markets. As these pressures 
continued to intensify, the Federal Reserve implemented temporary swap lines with 
other central banks to facilitate the functioning of domestic and international money 
markets. While dollar funding pressures have nonetheless persisted, the swap lines 
appear to have played a constructive role in limiting stresses in money markets both in 
the United States and abroad. 

The Federal Reserve's efforts to provide liquidity through temporary swap lines differ 
fundamentally from the role traditionally played by the International Monetary Fund 
(IMF). The Federal Reserve has concluded swap lines with a number ofleading 
advanced economies and several emerging market economies that have pursued strong 
policies in recent years. By contrast, IMF lending has traditionally been provided 
during times of stress and when countries' economic and financial policies need to be 
strengthened and redirected. 

More recently, in late October, the IMF announced the establishment of its Sho1t-term 
Lending Facility, a new facility that can provide liquidity to qualified emerging market 
countries facing temporary liquidity problems in global capital markets. The Federal 
Reserve is on record as welcoming the introduction of this facility and sees the new 
facility as broadly complementary to our swap lines with central banks. More 
generally, the Federal Reserve is supportive of the IMF's role in helping emerging 
market countries address and resolve their ongoing economic and financial difficulties 
and will work closely with the IMF as appropriate. 

4. What criteria does the Federal Reserve follow for the issuance of such loans? 

The Federal Reserve has considered carefully each request for a liquidity swap facility 
made by a foreign central bank. A central concern has been the extent to which the 
envisioned swap line would help remedy dollar funding pressures around the globe and, 
hence, reduce resulting pressures in U.S. money markets. With this in mind, the 
establishment of swap facilities has generally been limited to central banks that operate 
in economies with the following features: the economies are economically important, 
in the sense that they are large in terms of GDP, or they are financially important, in the 
sense that they have systemically important financial centers; the economies are 
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fundamentally sound and well-managed; and the economies are threatened by dollar 
funding pressures arising from the global financial turmoil. The Federal Reserve also 
consults as appropriate to the circumstances with the U.S. Treasury and the Department 
of State to make sure that any swap arrangement with a foreign central bank is 
consistent with U.S. policy toward the country. 

5. The agreements have been described as currency swap arrangements where the 
Federal Reserve provides US. dollars in exchange for foreign currency. What exactly 
is the collateral for such loans, and how much collateral is required in exchange for 
each US. dollar? 

Each Federal Reserve swap transaction with a foreign central bank is a combination of 
two foreign exchange transactions. In the first transaction, the Federal Reserve sells 
dollars to the foreign central bank in exchange for the currency of the foreign central 
bank. Later, at the maturity of the swap, this transaction is unwound, and the Federal 
Reserve sells the foreign currency back to the foreign central bank in exchange for the 
same amount dollars that were initially drawn. The amount of foreign currency taken 
by the Federal Reserve is determined by its value in foreign exchange markets on the 
date of the drawing and is equal in value to the quantity of dollars sold to the foreign 
central bank. The Federal Reserve also earns a market-based return as a part of this 
transaction. Because the Federal Reserve and the foreign central bank agree at the 
outset on the terms at which the initial transaction will be unwound, fluctuations in 
exchange rates and other asset prices during the interim do not alter the eventual 
payments between the central banks in the second leg. Thus, these swap operations are 
essentially void of exchange rate or other market risk. 

Importantly, we judge our swap line exposures to be of the highest quality and safety. 
Above and beyond the protection afforded by the foreign currency that we hold in the 
swap transaction, our central bank counterparties are obligated to return the dollars that 
they have drawn. We have long and close relationships with these central banks, many 
of which hold substantial quantities of U.S. dollar reserves in accounts at the Federal 
Reserve Bank of New York, and these dealings provide a track record that justifies a 
high degree of trust and cooperation. 

6. What are the credit terms attached to these loans, including repayment schedules, loan 
duration, and remedies or other provisions for default? 

As can be seen in the attached report from the Federal Reserve Bank of New York, 
swap drawings are of short-term maturities, and the duration of individual swap 
transactions has varied from overnight to three months. Each initial transaction is 
reversed in full on the maturity date for the swap; there is no other scheduling of 
payments. When considering a request for a drawing under a swap arrangement, the 
Federal Reserve takes into account whether the counterparty central bank has ample 
capacity to repay--for example, out of its own foreign-currency reserves. The main 
remedy for failure to execute in the second leg of the swap transaction would be for the 
Federal Reserve to retain the foreign currency it acquired from the foreign central bank 
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in the first leg of the swap. As noted above, however, we judge the probability of 
default on the swap to be extremely low. 

7. How would the Federal Reserve treat a default or failure to repay a loan by the foreign 
central bank? 

As mentioned above, the main remedy for failure to execute in the second leg of the 
swap transaction would be for the Federal Reserve to retain the foreign currency it 
acquired from the foreign central bank in the first leg of the swap. As also noted above, 
however, we judge the probability of default on these swaps to be extremely low. 

Attachment 
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Throughout this period, market participants remained highly attuned to the relative growth 

prospects for the U.S. and overseas economies. Many investors continued to express optimism that 

overseas economic activity could remain resilient, despite widespread expectations for a U.S. 

economic slowdown. In the United States, growth data were mixed, as softer business confidence 

and retail sales data were countered by relatively better-than-expected industrial production and 

unemployment data. In addition, the front-month West Texas Intermediate (WTI) crude oil 

futures contract reached a record level of $147.27 per barrel, before moderating significantly over 

the remainder of the quarter. 

Investor sentiment toward the euro-area economic outlook remained more favorable than sentiment 

toward the U.S. outlook, despite some euro-area data showing signs of slowing economic activity. 

On July 3, the ECB, citing lingering inflationary pressures, increased its policy rate by 25 basis points, 

to 4.25 percent. However, official commentary noting growth concerns and subsequent weaker

than-expected data encouraged many investors to anticipate that a cyclical turning point in euro-area 

economic activity had arrived. This shift in expectations for relative growth prospects between the 

United States and the euro area also increasingly led many market observers to suggest that the 

multiyear trend of dollar depreciation against the euro might soon end. 

DOLLAR RISES AGAINST MOST MAJOR CURRENCIES DURING THE MIDDLE OF 

THE QUARTER, AS GROWTH PROSPECTS IN OVERSEAS ECONOMIES DECLINE 

From the last week of July to the first week of September, the dollar appreciated against most major 

currencies, as signs of deteriorating growth prospects in overseas economies led many investors to 

discredit the notion that economic activity in these countries could "decouple" from the United 

States. The dollar's trade-weighted exchange value, as measured by the Federal Reserve Board's 

major currencies index, appreciated approximately 9.5 percent over this period. The deterioration 

of global growth prospects was also evident in the sharp fall in commodity prices, particularly the 

front-month WTI crude oil futures contract, which by the end of August had declined roughly 

21 percent from its record high in July. 
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during the third week of July. Consistent with these significant shifts in sentiment toward relative 

growth prospects for the United States and the euro area as well as interest rate expectations, in 

early September the dollar rose to about $1.39 per euro, its highest level in almost a year. 

However, from the last week of July to the first week of September, the U.S. dollar was generally 

little changed against the Japanese yen, trading within a range of ¥105 to ¥111 per dollar. Many 

suggested that the perception that Japan's financial sector was more insulated from the ongoing 

tightening of global credit and funding market conditions provided some support to the yen, 

despite signs of slowing Japanese economic activity. 

This perceived deterioration of growth prospects led several foreign central banks to begin easing 

policy rates or increasingly highlight downside risks to growth. The Reserve Bank of New Zealand 

unexpectedly reduced its official cash rate by 25 basis points, to 8.25 percent, at its July meeting. 

The RBA left policy rates unchanged at 7.25 percent during its August policy meeting, but its 

accompanying statement highlighted rising downside risks to growth. Further, while the BoE also 

left its policy rate unchanged at its August Monetary Policy Committee meeting, its quarterly 

inflation report was interpreted as placing a greater emphasis on the downside risks to growth. 

During the period, the U.S. dollar appreciated between approximately 13 and 20 percent against 

the Australian dollar, New Zealand dollar, and British pound. 

Concerns about the global economic outlook were quite evident 10 many emerging market 

currencies. During the quarter, the South Korean won and Brazilian real each depreciated 

approximately 20 percent against the dollar, and the South Korean KOSPI and Brazilian Bovespa 

equity indexes declined 13.5 and 23.8 percent, respectively. Market participants attributed the 

price action in the Korean won to the deteriorating terms of trade and increasing current account 

deficit, given the adverse effect of slowing global growth on Korea's export sector. However, the 

Brazilian real depreciated as indications of slowing growth weighed on commodity prices, also 

resulting in a deterioration of terms of trade, given Brazil's reliance on commodity-related exports. 

This shift in sentiment toward overseas growth prospects led international investors to make some 

significant portfolio adjustments--<levelopments that benefited the dollar noticeably. In particular, 

as expectations for global growth fell, U.S. institutional investors, such as mutual funds and 

pension funds, began paring back their foreign investment holdings. Additionally, hedging activity 

among U.S.-based corporations, many of which reportedly chose to increase their currency-related 

hedges on their foreign businesses during this period, supported the dollar's broad appreciation. 
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The deterioration in global growth prospects and capital outflows prompted many emerging 

market central banks to intervene co support their domestic currencies. Subsequently, some of these 

central bank reserve managers sought to reduce their holdings of other non-dollar major currencies 

to maintain a relatively steady portfolio allocation across major currencies. Markee participants 

reported that this rebalancing activity by a number of prominent emerging market central banks 

provided support to the dollar against both the euro and British pound. 

G-3 CURRENCIES TRADE IN WIDE RANGE AMID INTENSE CONCERN 

ABOUT THE HEALTH OF THE GLOBAL FINANCIAL SYSTEM 

From the second week of September to the end of the third quarter, the dollar depreciated about 

0.7 percent against the euro and about 1.5 percent against the Japanese yen. However, during this 

period, many major and emerging market currencies traded within historically wide ranges, and 

currency market volatility rose very sharply as concerns about the health of the global financial 

system intensified. The euro-U.S. dollar currency pair traded within a wide range of about $1.39 

co $1.49 per euro, although it ended the quarter near $1.41 per euro, close co its lowest level since 

October 2007. 

The announcement on September 7 that Fannie Mae and Freddie Mac would be placed in 

conservacorship was generally viewed positively by market participants, as it reduced uncertainty 

over the role of the GSEs in the financial system and their ability to provide support co the U.S. 

housing market and broader economy. However, concerns over the health of the U.S. financial 

sector increased sharply in mid-September after the investment bank Lehman Brothers Holdings 

Inc. announced chat it had filed for bankruptcy and the Federal Reserve announced chat it would 

provide liquidity support for the insurance company American Internacional Group (AIG) ro 

facilitate an orderly settlement of its business. Asset market volatility increased as confidence in the 

global financial system fell amid counterparty credit concerns and related funding market strains. 

Additionally, global equity markets declined, and spreads on financial firms' credit default swaps 

widened sharply. Dealers reported chat liquidity conditions in the foreign exchange markets 

deteriorated significantly as speculative activity declined substantially, and councerparty credit 

concerns became very elevated. In this environment, exchange rate movements were largely driven 

by a historically high level of risk aversion among investors, who sought to reallocate their 

portfolios by holding safer assets and paring back on riskier exposures. Markee participants 

expressed significant concern and uncertainty about the macroeconomic impact of these 
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developments as well as the likely outlook for major exchange rates. Immediately following these 

developments, the dollar depreciated to about the $1.47 level against the euro and near the ¥104 

level against the yen. 

During the final two weeks of the quarter, market participants were focused on the U.S. Treasury's 

Troubled Asset Relief Program and the ensuing Emergency Economic Stabilization Act (EESA). 

The initial reports of these initiatives provided some support to the dollar, which recovered against 

the euro, appreciating by about 4.6 percent. By the end of the third quarter, the U.S. House of 

Representatives failed to pass the initial version of the EESA,2 prompting a sharp sell-off in global 

equity markets and broad flight-to-quality flows into global sovereign debt markets. In this 

environment, both the yen and U.S. dollar outperformed most other major and emerging market 

currencies, with the euro-U.S. dollar currency pair trading near the $1.41 per euro level by the end 

of the quarter, close to the yearly high for the U.S. dollar. Sentiment toward the euro also 

deteriorated as comments from ECB officials continued to emphasize lingering inflationary risks. 

Consequently, many investors suggested that the euro area's real economic prospects could 

deteriorate significantly should the ECB not lower its policy rate at a faster pace. 

The dollar's gains against the euro were supported by increasing concerns about the solvency of 

many European financial institutions. During the final weekend of the quarter, investors expressed 

great concern that several European financial institutions-including the Belgian-Dutch bank 

Fortis, the Belgian-French bank Dexia, and the U.K. mortgage bank Bradford and Bingley-had 

either been nationalized or required significant government capital injections. In addition, the 

German real estate company Hypo Real Estate announced plans to receive a sizable capital injection 

by a consortium of German banks. These developments added to negative sentiment toward the 

euro, as investors reacted to signs of intensifying strains on the European financial system. Notably, 

around this time, many market participants were focused on the Irish government's decision to 

place a two-year guarantee on all deposits, bonds, and debt of six Irish banks. Market participants 

suggested that the move highlighted the immediate need for a coordinated effort among euro-area 

policymakers to address potential solvency issues within the region's financial system. More 

generally, many market participants continued to express concern over the ECB's emphasis on 

lingering inflation risks, despite the significant strains on the global financial system and signs that 

euro-area growth was slowing dramatically. 

2 A modified version of the original EESA was passed by the Senate on October 1 and by the House of 
Representatives on October 3. 
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The yen outperformed most major and emerging market currency pairs during the final three 

weeks of the quarter. Elevated risk aversion toward the end of the quarter prompted a significant 

repatriation of capital by Japanese institutional and retail investors. Many of these investors pared 

back positions in higher yielding foreign investments as well as those in currencies considered 

sensitive to global growth and commodity prices. Additionally, the perception that the Japanese 

financial sector remained relatively healthy and that Japanese investors had limited exposure to 

overseas credit markets added to positive sentiment toward the yen. In September, the yen 

appreciated about 1.9 percent against the U.S. dollar to end the quarter at ¥106.11 per dollar, 

and appreciated between approximately 5 and 9 percent against the euro, Australian dollar, and 

New Zealand dollar. 

GLOBAL FUNDING AND FOREIGN EXCHANGE SWAP MARKET LIQUIDITY 

CONDITIONS DETERIORATE TO UNPRECEDENTED LEVELS 

The sharp rise in counterparty credit concerns led to intense pressures in many global funding 

markets. Heightened demand for funding concurrent with elevated precautionary hoarding of cash 

by many institutions caused immense deterioration of term liquidity in both secured and unsecured 

lending markets. Many market participants reported that, as a result, some financial institutions 

were increasingly funding at very short-dated maturity tenors, leading to heightened concerns over 

potential rollover risks. 

Global funding market pressures were evident in the virtual shut-down of the foreign exchange 

swap market. Dealers reported that bid-ask spreads on foreign exchange swaps widened to as much 

as ten times the levels that prevailed before August 2007. They also reported a widespread decline 

in interbank market making and exceptionally limited trading activity in term maturity tenors. 

The price action was reportedly driven by demand for dollar funding from global financial 

institutions, particularly European banks. As many of these institutions increasingly struggled to 

obtain funding in the unsecured cash markets, they turned to the collateralized foreign exchange 

swap market as a primary channel for raising dollar funding. This extreme demand for dollar 

funding led to a shifr in foreign exchange forward prices, with the implied dollar funding rate 

observed in foreign exchange swaps on many major currencies rising sharply above that suggested 

by other relative interest rate measures such as the dollar OIS (Overnight Index Swap) rate and the 

dollar LIBOR (London Interbank Offered Rate). During the quarter, the spread of one- and three

month dollar rates implied by euro-U.S. dollar foreign exchange forward points over their 

respective dollar LIBOR fixing rate widened by around 415 and 245 basis points, respectively. 
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TREASURY AND FEDERAL RESERVE FOREIGN EXCHANGE RESERVES 

The U.S. monetary authorities did not undertake any intervention operations during the quarter. 

At the end of the quarter, the current value of the Federal Reserve System's Open Market Account 

holdings totaled $304.5 billion---consisting of $23.3 billion of foreign exchange reserve portfolio 

investments and $281.2 billion carrying value of outstanding swaps with the ECB, SNB, BoE, BoJ, 

RBA, and Danmarks Nationalbank. The current value of the U.S. Treasury's Exchange 

Stabilization Fund totaled $23.3 billion, comprised of euro and yen holdings. The U.S. monetary 

authorities invest their foreign currency balances in a variety of instruments that yield market

related rates of return and have a high degree of liquidity and credit quality. To the greatest extent 

practicable, the investments are split evenly between the System Open Market Account and the 

Exchange Stabilization Fund. 

To facilitate the functioning of financial markets and provide liquidity in U.S. dollars abroad, on 

December 12, 2007, the FOMC authorized temporary reciprocal currency arrangements with the 

ECB and the SNB. Holdings related to these arrangements are included in the System Open 

Market Account for the first and second quarters. 

As of September 24, the FOMC authorized increases in existing temporary reciprocal currency 

arrangements with the ECB and the SNB, and extended new swap lines to various central banks. 

As of September 29, the authorized swap line amounts were as follows: $240 billion for the ECB, 

reflecting an increase of $190 billion over the previously authorized amount; $60 billion for the 

SNB, reflecting an increase of $48 billion over the previously authorized amount; $80 billion for 

the BoE; $120 billion for the BoJ; $30 billion for the BoC; $30 billion for the RBA; $30 billion 

for Sveriges Riksbank; $15 billion for Norges Bank; and $15 billion for the Danmarks 

N ationalbank. 

All reciprocal currency arrangements have been authorized through April 30, 2009. As of 

September 30, the ECB had drawn down $174.7 billion, the SNB had drawn down $28.9 billion, 

the BoE had drawn down $40.0 billion, the BoJ had drawn down $29.6 billion, the RBA had 

drawn down $10 billion, and the Danmarks Nationalbank had drawn down $5 billion, while the 

BoC, Sveriges Riksbank, and Norges Bank had yet to draw down on their swap lines. 
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A significant portion of the U.S. monetary authorities' foreign exchange reserves is invested in 

European and Japanese government securities. On an outright basis, the U.S. monetary authorities 

hold German, French, and Japanese government securities. Under euro-denominated repurchase 

agreements, the U.S. monetary authorities accept sovereign debt backed by the full faith and credit 

of the following governments: Belgium, France, Germany, Italy, the Netherlands, and Spain. 

Foreign currency reserves are also invested at the Bank for International Settlements and in 

facilities at other official institutions. As of September 30, direct holdings of foreign government 

securities totaled $21.1 billion, split evenly between the System Open Market Account and the 

Exchange Stabilization Fund. Foreign government securities held under repurchase agreements 

totaled $7 .3 billion at the end of the quarter and were also split evenly between the two authorities. 
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Table 2 

FOREIGN CURRENCY HOLDINGS OF U.S. MONETARY AUTHORITIES 
BASED ON CURRENT EXCHANGE RATES 
Millions of U.S. Dollars 

Change in Balances by Source 

Realized Unrealized Gains/ 
Carrying Value, Net Purchases Investment Gains/Losses Losses on Foreign Carrying Value, 
June 30, 2008' and Salesb Earningsc on Saled Currency Revaluatione September 30, 2008' 

Federal Reserve System 

Open Market Account (SOMA) 

Euro 66,571.6 124,742.0 549.3 0 (7,474.li 184,388.7 

Swiss franc 12,235.3 16,900.0 86.2 0 (883.5i 28,338.1 

Japanese yen 8,994.7 29,622.0 32.7 0 (86.5i 38,563.0 

Canadian dollar 0.0 0.0 0.0 0 o.or 0.0 

British pound 0.0 39,999.0 29.4 0 (l,109.3)f 38,919.1 

Danish krone 0.0 5,000.0 0.5 0 (178.7i 4,821.8 

Australian dollar 0.0 10,000.0 1.8 0 (537.5)f 9,464.2 

Swedish krone 0.0 0.0 0.0 0 o.or 0.0 

Norwegian krone 0.0 o.o 0.0 0 o.or 0.0 

Total 87,801.6 226,263.0 699.9 0 (I0,269.6) 304,494.9 
---

U.S. Treasury Exchange 

Stabilization Fund (ESF) 

Euro 15,798.5 0 151.4 0 (1,679.5) 14,270.5 

Japanese yen 8,994.7 0 16.0 0 ~ 9,030.5 

Total 24,793.2 0 167.4 0 (1,659.7) 23,300.9 

Note: Figures may not sum to rotals because of rounding. 

a Carrying value of the reserve asset position includes interest accrued on foreign currency, which is based on "day of" accrual method. 

b Net purchases and sales include foreign currency purchases related to official activity, swap drawings and repaymencs, and warehousing. 

c Investment e'J.rnings include accrued interest and amortization on outright and swap-related holdings. 

d Gains and losses on sales are calculated using average cost. 

e Reserve asset balances are revalued daily at the noon buying rates. 

f Valuation adjustments on swap-related euro and Swiss franc holdings do not affect profit and loss because the impact is offset 
by the unwinding of the forward contract at the repayment date. 
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Table 3 

BREAKDOWN OF FOREIGN RESERVE ASSETS HELD 
Carrying Value in Millions of U.S. Dollars, as of September 30, 2008 

Euro-denominated assets: 

Cash held on deposit at official institutions 

Other assecsb 

Marketable securities held under repurchase agreemencsc 

Marketable securities held outright 

German government securities 

French government securities 

Swiss-franc-denominated assets: 

Ocher assets b 

Yen-denominated assets: 

Cash held on deposit ar official institutions 

Marketable securities held outright 

Other assets b 

Canadian-dollar-denominated assets: 

Other assersb 

British-pound-denominated assets: 

Other assetsb 

Danish-krone-denominated assets: 

Other assecsb 

Australian-dollar-denominated assets: 

Other asse[s b 

Swedish-krone-denominaced assets: 

Other assets b 

Norwegian-krone-denominaced assecs: 

Other assetsb 

Note: Figures may not sum to totals because of rounding. 

U.S. Treasury Exchange 

Stabilization Fund (ESF)' 

14,270.5 

5,997.2 

3,651.6 

4,621.6 

1,981.6 

2,640.0 

9,030.5 

3,!08.8 

5,921.6 

Federal Reserve System 

Open Market Account (SOMA)' 

184,388.7 

6,021.0 

170,094.5 

3,651.6 

4,621.6 

1,981.6 

2,640.0 

28,338.1 

28,338.l 

38,563.0 

3,!08.8 

5,921.6 

29,532.5 

0 

0 

38,919.1 

38,919.l 

4,821.8 

4,821.8 

9,464.2 

9,464.2 

0 

0 

0 

0 

aAs of September 30, the euro and yen portfolios had Macaulay dura[ions of9.l months and 10.6 months, respectively, for both the ESF 
and SOMA portfolios. 

bCarrying value of outstanding reciprocal currency swaps with the European Central Bank, the Swiss National Bank, the Bank of Japan, 
the Bank of Canada, the Bank of England, the Danmarks Nationalbank, the Reserve Bank of Australia, Sveriges Riksbank, and Norges Bank. 

csovereign debt obligations of Belgium, France, Germany, Italy, the Netherlands, and Spain are presently eligible collateral for reverse repo 
transactions. 
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Table 4 

RECIPROCAL CURRENCY ARRANGEMENTS 
Millions of U.S. Dollars 

Inscitution 

Bank of Caoada 

Bank of Mexico 

European Central Bank" 

Swiss National Banka 

Bank of Japan• 

Bank of Caoada' 

Bank of England' 

Danmarks Nationalbanka 

Reserve Bank of Australiaa 

Sveriges Riksbanka 

N orges Banka 

Total 

Bank of Mexico 

Toca I 

a Temporary swap arrangement. 

Amount of Facilicy 

Outstanding as of 

September 30, 2008 

Federal Reserve System Open Market Account (SOMA) 

2,000 0 

3,000 0 

240,000 174,742 

60,000 28,900 

120,000 29,622 

30,000 0 

80,000 39,999 

15,000 5,000 

30,000 10,000 

30,000 0 

15,000 0 

625,000 288,263 

U.S. Treasury Exchange Stabilization Fund (ESF) 

3,000 

3,000 

18 

0 
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Table 5 

DAILY SWAP FACILITY ACTIVITY 
U.S. Dollars 

Date Drawings Repayments Amount Outstanding 

European Central Bank 

7/3/08 25,000,000,000 25,000,000,000 50,000,000,000 

7/17/08 25,000,000,000 25,000,000,000 50,000,000,000 

7131108 25,000,000,000 25,000,000,000 50,000,000,000 

8114108 30,000,000,000 25,000,000,000 55,000,000,000 

8128/08 20,000,000,000 25,000,000,000 50,000,000,000 

9111/08 20,000,000,000 20,000,000,000 50,000,000,000 

9118/08 40,000,000,000 90,000,000,000 

9119108 40,000,000,000 40,000,000,000 90,000,000,000 

9122108 40,000,000,000 40,000,000,000 90,000,000,000 

9/23/08 40,000,000,000 40,000,000,000 90,000,000,000 

9/24/08 40,000,000,000 40,000,000,000 90,000,000,000 

9/25/08 65,000,000,000 60,000,000,000 95,000,000,000 

9/26/08 65,000,000,000 40,000,000,000 120,000,000,000 

9129108 30,000,000,000 30,000,000,000 120,000,000,000 

9130/08 84,742,000,000 30,000,000,000 174,742,000,000 

Swiss Nacional Bank 

7/3/08 6,000,000,000 6,000,000,000 12,000,000,000 

7117/08 6,000,000,000 6,000,000,000 12 ,000,000,000 

7131/08 6,000,000,000 6,000,000,000 12,000,000,000 

8114108 6,000,000,000 6,000,000,000 12,000,000,000 

8128108 6,000,000,000 6,000,000,000 12,000,000,000 

9111/08 4,000,000,000 4,000,000,000 12,000,000,000 

9/18/08 10,000,000,000 22,000,000,000 

9119108 10,000,000,000 I0,000,000,000 22,000,000,000 

9/22108 10,000,000,000 10,000,000,000 22,000,000,000 

9123/08 10,000,000,000 10,000,000,000 22,000,000,000 

9/24108 10,000,000,000 10,000,000,000 22,000,000,000 

9125/08 18,000,000,000 16,000,000,000 24,000,000,000 

9126/08 11,900,000,000 10,000,000,000 25,900,000,000 

9129/08 8,2 39 ,000,000 7 ,000,000,000 27, 139,000,000 

9130/08 I0,000,000,000 8,239,000,000 28,900,000,000 

Bank of Japan 

9125/08 29,622,000,000 29,622,000,000 
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Table 5 

DAILY SWAP FACILITY ACTIVITY (CONTINUED) 
U.S. Dollars 

Date Drawings Repayments Amount Outstanding 

Bank of Canada 

Bank of England 

9/18/08 14,050,000,000 14,050,000,000 

9/19/08 20,800,000,000 14,050,000,000 20,800,000,000 

9/22/08 26, 150,000,000 20,800,000,000 26,150,000,000 

9123/08 30, 101,000,000 26,150,000,000 30,101,000,000 

9/24/08 29,900,000,000 30,101,000,000 29,900,000,000 

9/25/08 35,045,000,000 29,900,000,000 35 ,045 ,000,000 

9/26/08 40,000,000,000 35,045,000,000 40,000,000,000 

9/29/08 9,999,000,000 10,000,000,000 39,999,000,000 

9/30/08 9,999,000,000 9,999,000,000 39.999,000,000 

Danmarks Nationalbank 

9/30/08 5,000,000,000 5,000,000,000 

Reserve Bank of Australia 

9/29/08 10,000,000,000 10,000,000,000 

Sveriges Riksbank 

Norges Bank 
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Chainnan Bernanke subsequently submitted the following in response to written questions 
received from Ranking Member Shelby in connection with the July 15, 2008, hearing regarding 
"Recent Development in U.S. Financial Markets and Regulatory Responses to Them" before 
Committee on Banking, Housing, and Urban Affairs: 

Preventing a Bailout 

Chairman Bernanke, government bailouts of financial institutions create long-term moral 
hazard problems. They make future financial crises more likely and more severe because 
investors and executives fail to monitor risks on the belief that the government will rescue 
them if they bet wrong. With the bailout of Bear Stearns earlier this year and now the 
Treasury's new proposal for the GSEs, I am concerned that we are creating a very severe 
moral hazard problem in this country. If we are not careful, it could very well be the 
source of our next crisis. 

• Chairman Bernanke, to avoid creating a moral hazard problem, should the equity 
positions of existing Freddie and Fannie shareholders be wipe-out as part of any 
investment by the Treasury Department in the GSEs? 

With the establishment of the GSE conservatorship, the equity positions of Fannie Mae 
and Freddie Mac were substantially reduced. 

Impact of New Government Debt 

Chairman Bernanke, Secretary Paulson's plan would likely involve the Treasury 
Department issuing new government debt to finance its investments in Freddie and Fannie. 

• How much debt will the Treasury likely need to issue to implement the Secretary's 
plan? 

• What impact would this new debt issuance have on interest rates, the value of the 
dollar, the Federal government's fiscal position, and the overall economy? 

The existence of the backstop authorities to provide liquidity or capital support to the 
GSEs should bolster investor confidence in the GSEs and thereby reduce the extent of 
additional government support that will be required. It is very difficult to predict the scale of 
support that would be required in the event that liquidity or capital support does prove necessary. 
Depending partly on the scale of such activity, such financing activities could have some effect 
on interest rates, the dollar, the federal deficit, and the overall economy. However, the 
connection between the federal deficit and such variables is highly complex and any effects are 
likely to depend on the circumstances. 



-2-

Solvency of GSEs 

Chairman Bernanke, some have said that Freddie and Fannie are fundamentally sound 
and are only facing a crisis of confidence by investors. 

• In your judgment, is either Freddie or Fannie insolvent right now or do either of 
them face insolvency in the near future? 

. • Is there any way to prevent the collapse of Freddie and Fannie without significant 
financial support from the Federal government? In other words, is this a crisis of 
confidence or do Freddie and Fannie face real and serious financial problems? 

Fannie Mae and Freddie Mac both face significant challenges in the near future. Until 
the consequences of their past risk management decisions becomes clearer, and until the path of 
house prices becomes better known, the current capital adequacy of Fannie Mae and Freddie 
Mac will remain difficult to determine. Thus, the seriousness of the GSEs' financial problems, 
and the appropriate policy actions in response to these problems, particularly in light of the 
recent legislation passed by the Congress, remains to be seen. 

Raising Capital 

Chairman Bernanke, Secretary Paulson has offered one proposal for re-capitalizing 
Freddie and Fannie. Before Congress acts on this proposal, I would like to hear what other 
options and alternatives exist for addressing the current problems with the GSEs. 

• Would you please discuss what other steps could the Federal government take to 
support the GSEs? In particular, why would Treasury not ask for immediate 
receivership authority, which would serve to wipe out remaining shareholders and 
provide the government with greater ability to restructure the GSE with new 
management? 

Since Congress just recently passed GSE reform legislation, I will wait to discuss new 
proposals and other steps the Congress might take concerning the GSEs. 





Governor Elizabeth Duke subsequently submitted the following in response to written questions 
received from Chairman Christopher Dodd in connection with the 10/23/08 hearing before the 
Committee on Banking, Housing, and Urban Affairs: 

AIG 
Q.1 Former AIG CEO Hank Greenberg recently wrote a letter that was reported in the 
Washington Post as saying, "Unless there is immediate change to the structure of the 
Federal loan [to AIG], the American taxpayer will likely suffer a significant financial loss." 
(\Vashington Post, November 3, 2008). However, in the Federal Reserve Board's report to 
the Senate Banking Committee about the Fed's actions with respect to AIG under Section 
13(3) of the Federal Reserve Act, the Board told the Committee that it does not expect the 
loans to result in any losses to the Federal Reserve System or the taxpayer. Can you please 
explain why Mr. Greenberg is incorrect? 

A. l. Outstanding advances to AIG under the credit facility initially provided to AIG on 
September 16, 2008 (the Revolving Credit Facility) are secured by the pledge of assets of AIG 
and its primary non-regulated subsidiaries, including AIG's ownership interest in its regulated 
U.S. and foreign subsidiaries. AIG has announced a comprehensive and global divestiture 
program to raise funds to repay the Revolving Credit Facility. These dispositions will include 
subsidiaries that rank among the largest and most prominent businesses in the industry. 

As part of our oversight activities arising from our role as a lender to AIG, Federal 
Reserve staff, assisted by expert advisers that we have retained, reviews this divestiture program 
and closely monitors the company's progress in implementing the divestiture program's 
objectives on an ongoing basis, as well as cash flows and financial condition. The Federal 
Government's restructuring of its financial relationship with AIG announced on November 10, 
2008, which includes the acquisition of $40 billion in newly issued Senior Preferred Stock of 
AIG by the U.S. Treasury, and the modification of some of the initial terms of the Revolving 
Credit Facility, should enhance AI G's ability to repay the Facility by, among other things, 
providing additional time to execute its asset disposition plan. Given the substantial assets of 
AIG and the senior and secured position of the Revolving Credit Facility, the Board expects that 
the Revolving Credit Facility will not result in any net loss to the Federal Reserve or taxpayers. 

Advances to Maiden Lane II LLC (ML II) and to Maiden Lane III LLC (ML III) under 
the credit facilities established to partially fund the acquisition of certain AIG-related assets by 
these special purpose vehicles are secured by a lien on all of the assets held by ML II and ML III 
respectively. Given the expected amounts to be realized from the cash flows produced by these 
assets as well as the proceeds from disposition of these assets over time, and the subordinated 
positions of AIG in ML II and ML III, the Board does not expect any net cost to the taxpayers as 
a result of the failure to repay the credit extended by the Federal Reserve to ML II and ML III. 

Q.2 \Vhat is the total sum of money the Federal Reserve System has lent to AIG through 
any and all actions undertaken by the Federal Reserve, including the Commercial Paper 
Funding Facility (CPFF)? \Vhat process was used to determine AI G's eligibility to 
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participate in the CPFF'? Did the Federal Reserve consider the fact that AIG was already 
subject to special Fed lending when deciding AIG's eligibility to participate in the CPFF? 

A.2. As initially structured in September 2008, the Revolving Credit Facility allowed 
AIG to borrow up to $85 billion. From inception of this Facility to November 5, 2008, the total 
aggregate amount of borrowings were approximately $77.0 billion, of which approximately 
$16.0 billion was repaid on or before that date. In connection with the U.S. Treasury's 
announcement that it would acquire $40 billion in AIG Senior Preferred Stock in November, the 
proceeds of which were used to repay amounts outstanding under the Facility, the total amount 
of credit permitted to be outstanding under the Facility was reduced to $60 billion. As of 
December 31, 2008, AIG had approximately $38.9 billion in advances outstanding under the 
Facility. 

Four AIG affiliates1 AIG Funding, Inc., International Lease Finance Corporation, Curzon 
Funding LLC, and Nightingale Finance LLC, have borrowed from the CPFF. Under the terms of 
the CPFF, these four affiliates may borrow an aggregate amount of up to approximately 
$20.9 billion from that Facility. As of November 5, 2008, these four affiliates had borrowed an 
aggregate amount of approximately $15.2 billion under the CPFF. By its terms, the CPFF is 
available to any U.S. issuer of commercial paper that meets the eligibility requirements of the 
Facility. Among other requirements, the commercial paper financed through the CPFF special 
purpose vehicle must be rated A-1/P-1/F-1 by a major nationally recognized statistical rating 
organization. The fact that a particular issuer may be eligible to borrow under, or be affiliated 
with an eligible borrower under, other credit facilities established under section 13(3) of the 
Federal Reserve Act does not disqualify the issuer under the terms of the CPFF. For example, 
affiliates of primary dealers that have access to the Primary Dealer Credit Facility are not 
ineligible to borrow under the CPFF. The four AIG affiliates that are borrowers from the CPFF 
meet the eligibility criteria of that Facility. 

The Federal Reserve Bank of New York (FRBNY) is authorized to provide up to 
$22.5 billion in senior secured credit to ML II to partially fund its acquisition of approximately 
$40 billion (par value) in residential mortgage-backed securities from AIG. As of December 31, 
2008, the FRBNY had lent $19.5 billion to ML II. As a result of the ML II credit facility, on 
December 12, 2008, the Securities Borrowing Facility for AIG, through which the FRBNY could 
lend up to $37.8 billion in cash to AIG in exchange for collateral in the form of investment grade 
securities that were being returned by AIG's securities lending counterparties, was terminated. 
On November 5, 2008, before the Securities Borrowing Facility was terminated, AIG had 
borrowed approximately $19.9 billion under that Facility. All borrowings under the Securities 
Borrowing Facility were repaid in full when the facility was terminated on December 12, 2008. 

The FRBNY is authorized to provide up to $30 billion in senior secured credit to ML III 
to partially fund its acquisition of approximately $69 billion (par value) of multi-sector 
collateralized debt obligations (CDOs) protected by credit default swaps (CDS) and similar 
contracts written by AIG. As of December 31, 2008, FRBNY had lent $24.3 billion to ML III. 
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Q.3. \Vhat is AIG's market capitalization? Is the present value of AIG's equity and assets 
(using mark-to-market accounting) greater than AIG's liability to the Federal Reserve? 

A.3. As explained in response to Question 1, advances under the Revolving Credit 
Facility are to be repaid with the proceeds of asset sales by AIG, including the disposition of 
many of its major U.S. and foreign insurance subsidiaries. The shares of the insurance 
subsidiaries of AIG are not themselves publicly traded or valued on a mark-to-market basis. 
Based on its recent common stock price, as of year-end 2008, AI G's market capitalization was 
approximately $4.2 billion. However, current market capitalization is not necessarily a reliable 
indicator of the value that the purchasers of AIG's businesses, which rank among some of the 
most prominent in the industry, will pay for these assets and thus the amount of proceeds that 
will be received from the disposition of these businesses. As stated above, in light of the 
substantial assets of AIG and the senior and secured position of the Revolving Credit Facility, 
the Board expects that the Revolving Credit Facility will not result in any net loss to the Federal 
Reserve or taxpayers. 

Q.4. How has AIG used the funding the System has provided, and what analysis have you 
done to conclude that the loans will be repaid? 

A.4. Consistent with the terms of the Revolving Credit Facility, AIG has used the 
proceeds of advances under the Revolving Credit Facility for general corporate purposes, 
including as a source of liquidity to pay obligations as and when they become due. Since the 
establishment of the Facility, a significant portion of the Facility proceeds has been used to meet 
continued cash requirements associated with AIG's securities lending program and for collateral 
calls related to its portfolio of CDS and similar contracts AIG had written on multi-sector CDOs. 
In the future, draws on the Revolving Credit Facility are not expected to be used for these 
purposes to a significant extent because the credit facilities provided to ML II and ML III are 
designed to address the liquidity pressures on AIG related to these factors. Draws on the Facility 
going forward may continue to be used for other general corporate purposes, such as to repay 
maturing debt obligations and provide operating funds, loans or capital to the company's 
subsidiaries. 

See the answer to Question 1 for a description of the steps Federal Reserve staff is taking 
with regard to assessing whether outstanding advances under the Revolving Credit Facility will 
be repaid. 

Q.5. Has the Federal Reserve put any restrictions on the lobbying activities of AIG? 
• Have any other restrictions been placed on AIG's business or other activities? 

A.5. As is usual in commercial lending transactions involving distressed borrowers, the 
Federal Reserve has certain rights as a creditor under the loan documentation rela:ing to the 
Revolving Credit Facility, such as the right to require that overall corporate governance be 
acceptable to the Federal Reserve. Other provisions in the loan documentation include a 
prohibition, while the Federal Reserve Facility is outstanding, on making certain types of 
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shareholder distributions, such as payment of dividends on common stock, and a requirement to 
submit to the Federal Reserve as lender a significant number of financial statements and reports 
that address a broad range of topics relating to the financial condition and future prospects of 
AIG. Regarding restrictions on its business, AIG may not make material changes to its business 
activities without the consent of the Federal Reserve, and may not enter into new swap 
transactions except under policies approved by the Federal Reserve or to hedge or mitigate risks. 

Although the Federal Reserve loan documentation does not specifically address AIG's 
lobbying activities, as a condition of the Treasury's acquisition of $40 billion in Senior Preferred 
Stock under the Troubled Assets Relief Program (TARP), AIG must maintain and implement a 
written policy on lobbying, governmental ethics, and political activities that, among other things, 
applies to AIG and all of its subsidiaries and affiliated foundations. This policy may not be 
materially amended without the prior written consent of the Treasury. 

Q.6. While financial problems in AIG Financial Products have been detailed by the 
Federal Reserve and the press, specifically regarding credit default swaps, Board staff has 
indicated that the life insurance company held by AIG may also have financial problems. 
Please detail these financial problems. Please indicate whether any of the loans, and if so, 
what amount, has been spent in the life insurance, and other insurance companies. 

A.6. During the first three quarters of 2008, AIG reported significant losses arising 
primarily from other-than-temporary-impairment charges on its investment portfolio, which was 
the result to a significant extent of declines in the market values of mortgage-backed securities 
AIG held in connection with the securities lending program operated by AIG's regulated 
insurance subsidiaries. To address the losses from this activity during the period from inception 
of the Federal Reserve's Revolving Credit Facility to November 5, 2008, AIG had used about 
$19 billion of advances from the Facility to make capital contributions to its insurance 
companies or to repay obligations to the securities lending program. The ML II credit facility 
was designed to help AIG address these positions. ML II acquired from AIG's insurance 
subsidiaries, in return for cash, the residential mortgage-backed securities that these subsidiaries 
held as part of the securities lending program. These actions allow ML II to manage and realize 
the underlying value of these securities over the longer term, and relieve AIG and its insurance 
subsidiaries from the short-term volatility in the mark-to-market value of these assets in the 
current economic environment. These actions also were designed to enhance the safety and 
soundness and overall financial condition of the insurance companies. 

Q.7. In return for the Federal Reserve loan, the federal government now controls almost 
80 percent of AIG. 

• What federal entity is/will control this large share of AIG? 
• What decisions have been made about how this control will be exercised? 
• How many Federal Reserve or other federal staff are currently on-site at AIG? 

Please detail the roles of these staff. 
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A.7. Under the terms of the Revolving Credit Facility as amended, AIG will issue 
shares of perpetual, non-redeemable convertible preferred stock to a trust that will hold the stock 
for the benefit of the U.S. Treasury. The preferred stock is convertible into 77.9 percent of 
AIG's outstanding common stock. Decisions regarding the exercise of any voting rights 
associated with this preferred stock and regarding any disposition of the stock to third parties 
will be made by the independent trustees of the trust. In addition to this equity interest, the 
Treasury Department, in connection with its acquisition of $40 billion of senior preferred stock 
of AIG under the TARP, also received warrants to purchase 2 percent of the common stock of 
AIG. Control over these instruments is exercised by the Treasury Department in compliance 
with the rules and conditions applicable to the TARP. 

A team of approximately 10 Federal Reserve staff, led by a Senior Vice President of the 
FRBNY, has primary responsibility for managing and implementing the oversight of AIG 
provided for in the loan documentation relating to the Revolving Credit Facility. Federal 
Reserve staff are on-site at AIG to monitor the company's funding, cash flows, use of proceeds, 
and progress in pursuing its divestiture plan. Federal Reserve representatives are also in regular 
contact with AIG senior management and attend all AIG board meetings and board committee 
meetings. 

Q.8. Board staff has indicated that the Federal Reserve has not taken a close look at the 
solvency of the insurance companies held by AIG because those activities are regulated at 
the state level. Is this correct? Has the Federal Reserve done a thorough analysis of AIG's 
insurance companies, including their solvency? 

A.8. Under the existing statutory framework, the relevant state insurance regulatory 
authorities have the primary responsibility for determining the financial condition of AIG' s 
insurance company subsidiaries. This includes the authority to take action to resolve regulated 
insurance companies that fail to meet the state regulator's capital, solvency, and other regulatory 
requirements. As a lender to AIG, the Federal Reserve closely monitors the cash flow, earnings, 
and general financial condition of the company on a consolidated basis, which includes 
reviewing financial information on all of the company's major subsidiaries, including the 
insurance subsidiaries. In carrying out this oversight responsibility, the Federal Reserve 
coordinates on an ongoing basis with the appropriate state insurance authorities. 

EESA 
Q.9. \Vhat actions has the Board taken to implement a plan under Section 110 of the 
Emergency Economic and Stabilization Act of 2008 with respect to foreclosure mitigation 
for mortgages or mortgage -backed securities held, owned, or controlled by or on behalf of 
a Federal Reserve Bank? 

A.9. Section 110 of the Emergency Economic Stabilization Act directs Federal property 
managers, to the extent that they hold, own, or control mortgages, mortgage-backed securities, 
and other assets secured by residential real estate (residential mortgage assets), to "implement a 
plan that seeks to maximize assistance for homeowners and use its authority to encourage the 
servicers of the underlying mortgages, and considering net present value to the taxpayer, to take 
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advantage of the HOPE for Homeowners Program under section 257 of the National Housing 
Act or other available programs to minimize foreclosures." Section 110 generally provides that 
the Federal Reserve Board (Board) is a Federal property manager with respect to any mortgage, 
mortgage-backed securities, or pool of such securities (residential mortgage assets) held, owned, 
or controlled by or on behalf of a Federal Reserve Bank other than residential mortgage assets 
that are held, owned, or controlled by or on behalf of a Federal Reserve Bank "in connection 
with open market operations under section 14 of the Federal Reserve Act (12 U.S.C. 353), or as 
collateral for an advance or discount that is not in default." 

The Board is currently not a Federal property manager for any resiJential mortgage assets 
within the scope of section 110. To the extent that residential mortgage assets are held, owned or 
controlled by the Federal Reserve Banks, these assets are held, owned or controlled in 
connection with open market operations or as collateral for advances or discounts that are not in 
default, such as the credit extended to Maiden Lane LLC. 1 

Nonetheless, the Board is in the final stages of developing a foreclosure mitigation policy 
for use by the Federal Reserve Banks. In addition to applying this policy in situations required 
by section 110, the Board will consider whether there are situations in which it is appropriate and 
feasible for the Board to apply the policy voluntarily. 

In developing this policy, the Board has consulted \Vith the Federal Deposit Insurance 
Corporation, the Federal Housing Finance Agency, and other governmental and industry 
representatives, and has carefully considered recent developments and changes to industry 
protocols relating to foreclosure mitigation. The Board expects to finalize and vote on this 
policy soon and will promptly submit a copy of its policy once approved to Congress. The goal 
of the policy will be fully consistent with the requirements and goals of section 110 to offer 
distressed homeowners a sustainable loan modification when such action would result in a higher 
expected net present value (NPV) than would be expected through foreclosure. 

• Specifically, what goals has the Board established for the number or percentage 
of mortgages that should be modified to comply with the Act? 

Any portfolio that becomes subject to the Board's foreclosure mitigation policy will 
contain unique characteristics, such as the number of whole residential mortgage loans versus 
residential mortgage-backed securities, the percentage of senior mortgage loans versus 
subordinate mortgage loans, and the number of performing loans versus non-perfom1ing loans. 
To account for these variables, the Board does not expect to establish a pre-set number or 
percentage ofloans that must be modified under its policy. 

However, as noted above, the Board's over-arching goal under the policy will be to try to 
keep consumers in their homes by offering sustainable loan modifications when the expected 

1 Maiden Lane LLC is the limited liability company to which a portfolio of assets was transferred 
in connection with a loan by the Federal Reserve Bank of New York, which facilitated the 
acquisition of The Bear Steams Companies Inc. by JPMorgan Chase & Co. 
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NPV of a loan modification would be greater than the expected NPV of the net proceeds to be 
received through foreclosure. 

• \Vhat process has the Board established to communicate the plan, including 
modification goals, to Maiden Lane or the regional Federal Reserve Bank that 
would serve as the agent for the Board in carrying out its duty under the law? 

As noted above, the Board is in the final stages of developing a foreclosure mitigation 
policy to guide the Federal Reserve Banks in the event that the Board becomes a Federal 
property manager. The Board will transmit that policy to the Reserve Banks and require that the 
Reserve Banks, and any agents they may hire to assist in the management or servicing of the 
mortgage portfolios subject to section 110, abide by the policy. 

• How many Bear Stearns loans have been modified to date and what were the 
terms? 

Wells Fargo & Company (Wells Fargo) and EMC Mortgage Corporation currently act as 
the servicers of the whole residential mortgages that serve as collateral for the loan to Maiden 
Lane LLC. Both Wells Fargo and EMC Mortgage are members of the HOPE NOW Alliance 
and utilize industry standard protocols for loan modifications that are consistent with the 
standards and guidelines established by the HOPE NOW Alliance. Loan modifications for 
mortgages that serve as collateral for the loan to Maiden Lane LLC have been offered to 
delinquent borrowers who are facing other-than-temporary economic hardships, but who may 
have the capacity to perform on the loan following a modification of terms that provides an 
expected NPV greater than what would be expected through foreclosure. Workout plans, which 
are not formal loan modifications, are offered to borrowers with temporary problems and need 
assistance bringing their account current through short-tem1 modifications to their payments. 

The ability to offer loan modifications and workout plans for loans that serve as collateral 
for the extension of credit to Maiden Lane LLC is contingent on whether the subject assets are 
whole mortgage loans rather than mortgage-backed securities. Because mortgage-backed 
securities are pools of mortgages in which the Federal Reserve Bank only holds a fractional 
interest along with other investors, the Reserve Bank does not have direct control over the 
servicing of those residential mortgage assets. The majority of residential mortgage assets that 
serve as collateral for the loan to Maiden Lane LLC are in the form of residential mortgage
backed securities. Moreover, all of the residential whole loans in the portfolio were performing 
as of March 14, 2008, when Maiden Lane LLC acquired the portfolio. 

As of November 30, 2008, slightly more than 11 percent of the residential mortgage 
whole loans that serve as collateral for the loan to Maiden Lane LLC and that were both non
performing and more than 60 days past due had been permanently modified through a reduction 
in interest rate, an extension of term, a deferral or reduction in the principal balance, or a 
combination of such actions. Typically, permanent loan modifications initially are considered 
when borrowers become 60 days or more past due. 



- 8 -

The number of permanent loan modifications is expected to increase in the coming 
months. A significant portion of the loans currently 60 days or more past due only reached this 
stage recently and, as you know, the loan modification process, even under the best of 
circumstances, can take time, as the borrower must be contacted and appropriate analysis 
conducted to confirm that a modification is both appropriate and sustainable. Moreover, the loan 
modifications currently offered to borrowers for the loans backing the credit extension to Maiden 
Lane LLC become permanent only after a borrower makes three timely payments under the 
modified terms. Therefore, the number of permanently modified loans is expected to increase as 
more delinquent borrowers are contacted and finish the negotiation process and as borrowers that 
are in their three-month verification period fulfill their obligations and receive pemrnnent loan 
modifications. 

In addition, many delinquent borrowers are receiving flexible terms and assistance that 
may lead to loan workouts in forms other than formal loan modifications--for example, short 
sales or in the case of borrowers facing temporary financial hardships, a repayment plan. These 
workouts are not included in the stated percentage of loan modifications. 

Q.10. I commend the Administration for following through with Section 112 of EESA by 
convening an international summit on November 15th. In announcing the summit, the 
White House explained that leaders of the G20 and key international financial institutions 
will review progress on measures taken to address the financial crisis and to discuss 
principles for reform of regulatory and institutional regimes going forward. Please 
describe what the Federal Reserve and Treasury Department intend to accomplish through 
this summit and the subsequent working group meetings that will follow the summit-
specifically, what types of principles for regulatory and institutional modernization will the 
United States pursue in the international community? Will these principles include 
protections for consumers and households which form the foundation of economic 
prosperity in our country as well as other countries? 

A. l 0. In a statement released following their November 15 meeting, the G-20 Heads of 
State articulated five key principles that will govern efforts by the official sector to reform the 
global financial system. These principles include strengthening transparency and accountability 
of financial markets and financial institutions, enhancing sound regulation, promoting integrity 
in financial markets, reinforcing international cooperation, and reforming international financial 
institutions. These efforts are constructive and should help to make the global financial system 
more robust and resilient. The Federal Reserve is working with its counterparts in the G-20 to 
identify and implement specific measures that will contribute to achieving these five principles. 
Initiatives to protect consumers and households are central to these efforts. The statement from 
the G-20 Heads of States emphasized that bolstering consumer protection is an essential step 
toward protecting the integrity of global financial markets. Consumers and households benefit 
both directly and indirectly as the financial system becomes stronger, better regulated, and more 
transparent. 
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Commercial Paper Funding Facility 
Q.11. What real assets are securing loans made under the CPFF to special purpose 
vehicles? 

A.11. The loans made under the CPFF to the special purpose vehicle (SPV) are 
co!lateralized by the highly rated commercial paper purchased by, and the fees collected by, the 
SPY. 

Q.12. \Vhat has the Federal Reserve done to clarify the effect of the CPFF on the daily 
rates reported in the Board's H-15 data release? 

• \Vhat has the Board done to make clear that the support provided by the CPFF 
bas altered the overall commercial paper rate? 

• Does the H-15 data still represent an actual market rate, without credit 
enhancement by the CPFF or any other recent government action? 

A.12. On November 5, 2008 we added the following footnote to the H-15 release: 

Financial paper that is insured by the FDIC's Temporary Liquidity Guarantee 
Program is not excluded from relevant indexes, nor is any financial, nonfinancial, 
or asset-backed commercial paper that may be directly or indirectly affected by 
one or more of the Federal Reserve's liquidity facilities. Thus the rates published 
after September 19, 2008, likely reflect the direct or indirect effects of the new 
temporary programs and, accordingly, likely are not comparable for some 
purposes to rates published prior to that period. 

The commercial paper rates published on the H-15 release have and continue to be a 
reflection of actual transactions that take place in the U.S. commercial paper market. We have 
never screened outtransactions with third-party credit enhancements. 

Q.13. What analysis bas the Federal Reserve undertaken to determine which markets 
usually use the 90-day commercial paper rate in conducting their business? 

• Which of the markets, if any, did the Fed determine use this rate regularly in 
their business operation? 

• What steps, if any, has the Federal Reserve taken to assure that the actions to 
lower the costs of issuing commercial paper are not having an adverse impact on 
other markets which are pegged to the 90-day financial commercial paper? 

• 'Vas a similar analysis conducted with respect to possible implications for 
markets that use other short term (under 365-day) commercial paper as a result 
of the establishment of the CPFF? 

• What steps, if any, has the Federal Reserve taken to assure that the actions to 
lower the costs of issuing commercial paper is not having an adverse impact on 
those other markets? 
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A.13. By law, the reimbursement rates on student loans are tied to the 90-day financial 
CP rate. In addition, dealers report that some financial contracts (e.g., derivatives) settle on 
certain CP rates published by the Federal Reserve. 

The link of the reimbursement rate on student loans to the 90-day financial CP rate has 
become problematic for student lenders, because their cost of funds tends to be tied to Libor, and 
the spread between Libor and the financial CP rate has moved against them. Importantly, the 
wider spread likely reflects pressures on the Libor rate as well as the CP rate. In addition, this 
spread first widened a few weeks before the CPFF began operation. 

To ensure that market participants fully understand our methodology for calculating CP 
rates, we published the following announcement on the Federal Reserve's commercial paper 
website on November 5, the first paragraph of which was also added (as already mentioned in 
our response to Question 11) as a footnote to the Federal Reserve's H-15 release: 

Clarification of Criteria Considered for Commercial Paper Rates 
Financial paper that is insured by the FDIC's Temporary Liquidity Guarantee Program 
is not excluded from relevant indexes, nor is any financial, nonfinancial, or asset-backed 
commercial paper that may be directly or indirectly affected by one or more of the 
Federal Reserve's liquidity facilities. Thus the rates published after September 19, 2008, 
likely reflect the direct or indirect effects of the new temporary programs and, 
accordingly, likely are not comparable for some purposes to rates published prior to that 
period. 

Through November 4, the documentation on the "About" page of this release indicated 
that paper issued under "credit-enhanced programs'' was excludedfrom the samples of 
issues used to calculate reported rates. This wording was intended to convey that asset
backed commercial paper was excluded from the calculation of financial rates. Indeed, 
consistent with that intent, the Federal Reserve has, since 2006, published a separate rate 
series for asset-backed commercial paper. To avoid confusion, the reference to "credit
enhanced programs" will be dropped. 

Too Big to Fail 
Q.14. When Chairman Bernanke testified before this Committee in support of emergency 
legislation to stabilize the economy, he acknowledged that we have a "serious 'too big to 
fail' problem in this country," and that "it is much worse than we thought it was coming 
into this crisis." Ironically, as Gary Stern, President of the Federal Reserve Bank of 
Minneapolis points out, "The too-big-to-fail problem ... has been exacerbated by actions 
taken over the past year to bolster financial stability." In surveying the financial 
landscape, one is struck by the fact that we are seeing increased consolidation of financial 
institutions - not just of commercial banks, but including enormous combinations of 
commercial and investment banks. In fact, news reports indicate that a number of the 
institutions that received capital injections are using them to do additional acquisitions. 

• Are such consolidations increasing our "too big to fail" problem, thereby 
increasing the problem of moral hazard? If so, what do we do about it? 
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A.14. Working with the Treasury, the FDIC, and other agencies, the Federal Reserve 
believes that we must take all steps necessary to minimize systemic risk. We are also concerned 
about actions that increase moral hazard. As the Federal Reserve has previously noted, the 
acquisition of a troubled financial institution by a healthy firm can significantly mitigate risks to 
the financial system as a whole, preserve banking services in affected communities, and reduce 
the costs to taxpayers. Although preserving market discipline and avoiding moral hazard are 
extremely important, in exceptional circumstances it may be necessary for the government to 
intervene to protect financial and economic stability by taking steps to avoid the threat that could 
result from the failure of a major financial institution when financial markets are already quite 
fragile. The problems that result from moral hazard and the existence of institutions that are "too 
big to fail" must be addressed through prudent decisionmaking by government agencies, 
regulatory changes, improvements in the financial infrastructure, and other measures designed to 
prevent reoccurrence of threats to overall financial stability. Reforming the system to address 
these problems should be a top priority for lawmakers and regulators. 

Q.15. Each agency represented at the bearing bas aggressively used the tools at their 
disposal in dealing with the crisis. However, sometimes the use of those tools bas led to 
unintended consequences. For instance, when the Treasury Department guaranteed money 
market funds, it led to a concern on deposit insurance and bank accounts. \Vhen the FDIC 
guaranteed bank debt, it bad an effect on GSE borrowing costs, which in turn directly 
affects mortgage rates. 

Acknowledging that there is often a need to act quickly in these circumstances, please 
explain what steps and processes you have employed to inform other agencies about 
significant actions you undertake to ensure that there are not serious adverse unintended 
consequences and that your actions are working in concert with theirs. 

A.15. For many years, the Federal Reserve has worked with other government agencies-
including the Treasury Department, the Securities and Exchange Commission, the Commodity 
Futures Trading Commission, and the other banking agencies--through the President's Working 
Group on Financial Markets and in other forums, to foster the safety and soundness of financial 
institutions and the stability of financial markets. During the financial crisis, this collaboration 
has increased greatly, and includes regular conference calls at the principals' level as well as 
formal and informal staff contacts with a range of other agencies to exchange information on 
financial developments and to discuss possible policy responses. 

Such interactions have contributed importantly to the policy response to the crisis. 
Indeed, in some cases joint decisions by multiple agencies are required to take particular policy 
steps. For example, in order for the FDIC to invoke the systemic risk exception to the general 
requirement for least-cost resolution of a troubled insured depository institution, both the FDIC 
and Federal Reserve Boards must recommend such a step by two-thirds majorities and the 
Secretary of the Treasury, in consultation with the President, must determine that a least-cost 
resolution would have serious adverse effects on economic conditions or financial stability, and 
that a non-least-cost resolution would avoid or mitigate such adverse effects. This process, 
which involves considerable interaction between the three agencies at both the staff level and the 
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principals' level, has been undertaken three times this fall, in connection with the difficulties of 
Wachovia and Citibank and with the establishment of the FDIC's Temporary Liquidity 
Guarantee Program. Similarly, some other policy actions have involved more than one agency, 
and so by necessity have required extensive inter-agency consultation. An example is the Term 
Asset-Backed Securities Loan Facility, which calls for an equity investment by the Treasury 
Department and credit provided by the Federal Reserve. Even when joint action not been 
formally required to adopt a particular policy, the Federal Reserve has found it useful to 
exchange views regarding the possible policy in order to benefit from the assessments of other 
agencies. In many cases such consultations have been organized by Treasury Department and 
have included a wide range of government agencies. 



me 

BOARIJ OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON. Ct C, 20551 

1111!'.N 1111!'.RNANKI!: 

CHAI Fl MAN 



Chairman Bemanke subsequently submitted the following in response to the written question 
received from Senator Dodd in connection with the April 3, 2008, hearing before the Committee 
on Banking, Housing, and Urban Affairs: 

1. Does the Fed intend to conduct a study of what happened at Bear Stearns, with lessons 
learned? 

The SEC, which was Bear Steams' prudential regulator, is conducting an in-depth study 
of the events that precipitated the firm's liquidity crisis. The SEC has promised to share the 
results of its study with us. We will assess the results of the SEC's review and then consider 
whether further study of what happened to Bear Steams is necessary. In terms oflessons 
learned, one lesson that is already clear is that asset and funding liquidity can evaporate 
suddenly, even for very high quality assets. Both leveraged financial intermediaries and their 
prudential regulators must think through carefully the implications for prudent capital and 
liquidity buffers. 
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In my view, the Congress has achieved an appropriate balance between the needs for 
discipline and accountability, on the one hand, and flexibility and judgment, on the other, in the 
statutory frameworks that it has established for both monetary policy and emergency lending. 

With regard to monetary policy, the Congress has established the goals of maximum 
employment, stable prices, and moderate long-term interest rates, and it has set a framework for 
monetary policy accountability, partly through semiannual reports and testimony on monetary 
policy. The Congress has left the specific interpretation of the statutory goals for monetary 
policy to the judgment of the Board of Governors and the Federal Open Market Committee; for 
example, the Congress has wisely chosen not to quantify three goals of policy. Similarly, the 
Congress has provided only general guidance regarding the Federal Reserve's semiannual. 
reports on monetary policy, leaving the specific content of such reports and the accompanying 
testimony to the judgment of the Federal Reserve. 

The Congress has chosen an analogous approach for the conditions and accountability for 
emergency lending. With regard to the conditions for emergency lending, the Congress has 
established a clear framework that sets a high hurdle for undertaking such activities: Emergency 
lending can be done only in unusual and exigent circumstances, only when the borrower cannot 
otherwise secure adequate credit accommodations, and only with the approval of at least five 
members of the Federal Reserve Board. However, the Congress left the specific interpretation of 
the first two conditions to the Board. In my view, this was a wise decision by the Congress: 
Financial crises tend to be unique events, making it very difficult to set in advance an appropriate 
set of specific conditions that would have to be met for emergency lending. Moreover, the 
Congress has established an ongoing framework for the accountability of the Federal Reserve's 
financial operations by requiring that the Board publish on a regular basis statements of 
conditions for the Reserve Banks and for the System as a whole. Within this reporting 
framework, the Board has provided detail on the amounts outstanding under its various credit 
programs both in routine circumstances and in the current period of financial stress. In addition, 
the Federal Reserve recognizes that when it undertakes emergency lending it has an obligation to 
explain why it believes the conditions for such lending have been met. Congress has the 
authority to review the Federal Reserve's explanations, as it did at the hearing on April 3. 

Chairman Bernanke, the Federal Reserve Act grants the Board of Governors broad 
emergency lending authority. It enables the Fed to extend the Federal safety net to 
corporations, such as investment banks, that otherwise are not guaranteed by the Federal 
government. 

• Since taxpayers bear any losses on any emergency loans the Fed extends, should there 
be limits on the amount of lending the Fed can conduct under its emergency lending 
authority? And given budgetary implications of such lending, should the Treasury 
Secretary also have to formally approve these loans? 

When Congress established the Federal Reserve as the nation's central bank, Congress 
considered it important that an independent agency be created to help maintain the stability of 
the U.S. financial system. Financial crises can develop quickly and with considerable intensity, 
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and it is crucial that the Federal Reserve have authority to respond rapidly and powerfully to a 
severe crisis by, if necessary and appropriate, providing liquidity to the financial system. 

It is important to note that the Federal Reserve's emergency lending authorities are 
subject to a number of important qualitative limits. Most notably, the Federal Reserve generally 
has authority to lend to non-banks only in unusual and exigent circumstances, and when the 
borrower is unable to obtain adequate credit accommodations from other banking institutions. 
Moreover, these emergency credits must be secured to the satisfaction of the lending Federal 
Reserve Bank and approved by a super-majority of the Board of Governors of the Federal 
Reserve System. Consistent with the spirit of the Federal Reserve Act, we have only used our 
power to make emergency loans to non-depository institutions on a small number of occasions in 
the 75 years since Congress granted this authority to the Federal Reserve. 

The Federal Reserve also has been very careful in its recent actions to minimize any 
potential losses to taxpayers. All credit extended to primary dealers under the PDCF and all 
transactions with primary dealers under the term securities lending facility (TSLF) are fully 
secured by investment-grade securities with appropriate haircuts. In addition, the March 14 loan 
to Bear Steams was repaid on March 17 without loss to the taxpayer. There are also substantial 
protections for taxpayers associated with the prospective $29 billion extension of credit by the 
Federal Reserve to be made in connection with the acquisition of Bear Steams by JPMC. The 
collateral for the loan will be in the form of investment-grade securities and performing credit 
facilities, JPMC will bear the first $1 billion oflosses on the collateral pool, the Federal Reserve 
will be able to liquidate the collateral over a long-term horizon of at least ten years, and we have 
hired a professional independent investment adviser to manage the collateral pool. 

The Federal Reserve has never incurred any losses in extending credit through the 
discount window, and we will take every precaution to ensure that that remains the case. 

In light of the strict qualitative limits on Federal Reserve emergency lending, the Federal 
Reserve's practice of using this authority judiciously and safely, and the need for the Federal 
Reserve to be able to act in a financial crisis with maximum alacrity and independence of 
judgment, we do not think it would be necessary or appropriate to require the Secretary of the 
Treasury to approve Federal Reserve emergency loans. 

• Also, does the Fed's mere possession of such broad lending authority create 
expectations that the Fed will not permit major financial institutions to fail? 

Investors in and creditors of major financial institutions undoubtedly are now more aware 
of the Federal Reserve's broad emergency lending authority. There are substantial constraints on 
the Federal Reserve's authority, however, that should help promote continued market discipline. 
Specifically, in contrast to the FDIC's broad authority to resolve and/or liquidate insured 
depository institutions, the Federal Reserve does not have authority to acquire or otherwise 
resolve financial firms. The Federal Reserve may only address the liquidity needs of solvent 
non-depository companies in unusual and exigent circumstances. In this regard, the Federal 
Reserve did not prevent the demise of Bear Steams. The resolution of Bear Steams relied on a 
private sector acquisition. 
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The inability of the Federal Reserve to acquire or otherwise provide a solvency backstop 
to financial institutions is reflected in the market prices of obligations of financial institutions 
and derivative instruments based on obligations of financial institutions. Prices of these financial 
assets imply that market participants are far from certain that the Federal Reserve would prevent 
major financial institutions from failing. In particular, market participants continue to pay 
substantial premiums for protection against losses from failure of most major U.S. financial 
institutions. 

Moreover, any incidental costs associated with the Federal Reserve's lending authority 
must be compared against the substantial benefits that accrue to the financial.markets--and 
ultimately to taxpayers and homeowners--by allowing the central bank to respond quickly in 
emergency situations as a lender oflast resort. Congress created the Federal Reserve in part to 
serve the traditional central bank function as lender of last resort and thereby to reduce in 
emergency situations the potential adverse effects of illiquidity on either an individual firm or on 
the financial system more broadly. The fact that the Federal Reserve has exercised this authority 
to extend credit to non-depository institutions on only a small number of occasions in the past 
75 years underscores the high hurdle that Congress and the Federal Reserve have set for such 
lending. 

Moral Hazard 

Chairman Bernanke, would you please address the extent to which the Fed's actions in this 
case have increased the risk of moral hazard? 

Access to the federal safety net, including access to central bank credit, necessarily 
entails a degree of moral hazard. Thus, granting primary dealers access to Federal Reserve credit 
has increased moral hazard to some degree. 

Although the potential for moral hazard should be carefully analyzed and considered by 
policymakers, it seems more likely that the example of Bear Stearns--in which shareholders and 
management suffered considerable losses--and the broader distress in financial markets will 
serve as a potent reminder to primary dealers and other leveraged financial firms about the 
importance of prudent liquidity risk management. In particular, in developing their liquidity 
management plans, primary dealers and others must now attach considerable weight to scenarios 
in which their access to funding in the repo market is sharply curtailed. Of course, the Federal 
Reserve, the SEC, and other regulatory agencies will be working to reinforce that message. 

The adverse effects of moral hazard must and can be mitigated through prudential 
supervision and regulation. The SEC and the Federal Reserve have been monitoring the leverage 
and liquidity of the primary dealers. Going forward, the SEC and the Federal Reserve will assess 
what changes in prudential supervision and regulation of primary dealers (such as increased 
capital or liquidity requirements) are needed to mitigate moral hazard and ensure that the dealers 
manage their risks appropriately. 
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The adverse effects of moral hazard from use of the Federal Reserve's emergency 
lending powers also must and can be mitigated through judicious, sparing, and disciplined use by 
the Federal Reserve of these powers. In this regard, as noted above, the Federal Reserve 
generally has authority to lend to non-depository institutions only in unusual and exigent 
circumstances and has very rarely exercised this authority. 

The Federal Reserve's actions with respect to Bear Steams are instructive in this regard. 
The Federal Reserve facilitated the acquisition of Bear Steams by JPMC because the substantial 
involvement of Bear Steams in many important financial markets--at a time when the credit 
markets were particularly vulnerable--was such that a sudden failure by Bear Steams would 
likely have led to a chaotic unwinding of positions in already severelY. strained circumstances. 

· Moreover, a failure by Bear Steams to meet its obligations would have cast doubt on the 
financial strength of other financial firms whose operations bore superficial similarity to that of 
Bear Steams, without due regard to the fundamental soundness of those firms. The Federal 
Reserve judged that a sudden failure of Bear Steams under these unusually fragile circumstances 
would have been extremely disorderly and would have risked unpredictable but severe 
consequences for many sound financial firms and for the functioning of the broader financial 
system and the economy. 

Moreover, as discussed in my answer to the previous question, any incidental costs 
associated with the Federal Reserve's lending authority--such as increased moral hazard--must 
be weighed against the substantial benefits that accrue to the financial markets by allowing the 
central bank to serve as lender oflast resort. The Federal Reserve's recent actions under its 
emergency lending authorities--the establishment of the PDCF and TSLF and the proposed 
financing of the JPMC acquisition of Bear Steams--were essential to avert a financial crisis that 
likely would have had serious repercussions for the U.S. economy. 

Lessons Learned and Too Big to Fail 

We have heard the argument that Bear was "too inter-connected to allow to liquidate 
quickly". This would appear to be the case for a number of financial entities, including 
both banks and non-banks. 

• What changes in financial surveillance and reporting could the regulators use to make 
such a situation of "interconnectedness" less likely to trigger the type of resolution the 
Fed entered into with Bear? 

As noted in our answer to the previous question, although the interconnectedness of Bear 
Steams was a consideration in the Federal Reserve's decision to facilitate the acquisition of Bear 
Steams by JPMC, it was not a sufficient condition for the Federal Reserve's actions. Other 
important causes of the Federal Reserve's actions with respect to Bear Steams were the 
suddenness of the collapse of the liquidity position of Bear Steams and the unusually fragile 
conditions in the financial markets. 

Regulators have for some time been paying considerable attention to the extent and 
nature of commercial and investment banks' credit exposures to other large financial institutions, 
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including exposures arising from OTC derivatives. But clearly this is an issue that deserves 
further attention. In particular, regulators need to understand and evaluate the effectiveness of 
the stress tests that these firms use to assess and limit the potential for exposures to increase 
significantly in stressed market conditions. Regulators also need to take a hard look at the firms' 
liquidity risk management practices, including their reliance on common sources of funding and 
their vulnerabilities to sudden reductions in the availability of those types of funding. 

• Given that the Fed has pursued this transaction, how can the Fed and perhaps the 
Congress now convince market participants that something similar will not happen 
again? And if we cannot convince market participants that is the case, what is the 
implication for risk-taking behavior in the future? 

As discussed above, it seems likely that the considerable losses suffered by shareholders 
and management of Bear Stearns should serve to check and possibly diminish incentives for 
undue risk-taking by the owners and managers oflarge financial institutions. Moreover, as 
discussed above, the adverse effects of moral hazard from use of the Federal Reserve's 
emergency lending powers are mitigated by the sparing and disciplined use by the Federal 
Reserve of these powers. As noted above, the Federal Reserve generally has authority to lend to 
non-depository institutions only in unusual and exigent circumstances, when the borrower is 
unable to obtain credit accommodations from other banking institutions, when the loans are 
secured to the satisfaction of the Federal Reserve, and when at le~t five members of the Board 
of Governors of the Federal Reserve System approve the transaction. The Federal Reserve's 
decision to extend credit in support of JPMC's acquisition of Bear Steams was based on a highly 
unusual confluence of events, including the suddenness of the collapse of the liquidity position 
of Bear Steams and the highly fragile state of the financial markets at the time. 

As noted above, the Federal Reserve is currently analyzing whether changes in the 
supervision and regulation of securities firms and their parent holding companies (particularly as 
regards their capital adequacy and liquidity) would be appropriate to mitigate potential residual 
adverse effects of actions such as the Federal Reserve's recent emergency liquidity facilities. 

Attachments (2) 
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addition, the statute and rule require a bank to secure its extensions of credit to, and 
guarantees on behalf of, affiliates with prescribed amounts of collateral. 5 

Section 23A and Regulation W authorize the Board to exempt, at its discretion, 
a transaction or relationship from the requirements of the statute and the regulation if 
the Board finds the ex emf tion to be in the public interest and consistent with the 
purposes of section 23A. JPMC has requested that the Board exempt from 
section 23A and Regulation W, for a period of 18 months, certain covered 
transactions between JPMC Bank and its affiliates, up to an aggregate of 50 percent of 
the bank's capital stock and ~urplus, to facilitate the acquisition by JPMCofBear 
Steams. 

The Board previously has granted other colilpanies exemptions from 
section 23A and Regulation W that are similar to the exemption requested by JPMC. 
The Board has provided temporary exemptions to facilitate the orderly integration of 
merged companies,7 has provided exemptions to facilitate internal reorganization 
transactions,8 and has provided exemptions for banks that engage in securities 
financing transactions with their affiliates. 9 

The Board has determined to impose several conditions that would help protect 
JPMC Bank in connection with the exemption request: 

• The exemption would apply only to extensions of credit by JPMC Bank to an 
affiliate and guarantees issued by JPMC Barik on behalf of an affiliate that 
(i) are fully collateralized; and (ii) are subject to daily mark-to-market and re
margining requirements. 

5 12 U.S.C. § 37lc(c) and 12 CFR 223.14. 

6 12 U.S.C. § 371c(f)(2) and 12 CFR 223.43. 

7 See, ~' Board letter to Troland S. Link, Esq. (Deutsche Bank AG) dated May 28, 
1999; Board letter to Ronald C. Mayer, Esq. (The Chase Manhattan Bank) dated 
August 18, 2000. 

8 ·See,~' Board letter to Carl Howard, Esq. (Citigroup) dated June 30,2006. 

9 See,~ Board letter to Carl Howard, Esq. (Citigroup) dated August 20, 2007; 
Board letter to Courtney D. Allison, Esq. (Wachovia Corporation) dated June 12, 
2007; Board letter to John H. Huffstutler, Esq. (Bank of America Corporation) dated 
June 7, 2005. 
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• JPMC must guarantee the performance of the affiliate for the benefit of JPMC 
Bank in connection with any exempt extension of credit or guarantee by JPMC 
Bank. 

• In the second quarter of 2008, the exemption would be limited in the aggregate 
to 50 percent ofJPMGBan.k's capital stock and surplus. The amount of the 
exemption would then be reduced by one-sixth (that is, 8.33 percent of the 
bank's capital stock and surplus) in each subsequent quarter until the 
exemption expires after six quarters. For example, in the third quarter of2008, 
the exemption would be limited in the aggregate to 41.67 percent of the bank's 
capital stock and surplus. 

• The exemption would expire on October 1, 2009. 

In addition, JPMC Bank would continue to be subject to the market-terms 
requirement of section 2313 ()f the Federal.Reserve Actwitb respect to its transactions 
with Bear Stearns. Section 23B requires that fmancial transactions between a bank 
and an affiliate be on tenns that are substantially the same, or at least as favorable to 
the bank, as those that the bank would in good faith offer to nonaffiliates.10 

Granting the requested exemption would have substantial public benefits. The 
exemption would assist JPMC in ensuring the funding liquidity of Bear Steams and 
would facilitate the orderly integration of Bear Stearns with and into JPMC after the 
acquisition. In light of th¢se considerations, the proposed .extensions of credit and 
guarantees by JPMC Bank appear to be consistent with the purposes of section 23A 
and in the public interest. Accordingly, the Board hereby grants the requested 
exemption, subject to the conditions and limits discussed above. 

Regulatory Capital Relief 

JPMC also has requested that the Board provide 1PMC with relief from the 
Board's risk-based and leverage capital guidelines for bank holding companies. 
Specifically, JPMC has requested that the Board permit JPMC, for a period of 
18 months, to exclude from its total risk-weighted assets (the denominator of the risk
based capital ratios) any risk-weighted assets associated with the assets and other 
exposures of Bear Stearns, for purposes of applying the risk-based capital guidelines 
to the bank holding company. In addition, JPMC has asked the Board to permit 

10 See 12 U.S.C. § 37lc-l(a)(l); 12 CFR223.51. 
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JPMC, for a period of 18 months, to exclude from the denomin(!.tor of its tier I 
leverage capital ratio any balance-sheet assets of Bear Stearns acquired by JPMC, for 
purposes of applying the leverage capital guidelines to the bank holding company. 
The Board has authority to provide exemptions from its risk-based and leverage 
capital guidelines for bank holding companies. I I 

JPMC has agreed to several conditions that would limit the scope of the relief 
request. First, JPMC proposes to exclude from its risk-weighted assets, for purposes 
of applying the Board's risk-based capital guidelines for bank holding companies, the 
risk-weighted assets of Bear Stearns existing on the date of acquisition of Bear 
Stearns by JPMC, up to a total amount not to exceed $220 billion. The amount of the 
exemption will be reduced by one-sixth in each subsequent quarter. In addition to this 
scheduled straight-line amortization of the exemption amount, the amount of the 
exemption also will be reduced in the event that JPMC sells or otherwise transfers to 
third parties any of the specified Bear Stearns subsidiaries identified on the attached 
Schedule. The amount of the reduction in such event would be the amount of risk
weighted assets in such subsidiary at the time of transfer. This exemption would 
expire on October 1, 2009. 

Second, JPMC proposes to exclude from the denominator of its tier I leverage 
capital ratio, for purposes of applying the Board's tier I leverage capital guidelines for 
bank holding companies, the assets of Bear Stearns existing on the date of acquisition 
of Bear Stearns by JPMC, up to an amount not to exceed $400 billion. As with the 
risk-based capital exemption> the amount of the leverage exemption will be reduced 
by one-sixth in each subsequent quarter. In addition to this scheduled straight-line 
amortization of the exemption amount, the amount of the exemption also will be 
reduced in the event that JPMC sells or otherwise transfers to third parties any of the 
specified Bear Stearns subsidiaries identified on the attached Schedule. The amount 
of the reduction in such event would be the amount of assets in such subsidiary at the 
time· of transfer. This exemption also would expire on October l, 2009. 

These regulatory capital exemptions would assist JPMC in acquiring and 
stabilizing Bear Stearns and would facilitate the orderly integration of Bear Steams 
with and into JPMC~ The Board notes that (i) JPMC would be well capitalized (as 
defined in section 225.2 of the Board's Regulation Y 12

) upon consummation of the 
acquisition of Bear Stearns, even without the regulatory capital relief provided by the 
exemptions; and (ii) JPMC has committed to remain well capitalized (as defined in 

11 . 
See 12 CFR part 225, App. A, § Ill.A; 12 CFR part 225, App. D, § Il.b. 

12 12 CFR 225.2(r). 
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section 225.2 of the Regulation Y) during the term of the exemptions, even without 
the regulatory capital relief provided by the exemptions. 

In light of these considerations, the Board hereby grants the requested 
regulatory capital relief, subject to the conditions and limits discussed above. 

These determinations are specifically conditioned on compliance by JPMC and 
JPMC Bank with all the commitments and representations made in connection with 
the exemption requests. These commitments and representations are deemed to be 
conditior,.s imposed in writing by the Board in connection with granting the requests 
and, as such, may be enforced in proceedings under applicable law. These 
determinations are based on the specific facts and circumstances of the existing and 
proposed relationships among JPMC, JPMC Bank, and Bear Stearns. Any material 
change in those facts and circumstances or any failure by JPMC or JPMC Bank to 
observe any of its commitments or representations may result in a different 
determination or in revocation of the exemptions. 

Attachment 

Sincerely yours, 

Robert deV. Frierson 
Deputy Secretary of the Board 

cc: Federal Reserve Bank of New York 
Office of the Comptroller of the Currency 
Federal Deposit Insurance Corporation 

' 
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SCHEDULE 

Principal Subsidiaries of Bear Steams 

• Bear Steams Asset Management Inc. 

• Bear Steams Securities Corp. 

• Bear Steams & Co. Inc. 

• Texas Investment Holding Inc. 

• Any other subsidiary of Bear Steams that represented more than 10 percent 
of the total assets of Bear Stearns on the date of acquisition ofBear Steams 
byJPMC 
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FEDERAL RESERVE SYSTEM 

JPMorgan Chase & Co. 
New York, New York 

Order Approving the Acquisition of Control of a Bank 

JPMorgan Chase & Co. ("JPMC"), a financial holding company within the 

meaning oflhe Bank Holding Company Act ("BHC Act"), has requested the Board's 

approval under section 3 of the BHC Act1 to acquire indirect control of Bear Stearns 

Bank & Trust ("BSB&T"), Princeton, New Jersey, a subsidiary of The Bear Steams 

Companies Inc. (''Bear Stearns"), New York, New York. 2 JPMC proposes to acquire 

more than 25 percent of the voting shares of Bear Steams and then merge Bear Steams 

with a newly formed subsidiary of JPMC, with Bear Steams as the surviving entity. 3 

Based on all the facts and circumstances, the Board has determined that 

an emergency e.xists requiring expeditious action on the proposal. 4 In making this 

determination, the Board has considered the market conditions and the financial 

condition of Bear Stearns, the parent company of BSB&T, as well as all the facts of 

I 12 U.S.C. § 1842. 
2 JPMC includes the intermediate holding companies through which it will own 
the shares ofBSB&T. Although BSB&T is a "bank" for purposes of the BHC Act, 
Bear Steams is not treated as a bank holding company under the act. Bear Stearns 
controls BSB&T pursuant to section 4(f) of the BHC Act, which exempts a company 
from treatment as a bank holding company if the company controlled certain "nonbank 
banks" prior to March 5, 1987. 12 U.S.C. § 1843(f). JPMC does not qualify for this 
exemption, however, and requires approval to acquire direct or indirect control of 
BSB&T. 
3 JPMC is permitted by section 4(k) of the BHC Act to acquire control of Bear 
Stearns and its nonbanking subsidiaries without obtaining prior approval from 
the Board. 12 U.S.C. § 1843(f). Because JPMC qualifies as a financial holding 
company, the BHC Act requires only that JPMC provide the Board notice within P'o,.~ 
30 days after acquiring control of Bear Stearns and its nonbanking subsidiaries. P, £Jtirt 
12 U.S.C. § 1843(k)(6); 12 CFR 225.87. 
4 12 U.S.C. § 1842(b). 
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record. The Board has provided notice to the primary federal and state supervisors 

of BSB&T and the Department of Justice ("DOJ"); all have indicated they have no 

objection to the consummation of the proposal. 

JPMC, with total consolidated assets of approximately $1.6 trillion, is 

the third largest depository organization in the United States, controlling deposits of 

approximately $511 billion, which represent 7.4 percent of the total amount of deposits 

of in~ured depository institutions in the United States. 5 JPMC operates four subsidiary 

insured depository institutions in eighteen states 6 and engages in numerous nonbanking 

activities that are permissible under the BHC Act. JPMC is the sixth largest depository 

organization in New Jersey, controlling deposits of approximately $7.1 billion. 

BSB&T operates in New Jersey and is the 45th largest depository 

organization in the state, controlling deposits of approximately $398 million. On 

consummation of the proposal, JPMC would remain the third largest depository 

institution in the United States, with total consolidated assets of approximately 

$1.6 trillion. JPMC would control deposits of approximately $511 billion, which 

represent 7.4 percent of the total amount of deposits of insured depository institutions 

in the United States. In New Jersey, JPMC would become the fifth largest depository 

organization, controlling deposits of approximately $7.4 billion, which represent 

5 National asset, deposit, and ranking data are as of December 31, 2007. Statewide 
deposit and deposit ranking data are as of June 30, 2007. In this context, insured 
depository institutions include commercial banks, savings banks, and savings 
associations. 
6 JPMC's largest subsidiary bank, JPMorgan Chase Bank, National Association 
("JPMC Bank"), Columbus, Ohio, operates branches in Arizona, Colorado, 
Connecticut, Florida, Illinois, Indiana, Kentucky, Louisiana, Michigan, New Jersey, 
New York, Ohio, Oklahoma, Texas, Utah, West Virginia, and Wisconsin. JPMorgan 
Chase Bank, Dearborn ("Dearborn Bank"), Dearborn, Michigan, operates only in 
Michigan. Chase Bank USA, National Association ("Chase Bank"), Newark, 
Delaware, operates as a credit card bank. JPMC also operates J. P. Morgan Trust 
Company, National Association, Los Angeles, California, which is an insured trust 
company. 
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approximately 3.8 percent of the deposits in insured depository institutions in the 

state ("state deposits"). 

Interstate Analysis 

Section 3(d) of the BHC Act allows the Board to approve an application 

by a bank holding company to acquire control of a bank located in a state other than the 

home state of such bank holding company if certain conditions are met. For purposes 

. of the BHC Act, the home state of JPMC is New York,7 and BSB&T is located in 

New Jersey. 8 

Based on a review of all the facts of record, including relevant state 

statutes, the Board finds that the conditions for an interstate acquisition enumerated 

in section 3( d) of the BHC Act are met in this case. 9 In light of all the facts of record, 

the Board is permitted to approve the proposal under section 3( d) of the BHC Act. 

Competitive Considerations 

Section 3 of the BHC Act prohibits the Board from approving a proposal 

that would result in a monopoly or would be in furtherance of an attempt to monopolize 

the business of banking in any relevant banking market. The BHC Act also prohibits the 

7 A bank holding company's home state is the state in which the total deposits of 
all subsidiary banks of the company were the largest on July 1, 1966, or the date 
on which the company became a bank holding company, whichever is later. 
12 U.S.C. § 184l(o)(4)(C). 
8 For purposes of section 3( d) of the BHC Act, the Board considers a bank to be 
located in the states in which the bank is chartered or headquartered or operates 
a branch. 12 U.S.C. §§ 1841(0)(4)-(7) and 1842(d)(l)(A) and 1842(d)(2)(B). 
9 12 U.S.C. §§ 1842(d)(l)(A)-(B) and 1842(d)(2)-(3). JPMC is adequately 
capitalized and adequately managed, as defined by applicable law. There is no 
applicable age-requirement law in New Jersey, and BSB&T has been in existence 
and operated for more than five years. See 12 U.S.C. § 1842(d)(l)(B)(i)-(ii). On 
consummation of the proposal, JPMC would control less than 10 percent of the total 
amount of deposits of insured depository institutions in the United States and less 
than 30 percent of the state deposits in New Jersey. JPMC, therefore, would be in 
compliance with the relevant deposit cap under New Jersey law, which is 30 percent. 
12 U.S.C. § 1842(d)(2)(B)-(D). All other requirements of section 3(d) of the BHC Act 
would be met on consummation of the proposal. 
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Board from approving a bank acquisition that would substantially lessen competition in 

any relevant banking market, unless the anticompetitive effects of the proposal are clearly 

outweighed in the public interest by the probable effect of the proposal in meeting the 

convenience and needs of the community to be served. 

JPMC and Bear Steams have subsidiary depository institutions that 

compete directly in the Metropolitan New York-New Jersey banking market. 10 The 

Board has reviewed carefully the competitive effects of the proposal in this banking 

market in light of all the facts of record. In particular, the Board has considered the 

number of competitors that would remain in the market, the relative shares of total 

deposits in depository institutions controlled by JPMC and Bear Steams in the market 

("market deposits"), 11 the concentration level of market deposits and the increases 

in those levels as measured by the Herfindahl-Hirschman Index ("HHI") under the 

Department of Justice Merger Guidelines ("DOJ Guidelines"), 12 and other characteristics 

of the market. 

10 The Metropolitan New York-New Jersey banking market is defined as Bronx, 
Dutchess, Kings, Nassau, New York, Orange, Putnam, Queens, Richmond, Rockland, 
Suffolk, Sullivan, Ulster, and Westchester Counties, all in New York; Bergen, Essex, 
Hudson, Hunterdon, Middlesex, Monmouth, Morris, Ocean, Passaic, Somerset, Sussex, 
Union, and Warren Counties and the northern portions of Mercer County, all in 
New Jersey; Monroe and Pike Counties in Pennsylvania; and Fairfield County and 
portions of Litchfield and New Haven Counties in Connecticut. 
11 Deposit and market share data are as of June 30, 2007, and are based on 
calculations in which the deposits of thrift institutions are included at 50 percent. 
The Board previously has indicated that thrift institutions have become, or have the 
potential to become, significant competitors of commercial banks. See, ~, Midwest 
Financial Group, 75 Federal Reserve Bulletin 386, 387 (1989); National City 
Corporation, 70 Federal Reserve Bulletin 743, 744 (1984). Thus, the Board regularly 
has included thrift deposits in the market share calculation on a 50 percent weighted 
basis. See,~' First Hawaiian, Inc., 77 Federal Reserve Bulletin 52, 55 (1991). 
12 Under the DOJ Guidelines, a market is considered unconcentrated if the post-merger 
HHI is under 1000, moderately concentrated ifthe post-merger HHI is between 1000 
and 1800, and highly concentrated if the post-merger HHI exceeds 1800. The DOJ has 
informed the Board that a bank merger or acquisition generally will not be challenged 
(in the absence of other factors indicating anticompetitive effects) unless the post-merger 
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Consummation of the proposal would be consistent with Board precedent 

and within the thresholds in the DOJ Guidelines in the Metropolitan New York-

New Jersey banking market. 13 On consummation of the proposal, the market would 

remain moderately concentrated as measured by the HHI, and numerous competitors 

would remain in the market. 

The DOJ has conducted a review of the potential competitive effects of 

the proposal and has advised the Board that consummation of the transaction would 

not likely have a significantly adverse effect on competition in any relevant banking 

market. In addition, the appropriate banking agencies have been afforded an opportunity 

to comment and have not objected to the proposal. 

Based on all the facts of record, the Board concludes that consummation 

of the proposal would not have a significantly adverse effect on competition or on the 

concentration of resources in the banking market where JPMC and Bear Steams compete 

directly or in any other relevant banking market. Accordingly, the Board has determined 

that competitive considerations are consistent with approval. 

Financial, Managerial, and Supervisory Considerations 

Section 3 of the BHC Act requires the Board to consider the financial and 

managerial resources and future prospects of the companies and depository institutions 

involved in the proposal and certain other supervisory factors. The Board has considered 

HHI is at least 1800 and the merger increases the HHI by more than 200 points. The 
DOJ has stated that the higher-than-normal HHI thresholds for screening bank mergers 
and acquisitions for anticompetitive effects implicitly recognize the competitive 
effects of limited-purpose and other nondepository financial entities. 
13 JPMC operates the largest depository institution in the Metropolitan New York
New Jersey banking market, controlling deposits of approximately $228 billion, which 
represent 29 percent of market deposits. BSB&T controls $398 million in deposits, 
which represents less than 1 percent of market deposits. On consummation, JPMC 
would remain the largest depository institution in the market, controlling deposits of 
approximately $228 billion, which represent approximately 29 percent of market 
deposits. Approximately 271 depository institutions would remain in the banking 
market. The HHI would remain unchanged at 1118. 
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these factors in light of all the facts of record, including confidential reports of 

examination and other supervisory information received from the relevant federal and 

state supervisors of the organizations involved in the proposal, and other available 

financial information, including information provided by JPMC. 

In evaluating financial factors in expansion proposals by banking 

organizations, the Board reviews the financial condition of the relevant companies 

involved on both a parent-only and consolidated basis, as well as the financial condition 

of the subsidiary depository institutions and other subsidiaries. In this evaluation, the 

Board considers a variety of information, including capital adequacy, asset quality, 

and earnings performance. In assessing financial factors, the Board consistently has 

considered capital adequacy to be especially important. The Board also evaluates the 

financial condition of the applicant organization after consummation of the proposed 

transaction. 

The Board has considered the proposal carefully under the relevant 

financial factors. JPMC, its subsidiary depository institutions, and BSB&T are well 

capitalized and would remain so on consummation of the proposal. 

The Board also has considered the managerial resources of the 

organizations involved and the proposed combined organization. The Board has 

reviewed the examination records of JPMC and its subsidiary depository institutions, 

including assessments of their management, risk-management systems, and operations. 

In addition, the Board has considered its supervisory experiences and those of the 

other relevant bank supervisory agencies with the organizations and their records of 

compliance with applicable banking law, including anti-money laundering laws. JPMC 

and its subsidiary depository institutions, as well as BSB&T, are considered to be well 

managed. 

Based on all the facts of record, the Board has concluded that 

considerations relating to the financial and managerial resources and future prospects 

of the organizations involved in the proposal are consistent with approval, as are the 

other supervisory factors under the BHC Act. 
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Convenience and Needs Considerations 

In acting on a proposal under section 3 of the BHC Act, the Board is 

required to consider the effects of the proposal on the convenience and needs of the 

communities to be served and to take into account the records of the relevant insured 

depository institutions under the Community Reinvestment Act ("CRA"). 14 

As provided in the CRA, the Board has reviewed the convenience and 

needs factor in light of the evaluations by the appropriate federal supervisors of the 

CRA performance records of the relevant insured depository institutions. An institution's 

most recent CRA performance evaluation is a particularly important consideration in the 

applications process because it represents a detailed, on-site evaluation of the institution's 

overall record of performance under the CRA by its appropriate federal supervisor. 15 

Each of JPMC's subsidiary depository institutions that is subject to the CRA received an 

"outstanding" rating at its most recent CRA performance evaluation. 16 BSB&T currently 

does not receive a CRA evaluation due to the bank's designation as a special purpose 

bank by the Federal Deposit Insurance Corporation. 17 

The Board has considered carefully all of the facts of record, including 

reports of examination of the CRA records of the institutions involved and confidential 

supervisory information. JPMC's acquisition ofBSB&T will enhance and maintain the 

14 12 U.S.C. § 2901 et~.; 12 U.S.C. § 1842(c)(2). 
15 See Interagency Questions and Answers Regarding Community Reinvestment, 
66 Federal Register 36,620 and 36,639 (2001). 
16 JPMC's lead bank, JPMC Bank, received an "outstanding" rating at its most recent 
CRA performance evaluation by the Federal Reserve Bank of New York, as of 
September 8, 2003. JPMC Bank converted to a national bank on November 13, 2004. 
The Board has consulted with the Office of the Comptroller of the Currency ("OCC"), 
which is now JPMC Bank's primary federal supervisor, about the bank's performance 
since its evaluation in 2003. J.P. Morgan Trust Company received an "outstanding" 
rating at its most recent CRA performance evaluation by the OCC, as of November 4, 
2006. Chase Bank received an "outstanding" rating at its most CRA examination by 
the OCC, as of January 9, 2006. Dearborn Bank engages in cash management activities 
for its affiliated banks and is not subject to the CRA. 
17 12 CFR 345.11. 
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level of service provided to the customers currently served by BSB&T. Based 

on a review of the entire record, and for the reasons discussed above, the Board 

concludes that considerations relating to the convenience and needs factor and the 

CRA performance records of the relevant insured depository institutions are consistent 

with approval of the proposal. 

Conclusion 

Based on the foregoing, and in light of all the facts of record, the Board 

has determined that the application should be, and hereby is, approved. In reaching 

its decision, the Board has considered all the facts of record in light of the factors that 

it is required to consider under the BHC Act. The Board's approval is specifically 

conditioned on compliance by JPMC with the conditions in this order and all the 

commitments made to the Board in connection with the proposal. For purposes of 

this transaction, these commitments and conditions are deemed to be conditions 

imposed in writing by the Board in connection with its findings and decision and, as 

such, may be enforced in proceedings under applicable law. 

The transaction may not be consummated before the fifth calendar day 

after the effective date of this order, or later than three months after the effective date 

of this order, unless such period is extended for good cause by the Board or by the 

Federal Reserve Bank of New York, acting pursuant to delegated authority. 

By order of the Board of Governors, 18 effective April 1, 2008. 

(signed) 

Robert deV. Frierson 
Deputy Secretary of the Board 

18 Voting for this action: Chairman Bernanke, Vice Chairman Kohn, and 
Governors Warsh, Kroszner, and Mishkin. 



The Honorable Richard Shelby 
Ranking Member 

March 30, 2012 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, DC 20510 

Dear Senator Shelby: 

Thank you for your recent letter requesting information regarding the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (the Act). Congress passed the Act in response to the 
worst financial crisis this country h~ experienced since the Great Depression. We are firmly 
committed to implementing those reforms in a careful, responsible, and effective manner. 

Over the past two years, we and our respective agencies have been working diligently to 
implement the Act. Collectively and individually, we have sought input and feedback from the 
general public, private industry, public interest groups, and a broad range of stakeholders. We 
have also held numerous meetings with our international and state counterparts. In response to 
these efforts, members of the Financial Stability Oversight Council (Council) and other agencies 
have received many thousands of comments on our regulatory proposals. We and our respective 
agencies have carefully reviewed - and are continuing to review - these comments in the course 
of rulemakings and studies. 

We agree with you that Council member and interagency coordination and cooperation is critical 
to this effort. We are committed to implementing the Act through close coordination and 
consultation between and among Council members and our respective agencies and staffs. 1 The 
members of the Council and other agencies such as the Department of Housing and Urban 
Development and the Federal Trade Commission are consulting extensively with each other both 
on a bilateral basis and through the Council itself. There has been an unprecedented level of 
interagency cooperation, which has helped us to implement reforms in a careful and effective 
manner. The interagency consultation process has included staff discussions during the initial 
policy development stage as well as during the rulemaking process itself. We have shared 
proposed and final rule text prior to issuance as well as draft studies. The level of consultation 
and coordination has gone well beyond the formal consultation requirements of the Act. 
Consultation is taking place at multiple staff and senior policy official levels with the intention of 
improving the consistency of regulation across the financial industry and of reducing the 

1 The Federal Trade Commission has very little rulemaking responsibility under the Act. The Federal Trade 
Commission and the Consumer Financial Protection Bureau are coordinating and fully cooperating on 
responsibilities either preserved or created in the Act. The two agencies entered into a Memorandum of 
Understanding, as required by the Act, on January 20, 2012 setting forth, among other things, how the agencies will 
coordinate and consult on law enforcement, rulemaking, and other activities. 
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Responses to written questions concerning 
the Federal Reserve' s recent lending action 

relating to the purchase of Bear Steams Companies Inc. 

1) Your initial response provided a list of the general categories of the assets 
contained in the collateral portfolio. Please identify and provide more specific and 
complete details regarding each asset within these general categories, including a list 
of hedges associated with those assets. 

In order to maximize value in the sale or liquidation of the collateral portfolio, the 
Federal Reserve must manage the pool of collateral over a long-term horizon and liquidate 
it in an orderly fashion that is not affected by the unusual market pressures on liquidity that 
currently affect the market. Public disclosure of individual assets in the collateral pool and 
of the hedging strategies that are employed to reduce the risk in the portfolio would 
undermine our ability to best protect the taxpayer against loss on the liquidation of the 
portfolio. Nonetheless, in order to allow Congress to conduct appropriate oversight, the 
Federal Reserve Bank of New York ("FRBNY") will provide staff of the Committee with 
direct access at the Reserve Bank on a confidential basis to greater detail regarding the 
assets in the portfolio. 

2) Please describe in detail how BlackRock was selected to be the manager of the 
assets. 

BlackRock was selected under FRBNY's Acquisition Guidelines ("Guidelines"). 
The Guidelines recognize that exigent circumstances may require an exception to the 
normal competitive bidding process, subject to senior management approval. In light of 
the unique time pressures associated with the decision to support JPMC's acquisition of 
Bear Stearns, senior management at FRBNY carefully considered the issue and determined 
that an exception to the competitive bidding provisions of the Guidelines was appropriate 
with respect to the selection of an investment manager. BlackRock was selected to manage 
the proposed collateral portfolio for its technical expertise, operational capacity, and track 
record. 

3)(a) Please explain why Bear Stearns assets are being purchased through a limited 
liability corporation based in Delaware. (b) What is the status of your effort to 
establish the limited liability corporation? 

On June 26, 2008, Bear Steams' assets were transferred to Maiden Lane LLC, a 
limited liability company based in Delaware, which was incorporated on April 29, 2008. 
The decision to incorporate as an LLC was based on the tax pass-through feature of the 
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LLC, the liability protection the LLC structure affords to its members, and the ability of its 
members to tailor the LLC form to suit their needs. The decision to incorporate in 
Delaware was based on the quality of Delaware law which is updated regularly to reflect 
current corporate developments, the flexibility of the Delaware statute, the speed in which 
administrative matters can be handled in Delaware, and our belief that it was appropriate in 
this context to incorporate in the United States. 

4)(a) Please describe the process used by the Federal Reserve and BlackRock to select 
the Bear Steams assets to be managed by the Delaware LLC. (b) Please provide any 
and all reports, memoranda, letters, or other written communications from 
BlackRock related to the selection and/or valuation of the assets. 

FRBNY determined that it was willing to accept as collateral for the proposed Bear 
Steams credit facility only assets that met each of the following parameters: (i) U.S. dollar 
denominated; (ii) U.S. domiciled; and (iii) performing residential and commercial 
mortgages or investment-grade or Agency issued securities (and related hedges). A 
performing mortgage is a mortgage that was no more than 30 days past due (as of 
March 14, 2008), and an investment-grade security is a security rated BBB- or higher by 
all rating agencies that have rated the security (as of March 14, 2008), including at least 
one of the three principal credit rating agencies. 

S)(a) Please describe in detail the precedent, if any, for the Federal Reserve managing 
the type of assets selected from Bear Stearns. (b) Please describe in detail the 
precedent, if any, for the Federal Reserve using an LLC to manage the assets. 

(a) As explained in greater detail in the response to Question 7, FRBNY extended 
credit in connection with the acquisition of Bear Steams by JPMC pursuant to section 13(3) 
of the Federal Reserve Act, which was enacted in 1932. Under section 13(3), in unusual 
and exigent circumstances, the Board may authorize any Reserve Bank to extend credit to 
any individual, partnership, or corporation if the Reserve Bank obtains evidence that the 
borrower is unable to secure adequate credit accommodations from other banking 
institutions. Credit extended under section 13(3) must be secured to the satisfaction of the 
Reserve Bank. From July 1932 to July 1936, several Reserve Banks made loans using 
section 13(3) authority to a number of individuals and businesses. Records indicate that 
these loans were secured by a diverse range of collateral, including common stock, 
commercial inventory, and receivables of the borrowing businesses. 

(b) We have not identified any record indicating the prior use of a limited liability 
company to hold collateral securing an extension of credit made by a Reserve Bank 
pursuant to section 13(3). 
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6)(a) What is the Federal Reserve's plan for periodically reporting to the public on 
the value of the assets and the status of their disposition during the ten years the new 
Federal Reserve financing facility will be in place. (b) Will you provide the 
Committee with quarterly updates on the current valuations of the assets in 
comparison to the valuation on the date the assets were acquired? 

(a) Beginning after June 26, 2008, the date the Bear Steams financing transaction 
was closed, the Board's H.4.1 Statistical Release, "Factors Affecting Reserve Balances of 
Depository Institutions and Condition Statement of Federal Reserve Banks," includes 
infonnation related to Maiden Lane, the limited liability company fanned to acquire and 
manage the collateral for the Bear Steams/JPMC financing transaction. Among other 
things, the release discloses, as of the date of the release, the aggregate fair value of 
Maiden Lane's net portfolio holdings and the book value of the principal and interest on the 
loans made to facilitate the Bear Steams acquisition. Consistent with generally accepted 
accounting principles, the assets and liabilities of Maiden Lane have been consolidated with 
the assets and liabilities of FRBNY in the preparation of the statements of condition shown 
on the release because the Reserve Bank is the primary beneficiary of Maiden Lane. The 
H .4 .1 release is published weekly on Thursdays and is available on the Board's public 
website. 

(b) The fair value of Maiden Lane LLC's net portfolio holdings as of the date of 
acquisition, June 26, 2008, is disclosed in the H.4.1 Statistical Release issued by the Board 
of Governors on July 3, 2008. Thereafter, Maiden Lane LLC's net portfolio holdings will 
be updated quarterly and published on the H.4.1 release. Table 2 of this release includes a 
footnote that states the date the last time prices of portfolio holdings were revalued. 

7) Former Federal Reserve Chairman Paul Volcker recently expressed the concern 
that the Federal Reserves action in the Bear Stearns matter "extended to the very 
edge of its lawful and implied power, transcending certain long-embedded central 
banking principles and practices." (a) What is the legal basis for the assumption of 
control over the $30 billion in assets? (b) Please provide copies of any and all 
memoranda, reports, or other written assessments or analysis of the legal issues 
surrounding the Federal Reserve's role in the transaction. 

The legal basis for the Federal Reserve extension of credit in connection with the 
acquisition of Bear Steams by JPMC is explained in a memorandum, dated April 2, 2008, 
from the Board's Legal Division to the Board of Governors. A copy of that memorandum 
is attached to these responses. 
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8)(a) If by disposing of these assets the LLC suffered a loss of $20 billion, what 
impact would that have on (1) the size of the Federal Reserve's balance sheet, 
(2) the Federal Reserve's annual remittance to the Treasury Department, (3) federal 
revenues, (4) the deficit, and (5) the debt held by the public? (b) What would be the 
impact on (a)(l)-(5) if the LLC realized a $20 billion gain? 

(a) Consistent with generally accepted accounting principles, the assets and 
liabilities of Maiden Lane, the limited liability company that holds the assets serving as the 
collateral for the Bear Stearns/JPMC financing transaction and that is liable for repayment 
of the credit extended in the transaction, are consolidated with the assets and liabilities of 
FRBNY in the preparation of the financial statements of the Federal Reserve Banks. 
Under the credit agreement, the subordinated lender to Maiden Lane, JPMC, would absorb 
the first $1.15 billion of losses resulting from the decline in the value of the assets serving 
as collateral and any residual value of the collateral assets in excess of the obligations of 
Maiden Lane would be owed to FRBNY. The fair value of the net portfolio holdings of 
Maiden Lane is updated quarterly to reflect values at the end of each calendar quarter. If 
the revaluation of portfolio holdings indicates a decrease in value, FRBNY will reduce its 
carrying value of the asset and recognize an unrealized loss on any residual value not 
absorbed by JPMC. This loss, like any other Reserve Bank losses and expenses, will 
reduce the Bank's net earnings. The reduction in earnings would negatively affect the 
amount of the System earnings that are paid to the U.S. Treasury and the aggregate amount 
of federal revenues. Although the effect of such a reduction in System earnings on the 
overall federal deficit and debt held by the public would depend on a number of economic 
and fiscal factors present at that time, and cannot be predicted reliably now, realized losses 
to the Reserve Bank, should they ultimately occur, would accrue to the government. 

(b) Similarly, interest earned on the loan would accrue to and be payable to the 
government. Moreover, if the revaluation of Maiden Lane portfolio holdings results in 
unrealized gains, FRBNY will increase its carrying value of the asset and will recognize an 
unrealized gain up to any unrealized losses previously recognized. Residual gains would 
then be accrued to JPMC up to its previously recognized loss. All remaining residual gains 
would then be recognized by FRBNY. These gains, like any other Reserve Bank gains and 
income, will increase the Bank's net earnings. The increase in earnings would positively 
affect the amount of the System earnings that are paid to the U.S. Treasury and the 
aggregate amount of federal revenues. Although the effect of such an increase in System 
earnings on the overall federal deficit and debt held by the public would depend on a 
number of economic and fiscal factors present at that time, and cannot be predicted reliably 
now, realized gains to the Reserve Bank, should they ultimately occur, would accrue to the 
government. 

9) Please explain why JPM was unwilling to include the assets now being managed 
by the LLC in their merger deal with Bear Stearns? 
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An agreement of the Federal Reserve on Sunday, March 16, 2008, to finance a 
portion of the assets of Bear Steams was necessary to secure JPMC's agreement at that 
time (i) to acquire the remainder of the assets of Bear Steams and (ii) to assume or 
guarantee the liabilities of Bear Steams to allow it to open for business without disruption 
on Monday, March 17, 2008. As Jamie Dimon, the chief executive officer of JPMC, 
testified before the Senate Banking Committee on April 3, 2008, JPMC informed the 
New York Reserve Bank on March 16, 2008, that JPMC was unwilling to acquire all of 
Bear Steams, and JPMC could not accept the risk of acquiring all the assets and liabilities 
of Bear Steams in light of the substantial pre-existing exposure of JPMC to similar assets 
and liabilities. 

lO)(a) Please provide a copy of the contract between the New York Federal Reserve 
and the asset manager, BlackRock Financial Management, which will manage the 
collateral pool relating to the JPM loan. (b) How will BlackRock be compensated for 
its services? (c) What is its maximum potential fee? (c) What is its minimum 
potential fee? (d) Please describe what independent check, if any, there will be to 
assure that BlackRock's valuation of the assets is accurate and that its management of 
them is prudent. 

We would like to invite your staff to visit FRBNY so that we can provide details on 
these arrangements on a strictly confidential basis. BlackRock's valuation of the assets is 
based partially on valuations provided by other agents working for Maiden Lane LLC. 
FRBNY retains ultimate control over the policies governing the management and 
disposition of the collateral assets. At all times since BlackRock has been engaged, the 
management and senior staff of FRBNY have been involved on a day-to-day basis with the 
details of the portfolio management process. Experienced analysts and supervisors from 
FRBNY's Markets Group, Bank Supervision Group, and other areas have been assigned to 
monitor the portfolio and to carefully review BlackRock's investment management 
decisions. 

11) In Congressional testimony James Dimon, Chairman of JPM, disclosed that the 
Federal Reserve has lent Bear Stearns $25 billion under a new program of direct 
lending available to major investment banks--separate from the $30 billion exchange 
of assets. (a) What is the status of that additional loan, or loans? (b) Please provide 
a history of borrowing by BSC through the Primary Dealer Credit Facility for the 
period of March 1, 2008 through June 30, 2008. (c) Also, please provide a history of 
borrowing by JPM through the Primary Dealer Credit Facility for the period of 
March 1, 2008 through June 30, 2008. 

Aggregate information regarding borrowings extended at the Primary Dealer Credit 
Facility is available in the weekly H.4.1 Statistical Release by the Board, which is available 
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at http://www.federalreserve.gov/releases/h41. The Federal Reserve has agreed with 
participants in its Primary Dealer Credit Facility to maintain the confidentiality of the 
details of their participation. This is necessary in order to prevent any stigma that might be 
perceived from use of the facility from attaching to participants. Were this information to 
be made public, the usefulness of the facility would be greatly impaired. 

12) We understand that Jamie Dimon, Chairman of JPM, is a Class A Board 
Member of the Federal Reserve Bank of New York. What steps did the Federal 
Reserve take to ensure that Mr. Dimon's Board membership did not influence the 
negotiations regarding the purchase of Bear Stearns by JPM and the arrangement on 
the $30 billion in Bear Stearns assets. 

Jamie Dimon, chief executive officer of JPMC, is one of nine members of the board 
of directors of FRBNY. Mr. Dimon did not participate in his role as a director of the 
Reserve Bank in the negotiations between the Federal Reserve and JPMC on any of the 
credit facilities authorized regarding Bear Steams. Neither Mr. Dimon nor any other 
FRBNY director participated in the approval of the credit facilities regarding Bear Steams. 
Rather, Mr. Dimon participated solely on behalf of JPMC. The Reserve Bank was 
represented at all times by its president, Timothy Geithner, and staff in negotiations with 
JPMC. Mr. Dimon has recused himself from any role as a member of the board of 
directors of the Reserve Bank in any matter related to the Bear Steams credit facility. 

Attachment 





BOARD OF GOVE~NORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Spencer Bachus 
Chairman 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

June 29, 2012 

DANIEL K. TARULLO 

MEMBER OF THE BOARD 

Enclosed are my responses to the written questions you submitted following the 

January 18, 2012, hearing before the Subcommittee on Capital Markets and Government 

Sponsored Enterprises and the Subcommittee on Financial Institutions and Consumer 

Credit. A copy has also been forwarded to the Committee for inclusion in the hearing 

record. 

Please let me know if I can be of further assistance. 

Sincerely, 

Enclosure 



Response to Questions for The Honorable Daniel K. Tarullo, Member, Board of Governors 
of the Federal Reserve System, from Chairman Bachus: 

Section 1 

1. Section 619(b)(2) of the Dodd-Frank Act itself divides authority for developing and adopting 
regulations to implement its prohibitions and restrictions between the Federal Reserve, the OCC, 
FDIC, SEC, and CFTC based on the type of entities for which each agency is explicitly charged 
or is the primary financial regulatory agency. The statute also requires these agencies, in 
developing and issuing implementing rules, to consult and coordinate with each other for the 
purposes of assuring that such rules are comparable and to provide for consistent application and 
implementation. Under the statutory framework, the CFTC is the primary federal regulatory 
agency with respect to a swap dealer and the SEC is the primary financial regulatory agency with 
respect to a security-based swap dealer; the Federal Reserve is explicitly charged with issuing 
regulations with respect to companies that control an insured depository institution, including 
bank holding companies. The OCC, Federal Reserve, and FDIC must jointly issue rules to 
implement section 619 with respect to insured depository institutions. 

To enhance uniformity in both rules that implement section 619 and administration of the 
requirements of section 619, the Federal Reserve, OCC, FDIC, SEC and CFTC have been 
regularly consulting with each other in the development of rules and policies that implement 
section 619. The rule proposed by the agencies to implement section 619 contemplates that 
firms will develop and adopt a single, enterprise-wide compliance program and that the agencies 
would strive for uniform enforcement of section 619. We are carefully considering the public 
comments received on these points and will take those comments into account in crafting a final 
rule to implement section 619. 

Section 2 

1. Section 619 of the Dodd-Frank Act generally prohibits banking entities from engaging in 
proprietary trading for the purpose of profiting from short-term price movements, and from 
acquiring or retaining interests in, or having certain relationships with, hedge funds and private 
equity funds. In each case the statute explicitly provides certain exemptions from these 
prohibitions, as well as limitations on permitted activities. 

Appropriate and effective implementation of the Act is a high priority for the Federal Reserve. 
As you note, the Federal Reserve, the OCC, the FDIC, SEC, and CFTC have issued proposed 
rulemakings to implement section 619; as part of those rulemakings, the agencies met with many 
interested representatives of the public, including banking firms, trade associations and consumer 
advocates, and provided an extended period of time for the public to submit comment to the 
agencies regarding the proposal. The agencies have received over 17,000 comments addressing 
a wide variety of aspects of the proposal, including each of the issues raised in your questions. 
The agencies are carefully reviewing those comments and considering the suggestions and issues 
they raise in light of the statutory restrictions and provisions. We will carefully consider the 
issues raised by your questions as we continue to review all comments submitted in 
implementing these important provisions. 
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Questions for The Honorable Daniel K. Tarullo, Member, Board of Governors of the 
Federal Reserve System, from Chairman Bachus: 

Section 1 

1. Congress enacted the Volcker Rule as a provision of the Bank Holding Company (BHC) 
Act and the Federal Reserve is generally vested with the exclusive authority to implement 
the provisions of the BHC Act and is given broad rulemaking, examination, enforcement 
and supervisory powers by that legislation. The legislative history to the Dodd-Frank Act 
indicates that the Board should "coordinate with other Federal and state regulators of 
subsidiaries of [a) holding company, to the fullest extent possible, to avoid duplication of 
examination activities, reporting requirements, and requests for information". 

The witnesses gave seemingly conflicting statements about the supervisory and 
enforcement framework for Volcker. Chairman Gensler noted his authority to supervise 
swap dealers; Governor Tarullo noted that the Fed has "primary" authority and other 
regulators have "backup" authority. What does this explanation mean? Which agency 
will have examiners ensuring compliance at the Swap Dealer or Security-based Swap 
Dealer; the Federal Reserve, the SEC or the CFTC? Why would the Federal Reserve not 
be responsible for comprehensive compliance and inform enforcement as the primary 
regulator? What policy objective is being achieved by having multiple agencies supervise 
and enforce, since having multiple regulators technically responsible for examination and 
enforcement, no regulator would be clearly responsible or accountable for compliance? 

Section 2 

1. Since the "intent" of a trader cannot be determined, regulators have proposed seventeen 
metrics to deploy to gauge whether an institution is hiding proprietary trading within a 
market making desk. Since the proposed rule consistently notes that the quantitative 
measurements are designed for identifying trading activity that warrants additional 
scrutiny, why do the metrics not at the same time make evident that the activity tested is 
complying with the rule? What purpose are the metrics intended to serve? 

2. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets (SIFMA) Asset Management Group comment letter dated February 
13, 2012, regarding why the proposal's market making-related activity assumes that 
markets themselves are highly liquid and open to a wide array of end users when market 
making is in fact a highly nuanced process of trying to assess the demand for an 
instrument. 

3. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets (SIFMA) Asset Management Group comment letter dated February 
13, 2012, regarding how the proposal's hedging restrictions, which require all hedges to 
conform to an ambiguous, undefined concept of "reasonable correlation," would restrict 
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the ability of market makers to be able to cost-effectively hedge the fixed income securities 
they hold in inventory, including on a portfolio basis. 

4. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets (SIFMA) Asset Management Group comment letter dated February 
13, 2012, regarding the lack of sufficient guidance on market makers in derivatives as it 
relates to a banking entity's entering into a transaction in response to customer demand 
and hedging the related exposure. 

5. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets (SIFMA) Asset Management Group comment letter dated 
February 13, 2012, regarding how the proposal hinders market makers from entering into 
block trades since the block positions guidance in the proposal only applies to the definition 
of market maker which requires market makers positioning blocks to second.:..guess 
whether, in working out of the position slowly to avoid depressing the price, they are 
seeking to generate revenue from price movements. 

6. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets Association, The Clearing House, Financial Services Roundtable, 
and American Bankers Association comment letter dated February 13, 2012, regarding 
how the proposal's prohibited proprietary trading presumption is inconsistent with explicit 
congressional intent to allow useful principal activity. 

7. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets Association, The Clearing House, Financial Services Roundtable, 
and American Bankers Association comment letter dated February 13, 2012, regarding 
why the proposal takes a transaction-by-transaction approach to principal trading when 
such analysis does not accord with the way in which modern trading units operate, which 
generally view individual positions as a bundle of characteristics that contribute to their 
complete portfolio. 

8. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets Association, The Clearing House, Financial Services Roundtable, 
and American Bankers Association comment letter dated February 13, 2012, regarding 
how the five Agencies will coordinate interpretation, examination and enforcement of the 
Volcker Rule regulations. 

9. Please address how your agency will solve the problem raised by the Securities Industry 
and Financial Markets Association, The Clearing House, Financial Services Roundtable, 
and American Bankers Association comment letter dated February 13, 2012, regarding 
your failure to conduct a general cost/benefit analysis of the proposed rules. 

10. Please address how your agency will solve the problem raised by the Securities 
Industry and Financial Markets Association comment letter dated February 13, 2012, 
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regarding why the proposal provides no consistency as to the types of municipal securities 
that are exempt from the proprietary trading prohibition under the Volcker Rule. 

11. Please address how your agency will solve the problem raised by the Securities 
Industry and Financial Markets Association comment letter dated February 13, 2012, 
regarding why the proposal distinguishes between municipal securities based on the type of 
issuer, which would be inappropriate since different issuers may offer securities that offer 
the same credit exposure to investors. 

12. Please address how your agency will solve the problem raised by the Securities 
Industry and Financial Markets Association comment letter dated February 13, 2012, 
regarding why tender option bonds would be captured in the definition of "covered fund" 
under the proposal when there is no evidence in the legislative history of the Volcker Rule 
suggesting that Congress intended tender option bond transactions to be included in the 
scope of the Volcker Rule. 

13. Please address how your agency will solve the problem raised by the Securities 
Industry and Financial Markets Association comment letter dated February 13, 2012, 
regarding why the proposal does not exclude issuers of asset-backed securities from the 
definition of "covered funds" despite the Financial Stability Oversight Council's fmdings 
that Congress did not intend for. the Volcker Rule restrictions to apply to the sale or 
securitization of loans. 

14. Please address how your agency will solve the problem raised in the American Council 
of Life Insurers comment letter dated January 24, 2012, regarding why insurance company 
investment activities that are permitted activities under current law and the proposed 
regulations are subject to reporting and record keeping requirements and compliance 
monitoring in Subpart D. 

15. Please address how your agency will solve the problems raised in the AllianceBernstein 
comment letter dated November 16, 2011, regarding how the market making activities 
described in the proposal fail to take into account unregulated over-the-counter market 
making activities that covered banking entitles provide to such markets. 

16. Please address how your agency will solve the problem raised in the AllianceBernstein 
comment letter dated November 16, 2011, regarding how the market making exemption 
appears to be predicated on the incorrect assumption that there is a perfect hedge for all 
securities and that all risks can be hedged for any given holding period for any position. 

17. Please address how your agency will solve the problems raised in the Bank of Japan 
and Financial Services Agency Government of Japan comment letter dated December 28, 
2011, regarding how the proposed restrictions on proprietary trading and certain interests 
in, and relationships with, hedge funds and private equity funds will raise operational and 
transactional costs of trading in Japanese Government Bonds. 
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18. Please address how your agency will solve the problems raised by the Canadian Banks 
comment letter dated January 19, 2012, regarding how the Volcker Rule, as enacted, 
excludes funds registered for public sale in the U.S. under the Investment Company Act of 
1940 yet the proposal fails to provide a similar exclusion for Canadian Public Funds from 
the proposed definition of "covered fund" which violates Canada's rights under the North 
American Free Trade Agreement. 

19. Please address how your agency will solve the problems raised by Capital One 
Financial Corporation, Fifth Third Bancorp, and Regions Financial Corporation comment 
letter dated November 29, 2011, over how a narrowly construed insured depository 
institution exemption that does not extend to many of the swaps that banks and their 
customers consider to be core banking services could push even the smallest registered 
bank dealers over the Volcker Rule's $1 billion threshold which would result in additional 
burdensome record keeping and compliance requirements that may cause small dealers to 
exit the market. 

20. Please address how your agency will solve the problems raised by the U.S. Chamber of 
Commerce Center for Capital Markets Competitiveness comment letter dated 
December 15, 2011, regarding how the proposed rule should be considered an economically 
significant rulemaking. 

21. Please address how your agency will solve the problem raised the U.S. Chamber of 
Commerce Center for Capital Markets Competitiveness comment letter dated 
December 15, 2011, regarding why the definition of exempt state and municipal securities 
is narrower under the Volcker Rule provisions of the Dodd-Frank Act than under the 
Securities and Exchange Act of 1934 which will subject municipal securities issued by 
municipalities and authorities to Volcker Rule provisions. 

22. Please address how your agency will solve the problem raised by the Citigroup Global 
Markets comment letter dated January 27, 2012, regarding how the government 
obligations exemption will be consistently implemented when obligations of "agencies" of 
States and their political subdivisions are exempted, but each municipal jurisdiction 
applies its own definition of political subdivision to its issuer entities. 

23. Please address how your agency will solve the problem raised by the Citigroup Global 
Markets comment letter dated January 27, 2012, regarding the proposed rule's failure to 
expressly exempt tender option bond programs from its restrictions on covered fund 
activities and how covered transactions with covered funds will have a significant adverse 
effect on the municipal securities market. 

24. Please address how your agency will solve the problem raised in the comment letters 
from Rep. Anna Eshoo dated December 13, 2011,; Rep. Michael Honda dated 
December 20, 2011,; Rep. Zoe Lofgren dated December 23, 2011,; Rep. David Schweikert 
dated December 16, 2011,; and Sen. Kay Hagan dated January 13, 2012, regarding how 
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venture capital funds should not be covered by the Volcker Rule and how the Volcker 
Rule, as enacted, consistently used the specific term "private equity fund" - not the more 
general term "investment advisor" as it relates to venture capital funds. 

25. Please address how your agency will solve the problem raised in the comment letter 
from Sen. Kay Hagan dated January 13, 2012, regarding how the proposed regulations 
could inadequately clarify the treatment of certain investments made by insurers and why 
the rule does not conform to Section 619's directive to accommodate the "business of 
insurance" and includes investments in covered funds within the exemption for insurers. 

26. Please address how your agency will solve the problem raised by the Income Research 
and Management comment letter dated January 20, 2012, regarding how the proposed 
regulations outlining how market making banking entities can generate revenue compel 
market makers to trade on an agency basis rather than a principal basis and how the 
domestic corporate and securitized (i.e. commercial, residential, and asset-backed 
mortgage securities) credit markets are too large and heterogeneous to be served 
appropriately primarily by an agency trading based model. 

27. Please address how your agency will solve the problem raised by the Investment 
Industry Association of Canada comment letter dated December 21, 2011, regarding the 
reasoning behind the extraterritorial application of the proposed Volcker Rule when there 
is nothing in the statutory text of the Volcker Rule or legislative history to suggest that 
Congress intended the Agencies to depart from their long-standing approach to apply U.S. 
banking and securities law to cross-border transactions. 

28. Please address how your agency will solve the problem raised by the Municipal 
Securities Rulemaking Board comment letter dated January 31, 2012, regarding the need 
to broaden the "governmental obligations" exemption from the proposed rule's restriction 
on proprietary trading to include all "municipal securities" as defined in the Exchange Act 
in order to avoid a bifurcation of the municipal securities market that brings no additional 
benefit to the safety and soundness of the banking system. 

29. Please address how your agency will solve the problem raised by the Municipal 
Securities Rulemaking Board comment letter dated January 31, 2012, regarding how most 
municipal market participants consider a primary function of market making to be the 
generation of liquidity in the market by taking securities into inventory, and that a dealer 
may not always be able to demonstrate compliance with the requirement of the market 
maker exception, with respect to the covered financial position, as designed not to exceed 
the reasonably expected near term demands of clients, customers, or counterparties. 

30. Please address how your agency will solve the problem raised by the Norinchukin 
Bank comment letter dated January 25, 2012, that by applying the Volcker Rule to any 
transactions that take place outside of the U.S. based only on the fact that foreign banks 
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have U.S.-based offices seems like an extraterritorial application which deviates from one 
of the main objectives of the Dodd-Frank Act of containing systemic risks. 

31. Please address how your agency will solve the problems raised by U.K. Chancellor of 
the Exchequer George Osborne's comment letter dated January 23, 2012, regarding how 
the proposed regulations would appear to make it more difficult and costlier to provide 
market-making services in non-U.S. sovereign markets. 

32. Please address how your agency will solve the problems raised by the Standish Mellon 
Asset Management comment letter dated January 19, 2012, regarding how the proposed 
prohibited principal trading could result in dealers being hesitant to transact in secondary 
cash bonds because of extraordinary compliance requirements and the lack of clarity 
surrounding the rules. 
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Dear Senator: 
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December 2, 2009 BEN 5. BERNANKE 

CHAIRMAN 

I am writing to acknowledge receipt of the questions regarding American International 
Group, Inc. (AIG) that your staff forwarded on November 25, 2009. The Federal Reserve has 
also provided you and your staff substantial information through testimony before the 
Committee, letters in response to written questions that you have submitted, the reports filed by 
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We are reviewing the questions received so that we can assemble additional information 
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Federal Reserve responses to letter dated October 29, 2008, concerning questions with 
respect to the Troubled Asset Relief Program and the acquisition of National City 

Corporation by The PNC Financial Services Group, Inc. 

1. Please detail what conditions have or will be imposed upon the use of the federal funds 
provided to PNC Financial Services Group or any other financial entity through the 
Emergency Economic Stabilization Act. Describe and explain any factors taken into 
account when federal tax dollars are being used to help fund an acquisition of another 
firm. Please provide a copy of all documents (including, but not limited to, records, 
memoranda, correspondence, recorded messages, charts, graphs, notes, studies, reports, 
other writings, and electronic media such as emails, instant messages, and texts) from 
September 2008 onward relating to any aspect of the foregoing. 

A primary purpose of the BESA is to "immediately provide authority and facilities that 

the Secretary of the Treasury can use to restore liquidity and stability to the financial system of 

the United States ... ".1 As part of this authorization from Congress, Treasury established the 

TARP to help stabilize financial markets, inject liquidity into the financial system, and enable 

financial institutions to provide credit again. One component of the TARP is the CPP, which 

was not announced until October 14, 2008. Under the CPP, the Treasury, after consulting with 

the appropriate federal banking regulator, may purchase up to $250 billion of senior preferred 

shares on standardized terms from qualifying financial institutions ("QFis"). 

The TARP and CPP were established by Treasury, not by the Board or other federal 

banking agencies. Treasury's Office of Financial Stability ("OFS") administers and oversees the 

TARP, including the CPP. Treasury is responsible for setting the criteria and factors taken into 

account in determining eligibility for TARP and CPP participation.2 The conditions for 

participation are described in a series of documents made available by Treasury on its website. 

In particular, we refer you to the "Application Guidelines for TARP Capital Purchase Program." 

2. Please detail the methodology and criteria that were considered in connection with the 
possible transfer of federal funds through the Emergency Economic Stabilization Act to 
National City Corporation as compared to the other regional banks for which you recently 

1 Pub. L. No. 110-343, § 2(1) (Oct. 3, 2008). 
2 Such criteria are contained in the Term Sheet for CPP participation, which can be accessed on 
Treasury's website. Each applicant must obtain and review a copy of such terms and agreements 
and agree to all conditions, including representations and warranties, as a condition to 
participation in the CPP. 
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approved funding. Also, please describe the extent to which any impact on National City 
Corp.'s customers and employees as well as the relevant local economy was taken into 
consideration with regard to approval or denial of funds to National City and the proposed 
acquisition of National City by PNC. Please provide a copy of all documents (including, 
but not limited to, records, memoranda, correspondence, recorded messages, charts, 
graphs, notes, studies, reports, other writings, and electronic media such as emails, instant 
messages, and texts) from September 2008 onward relating to any aspect of the foregoing. 

Applications for federal funds administered through the BESA are considered under 

uniform methodologies and criteria established by Treasury. Potential applicants are required to 

submit their request for funds under the CPP to their primary federal supervisor. If the applicant 

is a bank holding company, the application should be submitted to both the applicant's holding 

company supervisor and the supervisor of the largest insured depository institution controlled by 

the applicant. Treasury coordinates with federal banking regulators to maintain streamlined 

evaluations and a standardized process to ensure consistency. The federal banking regulators use 

the uniform criteria established by Treasury in evaluating and making recommendations to 

Treasury for participation in the CPP. Under this process, once the primary federal banking 

regulator reviews an application, it may or may not recommend the QFI for participation in the 

CPP by forwarding the application to Treasury's OFS. Relevant documents on the evaluation 

process for CPP applications are enclosed. 

The Board is the primary federal banking regulator for state member banks. The Federal 

Reserve System reviews applications submitted by state member banks wishing to participate in 

the CPP and, after reviewing all the facts and circumstances in accordance with the criteria 

established by Treasury, forwards applications to Treasury with recommendations for action. 

The OFS then reviews and issues the ultimate decision on whether or not to make a capital 

purchase. Such applications are reviewed and evaluated pursuant to their own individual merits, 

dependent on each applicant's financial condition. 

As mentioned above, the Federal Reserve System also receives a copy of all applications 

involving a bank holding company. In these situations, a Reserve Bank reviews each application 

and refers applications with recommendations for action to the Board. In cases where the 

holding company is a shell organization or where there is a dominant subsidiary bank, the 

primary federal banking regulator forwards the application to Treasury. In situations involving 

complex holding company structures or multi-bank holding companies, the Board will forward 
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the application to Treasury with a recommendation. Regardless of a bank holding company's 

structure, the Board works closely with the primary federal banking regulator of its subsidiary 

depository institutions to determine an appropriate recommendation on participation in the CPP. 

Treasury has ultimate authority to approve or deny CPP applications. 

National City did not submit an application for participation in the CPP. In connection 

with the supervision of National City, the Board worked closely with the Office of the 

Comptroller of the Currency ("OCC"), the primary federal regulator for National City's 

subsidiary bank, National City Bank, Cleveland, Ohio. It is our understanding that documents 

that are responsive to this question, including an email from the Comptroller of the Currency to 

National City that reflects the views of the OCC, the Federal Reserve, and the Federal Reserve 

Bank of Cleveland, also will be provided by the OCC. Various documents relevant to PNC's 

acquisition of National City also are enclosed, including the Board's order dated December 15, 

2008, approving the acquisition. 

Supporting Documentation: 

• Documents related to the implementation of the CPP transmitted to the Board by 
Treasury; 

• Relevant portions of the application and related record for the proposal by PNC to 
acquire National City; and 

• Order approving the proposal by PNC to acquire National City. 

3. As noted above, the press has recently reported that the banking industry "has no 
intention of using the [bailout] money to make new loans"; the Treasury has acknowledged 
that one of their principal motives in allocating the funds is to "drive consolidation"; and a 
JP Morgan official acknowledged that the bailout funds would allow them to be "more 
active on the acquisition side." Please detail any knowledge by your departments or 
agencies of these matters, as well as any discussions or understandings you may have 
regarding the use of the funds the government is providing and their possible use with 
regard to mergers and consolidations. Please provide a copy of all documents (including, 
but not limited to, records, memoranda, correspondence, recorded messages, charts, 
graphs, notes, studies, reports, other writings, and electronic media such as emails, instant 
messages, and texts) from September 2008 onward relating to any aspect of the foregoing. 

The Board and other federal banking agencies have encouraged eligible institutions to use 

the CPP to build capital to increase the availability of credit to consumers and businesses, as 
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noted in the joint press release dated October 20, 2008. Treasury has established the standards 

that must be adopted by holding companies and institutions that participate in the CPP. 

On November 18, 2008, Chairman Bemanke testified before the Financial Services 

Committee of the U.S. House of Representatives regarding TARP and several initiatives the 

Board has taken to normalize credit markets. He noted that "the ongoing capital injections under 

the TARP are continuing to bring stability to the banking system and have reduced some of the 

pressure on banks to deleverage, two critical first steps toward restarting flows of new credit." 

He also discussed the joint statement issued on November 12, 2008, by the federal banking 

agencies on meeting the needs of creditworthy borrowers. The statement emphasizes that it is 

imperative that all banking organizations and their regulators work together to ensure that the 

needs of creditworthy borrowers are met in a manner consistent with safety and soundness, 

including working with borrowers to avoid preventable foreclosure. As capital adequacy is 

critical in determining a banking organization's ability and willingness to lend, the joint 

statement discusses the need for careful capital planning, including setting appropriate dividend 

policies. The joint statement also notes that the agencies expect banking organizations to 

conduct regular reviews of their management compensation policies to ensure that they 

encourage prudent lending and discourage excessive risk-taking. The Board expects that the 

banking organizations use the TARP funds they receive under the CPP to assist their prudent 

lending activities and help normalize the credit markets. 

Supporting Documentation: 

• Statement by Chairman Bemanke (November 18, 2008); 

• Joint Statement by the federal banking agencies, "Agencies encourage participation in 
Treasury's Capital Purchase Program, FDIC's Temporary Liquidity Guarantee 
Program" (October 20, 2008); and 

• Joint statement by the federal banking agencies (November 12, 2008). 

4. Please detail the manner in which antitrust considerations generally have been and are 
being taken into account in recent consolidations, and particularly in the proposed 
acquisition of National City Corp. by PNC Financial Services Group. Please detail how the 
antitrust review is impacted by the fact that the Treasury or Federal Reserve, their 
employees and/or representatives may have participated in discussions involving the 
possible acquisition of one financial entity by another financial entity. Please provide a 
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copy of all documents (including, but not limited to, records, memoranda, correspondence, 
recorded messages, charts, graphs, notes, studies, reports, other writings, and electronic 
media such as emails, instant messages, and texts) from September 2008 onward relating to 
any aspect of the foregoing. 

The Board's role in reviewing bank mergers and acquisitions emanates principally from 

two sources: the Bank Holding Company Act of 1956 ("BHC Act")3 and the Bank Merger Act 

("Merger Act").4 The BHC Act requires that a bank holding company obtain the Board's 

approval prior to acquiring an additional bank. The Merger Act requires that the surviving 

depository institution in a proposed merger obtain the prior approval of its appropriate federal 

bank supervisor. The antitrust standards in the banking laws mirror the standards in section 2 of 

the Sherman Act and section 7 of the Clayton Act with one exception.5 

The Board devotes considerable care and substantial resources to analyzing individual 

merger applications, and coordinates its review with that of the Department of Justice ("DOJ") 

under the Clayton and Sherman Acts. The Board carefully reviews the competitive effects of the 

proposal in each local banking market where the applicant and target directly compete. In 

analyzing the competitive effects, the Board considers the number of competitors that would 

remain in the market, the relative market shares of total deposits in depository institutions in the 

market ("market deposits"), the concentration level of market deposits in the market and the 

3 12 U.S.C. §§ 1841 et seq. 
4 12 U.S.C. § 1828(c). 
5 In recognition of the critical and unique role that banks play in communities and the 
importance of ensuring that banks operate in a safe and sound manner, Congress specifically 
authorized the banking agencies to approve a bank combination that would otherwise violate the 
standards of the Clayton Act ifthe banking agency finds that "the anticompetitive effects of the · 
proposed transaction are clearly outweighed in the public interest by the probable effect of the 
transaction in meeting the convenience and needs of the community to be served." See 
12 U.S.C. §§ 1828(c)(5)(B), 1842(c)(l)(B). In adopting this variation, Congress found that "the 
public interest [may] sometimes be served by a bank merger even though the merger lessened 
competition." See U.S. v. Third Nat'l Bank of Nashville, 390 U.S. 171, 185 (1968). The Federal 
Reserve has used this exception on only rare occasions, primarily involving acquisitions of 
troubled institutions. See,~' Fleet/Northstar Financial Group, Inc., 77 Federal Reserve 
Bulletin 750 (1991). 
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projected increase in this level as measured by the Herfindahl-Hirschman Index ("HHI") under 

the DOJ Merger Guidelines,6 and other characteristics of the market. 

The Board and the DOJ closely coordinate in the sharing of information about, and 

competitive analyses of, banking consolidations through a combination of formal and informal 

procedures. These procedures ensure that the two agencies share information that is relevant to 

the competitive analysis of proposals for bank mergers or acquisitions that raise a serious 

competitive issue. They also ensure that the analysis of each agency is known to the other. In 

addition, the DOJ typically uses the local banking market definition developed by the Federal 

Reserve. 

Coordination is facilitated through the exchange of documents and direct 

communications, including through meetings when appropriate. The Board provides a copy of 

all applications under the BHC Act and the Merger Act to the DOJ (and to the relevant banking 

agencies) immediately upon receipt. The DOJ regularly sends the Board (and other banking 

agencies) a document listing those mergers and acquisitions that it believes are not likely to have 

significantly adverse competitive effects. In applications with proposed divestitures, the Board 

sends the DOJ a copy of the applicant's commitments to divest branches and related documents. 

Similarly, in cases involving DOJ-required divestitures, the DOJ sends the Board a copy of the 

Department's "letter of agreement" with the applicant that identifies the terms of the divestitures. 

On December 15, 2008, the Board approved PNC's proposed acquisition of National 

City. In considering this proposal, the Board conducted a detailed analysis of the competitive 

effects of the transaction. As discussed above, the Board coordinated with the DOJ on this 

review and the resulting divestiture of 61 branches. The Board's order approving the acquisition, 

which contains an extensive discussion of its competitive analysis, as well as other documents 

relevant to the Board's consideration of the competitive effects of this proposal are attached. 

6 49 Federal Register 26,823 (1984). The HHI is defined as the sum of the squared market 
shares of depository institutions in a local banking market. Market shares are calculated using 
total deposits, which are used as a proxy for banks' ability to produce the cluster of banking 
products and services. 
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Supporting Documentation 

• Statement of Scott G. Alvarez, General Counsel, before the Antitrust Modernization 
Commission (December 5, 2005); 

• Relevant portions of the application and related record for the proposal by PNC to 
acquire National City; 

•Order approving the proposal by PNC to acquire National City; 

• Order approving the proposal by Mitsubishi UFJ Financial Group to acquire voting 
shares of Morgan Stanley; 

• Order approving the proposal by Wells Fargo & Company, San Francisco, California, to 
acquire Wachovia Corporation, Charlotte, North Carolina; and 

• Order approving the proposal by Bank of America Corporation, Charlotte, North 
Carolina, to acquire Merrill Lynch & Company, Inc., New York, New York. 

Attachments 



January 15, 2009 
Index of Responsive Documents 

*Items Designated as Confidential Supervisory Information 
Are Included in a Separate Confidential Volume 

1. Excerpt from The PNC Financial Services Group, Inc. ("PNC") Proxy Statement 
detailing National City Corporation's ("National City") efforts to obtain stand
alone Capital Purchase Program ("CPP) funding prior to enactment of the 
Emergency Economic Stabilization Act ("EESA"), merger negotiations with 
various parties, PNC's bid for National City, and PNC's associated original and 
revised applications for CPP funding. 

2. E-mail string among FRS staff and transmitting to relevant Reserve Bank staff, 
Treasury's CPP-related documents (October 19-20, 2008). The documents 
include: 

a. TARP CPP Council Charter [Confidential Supervisory Information]; 

b. Application Guidelines for TARP CPP; 

c. Application for TARP CPP; 

d. TARP CPP Case Decision Memo (for use by the Federal Banking agencies 
in making recommendations to Treasury) [Confidential Supervisory 
Information]; 

e. Process-Related FAQs for the CPP (directed toward Qualifying Financial 
Institutions ("QFis"); 

f. Process for Evaluation of QFI Participation in the TARP CPP 
[Confidential Supervisory Information]; 

g. Workflow for TARP CPP [Confidential Supervisory Information]. 

3. Relevant Portions of the Application and Related Record on the Proposal by PNC 

to acquire National City. Documents include: 

a. Volumes I and II, consisting of the Application (providing an overview to 

the transaction) and Public Exhibits (including the purchase agreement and 

a discussion of convenience and needs to be served by the proposal); 

b. Volumes IV, V, and VI to the application (consisting of the Memorandum 

on Competitive Considerations and supporting materials) [Confidential 

Supervisory Information]; 

c. Public comments on the application; 
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d. Letter from the Board to PNC requesting additional information (including, 

in the confidential questions, information on competitive issues) 

(November 19, 2008); 

e. Letter from PNC (consisting of the "Proposed Divestiture Package") 

(November 24, 2008) [Confidential Supervisory Information]; 
f. Letter from PNC to the Board providing supplemental divestiture 

information (November 26, 2008) [Confidential Supervisory 
Information]; 

g. E-mail from Board staff to PNC requesting additional divestiture 

information (December 4, 2008), and E-mail from PNC to Board staff 

providing additional information on divestitures (December 8, 2008) 

[Confidential Supervisory Information]; 
h. Letter from the Department of Justice ("DOJ'') to the Board regarding the 

Letter of Agreement between the DOJ and PNC (December 11, 2008); 

i. PNC's Divestiture Commitments to the Board (December 12, 2008). 

4. Statement of Scott G. Alvarez, General Counsel, before the Antitrust 
Modernization Commission (December 5, 2005). 

5. Order approving the proposal by The PNC Financial Services Group, Inc., 
Pittsburgh, Pennsylvania, to acquire National City Corporation, Cleveland, Ohio 
(December 15, 2008). 

6. Order approving the proposal by Mitsubishi UFJ Financial Group, Tokyo, Japan, 
to acquire voting shares of Morgan Stanley, New York, New York (October 6, 
2008). 

7. Order approving the proposal by Wells Fargo & Company, San Francisco, 
California, to acquire Wachovia Corporation, Charlotte, North Carolina 
(October 12, 2008) 

8. Order approving the proposal by Bank of America Corporation, Charlotte, North 
Carolina, to acquire Merrill Lynch & Company, Inc., New York, New York 
(November 26, 2008). 

9. Testimony of Chairman Bernanke before the Committee on Financial Services, 
U.S. House of Representatives (November 18, 2008). 

1 O.Joint statement by the federal banking agencies, "Interagency Statement on 
Meeting the Needs of Creditworthy Borrowers (November 12, 2008). 

11.Joint Statement by the federal banking agencies, "Agencies encourage 
participation in Treasury's Capital Purchase Program, FDIC's Temporary 
Liquidity Guarantee Program" (October 20, 2008). 
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The Honorable Darrell Issa 
Chairman 
Committee on Oversight 

and Government Reform 
House of Representatives 
Washington, D,C. 20515 

Dear Mr. Chairman: 

BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

September 16, 2011 

BEN 5. BERNANKE 

CHAIRMAN 

In reply to your letter of July 22, 2011, regarding the proposed rule Margin and 
Capital Requirements for Covered Swap Entities, the Board, jointly with the other 
prudential regulators (the Office of the Comptroller of the Currency, the Federal Deposit 
Insurance Corporation, the Farm Credit Administration, and the Federal Housing Finance 
Agency) provided responses and certain documents by letter of September 7, 2011. The 
documents included with that letter largely described the prudential regulators' 
supervisory policies with respect to derivative products. As enclosed, the Board is 
providing an additional document that may be of interest to you, specifically, the 
memorandum from the Board staff to the Board with respect to the proposed rule. 

As indicated in the joint response letter, the prudential regulators face a number of 
difficult issues in formulating the margin rules for uncleared swaps required by the Dodd
Frank Act. In developing a final rule, we will carefully consider the comments we 
received, including those raised in your letter. All of the comments received by the 
Board on the proposal are available at the web link listed below. 

I hope you find this information helpful. 

Enclosures 

Link to comments received by Board: http://www.federalreserve.gov/generalinfo/foia/ 
index.cfm?doc id=R%2Dl415&doc ver=l 





BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, D. C. 20551 

The Honorable Collin Peterson 
Ranking Member 
Committee on Agriculture 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

January 23, 2012 
BENS. BERNANKE 

CHAIRMAN 

Thank you for your letter dated January 12, 2012, inquiring as to the Board's 
authority, prior to the Dodd-Frank Act, to require entities under our jurisdiction to 
demand initial or variation margin from their counterparties in uncleared swap 
transactions. 

In general, apart from the Dodd-Frank Act, the Board has broad and flexible 
authority to take supervisory and formal or informal enforcement actions to require 
entities under our jurisdiction to operate in a safe and sound manner. The Board has used 
this authority to require those entities to take a variety of actions to ensure that they 
monitor and manage the risks from their swap activities. In particular, the Board 
currently requires entities we supervise to manage the credit risk of the swaps aspect of 
their counterparty relationships, just as those entities are required to manage the risks of 
other credit relationships, and to manage the combined credit risks of each customer or 
counterparty on an aggregate basis. That credit risk management must include steps such 
as performing independent credit underwriting of new customers or counterparties to set 
a combined credit exposure limit for the particular customer or counterparty, measuring 
the credit exposure with appropriate metrics, monitoring the customer's or counterparty's 
financial condition and creditworthiness on an ongoing basis, and reporting all credit 
exposures with each customer or counterparty to management on an aggregate basis in a 
single report. A key aspect of this risk management also includes establishing 
appropriate margin and collateral haircut practices for all swap counterparties. The 
existing guidance does not specify requirements for initial and variation margin, but 
instead requires entities themselves to evaluate the risk of each counterparty and swap 
position and establish prudent collateral and other risk-mitigating protections as 
appropriate. A copy of recent Board (and other bank regulatory agency) guidance related 
to credit risk management is enclosed. 

I hope this information is helpful to your deliberations. 

Enclosure 
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COUNTERP ARTY CREDIT RISK MANAGEMENT 

I. Introduction 

This guidance discusses critical aspects of effective management of counterparty credit risk 
(CCR), and sets forth sound practices and supervisory expectations for an effective CCR management 
framework. CCR is the risk that the counterparty to a transaction could default or deteriorate in 
creditworthiness before the final settlement of a transaction's cash flows. Unlike the credit risk for a 
loan, when only the lending banking organization 1 faces the risk of loss, CCR creates a bilateral risk of 
loss because the market value of a transaction can be positive or negative to either counterparty. The 
future market value of the exposure and the counterparty's credit quality are uncertain and may vary 
over time as underlying market factors change. The guidance is intended for use by banking 
organizations, especially those with large derivatives portfolios, in setting their risk management 
practices, as well as by supervisors as they assess and examine such institutions• management of CCR. 
For other banking organizations without large derivatives portfolios, risk managers and supervisors 
should apply this guidance as appropriate, given the size, nature, and complexity of the CCR risk profile 
of the banking organization. -

CCR is a multidimensional form of risk, affected by both the exposure to a counterparty and the 
credit quality of the counterparty, both of which are sensitive to market-induced changes. It is also 
affected by the interaction of these risks, for example the correlation2 between an exposure and the 
credit spread of the counterparty, or the correlation of exposures among the banking organization's 
counterparties. Constructing an effective CCR management framework requires a combination of risk 
management techniques from the credit, market, and operational risk disciplines. 

CCR management techniques have evolved rapidly over the last decade, along with increased 
complexity of derivative instruments under management. Banking organizations substantially improved 
their risk management practices during this time; however, in some cases, implementation of sound 
practices has been uneven across business lines and counterparty types. Further, the financial crisis of 
2007-2009 revealed weaknesses in CCR management at many banking organizations, such as 
shortcomings in the timeliness and accuracy of exposure aggregation capabilities and iµadequate 
measurement of correlation risks. The crisis also highlighted deficiencies in the ability of banking 
organizations to monitor and manage counterparty exposure limits and concentration risks, ranging from 
poor selection of CCR metrics to inadequate system infrastructure. 

To address these weaknesses, this guidance reinforces sound governance of CCR management 
. practices, through prudent board and senior management oversight, management reporting, and risk 
management functions. The guidance discusses relevant topics in risk measurement, including metrics, 
exposure aggregation and concentration management, stress testing, and associated characteristics of 
adequate systems infrastructure. It also covers risk control func~ions, such as counterparty limits, 
margin practices, validating and backtesting models and systems, managing close-outs,3 managing 

1 Unless otherwise indicated, "banking organizations" refers to national banks in the case of the Office of the Comptroller of 
the Currency (OCC); federal and state savings associations and savings and loan holding companies in the case of the Office 
of Thrift Supeivision (OTS); state member banks and bank holding companies in the case of the Federal Reseive Board 
(Board); and state nonmember banks in the case of the Federal Deposit Insurance Corporation (FDIC). The U.S. branches 
and agencies of foreign banks supervised by the OCC, the Board and the FDIC also are considered to be banking 
organizations for purposes of this guidance. 
2 In this guidance, "correlation" refers to any fonn of linear or non-linear inter-relationship or dependence between factors. 
3 A close-out is the process undertaken by a banking organization following default of a counterparty to fully collect on all 
items due from that counterparty. 
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central counterparty exposures, and controlling legal and operational risks arising from derivatives 
activities. 

· CCR management guidelines and supervisory expectations are delineated in various individual 
and interagency policy statements and guidance,4 which remain relevant and applicable. This guidance 
offers further explanation and clarification, particularly in light of developments in CCR management. 
However, this guidance is not all-inclusive and banking organizations should reference sound practices 
for CCR management, such as those advanced by industry, policymaking and supervisory forums.5 

Il. Governance 

1. Board and Senior Management Responsibilities 

The board of directors or a designated board-level committee (board) should clearly articulate 
the banking organization's risk tolerance for CCR, by approving relevant policies, including a 
framework for establishing limits on individual counterparty exposures and concentrations of exposures. 
Senior management should establish and implement a comprehensive risk measurement and 
management framework consistent with this risk tolerance that provides for the ongoing monitoring, 
reporting, and control of CCR exposures. 

. Senior management should adhere to the board's established risk tolerance and establish policies 
and risk management guidelines appropriately.6 At a minimum, policies should outline CCR 
management standards that are in conformance with this guidance. More specifically, they should 
address the subjects discussed in this document, such as risk measurement and reporting, risk 
management tools, and processes to manage legal and operational risk. Policies should be detailed and 
contain a clear escalation process for review and approval of policy exceptions, especially those 
pertaining to transaction terms and limits. 

2. Management Reporting 

Banking organizations should report counterparty exposures to the board and senior management 
at a frequency commensurate with the materiality of exposures and the complexity of transactions. 
Reporting should include concentration analysis and CCR stress testing results, to allow for an 

·understanding of exposures and potential losses under severe market conditions. Reports should also 
include an explanation of any measurement weaknesses or limitations that may influence the accuracy 
and reliability of the CCR risk measures. 

4See, for example, Supervisory Policy Statement on Investment Securities and End-User Derivatives Activities, 63 FR20191, 
April 23, 1998. Examination guidance on CCR is contained in various agency publications including: FDIC, Capital 
Markets Examination Handbook, Federal Reserve, SR 99-03 and Trading and Capital Market Activities Manual (to be 
amended as appropriate to reflect this guidance); OTS, Examiner Handbook, Section 660, "Derivative Instruments and 
Hedging"; the OCC's Banking Circular 277, and "Risk Management ofFinancial Derivatives" (Comptroller's Handbook, 
January, 1997). 
5Industry, policymaking, and supervisory groups include, but are not limited to, the Counterparty Risk Management Policy 
Group (CRMPG), Committee on Payment and Settlement Systems (CPSS), International Swaps and Derivatives Association 
(ISDA), Institute of International Finance (IIF), Group of Thirty (G30), Group of Twenty Finance Ministers and Central 
Bank Governors (G-20), International Organization of Securities Commissions (IOSCO), Senior Supervisors Group (SSG), 
and Basel Committee on Banking Supervision (BCBS). Documents produced by all of these groups were drawn upon in 
developing this guidance. 
6 Relevant supervisory guidance discusses establishment of CCR policies and procedures. 
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Senior management should have access to timely, accurate, and comprehensive CCR reporting 
metrics, including an assessment of significant issues related to the risk management aspects discussed 
in this guidance. They should review CCR reports at least monthly, with data that are no more than 
three weeks old. It is general practice for institutions to report: · 

• Total counterparty credit risk aggregated on a firm-wide basis and at significant legal entities. 

• Counterparties with the largest exposures, along with.detail on their exposure amounts. 

• Exposures to central counterparties (CCPs). 

• Significant concentrations, as outlined in this guidance. 

• Exposures to weak or problem counterparties. 

• Growth in exposures over time. As a sound practice, metrics should capture quarterly or monthly 
changes, supplemented (where relevant) by year-over-year trend data. 

• Exposures from over-the-counter (OTC) derivatives. When they are material, additional product 
class break-outs (for example, traditional lending, securities lending) should be included. 

• A sufficiently comprehensive range of CCR metrics, as discussed in the CCR metrics section. 

• A qualitative discussion of key risk drivers of exposures or conditions or factors that would 
fundamentally change the risk profile of CCR. An example would be assessment of changes in 
credit underwriting terms and whether they remain prudent. 

3. Risk Management Function and Internal Audit 

A banking organization's board and senior m'anagement should clearly delineate the respective 
roles of business lines versus risk management, both in terms of initiating transactions that have CCR, 
and of ongoing CCR management. The board and senior management should ensure that the risk· 
management functions have adequate resources, are fully independent from CCR related trading 
operations (in both activity and reporting), and have sufficient authority to enforce policies and to 
escalate issues to senior management and the board (independent of the business line). 

The board should direct internal audit to regularly assess the adequacy of the CCR management 
framework as part of the regular audit plan. Such assessments should include credit line approval 
processes, credit ratings, 1.1nd credit monitoring. Such an assessment should opine on the adequacy of 
the CCR infrastructure and processes, drawing where appropriate from individual business line reviews 
or other internal and external audit work. Please see the relevant section of this guidance regarding the 
role of CCR model validation or review. The board should review annual reports from internal audit 
and model validation or review, assessing the findings and confirming that management has taken 
appropriate corrective actions. · 

ID. Risk Measurement 

1. CCR Metrics 

Given the complexity of CCR exposures (particularly regarding OTC derivatives), banking 
organizations should employ a range of risk measurement metrics to promote a comprehensive 
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understanding of CCR and how it changes in varying environments. Metrics should be commensurate 
with the size, complexity, liquidity, and risk profile of the CCR portfolio. Banking organizations 
typically rely on certain metrics as a primary means of monitoring, with secondary metrics used to 
create a more robust view of CCR exposures. Banking organizations should apply these metrics to 
single counterparty exposures, groups of counterparties (for example, by internal rating, industry, 
geographical region), and the consolidated CCR portfolio. Banking organizations should assess their 
largest exposures, for instance their top 20 exposures, using each primary metric. 

Major dealers and large, sophisticated banking organizations with substantial CCR exposure 
should measure and assess: 

• Current exposure (both gross and net of collateral). 

• Forward-looking exposure (that is, potential exposure). 

• Stressed exposure (broken out by market risk factors, and/or by scenario). 

• Aggregate and stressed credit valuation adjustment (CV A) as well as CVA factor sensitivities. 

• Additional relevant risk measures, such as (for credit derivatives) jump-to-default risk on the 
reference obliger, and economic capital usage. 

• The largest exposures by individual business line and product types. 

• Correlation risks, such as wrong-way risk, as well as the credit quality of collateral. 

Refer to Appendix A for definitions of basic metrics and descriptions of their purposes. 

2. Aggregation of Exposures 

Banking organizations should have the capacity to measure their exposure at various levels of 
aggregation (for example, by business line, legal entity, or consolidated by industry). Systems should be 
sufficiently flexible to allow for timely aggregation of all CCR exposures (that is, OTC derivatives, 
securities financing transactions (SFTs), and other pre-settlement exposures), as well as aggregation of 
other forms of credit risk to the same counterparty (for example, loans, bonds, and other credit risks). 
The following are sound CCR aggregation principles: 

• Counterparty-level current exposure and potential exposure should be calculated daily, based on the 
previous day's position data and any exchange of collateral. 

• For each organizational level of aggregation, all trades should be included. 

• There should be sufficient flexibility to aggregate exposure at varying levels of granularity, 
including industries, regions, families of products (for example, OTC derivatives, SFTs), or other 
groupings to identify concentrations. 

• While banking organizations are not required to express all forms of risk in a common metric or 
basis, management should be able to view the various forms of exposures to a given counterparty in 
a single report and/or system. Specifically, this could include current outstanding exposure across 
different categories (e.g., current exposure for OTC derivatives and drawn-down lines of 
commitment for loans). Exposure reports should also include the size of settlement and clearing 
lines. · · 
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• Banking organizations sh~uld be consistent in their choice of currency and exchange rate, and take 
into account the validity and legal enforceability of any netting agreements they may have with a 
counterparty. 

• Management should understand the specific approach used to aggregate exposures for any given risk 
measure, in order to properly assess the results. For instance, some measures of risk (such as current 
exposure) may be readily added together, while others (such as potential exposure) are less 
meaningful when they are added to form an aggregate view of risk. 

• Internal capital adequacy models should incorporate CCR. 

3. Concentrations 

Concentrated exposures are a significant concern, as CCR can contribute to sudden increases in 
credit exposure, which in turn can result in unexpectedly large losses in the event of counterparty 
default. Accordingly, banking organizations should have enterprise-wide processes to effectively 
identify, measure, monitor, and control concentrated exposures on both a legal entity and 
enterprise-wide basis. 

Concentrations should be identified using both quantitative and qualitative means. An exposure 
or group of related exposures (for example, firms in the same industry), should be considered a 
concentration in the following circumstances: exposures (individually or collectively) exceed risk 
tolerance levels established.to ensure appropriate diversification; deterioration of the exposure could 
result in material loss; or deterioration could result in circumstances that are detrimental to the banking 
organization's reputation. All credit exposures should be considered as part of concentration 
management, including loans, OTC derivatives, names in bespoke and index CDO credit tranches, 
securities settlements, and money market transactions such as fed funds sold. Total credit exposures 
should include the size of settlement and clearing lines, or other committed lines. 

CCR concentration management should identify, quantify, and monitor: 

• Individual counterparties with large potential exposures, when those exposures are driven by a single 
market factor or transaction type. In these circumstances, banking organizations should supplement 
statistical measures of potential exposure with other measures, such as stress tests, that identify su~h 
concentrations and provide an alternative view of risks associated with close-outs. 

• Concentrations of exposures to individual legal entities, as well as concentrations across affiliated 
legal entities at the parent entity level, or in the aggregate for all related entities. 

• Concentrations of exposures to industries or other obligor groupings. 

• Concentrations of exposures to geographic regions or country-specific groupings sensitive to similar 
macroeconomic shocks. 

• Concentrations across counterparties when potential exposure is driven by the same or similar risk 
factors. :For both .derivatives and SFTs, banking organizations should understand the risks associated 
with crowded trades, 7 where close-out risk may be heightened under stressed market conditions. 

7 For p~rposes of this guidance, a "crowded trade" is a large balance of open trading positions in a given asset or group of 
assets relative to its daily trading volume, when other market participants have similar positions that would need to be 
liquidated should any adverse price change occur. Coincident sale of these assets by a large number of market participants 
could lead to significant price declines and dramatic increases in uncollateralized exposures. 
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• Collateral concentrations, including both risk concentrations with a single counterparty, and risks 
associated with portfolios of counterparties. Banking organizations should consider concentrations 
of non-cash collateral for all product lines covered by collateral agreements;8 including collateral 
that covers a single counterparty exposure and portfolios of counterparties.9 

• Collateral concentrations involving special purpose entities (SPEs). Collateral concentration risk is 
particularly important for SPEs, because the collateral typically represents an SPE's paying capacity. 

• Banking organizations should consider the full range of credit risks in combination with CCR to 
manage concentration risk, including; risks from on- and -off-balance-sheet activities, contractual 
and non-contractual risks, contingent and non-contingent risks, as well as underwriting and pipeline 
risks. 

4. Stress Testing 

Banking organizations with significant CCR exposures should maintain a comprehensive stress 
testing framework, which is integrated into the banking organization's CCR management. The 
framework should inform the banking organization's day-to-day exposure and concentration 
management, and it should identify extreme market conditions that could excessively strain the financial 
resources of the banking organization. Regularly, but no less than quarterly, senior management should 
evaluate stress test results for evidence of potentially excessive risk, and take risk reduction strategies as 
appropriate. 

The severity of factor shocks should be consistent with the purpose of the stress test. When 
evaluating solvency under stress, factor shocks should be severe enough to capture historical extreme 
market environments and/or extreme but plausible stressed market conditions. The impact of such 
shocks on capital resources and earnings should be evaluated. For day-to-day portfolio monitoring, 
hedging, and management of concentrations, banking organizations should also consider scenarios of 
lesser severity and higher probability. When conducting stress testing, risk managers should challenge 
the strength of assumptions made about the legal enforceability of netting and the ability to collect and 
liquidate collateral. 

A sound stress-testing framework should include: 

• Measurement of the largest counterparty-level impacts across portfolios, material concentrations 
within segments of a portfolio (such as industries or regions), and relevant portfolio- and 
counterparty-specific trends. 

• Complete trade capture and exposure aggregation across all forms of trading (not just OTC 
derivatives) at the counterparty-specific level, including transactions that fall outside of the main 
credit system. The time frame selected for trade capture should be commensurate with the frequency 
with which stress tests are conducted. 

• Stress tests, at least quarterly, of principal market risk factors on an individual basis (for example, 
interest rates, foreign exchange, equities, credit spreads, and commodity prices) for all material 
counterparties. Banking organizations should be aware that some counterparties may be material on 
a consolidated basis, even though they may not be material on an individual legal entity basis. 

8 Banking organizations should also track concentrations in volatile currencies. 
9 This analysis is particularly important with repo-style transactions and other fonns of SFTs for which the ability of market 
participants to liquidate large collateral positions may be difficult during periods of market turbulence. 
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• Assessment of non-directional risks (for example, yield curve exposures and basis risks) from multi
factor stress testing scenarios. Multi-factor stress tests should, at a minimum, aim to address 
separate scenarios: severe economic or market events; significant decrease in broad market liquidity; 
and the liquidation of a large financial intermediary of the. banking organization, factoring in direct 
and indirect consequences. 

• Consideration, at least quarterly, of stressed exposures resulting from the joint movement of 
exposures and related counterparty creditworthiness. This should be done at the counterparty
specific and counterparty-group (for example, industry and region) level, and in aggregate for the 
banking organization. When CV A methodologies are used, banking organizations should ensure 
that stress testing sufficiently captures additional losses fr?m potential defaults. 10 

• Basic stress testing of CV A to assess performance under adverse scenarios, incorporating any 
hedging mismatches. 

• Concurrent stress testing of exposure and non-cash collateral for assessing wrong-way risk. 

• Identification and assessment of exposure levels for certain counterparties (for example, sovereigns 
and municipalities), above which the banking organization may be concerned about willingness to 
pay .. 

• Integration of CCR stress tests into firm-wide stress tests.11 

5. Credit Valuation Adjustments (CV A) 

. CVA refers to adjustments to transaction valuation to reflect the counterparty's credit quality. 
CV A is the fair value adjustment to reflect CCR in valuation of derivatives. As such, CV A is the market 
value of CCR and provides a market-based framework for understanding and valuing the counterparty 
credit risk embedded in derivative contracts. CV A may include only the adjustment to reflect the 
counterparty's credit quality (a one-sided CVA or just CVA), or it may include an adjustment to reflect 
the banking organization's own credit quality. The latter is a two-sided CVA, or CVA plus a debt 
valuation adjustment (DVA). For the evaluation of the credit risk due to probability of default of 
counterparties, a one sided CV A is typically used. For the evaluation of the value of derivatives 
transactions with a counterparty or the market risk of derivatives transactions, a two-sided CV A should 
be used. 

Although CV A is not a new concept, its importance has grown over the last few years, partly 
because of a change in accounting rules that requires banking organizations to recognize the earnings 
impact of changes in CV A. 12 During the 2007-2009 financial crisis, a large portion of CCR losses were 
because of CV A losses rather than actual count~rparty defaults.13 As such, CV A has become more 
important in risk management, as a mechanism to value, manage, and make appropriate hedging 

'
0 Exposure testing should include single-factor, multi-factor and material non-directional risks. 

11 CCR stress testing should be consistent with overall banking organi7.ation-wide stress testing and follow the principles set 
forth in the "Principles for Sound Stress Testing Practices and Supervision" issued by the Risk Management and Modeling 
Group of the Basel Committee in May 2009. 
12 Accounting literature pertinent to CV A includes FAS Statement 157, and Accounting Standards Codification (ASC) Topic 
820. · In addition, other transaction fair value adjustments should be conducted. For example, those involving a banking 
organization's own credit risk, or differences in funding costs based on whether transactions are collateralized or not. 
13 Basel Committee on Banking Supervision, "Strengthening the resilience of the banking sector-consultative document," 
December 2009. http://bis.org/publ/bcbs164.htm 
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decisions, to mitigate banking organizations' exposure to the mark-to-market (MTM) impact ofCCR. 14 

The following are general standards for CV A measurement and use of CV A for risk management 
purposes: 

• CV A calculations should include all products and counterparties, including margined counterparties. 

• The method for incorporating counterparty credit quality into CV A should be reasonable and subject 
to ongoing evaluation. CVA should reflect the fair value of the counterparty credit risk for OTC 
derivatives, and inputs should be based on current market prices when possible. 

o Credit spreads should be reflected in the calculation where available, and banking organizations 
should not overly rely on non-market-based probability of default estimates when calculating 
CVA. 

o Banking organizations should attempt to map credit quality to name-specific spreads rather than 
spreads associated with broad credit categories. 

o Any proxy spreads should reasonably capture the idiosyncratic nature of the counterparty and the 
liquidity profile. 

o The term structure of credit spreads should be reflected in the CV A calculation 

• The CV A calculation should incorporate counterparty-specific master netting agreements and 
margin terms; for example, the CV A calculation should reflect margin thresholds or minimum 
transfer amounts stated in legal documents. 

• Banking organizations should identify the correlation between a counterparty's credit-worthiness 
and its exposure to the counterparty, and seek to incorporate the correlation into their respective 
CV A calculation. 

Management of CV A 

CVA management should be consistent with sound risk management practices for other material mark
to-market risks. These practices should include the following: 

• Business units engaged in trades related to CV A management should have independent risk 
management functions overseeing their activities. 

• Systems that produce CV A risk metrics should be subject to the same controls as used for other 
'MTM risks, including independent validation or review of all risk models, including alternative 
methodologies.15 

· . 

• Upon transaction execution, CV A costs should be allocated to the business unit that originates the 
transaction. 

o As a sound practice, the risk of CV A should be incorporated into the risk-adjusted return 
calculation of a given business. · 

14 An accurate measure of CV A is critical to prudent risk-taking, as. part of effectively understanding the risk-reward tradeoff 
in a given derivatives transaction. The more comprehensively CV A is measured, the more transparent the economics of a 
given transaction. · 
15 Liquidity in credit markets has varied significantly over time. As liquidity conditions change, banking organizations 
should calculate CV A using methodologies appropriate to the market pricing information available for.each counterparty and 
transaction type. 
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o CV A cost allocation provides incentive for certain parties to make prudent risk-taking decisions, 
and motivates risk-takers to support risk mitigation, such as requiring strong collateral terms. 

• Banking organizations should measure sensitivities to changes in credit and market risk factors to 
determine the material drivers of M1M changes. On a regular basis, but no less frequently than 
quarterly, b_anking organizations should ensure that CVA MTM changes are sufficiently explained 
by these risk factors (for example, through profit and loss attribution for sensitivities, and 
backtestingfor value at risk (VaR)). · 

• Banking organizations hedging CV A MTM should gauge the effectiveness of hedges through 
measurements of basis risk or other types of mismatches. In this regard, it is particularly important 
to capture non-linearities, such as the correlation between market and credit risk, and other residual 
risks that may not be fully offset by hedging. 

CVAVaR 

Banking organizations with material CV A should measure the risk of associated loss on an ongoing 
basis. In addition to stress tests of the CV A, banking organizations may develop VaR models that 
include CVA to measure potential losses. While these models are currently in the early stages of 
development, they may prove to be effective tools for risk management purposes. An advantage of 
CV A V aR over more traditional CCR risk measures is that it captures the variability of the CCR 
exposure, the variability of the counterparty's credit spread, and the dependency between them. 

Developing VaR models for CVA is significantly more complicated than developing VaR 
models for a banking organization's market risk positions. In developing a CVA VaR model, a banking 
organization should match the percentile and time horizon for the VaR model to those appropriate for 
the management of this risk, and include all significant risks associated with changes in the CVA. For 
example, banking organizations may use the same percentile for CV A V aR _as they use for market risk 
VaR (for example, the 95th or 99lh percentile). However, the time horizon for CVA VaR may need to be 
longer than for market risk (for example, one quarter or one year) because of the potentially illiquid 
nature of CV A. The following are important considerations in developing a CV A VaR model: 

• All material counterparties covered by CVA valuation should be included in the VaR model. 

• A CVA VaR calculation that keeps the exposure or the counterparty probability of default static is 
not adequate. It will not only omit the dependence between the two variables, but also the risk 
arising from the uncertainty of the fixed variable. 

• CV A V aR should incorporate all forms of CV A hedging. Banking organizations and examiners 
should assess the ability of the VaR measure to accurately capture the types of hedging used by the 
banking organization. 

6. Wrong-Way Risk 

Wrong-way risk occurs when the exposure to a particular counterparty is positively correlated with the 
probability of default of the counterparty itself. Specific wrong-way risk arises when the exposure to a 
particular counterparty is positively correlated with the probability of default of the counterparty itself 
because of the nature of the transactions with the counterparty. General wrong-way risk arises when the 
probability of default of counterparties is positively correlated with general market risk factors. Wrong
way risk is an important aspect of CCR that has caused major losses at banking organizations. 
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Accordingly, a banking organization should have a process to systematically identify, quantify, and 
control both specific and general wrong-way risk across its OTC derivative and SFT portfolios.16 To 
prudently manage wrong-way risk, banking organizations should: 

• Maintain policies that formally articulate tolerance limits for both specific and general wrong-way 
risk, an ongoing wrong-way risk identification process, and the requirements for escalation of 
wrong-way risk analysis to senior management. 

• Maintain policies for identifying, approving, and otherwise managing situations when there is a legal 
connection between the counterparty and the underlying exposure or the assocfated collateral. 17 

Banking organizations should generally avoid such transactions because of their increased risk. 

• Perform wrong-way risk analysis for OTC derivatives, at least at the industry and regional levels. 

• Conduct wrong-way risk analysis for SFTs on broad asset classes of securities (for example, 
government bonds, and corporate bonds). 

IV. Systems Infrastructure Considerations 

Banking organizations should ensure that systems infrastructure keeps up with changes in the 
size and complexity of their CCR exposures, and the OTC derivatives market in general. Systems 
should capture and measure the risk of transactions that may be subject to CCR as a fundamental part of 
the CCR management framework. 

Banking organizations should have strong operational processes across all derivatives markets, 
consistent with supervisory and industry recommendations.18 Management should strive for a single 
comprehensive CCR exposure measurement platform.19 If not currently possible, banking organizations 
should minimize the number of system platforms and methodologies, as well as manual adjustments to 
exposure calculations. When using multiple exposure measurement systems, management should 
ensure that transactions whose future values are measured by different systems are aggregated 
conservatively. 

To maintain a systems infrastructure that supports adequate CCR management, banking 
organizations should: 

· Data Integrity and Reconciliation 

• Deploy adequate operational resources to support reconciliations and related analytical and 
remediation processes. 

16 A standard way of quantifying general wrong-way risk is to design and apply stress scenarios that detect wrong-way risk in 
the portfolio, record counterparty exposures most affected by the scenarios, and assess whether the creditworthiness of such 
counterparties is also negatively affected by the scenario. 
17 Examples of this situation are single-name credit derivatives when there is a legal relationship between the counterparty 
and the reference entity underlying the transaction, and financing transactions when the counterparty pledges an affiliate's 
security as collateral. 
18 Examples are recommendations made by the Senior Supervisors Group (SSG) and the Counterparty Risk Management 
Policy Group (CRMPG). . · 
19 A single platform may in practice contain a number of separate systems and models. These would be considered a 
cohesive framework if they are operationally stable and accurate in risk estimation, particularly with regard to proper 
reflection of collateral and netting. A common programming language for these systems facilitates an effective measurement 
framework. · 
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• Reconcile positions and valuations with counterparties. 

o Large countercparties should perform frequent reconciliations of positions and valuations (daily if 
appropriate) .2 

o For smaller portfolios with non-dealer counterparties where there are infrequent trades, large 
dealers should ensure the data integrity of trade and collateral information on a regular (but not 
necessarily daily) basis, reconciling their portfolios according to prevailing industry standards. 

• Reconcile exposure data in CCR systems with the official books and records of the financial 
institution. 

• Maintain controls around obligor names at the point of trade entry, as well as reviews of warehoused 
credit data, to ensure that all exposures to an obligor are captured under the proper name and can be 
aggregated accordingly. · . 

• Maintain quality control over transfer of transaction information between trade capture systems and 
exposure measurement systems. 

• Harmonize netting and collateral data across systems to ensure accurate collateral calls and 
reflection of collateral in all internal systems. Banking organizations should maintain a robust 
reconciliation process, to ensure that internal systems have terms that are consistent with those 
formally documented in agreements and credit files. 

• Remediate promptly any systems weaknesses that raise questions about the appropriateness of the 
limits structure. If there are a significant number of limit excesses, this may be a symptom of system 
weaknesses, which should be identified and promptly remediated. 

• Eliminate or minimize backlogs of unconfirmed trades. 

Automation and Tracking 

• Automate legal and operational information, such as netting and collateral terms. Banking 
organizations should be able to adjust exposure measurements, taking into account the enforceability 
of legal agreements. 

• Automate processes to track and manage legal documentation, especially when there is a large 
volume of legal agreements. 

• Increase automation of margin processes21 and continue efforts to expand automation of OTC 
derivatives post-trade processing. This should include automation of trade confirmations, to reduce 
the lag between trade execution and legal execution. 

• Maintain systems that track and monitor changes in credit terms and have triggers for relevant 
factors, such as net asset value, credit rating, and cross-default. 

• Maintain default monitoring processes and systems. 

20 Large dealer counterparties should perform portfolio reconciliation on a daily basis, as set forth in relevant industry 
standards, such as the ISDA "Collateralised Portfolio Reconciliation Best Operational Practices" (January, 2010). 
21 Banking organizations should consider the recommendations in the "Standards of Electronic Exchange of OTC Derivative 
Margin Calls," issued by ISDA Collateral Committee on November 12, 2009. 
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Add-Ons 

For large derivatives market participants, certain trades may be difficult to capture in exposure 
measurement systems, and are therefore modeled outside of the main measurement system(s). The 
resulting exposures, commonly referred to as add-ons, are then added to the portfolio potential exposure 
measure. In limited cases, the use of conservative add-on methodologies may be suitable, if the central 
system cannot reflect the risk of complex financial products. However, overreliance on add-on 
methodologies may distort exposure measures. To mitigate measurement distortions, banking 
organizations should: 

• Review the use of add-on methodo_logies at least annually. Current or planned significant trading 
activity should trigger efforts to develop appropriate modeling and systems, prior to or concurrent 
with these growth plans. 

• Establish growth limits for products with material activities that continue to rely on add-ons. Once 
systems are improved to meet a generally accepted industry standard of trade capture, these limits 
can be removed. 

V. Risk Management 

1. Counterparty Limits 

Meaningful limits on exposures are an integral part of a CCR management framework, and these 
limits should be formalized in CCR policies and procedures. For limits to be effective, a banking 
organization should incorporate these limits.into an exposure monitoring system independent of relevant 
business lines. It should perform ongoing monitoring of expqsures against such limits, to ascertain 
conformance with these limits, and have adequate risk controls that require action to mitigate limit 
exceptions. Review of exceptions should include escalation to a managerial level that is commensurate 
with the size of the excess or nature of mitigation required. A sound limit system should include: 

• Establishment and regular review of counterparty limits by a designated committee. Further, a 
banking organization should have a process to escalate limit approvals to higher levels of authority, 
depending_ on the size of counterparty exposures, credit quality, and tenor. 

• Establishment of potential future exposure limits, as well as limits based on other metrics.· It is a 
sound practice to limit the market risk arising through CV A, with a limit on CVA or CVA VaR. 
However, such limits do not eliminate the need to limit counterparty credit exposure with a measure 
of potential future exposure. 

• Individual CCR limits should be based on peak exposures rather than expected exposures. 

o Peak exposures are appropriate for individual counterparty limit monitoring purposes because 
they represent the ~isk tolerance for exposure to a single counterparty. 

o Expected exposure is an appropriate measure for aggregating exposures across counterparties in 
a portfolio credit model, or for use within CV A. 

• Consideration of risk factors such as the credit quality of the counterparty, tenor of the transactions, 
and the liquidity of the positions or hedges. 

• Sufficiently automated monitoring processes to provide updated exposure measures at least daily. 
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• Monitoring of intra-day trading activity for conformance with exposure· limits and exception 
policies. Such controls and procedures can include intra-day limit monitoring, trade procedures and 
systems that assess a trade's impact on limit utilization prior to execution, limit warning triggers at 
specific utilization levels, and restrictions by credit risk management on allocation. of full limits to 
the business lines. 

2. Margin Policies and Practices 

Collateral is a fundamental CCR mitigant. Indeed, significant stress events have highlighted the 
importance of sound margining practices. With this in mind, banking organizations should ensure that 
they have adequate margin and collateral "haircut" 22 guidelines for all products with CCR.23 

Accordingly, banking organizations should: 

• Maintain CCR policies that address margin practices and collateral terms, including, but not limited 
to: 

o Processes to establish and periodically review minimum haircuts. 

o Processes to evaluate the volatility and liquidity of the underlying collateral. Banks should strive 
to ensure that haircuts on collateral do not decline during periods of low volatility. 

o Controls to mitigate the potential for a weakening of credit standards from competitive pressure. 

• Set guidelines for cross-product margining. Banking organizations offer cross-product margining 
arrangements to clients to reduce required margin amounts. Guidelines to control risks associated 
with cross-product margining would include limiting the set of eligible transactions to liquid 
exposures, and having procedures to resolve margin disputes. 

• Maintain collateral management policies and procedures to control, monitor and report: 

o The extent to which collateral agreements expose a banking organization to collateral risks, such 
as the volatility an_d liquidity of the securities held as collateral. 

o Concentrations ofless liquid or less marketable collateral asset classes. 

o The risks ofre-hypothecation or other reinvestment of collateral (both cash and noncash) 
received from counterparties, including the potential liquidity shortfalls resulting from the re-use 
of such collateral. 

o The CCR associated with the decision whether to require posted margin to be segregated. 
Organizations should perform a legal analysis concerning the risks of agreeing to allow cash to 
be commingled with a counterparty's own cash and of allowing a counterparty to re-hypothecate 
securities pledged as margin. 

• Maintain policies and processes for monitoring margin agreements involving third-party custodians. 
As with bilateral counterparties, banking organizations should: 

o Identify the location of the account to which collateral is posted, or from which it is received. 

22 A haircut is the difference between the market value of an asset being used ~s collateral for a loan and the amount of 
money that a lender will advance against the asset. 
23 See guidelines issued by ISDA, SIFMA and MF A, including the "Market Review of OTC Derivative Bilateral 
Collateralization Practices (Release 2.0)," March 2010, and "Best Practices for Collateral Management," June 30, 2010. 
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o Obtain periodic account statements or other assurances that confirm the custodian is holding the 
collateral in conformance with the agreement. 

o Understand the characteristics of the account where the collateral is held (for example, whether it 
is in a segregated account), and the legal rights of the counterparty or any third-party custodian 
regarding this collateral. 

3. Validation of Models and Systems: 

A banking organization should validate its CCR models initially and on an ongoing basis. 
Validation of models should include: an evaluation of the conceptual soundness and developmental 
evidence supporting a given model; an ongoing monitoring process that includes verification of 
processes and benchmarking; and an outcomes-analysis process that includes backtesting. Validation 
should identify key assumptions and potential limitations, and it should assess their possible impact on 
risk metrics. All components of models should be subject to validation along with their combination in 
the CCR system. 

Evaluating the conceptual soundness involves assessing the quality of the design and 
construction of the CCR models and systems, including documentation and empirical evidence that 
supports the theory, data, and methods used. 

Ongoing monitoring confirms that CCR systems continue to perform as intended. This generally 
involves process verification, an assessment of model data integrity and systems operation, and 
benchmarking to assess the quality of a given model. Benchmarking is a valuable diagnostic tool in 
identifying potential weaknesses. Specifically, it is the comparison of a banking organization's CCR 
model estimates with those derived using alternative data, methods, or techniques. Benchmarking can 
also be applied to particular CCR model components, such as parameter estimation methods or pricing 
models. Management should investigate the source of any differences in output, and determine whether 
benchmarking gaps indicate weakness in the banking organization's models. 

Outcomes analysis compares model outputs to actual results during a sample period not used in 
model development. This is generally accomplished using backtesting. It should be applied to 
components of CCR models (for example the risk factor distribution and pricing model), the risk 
measures, and projected exposures. While there are limitations to backtesting, especially for testing the 
longer time horizon predictions of a given CCR model, it is an essential component of model validation. 
Banking organizations should have a process for the resolution of observed model deficiencies detected 
by backtesting. This should include further investigation to determine the problem, and appropriate 
course of action, including changing a given CCR model. · 

If the validation of CCR models and infrastructure systems is not performed by staff that is 
independent from the developers of the models, then an independent review should be conducted by 
technically competent personnel to ensure the adequacy and effectiveness of the validation. The scope 
of the independent review should include: validation procedures for all components, the role of relevant 
parties, and documentation of the model and validation processes. This review should document its 
results, what action was taken to resolve findings, and its relative timeliness. 

Senior management should be notified of validation and review results and should take 
appropriate and timely corrective actions to address deficiencies. The board should be apprised of 
summary results, especially unresolved deficiencies. In support of validation activities, internal audit 
should review and test models and systems validation, and overall systems infrastructure as part of their 
regular audit cycle. · 
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For more details on validation, please see Appendix B. 

4. Close-Out Policies and Practices 

Banking organizations should have the ability to effectively manage counterparties in distress, 
including execution of a close-out. Policies and procedures outlining sound practices for managing a 
close-out should include: 

• Requirements for hypothetical close-out simulations at least once every two years for one of the 
banking organization's most complex counterparties. 

• Standards for the speed and accuracy with which the banking organization can compile 
comprehensive counterparty exposure <la.ta and net cash outflows. Operational capacity to aggregate 
exposures within four hours is a reasonable standard. 

• The sequence of critical tasks, and decision-making responsibilities, needed to execute a close-out. 

• Requirements for periodic review of documentation related to counterparty terminations, and 
confirmation that appropriate and current agreements that specify the definition of events of default 
and the termination methodology that will be used are in place. 

o Banking organizations should take corrective action if documents are not current, active and 
enforceable. 

o Management should document their decision to trade with counterparties that are either 
unwilling or unable to maintain appropriate and current documentation. 

• Established closeout methodologies that are practical to implement, particularly with large and 
potentially illiquid portfolios. Dealers should consider using the "close-out amount" approach for 
early termination upon default in inter-dealer relationships.24 

· 

• A requirement that the banking organization transmit immediate instructions to its appropriate 
transfer agent(s) to.deactivate collateral transfers, contractual payments, or other automated transfers 
contained in "standard settlement instructions" for counterparties or prime brokers that have 
defaulted on the contractor for counterparties or prime brokers that have declared bankruptcy. 

VI. Managing Central Counterparty Exposures 

A central credit counterparty (CCP) facilitates trades between counterparties in one or more 
financial markets by either guaranteeing trades or novating contracts, and typically requires all 
participants to be fully collateralized on a daily basis. The CCP thus effectively bears most of the 
counterparty credit risk in transactions, becoming the buyer for every seller and the seller to every buyer. 
Well-regulated and soundly-managed CCPs can be an important means of reducing bilateral 
counterparty exposure in the OTC derivatives market. However, CCPs also concentrate risk within a 
single entity. Therefore, it is important that banking organizations centrally clear through regulated 
CCPs with sound risk management processes, and strong financial resources sufficient to meet their 
obligations under extreme stress conditions. 

24 The close-out amount approach is defined in CRMPG ill, Containing Systemic Risk: Road to Reform (August 6, 2008), 
pp. 122-125. Also, ISDA has published a closeout amount protocol to aid in the adoption of the close-out amount approach. 
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To manage CCP exposures, banking organizations should regularly, but no less frequently than 
annually, review the individual CCPs to which they have exposures. This review should include 
performin§ and documenting due diligence on each CCP, applying current supervisory or industry 
standards2 (and any subsequent standards) as a baseline to assess the CCP's risk management practices. 

• For each CCP, an evaluation of its risk management framework should at a minimum include 
membership requirements, guarantee fund contributions, margining practices, default-sharing 
protocols, and limits of liability. 

• Banking organizations should also consider the soundness of the CCP's policies and procedures, 
including procedures for handling the default of a clearing member, obligations at post-default 
auctions, and post-default assignment of positions. 

• Banking organizations should also maintain compliance with applicable regulatory requirements, 
such as ensuring contingent loss exposure remains within a banking organization's legal lending 
limit. 

VII. Legal and Operational Risk Management 

B~nking organizations should ensure proper control of, and access to, legal documentation and 
agreements. In addition, it is important that systems used to measure CCR incorporate accurate legal 
terms and provisions. The accessibility and accuracy of legal terms ·is particularly critical in close-outs, 
when there is limited time to review the collateral and netting agreements. Accordingly, banking 
organizations should: 

• Have a formal process for negotiating legal agreements. As a best practice, the process would 
include approval steps and responsibilities of applicable ~epartments. 

• At least annually, conduct a review of the legal enforceability of collateral and netting agreements 
for all relevant jurisdictions. 

• Maintain policies on when it is acceptable to trade without a master agreement,26 using metrics such 
as trading volume or the counterparty's risk profile. 

o Trading without a master agreement may be acceptable in cases of minimal volume or when 
trading in jurisdictions where master agreements are unenforceable. As applicable, policies 
should outline required actions, to undertake and monitor transactions without an executed 
master agreement. 

• Use commonly recognized dispute resolution procedures.27 
. 

25 For instance, "Recommendations for Central Counterparties," a consultative report issued by the Committee on Payment 
and Settlement Systems and the Technical Committee of the International Organization of Securities Commissions under the 
auspices of the Bank for International Settlements (March 2004). 
26The capital rules in the United States refer to master agreements. These include: The Federal Reserve's "Risk-Based 
Capital Standards: Advanced Capital Adequacy Framework- Basel II", 12 CFR 208; Appendix F, and 12 CFR 225; 
Appendix G." For the FDIC, it is 12 CFR 325, Appendix D. For the OCC, it is 12 CFR Part 3, Appendix C. For the OTS, it 
is 12 CFR Parts 559, 560, 563, and 567. 
27 An example of such procedures would be the ISDA "2009 Dispute Resolution Protocol" (September 2009). 
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o Banking organizations should seek to resolve collateral disputes within recommended 
timeframes. 

o Senior management should receive reports listing material and aged disputes, as these pose 
significant risk. · 

• Include netting of positions in risk management systems, only ifthere is a written legal review 
(either internally or externally) that expresses a high level of confidence that netting agreements are 
legally enforceable. 

• Maintain ongoing participation in both bilateral and multilateral portfolio compression efforts. 
Where feasible, banking organizations are encouraged to elect compression tolerances (such as post
termination factor sensitivity changes and cash payments) that allow the widest possible portfolio of 
trades to be terminated. 

• Adopt and implement appropriate novation protocols.28 

1. Legal Risk Arising from Counterparty Appropriateness29 

While a counterparty's ability to pay should be evaluated when assessing credit risk, credit losses 
can also occur when a counterparty is unwilling to pay, which most commonly occurs when a 
counterparty questions the appropriateness of a contract. These types of disputes pose not only risk of a 
direct credit loss, but also risk of litigation costs and/or reputational damage. Banking organizations 
should maintain policies and procedures to assess client and deal appropriateness. In addition, banking 
organizations should: · 

• Conduct initial and ongoing due diligence, evaluating whether a client is able to understand and 
utilize transactions with CCR as part of assessing the client's sophistication, investment objectives, 
and financial condition. 

o For example, although some clients may be sophisticated enough to enter into a standardized 
swap, they may lack the sophistication to fully analyze the risks of a complex OTC deal. 

o Banking organizations should be particularly careful to assess appropriateness of complex, long
dated, off-market, illiquid, or other transactions with higher reputational risk. 

• Include appropriateness assessments in the ne:vt product approval process. Such assessments should 
determine the types of counterparties acceptable for a new product, and what level of counterparty 
sophistication is required for any given product. 

• Maintain disclosure policies for OTC derivative and other complex transactions, to ensure that risks 
are accurately and completely communicated to counterparties. 

• Maintain guidelines for determination of acceptable counterparties for complex derivatives 
transactions. . 

28 An example would be the ISDA novation protocol. 
29 For guidance on counterparty appropriateness, see the Federal Reserve's "Trading and Capital Markets Activity Manual," 
section 2070, pp. 6-7, and the "Interagency Statement on Sound Practices Concerning Elevated Risk Complex Structured 
Finance Activities" (January 11, 2007). 
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VIII. Conclusion 

For relevant banking organizations, CCR management should be an integral component of the 
risk management framework. When considering the applicability of specific guidelines and best . 
practices set forth in this guidance, a banking organization's senior management and supervisors should 
consider the size and complexity of its securities and trading activities. Banking organizations should 
comprehensively evaluate existing practices against the standards in this guidance and implement 
remedial action as appropriate. A banking organization's CCR exposure levels and the effectiveness of 
its CCR management are important factors for a supervisor to consider when evaluating a banking 
organization's overall management, risk management and credit and market risk profile. 

19 



Appendix A 

GLOSSARY 

This glossary describes commonly used CCR metrics. As discussed above, banking 
organizations should employ a suite of metrics commensurate with the size, complexity, liquidity, and 
risk profile of the organization's CCR portfolio. Major broker - dealer banking organizations should 
employ the full range ofrisk measurement metrics to enable a comprehensive understanding of CCR 
and how it changes in varying environments. Banking organizations of lesser size and complexity 
should carefully consider which of these metrics they need to track as part of their exposure risk 
management processes. At a minimum, all banking organizations should calculate current exposure and 
stress test their CCR exposures. Definitions marked with an asterisk are from the Bank for International 
Settlements. 

Exposure Metrics: 

Current Exposure 

Definition: Current exposure is the larger of zero, or the market value of a transaction or a portfolio of 
transactions within a netting set with a counterparty that would be lost upon the default of the 
counterparty, assuming no recovery on the value of those transactions in bankruptcy. Current exposure 
is often also called replacement cost. Current exposure may be reported gross or net of collateral. 

Purpose: Allows banking organizations to assess their CCR exposure at any given time, that is, the 
amount currently at risk. 

Jump-to-Default CJTD) Exposure 

Definition: JTD exposure is the change in the value of counterparty transactions upon the default of a 
reference name in CDS positions. 

Purpose: Allows banking organizations to assess the risk of a sudden, unanticipated default before the 
market can adjust. · 

Expected Exposure 

Definition: Expected exposure is calculated as average exposure to a counterparty at a date in the future. 

Purpose: 'I)lis is often an intermediate calculation for expected positive exposure or CV A. It can also 
be used as a measure of exposure at a common time in the future. 

Expected Positive Exposure (EPE) 

Definition: EPE is the weighted average over time of expected exposures when the weights are the 
proportion that an individual expected exposure represents of the entire time interval.* 

Purpose: Expected positive exposure is an appropriate measure of CCR exposure when measured in a 
portfolio credit risk model. 

Peak Exposure 

Definition: Peak exposure is a high percentile (typically 95 percent or 99 percent) of the distribution of 
exposures at any particular future date before the maturity date of the longest transaction in the netting 
set. A peak exposure value is typically generated for many future dates up until the longest maturity 
date of transactions in the netting set.* 
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Purpose: Allows banking organizations to estimate their maximum potential exposure at a specified 
future date, or over a given time horizon, with a high level of confidence. For collateralized 
counterparties, this metric should be based on a realistic close-out period, considering both the size and 
llquidity of the portfolio. Banking organizations should consider peak potential exposure when setting 
counterparty credit limits. , 

Expected Shortfall Exposure 

Definition: Expected shortfall exposure is similar to peak exposure, but is the expected exposure 
conditional on the exposure being greater than some specified peak percentile. 

Purpose: For transactions with very low probability of high exposure, the expected shortfall accounts 
for large losses that may be associated with transactions with high tail risk. 

Sensitivity to Market Risk Factors 

Definition: Sensitivity to market risk factors, is the change in exposure because of a given market risk 
factor change (for example, DVOI). 

Purpose: Provides information on the key drivers of exposure to specific counterp~rties and on hedging. 

Stressed Exposure 

Definition: Stressed exposure is a forward-looking measure of exposure based on pre-defined market 
factor movements (non-statistically generated). These can include single-factor market shocks, 
historical scenarios, and hypothetical scenarios. 

Purpose: Allows banking organizations to consider their counterparty exposure under a severe or 
stressed scenario. This ~erves as a supplemental view of potential exposure, and provides banking 
organizations with additional information on risk drivers. It is best practice to compare stressed 
exposure to counterparty credit limits. 

CVA Related Metrics: 

Credit Valuation Adjustment CCVA) 

Definition: The credit valuation adjustment is an adjustment to the mid-market valuation (average of the 
bid and asked price) of the portfolio of trades with a counterparty. This adjustment reflects the market 
value of the credit risk resulting from any failure to perform on contractual agreements with a 
counterparty; This adjustment may reflect the market value of the credit risk ofthe counterparty or the 
market value of the credit risk of both the banking organization and the counterparty.* 

Purpose: CV A is a measure of the market value of CCR, incorporating both counterparty 
creditworthiness and the variability of exposure. 

CVA VaR 

Definition: CVA VaR is a measure of the variability of the CVA mark-to-market value and is based on 
the projected distributions of both exposures and counterparty creditworthiness. 

Purpose: Provides banking organizations with an estimate of the potential CVA mark-to-market loss, at 
a certain confidence interval and over a given time horizon. 

CV A Factor Sensitivities 
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Definition: CV A factor sensitivities is the mark-to-market change in CV A resulting from a given market 
risk factor change (for example, CROl). 

Purpose: Allows banking organizations to assess and hedge the market value of the credit or market 
risks to single names and portfolios and permits banking organizations to monitor excessive buildups in 
counterparty concentrations. 

Stressed CV A 

Definition: Stressed CV A is a forward-looking measure of CV A mark-to-market value based on pre
defined credit or market factor movements (non-statistically generated). These can include single 
market factor shocks, historical scenarios, and hypothetical scenarios. 

Purpose: Serves as an informational tool, and allows banking organizations to assess the sensitivity of 
their CVA to a potential mark-to-market loss under defined scenarios. 
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AppendixB: 
DETAIL ON MODEL VALIDATION AND SYSTEMS EVALUATION 

A banking organization should validate its CCR-models, initially and-on an ongoing basis. 
Validation should include three components: an evaluation of the conceptual soundness ofrelevant 
models (including developmental evidence); an ongoing monitoring process that includes verification of 
processes and benchmarking; and an outcomes-analysis process that includes backtesting. The 
validation should either be independent, or subject to independent review. 

Validation is the set of activities designed to give the greatest possible assurances of CCR 
models' accuracy and systems' integrity. Validation should also identify key assumptions and potential 
limitations, and assess their possible impact on risk metrics. CCR models have several components: 
• Statistical models to estimate parameters, including the volatility of risk factors and their 

correlations; 
• Simulation models to convert those para~eters into future distributions ofrisk factors; 
• Pricing models that estimate value in simulated scenarios; and 
• Calculations that summarize the simulation results into various risk metrics. 

All components of each model should be subject to validation, along with analysis oftheir interaction in 
the CCR system. Validation should be performed initially as a model'first goes into production. 
Ongoing validation is a means of addressing situations where models have known weaknesses and 
ensuring that changes in markets, products, or counterparties do not create new weaknesses. Senior 
management should be notified of the validation results and should take corrective actions in a timely 
manner when appropriate. 

A banking organization's validation process should be independent of the CCR model and 
systems development, implementation, and operation. Alternately, the validation should be subject to 
independent review, whereby the individuals who perform the review are not biased in their assessment 
because of involvement in the development, implementation, or operation of the processes or products. 
Individuals performing the reviews should possess the requisite technical skills and expertise to provide 
critical analysis, effective challenge, and appropriate recommendations. The extent of such reviews 
should be fully documented, sufficiently thorough to cover all significant model elements, and include 
additional testing of models or systems as appropriate. In addition, reviewers should have the authority 
to effectively challenge developers and model users, elevate concerns or findings as necessary, and 
either have issues addressed in a prompt and substantial manner or reject a model for use by the banking 
organization. 

Conceptual Soundness and Developmental Evidence 

The first component ofvalida~ion is evaluating conceptual soundness, which involves assessing 
the quality of the design and construction of CCR models. The evaluation of conceptual soundness 
includes documentation and empirical evidence supporting the theory, data, and methods used. The 
documentation should also identify key assumptions and potential limitations and assess their possible 
impact. A comparison to industry practice should be done to identify areas where substantial and 
warranted improvements can be made. All model components are subject to evaluation, including 
simplifying assumptions, parameter calibrations, risk-factor diffusion processes, pricing models, and risk 
metrics. Developmental evidence should be reviewed whenever the banking organization makes 
material changes in CCR models. Evaluating conceptual soundness includes independent evaluation of 
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whether a model is appropriate for its purpose, and whether all underlying assumptions, limitations, and 
shortcomings have been identified and their potential impact assessed. 

Ongoing Monitoring, Process Verification and Benchmarking 

The second component of model validation is ongoing monitoring to confirm that the models 
were implemented appropriately and continue to perform as intended. This involves process 
verification, an assessment of models, and benchmarking to assess the quality of the model. 
Deficiencies uncovered through these activities should be remediated promptly. 

Process verification includes evaluating data integrity and operational performance of the 
systems supporting CCR measurement and reporting. This should be performed on an ongoing basis 
and includes: · 
• The completeness and accuracy of the transaction and counterparty data flowing through the 

counterparty exposure systems. 
• Reliance on up-to-date reviews of the legal enforceability of contracts and master netting agreements 

that govern the use of netting and collateral in systems measuring net exposures, and the accuracy of . 
their representations in the banking organization's systems. 

• The integrity of the inarket data used within the banking organization's models, both as current 
values for risk factors and as sources for parameter calibrations. 

• The operational performance of the banking organization's counterparty exposure calculation 
systems, including the timeliness of the batch-run calculations, the consistent integration of data 
coming from different internal or external sources, and the synchronization of exposure, collateral 
management and finance systems. 

"Benchmarking" means comparing a banking organization's CCR measures with those derived 
using alternative data, methods, or techniques. It can also be applied to particular model components, 
such as parameter estimation methods or pricing models. It is an important complement to backtesting 
and is a valuable diagnostic tool in identifying potential weaknesses. Differences between the model 
and the benchmark do not necessarily indicate that the model is in error because the benchmark itself is 
an alternative prediction. It is important that a banking organization use appropriate benchmarks, or the 
exercise will be compromised. As part of the benchmarking exercise, the banking organization should 
investigate the source of the differences and whether the extent of the differences is appropriate. 

Outcomes Analysis Including Backtesting 

The third component of validation is outcomes analysis, which is the comparison of model 
outputs to actual results during a sample period not used in model development. Backtesting is one form 
of out-of-sample testing. Backtesting should be applied to components of a CCR model, for example 
the risk factor distribution and pricing model, as well as the risk measures and projected exposures. · 
Outcomes analysis includes an independent evaluation of the design and results ofbacktesting to 
determine whether all material risk factors are captured and to assess the accuracy of the diffusion of 
risk factors and the projection of exposures. While there are limitations to backtesting, especially for 
testing the longer horizon predictions of a CCR model, banking organizations should incorporate it as an 
essential component of model validation. 
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Typical examples of CCR models that require backtesting are expected exposure, peak exposure, 
and CV A VaR models. Backtesting of models used for measurement of CCR is substantially different 
than backtesting VaR models for market risk. Notably, CCR models are applied to each counterparty 
facing the banking organization, rather than an aggregate portfolio. Furthermore, CCR models should 

·project the distribution over multiple dates and over long time horizons for each counterparty. These 
complications make the interpretation of CCR backtesting results more difficult than that for market 
risk. Because backtesting is critical to providing feedback on the accuracy of CCR models, it is 
particularly important that banking organizations exert considerable effort to ensure that backtesting 
provides effective feedback on the accuracy_ of these models. 

Key elements ofbacktesting include the following activities: 

• Hack-testing programs should be designed to evaluate the effectiveness of the models for typical 
counterparties, key risk factors, key correlations and pricing models. Backtesting results should be 
evaluated for reasonableness as well as for statistical significance. This may serve as a useful check 
for programming errors, or cases in which models have been incorrectly calibrated. 

• Backtesting should be performed over different time horizons. For instance, the inclusion of mean 
reversion parameters or similar time varying features of a model can cause a model to perform 
adequately over one time horizon, but perform very differently over a different time horizon. A 
typical large dealer should, at a minimum, perform backtesting over one day, one week, two weeks, 
one month and every quarter out to a year. Shorter time periods may be appropriate for transactions 
under a collateral agreement when variation margin is exchanged frequently, even daily, or for 
portfolios that contain transactions that expire or mature in a short timeframe. 

• Backtesting should be conducted on both real counterparty portfolios and hypothetical portfolios. 
Backtesting on fixed hypothetical portfolios provides the opportunity to tailor backtesting portfolios 
to identify whether particular risk factors or correlations are modeled correctly. In addition, the use 
of hypothetical portfolios is an effective way to meaningfully test the predictive abilities of the 
counterparty exposure models over long time horizons. Banking organizations should have criteria 
for their hypothetical portfolios. The use of real counterparty portfolios evaluates whether the 
models perform on actual counterparty exposures, taking into account portfolio changes over time. 

It may be appropriate to use back-testing methods that compare forecast distributions of 
exposures with actual distributions. Some CCR measures depend on the whole distribution of future 
exposures rather than a single exposure percentile (for example, EE and EPE). For this reason, sole 
reliance on backtesting methods that count the number of times an exposure exceeds a unique percentile 
threshold may not be appropriate. 

Exception counting remains useful, especially for evaluating peak or percentile measures _of 
CCR, but these measures will not provide sufficient insight for expected exposure measures. Hence, 
banking organizations should test the entire distribution of future exposure estimates and not just a 
single percentile prediction. 

Banking organizations should have policies and procedures in place that describe when back
testing results will generate an investigation into the source of observed backtesting deficiencies, and 
when model changes should be initiated as a result of backtesting. 
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Documentation 

Adequate validation and review are contingent on complete documentation of all material 
aspects of CCR models and systems. This should include all model components and parameter 
estimation or calibration processes. Documentation should also.include the rationale for all material 
assumptions underpinning its chosen analytical frameworks, including the choice of inputs; 
distributional assumptions; and weighting of quantitative and qualitative elements. Any subsequent 
changes to these assumptions should also be documented and justified. 

The validation or independent review should be fully documented. Specifically, this would 
include results, the scope of work, conclusions and recommendations, and responses to those 
recommendations. This includes documentation of each of the three components of model validation, 
discussed above. Complete documentation should be done initially and updated over time to reflect 

· ongoing changes and model performance. Ability of the validation (or review) to provide effective 
challenge should also be documented. 

Internal Audit 

A banking organization should have an internal audit function, independent of business-line 
management, which assesses the effectiveness of the model validation process. This assessment should 
ensure the following: proper validation procedures were followed for all components of the CCR model 
and infrastructure systems; required independence was maintained by validators or reviewers; 
documentation was adequate for the model and validation processes; and results of validation 
procedures are eievated, with timely responses to findings. Internal audit should also evaluate systems 
and operations that support CCR. While internal audit may not have the same level of expertise as 
quantitative experts involved in the development and validation of the model, they are particularly well 
suited to evaluate process verification procedures. If any validation or review work is out-sourced, 
internal audit should evaluate whether that work meets ,the standards discussed in this section. 
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BOARD OF GOVERNORS 
OF THE 

FEOERAL RESERVE SYSTEM 
WASHINGTON, 0. C. 20551 

The Honorable Kevin Brady 
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Joint Economic Committee 
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Washington, D.C. 20510 

Dear Mr. Vice Chair: 

January 25, 2012 
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CHAIRMAN 

Enclosed are my responses to the written questions you submitted following the 

October 4, 2011, hearing before the Joint Economic Committee. A copy has also been 

forwarded to the Committee for inclusion in the hearing record. 

Please let me know if I can be of further assistance. 

Enclosure 



Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the 
Federal Reserve System, from Vice Chairman Brady: 

1. From 1981 to 2003, the Federal Reserve phased-out federal agency debt and mortgage
backed securities from the System Open Market Account to separate monetary policy from 
credit allocation by conducting open market operations entirely through Treasuries. 
During the first round of quantitative easing in 2009, the Federal Reserve bought $169 
billion of federal agency debt securities and $1.1 trillion of federal agency mortgage-backed 
securities. At the time, the Federal Reserve said that it would allow these securities to run 
off as principal was repaid. On Wednesday, September 21, 2011, the Federal Reserve 
reversed course, stating that it will now reinvest any repaid principal into new federal 
agency mortgage-backed securities. 

)> Does this policy change mean that the Federal Reserve is allocating credit to the 
housing sector? 

In August 2010, the Federal Open Market Committee (FOMC) began reinvesting principal 
received from agency debt and agency mortgage-backed securities in longer-term Treasury 
securities in order to support economic recovery in the context of price stability. At the time, the 
Committee sought to avoid the upward pressure on longer-term interest rates that might result if 
the maturing agency holdings were permitted to reduce the size of the System Open Market 
Account (SOMA) portfolio. (For more details, see the minutes of the August 2010 meeting, p. 8: 
http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20100810 .pdf.) 

At its meeting on September 20-21, 2011, the FOMC decided to change its reinvestment policy 
with respect to agency debt and agency mortgage-backed securities, directing reinvestment to 
agency mortgage-backed securities rather than longer-term Treasury securities. This change in 
reinvestment policy was expected to help reduce the spread between yields on mortgage-backed 
securities and those on comparable-maturity Treasury securities and so contribute to lower 
mortgage rates. In addition, the change in reinvestment policy could help prevent the shares of 
outstanding longer-term Treasury securities held by the Federal Reserve from reaching levels 
high enough to result in a deterioration in Treasury market functioning. The FOMC believed 
that this action would help to support conditions in mortgage markets and thereby contribute to a 
stronger economic recovery. 

)> Does the Federal Reserve intend to make federal agency mortgage-backed securities a 
permanent feature of the System Open Market Account going forward? 

As noted in the minutes of the June 2011 FOMC meeting 
(http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20110622.pdf), as the 
economy recovers, the Federal Reserve will need to reduce the current substantial degree of 
monetary accommodation in order to avoid an undesirable increase in inflation. As it does so, 
the Committee intends to normalize the size and composition of the System Open Market 
Account (SOMA) portfolio, including by selling of our holdings of agency securities. Such sales 
will likely commence sometime after the first increase in the target for the federal funds rate. 
The timing and pace of sales will be communicated to the public in advance; that pace is 
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anticipated to be relatively gradual and steady, but it could be adjusted up or down in response to 
material changes in the economic outlook or financial conditions. Once sales begin, the pace of 
sales is expected to be aimed at eliminating Federal Reserve holdings of agency securities over a 
period of three to five years, thereby minimizing the extent to which our holdings might affect 
the allocation of credit across sectors of the economy. 

~ Does allocating credit to the housing sector compromise the independence of the 
Federal Reserve to conduct monetary policy consistent with long-term price stability? 

The continuing difficulties in the housing market have broad implications for the U.S. economy 
and financial system. To address these issues, the FOMC has taken actions to support conditions 
in mortgage markets in order to better foster its dual mandate from the Congress of maximum 
employment and price stability. The Federal Reserve's actions have involved the purchase of 
agency-guaranteed mortgage-backed securities through a competitive process. While the 
guarantee provided for these mortgage-backed securities by the housing-related govemment
sponsored agencies has encouraged the flow of credit to the housing sector over many decades, 
the Federal Reserve's recent purchases of such securities have been aimed at reducing mortgage 
rates and other long-term interest rates relative to what they would otherwise be in order to foster 
a stronger economic recovery in the context of price stability. 

2. The following questions relate to the foreign exchange value of the U.S. dollar: 

~ Does the Federal Reserve's monetary policy affect the foreign exchange value of the 
U.S. dollar? 

All else equal, changes in the stance of U.S. monetary policy would normally be expected to lead 
to some change in the foreign exchange value of the dollar, and a tightening of policy would lead 
to some appreciation. However, the Federal Reserve's policies are only one of many 
macroeconomic and financial factors that influence the foreign exchange value of the dollar. 
Other factors include U.S. fiscal policy, foreign monetary and fiscal policies, risk sentiment, and 
market expectations for relative growth outlooks and relative inflation rates. Because monetary 
policy actions can also influence some of these other factors, such as risk sentiment or 
expectations for growth, the overall effect of Federal Reserve policy on the value of the dollar 
can be complex. 

~ Is it fair to say that while a depreciating U.S. dollar may help exports, it also results in 
higher U.S. dollar prices for internationally traded commodities like oil? And does this 
put upward pressure on prices for consumer goods like gasoline? 

The economic effects of exchange rate movements will depend in part on the factors behind 
them. For example, if dollar depreciation were caused by a weaker outlook for U.S. growth, then 
one might expect to see commodity prices fall, whereas if dollar depreciation were caused by a 
diminished perception of risk in financial markets, then commodity prices might be expected to 
rise. Nonetheless, holding these other factors constant, a depreciation of the dollar should make 
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U.S. goods cheaper abroad and foreign goods more expensive in the United States. Over time 
this should have several effects. First, it should increase the exports of the United States and 
reduce imports, increasing U.S. aggregate demand and economic activity. Second, it should put 
some upward pressure on import prices, including the prices of imported commodities, and 
eventually may put some upward pressure on prices of some consumer goods. In practice, many 
of these effects are smaller for the United States than for other economies, because the 
United States is relatively large and international trade comprises a small share of U.S. GDP. 

~ Which is better for the U.S. economy over the long term: (1) a weaker dollar, (2) a 
stronger dollar, or (3) a dollar with stable purchasing power? 

The Treasury Department has the lead role in U.S. exchange rate policy and has for some time 
emphasized that a strong dollar is in the interest of the United States, as well as of the global 
economy. This position is not meant to suggest that any particular level of the dollar is desired 
or targeted, and U.S. policy seeks to foster global conditions that allow currencies be traded in 
free and competitive markets. 

In the long run, allowing exchange rates to be freely determined by market forces permits them 
to respond to changing economic conditions and to act as a stabilizing force in the economy. 
Ultimately, the real exchange value of the dollar will depend upon the fundamental strength of 
the U.S. economy and confidence in its markets. Economic policies that promote price stability, 
sustainable economic growth, and financial stability will support both the fundamental vitality of 
our economy and a strong dollar. 

3. As dollars are being created and sent throughout the world, the search for a place to 
deploy them is affecting other countries, such as Brazil and Switzerland, in significant 
ways. For example, Switzerland is being forced to print more of its currency to offset its 
rising value against the U.S. dollar. This practice will eventually affect the United States as 
dollars recycle back into our economy. 

~ Are you considering how this phenomenon might play out? 

~ If so, how do you see things evolving? 

First, I should begin by noting that the Swiss National Bank has set a ceiling on the exchange 
value of the Swiss franc against the euro, not the U.S. dollar, in order to combat the sharp rise in 
the value of the franc against the euro that had occurred over the first half of this year. The 
appreciation of the Swiss franc against the euro largely reflected investor concerns about 
continuing fiscal and financial pressures in the euro area, leading them to seek Swiss financial 
assets as a safe haven, and these factors have little to do with the Federal Reserve's policies. 

Second, while the Federal Reserve's monetary policies can influence capital flows by affecting 
domestic rates of return, other factors are also important. For example, the strong rates of 
growth in many emerging market economies over the last decade have provided a natural 
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incentive to investors to seek investment opportunities in those countries. In addition, when 
countries fix or manage their exchange rates, this can affect their current account balance and 
their pattern of capital flows; this has been the key factor behind the large amounts of reserve 
accumulation by certain emerging market countries in recent years. 

Over the longer term, the G-20 countries have pledged to take actions that should promote a 
more balanced international system, with countries with large current account surpluses 
implementing policies to shift to growth based more on domestic demand and allow greater 
exchange rate flexibility and those with large current account deficits implementing policies to 
increase national savings. Such steps should materially lessen the net flow of capital from many 
emerging market economies to the United States and other advanced economies. 

4. The Federal Reserve performs an essential function for financial stability by serving as 
lender-of-last-resort to (1) prevent the unnecessary failures of otherwise solvent U.S. banks 
and other financial institutions; (2) reduce the likelihood of fmancial contagion and 
disruptions in U.S. financial markets; and minimize any adverse effects on real output and 
employment in the U.S. economy. 

};>- Is there any affirmative reason why the Federal Reserve--in its 98-year history--has 
never clearly articulated its lender-of-last-resort policy? 

Because the appropriate policy actions tend to be very specific to the situation at hand, 
policymakers rarely provide detailed statements indicating exactly how they will utilize their 
policy tools to address crisis situations. National governments, for example, do not provide ex
ante policy statements about their potential use of tax and expenditure policies to address 
financial crises. Similarly, central banks do not generally commit to a particular course of action 
in advance of a crisis. Instead, many central banks have adopted broad principles that will guide 
their actions in a crisis. In the case of the Federal Reserve, Congress has already provided many 
of the broad principles underlying the Federal Reserve's long-standing approach to its lender-of
last-resort responsibility in Title XI of the Dodd-Frank Wall Street Reform Act. The Dodd
Frank Act provides that emergency lending should be for the purpose of providing liquidity to 
the financial system, and not to aid a failing financial institution. The Federal Reserve may only 
provide emergency credit as part of a broad-based lending program. Emergency credit may not 
be extended to insolvent firms. The security for emergency loans must be sufficient to protect 
taxpayers from losses; in particular, the Federal Reserve must follow sound risk management 
practices in valuing and margining collateral so that taxpayers are protected and the 
Federal Reserve is adequately secured. Any emergency lending program must be terminated in a 
timely and orderly fashion. 

};>- Is Allan Meltzer correct when he states that the absence of an official lender-of-last
resort policy has led to (1) increased economic uncertainty because no one knows with 
certainty how the Federal Reserve may act; (2) financially distressed firms seeking political 
solutions in the form pressure from Congress or the Administration being placed on the 
Federal Reserve to act to save them; and (3) a moral hazard problem from financial 
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institutions taking greater risks based upon assumptions of how the Federal Reserve will 
act, though there is no guarantee of Federal Reserve action? 

It is difficult to directly verify these assertions, but it seems very unlikely that the Federal 
Reserve's lender-of-last-resort policy is a significant factor in the three areas noted. On the first 
point, many would argue that economic uncertainty is unusually elevated at present. Among the 
major sources of economic uncertainty, most point to the continuing weakness in the housing 
market, the sluggish recovery in the labor market, the highly unsettled situation in Europe, and 
the potential for repercussions in the financial sector. On the second point, as discussed in the 
answer above, the Federal Reserve can only provide emergency credit as part of a broad-based 
lending program to support the financial system and cannot provide emergency credit to 
insolvent firms. On the third point, the Federal Reserve has utilized its emergency lending 
authorities in two periods: the Great Depression and the financial crisis of2007-2009. Based on 
this history, it seems very unlikely that firms would actively take on greater risks now given the 
very small likelihood that the Federal Reserve would utilize its emergency lending authorities to 
provide liquidity assistance. Moreover, with the passage of the Dodd-Frank Act, the Federal 
Reserve is more constrained in its ability to provide emergency credit than it was in 2008. In 
addition, the Dodd-Frank Act put in place new tools that the government can use to resolve 
failing systemically important institutions in an orderly manner. Finally, regulators are more 
attuned than ever to potential liquidity risks and are actively taking steps to ensure that financial 
institutions maintain adequate liquidity buffers. All of these factors suggest that moral hazard 
associated with the Federal Reserve's lender-of-last-resort power is likely to be minimal. 

~ Is mitigating the risks of moral hazards a positive in terms of economic stability? 

Economic stability is promoted through sound monetary and fiscal policies, and a well-regulated 
financial system. Taken together, these policies increase efficiency, reduce incentives for 
excessive risk-taking, and mitigate moral hazard. However, there could be exceptional 
circumstances--such as those that existed in 2008--when the federal government would be 
justified in pursuing extraordinary actions. In these unusual situations, the Federal Reserve's 
lender-of-last-resort policies may be necessary to restore economic stability. 

The Dodd-Frank Wall Street Reform and Consumer Protection Act strengthened financial 
regulation and oversight, and created the Financial Stability Oversight Council to monitor 
developments in the financial system, identify emerging risks, and take action as appropriate to 
address such risks. These reforms have strengthened the financial system and reduced both the 
probability and severity of future crises. 

~ After fulfilling its lender-of-last-resort role, should the Federal Reserve, in an orderly 
way, sell any acquired debt securities not normally held in its System Open Market 
Account? 

In fulfilling its responsibilities as lender-of-last-resort, the Federal Reserve provided a substantial 
volume of loans through a number of emergency lending programs. Almost all of this 
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emergency credit has already been repaid with interest. We have suffered no losses on the loans 
we provided during the crisis, and we do not anticipate any losses on the loans that are still 
outstanding. 

In addition to providing liquidity, the Federal Reserve used its monetary policy tools to support 
the economy during and after the crisis. Our monetary policy actions included reducing the 
federal funds rate, our usual policy interest rate, to very low levels by the end of 2008. Since that 
time, we have provided additional monetary policy accommodation through the purchase of 
longer-term securities, including Treasury securities and agency debt and mortgage-backed 
securities. These purchases have put downward pressure on longer-term interest rates and 
supported functioning in the mortgage and other private credit markets, thereby helping to foster 
the Federal Reserve's dual mandate from the Congress of maximum employment and price 
stability. 

As the economy recovers, the Federal Reserve will need to remove this policy accommodation at 
an appropriate time in order to avoid an undesirable increase in inflation. As noted in the 
minutes of the June 2011 FOMC meeting (http://www.federalreserve.gov/monetarypolicy/ 
files/fomcminutes20110622. pdf), the move to less accommodative monetary policy will include 
the normalization of the size and composition of the Federal Reserve's balance sheet, including 
sales of our holdings of agency securities. Such sales will likely commence sometime after the 
first increase in the target for the federal funds rate. The timing and pace of sales will be 
communicated to the public in advance; that pace is anticipated to be relatively gradual and 
steady, but it could be adjusted up or down in response to material changes in the economic 
outlook or financial conditions. Once sales begin, the pace of sales is expected to be aimed at 
eliminating Federal Reserve holdings of agency securities over a period of three to five years, 
thereby minimizing the extent to which our holdings might affect the allocation of credit across 
sectors of the economy. 

5. As you know, there is some debate in Congress over whether the inflation measure used 
to price index federal programs and the tax code should be changed to another measure 
such as Chained CPI. 

)> Which of the following indices do you believe is the best measure of overall consumer 
price inflation in the economy: 

• 
• 
• 
• 
• 

CPI-U, 
Chained CPI-U, 
Personal Consumption Expenditures (PCE) Price Index, 
The market based version of the PCE Price Index, 
Or some measure? 

The choice of price measure for indexation purposes depends on what the Congress hopes to 
achieve, and there is no unambiguously best choice. That said, considering consumer price 
measures for the nation as a whole, economists generally believe that the CPI-U tends to 
overstate changes in the cost of living, in part because it does not fully account for consumers' 
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substitution in response to changes in relative prices. The C-CPI-U (or chained CPI) uses a 
formula that does account for such substitution and so probably comes closer to measuring 
changes in the cost ofliving than the CPI-U does. 

Like the chained CPI, the PCE price index also uses a formula that accounts for consumer 
substitution across in response to relative price changes. The PCE price index differs from the 
CPis in a variety of ways, importantly including the fact that it is somewhat broader in scope 
than either CPI measure: The CPis are limited to expenditures made by individuals out of 
pocket, whereas the PCB index also includes (a) the full weight of medical expenditures in the 
economy, whether paid by individuals, their employers, or govenunents, (b) expenditures by 
nonprofit institutions, and (c) a variety of items for which market-based prices are not available 
(such as the provision of ATM use and other banking services provided without explicit charge). 
Often, the CPI's out-of-pocket scope is viewed as most appropriate for indexation of programs 
affecting households, but there is no unambiguous answer to that question and it is a decision 
that the Congress will need to make. 

I should note that all of the measures on your list other than the CPI-U, including the chained 
CPI, are revised over time. Such revisions complicate the use of these measures for indexation 
purposes (though by no means are those complications insurmountable), and Congress may wish 
to take those complications into account in making its decisions. 

6. President George W. Bush and your predecessor Alan Greenspan repeatedly warned 
Congress about the systemic dangers that Fannie Mae and Freddie Mac posed to the global 
financial system. These warnings went unheeded. On September 6, 2008, Fannie Mae and 
Freddie Mac were found insolvent and placed into receiverships. So far, U.S. taxpayers 
have pumped $104 billion into Fannie Mae and $65 billion into Freddie Mac just to keep 
these GSEs alive. Standard & Poor's estimated that another $405 billion will be needed to 
capitalize new entities to replace Fannie Mae and Freddie Mac. 

~ Has the failure to resolve Fannie Mae and Freddie Mac once and for all increased the 
total cost of resolution that taxpayers will eventually bear? 

The conservatorships for Fannie Mae and Freddie Mac facilitated the provision of mortgage 
credit during a very severe U.S. housing downturn, the worst housing downturn since the Great 
Depression. The continued flow of mortgage credit, even under stressed financial conditions, 
has likely been a force for stability in U.S. housing markets. In turn, housing market 
stabilization has likely not only reduced the total cost of resolution that taxpayers will eventually 
bear for these organizations, but also reduced the costs associated with resolving other financial 
institutions that have failed because of mortgage defaults, thereby helping to protect the deposit 
insurance fund. That said, it is difficult to estimate on net cost, the influence of the decision not 
to resolve Fannie Mae and Freddie Mac since these entities can influence virtually all aspects of 
mortgage finance, including underwriting standards, servicing costs and revenues, real estate 
prices through their dispositions of foreclosed properties, secondary prices for mortgage-backed 
securities, and hedging costs. 
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~ Has this failure deterred private financial services firms from investing in housing 
finance and offering financially sound mortgage loan products? 

Steep declines in house prices, relatively high unemployment rates, and a lack of certainty with 
respect to government's future involvement in mortgage finance have heightened risks and 
uncertainties associated with investing in housing finance. Investors have been extremely 
cautious about investing in private-label mortgage loan products, even including securities that 
are backed by loans that have been underwritten to high standards. Furthermore, investors are 
hesitant to act until the ongoing uncertainty about the future of Fannie Mae and Freddie Mac is 
resolved. The Administration's white paper on the future of mortgage finance laid out three 
possil>ilities for the future of Fannie Mae and Freddie Mac, and I hope that these possibilities 
will focus the discussion on how best to go forward. · 

~ Has this failure delayed the bottoming of the housing market and any recovery in 
housing prices? 

House prices have recovered in some locations, but not in others. Home prices depend on both 
demand and supply, and hoµsing demand is only partly driven by the availability and terms of 
mortgage credit. Potential homeowners also factor in rental costs, local housing market liquidity 
and the potential for house price appreciation in the future, as well as their current debt and their 
income prospects. Housing supply is also only partly driven by the actions of government
sponsored enterprises. Recently, however, Fannie Mae and Freddie Mac have become 
significant sellers of real estate in some locations because of mortgage defaults and foreclosures. 
These entities have an obligation to conserve their assets on behalf of the taxpayers and the 
Congress may want to consider whether this is the best method of handling these properties. 
Regardless, it is unlikely that the conservatorships of Fannie Mae and Freddie Mac have 
significantly delayed the bottoming of housing markets. In some locations, there simply remains 
too much housing stock for current housing demand. 

7. The Basel Committee on Banking Regulation promulgated capital standards for banks 
in 1988, 2004, and 2010, giving risk weights to various assets and off-balance-sheet items. 

~ Did the low risk-weight given to residential mortgages and residential securities have 
the unintended consequence of encouraging U.S. banks to have excessive exposures to 
housing loans and housing-related securities prior to 2008? 

Under the general risk-based capital rules, first lien residential mortgages that meet certain 
criteria, such as being prudently underwritten, performing in accordance with their original 
terms, and not being 90 days or more past due, are assigned to the 50 percent risk weight 
category. Prudent underwriting standards include a conservative ratio of the loan balance to the 
value of the property. Residential mortgages that do not meet these criteria or that are made for 
the purpose of speculative property development are assigned to the 100 percent risk weight 
category, together with most wholesale and retail credits. With respect to residential mortgage-
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backed securities (RMBS) that are externally rated, those of relatively high credit quality, as 
evidenced by a triple-A rating, are assigned to the 20 percent risk weight category, while lower 
quality RMBS (e.g., rated BB) are Msigned to the 200 percent risk weight category. Thus, the 
risk weights are designed to reflect the relative risks of the exposures. 

Many factors influence banks' portfolio allocation decisions. While regulatory capital 
requirements may have some influence, more predominant factors include investment yield, 
perceived risk and return tradeoffs, liquidity, and fees and profits associated with lending 
volume. 

)> Did the extremely low risk-weight given to bills, notes, and bonds of developed country 
governments have the unintended consequence of encouraging European banks to have 
excessive exposures to Greek, Irish, Italian, Portuguese, and Spanish government debt, 
which are now threatening the financial stability of the euro-zone? 

It is difficult to generalize about the impact of Basel Accord risk weights because of differences 
in details of implementation across nations and because of the changes that have occurred over 
time. It is roughly correct that, under both Basel I and Basel 2, European Union banks could use 
a zero risk-weight on the debt of any European Union government. However, a zero risk weight 
does not encourage holding concentrated exposures to any particular sovereign. And national 
banking systems usually have substantial exposures to the debt of their own sovereign for 
various practical reasons, including to serve as collateral at the central bank and because such 
debt is usually liquid within the nation. 

)> Should capital standards be more neutral toward the credit allocation decisions that 
banks make? 

It is important that regulatory capital requirements ensure that banks hold capital commensurate 
with the risk of their exposures, including off-balance sheet items. Prior to 1989, regulatory 
capital requirements were credit neutral and every asset had the same capital requirement 
regardless of its risk. Banks thus had an incentive to hold higher risk assets, which generated 
more yield per unit of required regulatory capital. In response, U.S. and international bank 
regulators developed risk-sensitive risk-based capital ratios so as not to disincentivize banks 
from holding more liquid, lower risk assets. The banking agencies' use of both leverage and 
risk-based regulatory capital ratios help to limit gaming opportunities associated with each type 
of ratio. 

8. Earlier this year, I introduced legislation that would reduce non-interest spending over 
the next decade relative to the size of the economy to 16.5% of potential GDP, slightly 
below the average of the Clinton Administration's 16. 7%. In addition, the legislation 
provided a number of other tools to enforce fiscal discipline. Without asking you to 
endorse any specific provisions of the legislation, I would like your views on the various 
approaches the legislation takes from an economic perspective. 
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As I mentioned, the legislation utilizes potential GDP as estimated by the Congressional 
Budget Office as the denominator in calculating a cap on federal spending. Using potential 
GDP is intended to focus policy decisions on non-cyclical, structural issues. Therefore, this 
metric would eliminate the need to implement significant spending reductions in an 
economic downturn, but would also act as a restraint on spending in periods of economic 
expansion. 

)> If Congress chose to enact spending limitations based on the size of the economy, what 
do you see as the policy advantages and disadvantages of using potential GDP as the 
metric instead of nominal GDP? 

Formal fiscal rules do not replace the need for policymakers to make the difficult choices 
necessary to put the federal budget on a sustainable path, but they can help the process by setting 
clear and transparent goals that may establish the credibility of changes in policy and reduce 
uncertainty. Although fiscal rules have not always proven successful, a number of countries 
s.eem to have found budget rules - sometimes, but not always, including a spending limit -
helpful in achieving greater budget discipline. In practice, spending limits often have been based 
on cyclically-adjusted measures of spending or spending relative to potential GDP. As a result, 
spending decisions are based on factors that can be more directly controlled by policymakers 
rather than the near-term performance of the economy. This strategy does present some 
challenges since potential GDP is not measured directly and estimates of it are subject to 
revision. 

9. The legislation also utilizes non-interest spending as the numerator in calculating the 
cap. The policy reason for utilizing non-interest spending was based on three principles: 
(1) Congress cannot directly control interest rates and should focus on what it can control; 
(2) excluding interest payments eliminates the effect of interest rate volatility over both the 
long term and short term on the cap; and (3) excluding interest payments insulates the 
Federal Reserve from undue pressure to keep interest rates artificially low to help 
implement fiscal policy. 

)> Do you agree that this approach would create a more stable environment for 
policymakers? 

The experience in the United States and other countries suggests that fiscal rules focusing on 
budget measures that policymakers can control more directly tend to work better than budget 
measures that are affected significantly by the near-term performance of the economy and other 
factors outside of fiscal policymakers' direct control. That experience suggests that spending 
targets that exclude interest payments on the public debt would be more likely to work in 
practice than spending targets that include interest payments. 

)> Do you believe insulating the Federal Reserve from pressure to keep interest rates 
artificially low is appropriate? 
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There is substantial evidence from many different countries that the independence of decision
making by the central bank from short-term political considerations is important for achieving 
good economic performance. The Federal Reserve will continue to make monetary policy 
decisions in order to best meet our legislatively-determined dual mandate of promoting 
maximum employment and price stability. 

10. The legislation also contains a sequestration metric that would reduce all discretionary 
spending by a maximum of 10% in any year and limit mandatory spending reductions to 
the elimination of cost-of-living escalators. I recognize that this approach would in some 
years not reduce spending sufficiently to reach the spending cap. 

~ Is it more important that a spending control mechanism achieve a particular cap in a 
specific year or that it keeps you on a path toward the stated objective even if it were to 
take a few more years to reach the stated cap? 

Putting the federal budget on a sustainable path is a long-run problem, and it will require many 
years of difficult choices. Accordingly, it is probably more important for fiscal policy to achieve 
sustainable long-term goals than to necessarily meet particular annual targets. 

~ Would removing uncertainty regarding government shutdowns through some type of 
permanent continuing resolution law be viewed as a positive or a negative by financial 
markets? 

Uncertainty about the budget process and government operations has almost certainly 
contributed to financial market volatility at various times. Taking steps to eliminate both actual 
and potential disruptions in government operations should help reduce the uncertainty of 
financial market participants about budget policies. 

11. The legislation that I introduced also contains a couple of budget process reforms 
designed to force prioritization of spending. It would require the President's budget 
submission not only to meet caps required by law, but also to prioritize all non-interest 
federal spending into five categories with at least 12% in each category. 

~ Without asking you to comment on the choice of five categories with a minimum of 
12% in each category, do you believe that requiring some prioritization of spending in 
the budget process would be a positive development in the eyes of financial markets? 

Putting the federal budget on a sustainable path will require that the Congress, the 
Administration, and the American people make difficult policy choices that ultimately lead to the 
prioritization of some policies over others. That prioritization process could probably be 
achieved in a number of different ways. Nevertheless, the choices that are made with regard to 
federal spending and tax policy will affect a wide range of economic incentives that will be part 
of determining the future economic performance of our nation. 
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The Honorable Spencer Bachus 
Chairman 
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House of Representatives 
Washington, D.C. 20515 

Dear Mr. Chairman: 

January 30, 2012 

SEN 5. BERNANKE 

CHAIRMAN 

Thank you for your August 2, 2011, letter concerning the risk retention proposal 
issued for public comment by the Board of Governors of the Federal Reserve System 
("Board"), the Office of the Comptroller of the Currency, the Federal Deposit Insurance 
Corporation, the U.S. Securities and Exchange Commission, the Federal Housing Finance 
Agency, and the Department of Housing and Urban Development, under section 941 of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act ("Dodd-Frank Act"). 
The agencies have received substantial public comments and are presently considering 
enhancements to the proposal. Your letter will be considered as we develop the final 
rule. 

We appreciate your views with respect to the premium capture cash reserve 
acconnt ("PCCRA") discussed in the proposed rule. Section 15G(a)(l)(A) provides that 
the risk retention regulations prescribed shall prohibit a securitizer from directly or 
indirectly hedging or otherwise transferring the credit risk that the securitizer is required 
to retain with respect to an asset. Consistent with this statutory directive, the PCCRA 
was proposed to help achieve the goals of risk retention by addressing the potential that a 
sponsor might effectively negate or reduce the economic exposure it is required to retain 
under the proposed rules. 

The agencies have requested comments on all aspects of the risk retention 
proposal, including the design and need for the PCCRA and its potential effects on 
securitizations. The Federal Reserve will carefully consider all comments as we move 
forward with finalizing the risk retention rule. 

Sincerely, 

;{J/2c:--
.-
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Dear Mr. Chairman: 

February 9, 2012 

BEN 5, BERNANKE 

CHAIRMAN 

This is in reply to your letter of November 9, 2011, regarding the importance of 
conducting an evaluation of the costs and benefits of rulemakings conducted by the 
Federal banking regulators under the Dodd-Frank Wall Street Reform and Consumer 
Protection Act ("Dodd-Frank Act"). The attached responses provide detail about our 
efforts to assess the benefits and costs of rules. 

As your letter points out, Congress enacted the Dodd-Frank Act to address a 
number of deficiencies that contributed to the worst financial crisis in many years for the 
U.S. and to enhance protections for consumers, investors and taxpayers. It is critical that 
the agencies, including the Federal Reserve, implement this Act in a thoughtful manner 
that gives full effect to the Congressional intent behind the statute and does so in a 
manner that responsibly balances the costs and benefits of our implementation efforts. 

In this spirit, let me assure you that the Federal Reserve talces quite seriously the 
importance of evaluating the burdens imposed by our efforts to issue rules implementing 
the Dodd-Frank Act and adopting an approach that balances costs and burdens within the 
requirements of each statutory mandate. We do this in a variety of ways, and at several 
different stages in the regulatory process. 

For example, before the Federal Reserve develops a regulatory proposal, we often 
collect information through surveys and meetings directly from the parties that we expect 
will be affected by the rulemalcing. This helps us to become informed about the benefits 
and costs of the proposed rule and craft a proposal that is both effective and minimizes 
regulatory burden. During the rulemalcing process, we also specifically seek comment 
from the public on the benefits and costs of our proposed approach as well as on a variety 
of alternative approaches to the proposal. In adopting the final rule, we aim for a 
regulatory alternative that faithfully reflects the statutory provisions and the intent of 
Congress while minimizing regulatory burden. We also provide an analysis of the costs 
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to small organizations of our rulemaking consistent with the Regulatory Flexibility Act 
and compute the anticipated costs of paperwork consistent with the Paperwork Reduction 
Act. 

Measuring the impact of agency regulations on affected persons and the overall 
economy is very challenging, especially in the context of the numerous related rules 
required by the Dodd-Frank Act to be issued during the same time period by a number of 
agencies. The Federal Reserve believes strongly that public comment can enlighten our 
regulatory actions and inform our implementation of our statutory responsibilities. 
Consequently, the Federal Reserve has long followed the practice of providing the public 
a minimum of 60 days to comment on all significant rulemaking proposals, with longer 
periods permitted for especially complex or significant proposals, such as our recent 
proposal on enhanced prudential standards. We also have extended the comment period 
in cases where we believe additional time helps to promote the public's interest, such as 
in the case of the Volcker Rule and risk retention proposals. Similarly, we also favor 
seeking public comment on significant statements of regulatory guidance, and typically 
invite the public to comment on major statements of supervisory guidance, such as our 
guidance regarding incentive compensation. In addition, we make available to the public 
our examination manuals, supervisory letters, transaction approvals (and denials), and 
other matters of interest to the public related to implementation of our statutory 
responsibilities. 

We also consult regularly with our fellow bank regulatory agencies on matters 
that might affect their institutions as well as on matters of common interest where a 
single regulatory approach across banking organizations of different charters would 
reduce compliance burden and risk. We accomplish this in many ways. The Federal 
Reserve participates in the Federal Financial Institutions Examination Council and in the 
Financial Stability Oversight Council, both of which facilitate interagency consultation 
and cooperation. Moreover, members of the Board as well as staff at senior levels have 
long established working associations with their peers at other agencies and have regular 
meetings to discuss policies of common interest and applicability. These many avenues 
of consultation at multiple levels increase the coordination and consistency of regulation 
across a banking industry that has many regulators and charters. We have expanded 
these channels to include regular consultation with the SEC, CFTC, CFPB and other 
agencies as changes in the law have caused our spheres of regulatory responsibilities 
increasingly to overlap. 

The Federal Reserve also has for many years had a policy of conducting a zero
based review of each of its regulations on a periodic basis--typically every five years. 
The purpose of this review is to update each rule, reduce unnecessary burden, and 
streamline regulatory requirements based on our experience in implementing the rule and 
where permitted by the authorizing statutory provisions that motivated the rule. 
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Through these steps, more fully explained in the attached responses, the Federal 
Reserve seeks to carry out our statutory duties in a manner that is both consistent with the 
legislation enacted by Congress and maximizes benefits and minimizes costs associated 
with our implementation efforts. 

Sincerely, 

Enclosure 



Attachment 

1. Provide a detailed description of your agency's rulemaking process, including the 
variety of economic impact factors considered in your rulemaking. Please note to what 
degree you consider the benefits from your rulemaking, including providing certainty to 
the marketplace and preventing catastrophic costs from a financial crisis. Also describe 
any difficulties you may have in quantifying benefits and costs, as well as any challenges 
you may face in collecting the data necessary to conduct economic analysis of your 
rulemaking. 

For every new regulation put forth by the Federal Reserve alone or jointly with other agencies, 
including those promulgated under the Dodd-Frank Act, it is the policy of the Federal Reserve to 
consider the various options available consistent with the statutory mandate being implemented; 
analyze the possible economic impact of implementing proposals to the extent permitted by 
available data; evaluate the compliance, record-keeping, and reporting burdens; and recommend 
the best course of action consistent with the statutory mandate based on an evaluation of the 
alternatives. If the regulation concerns an area where considerable information is available, a 
correspondingly more exhaustive regulatory analysis will be undertaken. For significant Dodd
Frank regulations, we assemble interdisciplinary teams, bringing together economists, 
supervisors, legal staff, and other specialists to help develop sensible policy alternatives and to 
help avoid unintended consequences. During the proposal stage, we specifically seek comment 
from the public on the costs and benefits of our proposed approach through surveys and 
meetings, as well as on alternative approaches to our proposal. This helps us to become 
informed about the benefits and costs of the proposed rule and craft a proposal that both is 
consistent with the Congressionally established mandate and minimizes regulatory burden. In 
adopting the final rule, we aim for a regulatory alternative that faithfully reflects the statutory 
provisions and the intent of Congress while minimizing regulatory burden. In addition, the 
Board is subject to two laws that require specific types of analysis--the Paperwork Reduction Act 
("PRA") and the Regulatory Flexibility Act ("RF A"). The PRA and RF A require evaluations of 
the rulemaking's paperwork burden and effect on small entities, respectively. The Federal 
Reserve includes a separate analysis under each of these laws in its rulemaking publications. 

Federal financial regulators face considerable challenges in quantifying all potential benefits and 
costs of a particular rule, such as the benefits from marketplace certainty or the prevention of a 
future financial crisis, especially in the context of the numerous related rules required by the 
Dodd-Frank Act to be issued during the same time period by a number of agencies. The GAO 
recently noted that the difficulty of reliably estimating the costs of regulations to the financial 
services industry and the nation has long been recognized, and the benefits of regulation 
generally are regarded as even more difficult to measure. 1 This task is further complicated by 
the need for the Federal Reserve to write rules that are often focused primarily on ensuring the 
safety and soundness of financial institutions. The benefits of a safe and secure financial system 
are clear, but they are difficult to quantify. Like other agencies, the Federal Reserve must often 
rely on information from regulated firms and from other affected parties for information 
regarding potential costs and benefits of a rulemaking. These parties often cannot quantify costs 

1GAO Report GA0-12-151, p.19; See also p. 36. 
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or benefits and, even where that is possible, may not have the incentive to provide that 
information or may be concerned about providing that information, which may reveal 
confidential business practices, in a public rulemaking. 

2. Provide your agency's current and future plans to regularly review and, when 
appropriate, modify regulations to improve their effectiveness while reducing compliance 
burdens. Please include a description of actions your agency has taken, or plans to take, to 
streamline regulations; for example, the Consumer Financial Protection Bureau's "Know 
Before You Owe" effort drastically simplifies mortgage and student loan disclosure 
requirements. Also note statutory impediments, if any, that prevent your agency from 
streamlining any duplicative or inefficient rules under your purview. 

The Federal Reserve has for many years had a policy of conducting a zero-based review of each 
of its regulations on a periodic basis--typically every five years. The purpose of this review is to 
update each rule, reduce unnecessary burden, and streamline regulatory requirements based on 
our experience in implementing the rule and where permitted by the authorizing statutory 
provisions that motivated the rule. In selecting regulations to be reviewed, we consider such 
factors as the length of time since the last evaluation of the regulation, our experience in 
administering the rule, the continued need for the rule, the type and number of complaints and 
suggestions received, the direct and indirect burdens imposed by the regulation, and the need to 
simplify or clarify the regulation and eliminate duplication. 

With respect to rules adopted as a result of the Dodd-Frank Act, the Federal Reserve will review 
the impact of Dodd-Frank Act regulations once they are completed and firms have had a 
reasonable opportunity to implement these provisions. As part of this review, we will consider 
ways to reduce burdens that appear over time in the Dodd-Frank rules. 

3. Provide details of how your agency encourages public participation in the rulemaking 
process, including through administrative procedures, public accessibility, and informal 
supervisory policies and procedures. 

We are committed to soliciting and considering the comments of the public in the rulemaking 
process. We believe strongly that public participation in the rulemaking process improves our 
ability to identify and resolve issues raised by our regulatory proposals. During the proposal 
stage, we specifically seek comment from the public on the benefits and costs of our proposed 
approach, as well as on alternative approaches to our proposal. The Federal Reserve has long 
followed the practice of providing the public a minimum of 60 days to comment on all 
significant rulemaking proposals, with longer periods permitted for especially complex or 
significant proposals, such as our capital rules and our recent proposal on enhanced prudential 
standards. We also have extended our comment periods when it appears that the public interest 
would be served by allowing additional time for comment. Recently, for example, we extended 
the comment periods for our risk retention and Volcker rule proposals. We also favor seeking 
public comment on significant statements of regulatory guidance, and typically invite the public 
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to comment on major statements of supervisory guidance, such as our guidance regarding 
incentive compensation and stress tests. 

We also encourage public participation in the rulemaking process by making it easy for the 
public to find, review, and submit comments on any proposal that we have opened for comment 
and published in the Federal Register. All of these proposals can be found on our public website 
and at Regulations.gov. Public comments are accepted electronically and by mail. The rules and 
proposed rules that the Board expects to issue during the next six months are summarized in the 
Unified Agenda (also known as the Semiannual Regulatory Agenda), which is published twice 
each year in the Federal Register and posted on the Board's website. To ensure the public has 
sufficient notice of our rulemaking efforts under the Dodd-Frank Act, we also have published an 
anticipated schedule of these proposals on our website. 

Moreover, Federal Reserve staff have participated in more than 300 meetings with outside 
parties and their representatives, including community and consumer groups, in connection with 
rulemakings required by the Dodd-Frank Act. To promote transparency, we post on our website 
a memorandum describing the attendees and subjects covered in any meetings involving non
governmental participants at which Dodd-Frank Act rulemakings are discussed. These 
summaries are posted on the Federal Reserve Board's website on a weekly basis. 

To further transparency in the rulemaking process, the Federal Reserve also posts on its website 
all comments received on each proposed rule. Comments can also be viewed in person at the 
Board between 9:00 a.m. and 5:00 p.m. weekdays and can be obtained by formal request under 
the Freedom oflnformation Act. In addition, we make available to the public our examination 
manuals, supervisory letters, transaction approvals (and denials) and other matters of interest to 
the public related to our regulatory responsibilities. 

4. Provide details of how your agency addresses the unique challenges facing smaller 
institutions when dealing with regulatory compliance, including any related advisory 
committees your agency may have or other opportunities for small institutions to be heard 
by your agency. Please also detail how your agency responds to concerns raised by small 
institutions. 

The Federal Reserve has paid particular attention to reducing regulatory burden on community 
banking organizations. We have taken a number of steps to remain aware of the challenges 
faced by and the burdens of our proposals on community banks. For example, the 
Federal Reserve has established a set of community depository institution advisory councils at 
each of the 12 Federal Reserve banks for the purpose of gathering input from community 
depository organizations on ways to reduce regulatory burden and improve the efficiency of our 
supervision as well as to collect information about the economy from the perspective of 
community organizations throughout the nation. A representative from each of these 12 advisory 
councils serves on a national Community Depository Institution Advisory Council that meets 
semiannually with the Board of Governors to bring together the ideas of all the advisory groups. 
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The Board of Governors has also established a committee of Board members for the purpose of 
reviewing all regulatory matters from the perspective of community depository organizations. 
These reviews are intended to find ways to reduce the burden on community depository 
organizations from our regulatory policies without reducing the effectiveness of those policies in 
improving the safety and soundness of depository organizations of all sizes. 

In addition, we are taking steps to reduce the burden on community depository organizations 
from our regulatory initiatives. For example, in its recent rulemaking proposals, the Federal 
Reserve has proposed and adopted streamlined approaches that reduce burden on community 
depository organizations that engage in fewer risky activities and have less complex structures. 
The Federal Reserve has also begun to separately and prominently identify which rulemakings 
apply to community depository organizations and what portions of particular rulemaking 
proposals are germane to community depository organizations, thereby reducing the attention 
community depository organizations pay to the many rulemaking proposals that are currently 
pending. 

Moreover, for every new rule, the Board conducts an assessment and takes account of the 
potential impact that the rule may have on small businesses, small governmental jurisdictions, 
and small organizations as required under the Regulatory Flexibility Act ("RF A") (5 U.S.C. 601 
et seq.). The Board prepares and makes available for public comment in the Federal Register an 
initial regulatory flexibility analysis for any rule that will have a significant economic impact on 
a substantial number of small entities. A final regulatory flexibility analysis is prepared for 
every rule that may have a significant economic impact on a substantial number of small entities 
and published in the Federal Register. 

5. Describe how regulatory interagency coordination has improved since the creation of 
the Financial Stability Oversight Council established by the Wall Street Reform Act. 
Provide specifics of how coordination has helped, either formally or informally, in your 
rulemaking process. 

The Dodd-Frank Act requires that the financial regulatory agencies consult or coordinate action 
on rulemakings under that Act in many cases. The Federal Reserve has actively worked with the 
other agencies in these joint and consultative rulemakings, both through direct contact with other. 
agencies and through the FSOC. The FSOC has provided a ready forum for interagency 
consultation on rulemakings. These consultations have helped highlight the interaction between 
rulemakings under development by the Board and the broader set of rulemakings by other 
agencies under the Dodd-Frank Act, as well as improving our understanding of the interplay 
between proposed policy alternatives and existing regulation. The interagency consultation 
process has included staff discussions during the initial policy development stage, sharing of 
draft studies and regulatory text in the interim phases, and dialogue among agency principals in 
the advanced stages of several rulemakings. 

The Federal Reserve also consults regularly with its fellow bank regulatory agencies on matters 
that might affect institutions supervised by the other bank regulatory agencies as well as on 
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matters of common interest where a single regulatory approach across banking organizations of 
different charters would reduce compliance burden and risk. Members of the Board as well as 
staff at senior levels have established working associations with their peers at other agencies that 
include regular meetings to discuss policies of common interest and applicability. These many 
avenues of consultation at multiple levels increase the coordination and consistency of regulation 
across a banking industry that has multiple regulators and charters. We have expanded these 
channels to include regular consultation with the SEC, CFTC, CFPB and other agencies as 
changes in law have caused our spheres of regulatory responsibility to increasingly overlap. 



The Honorable Richard Shelby 
Ranking Member 

March 30, 2012 

Committee on Banking, Housing, and Urban Affairs 
United States Senate 
Washington, DC 20510 

Dear Senator Shelby: 

Thank you for your recent letter requesting information regarding the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (the Act). Congress passed the Act in response to the 
worst financial crisis this country h~ experienced since the Great Depression. We are firmly 
committed to implementing those reforms in a careful, responsible, and effective manner. 

Over the past two years, we and our respective agencies have been working diligently to 
implement the Act Collectively and individually, we have sought input and feedback from the 
general public, private industry, public interest groups, and a broad range of stakeholders. We 
have also held numerous meetings with our international and state counterparts. In response to 
these efforts, members of the Financial Stability Oversight Council (Council) and other agencies 
have received many thousands of comments on our regulatory proposals. We and our respective 
agencies have carefully reviewed - and are continuing to review - these comments in the course 
of rulemakings and studies. 

We agree with you that Council member and interagency coordination and cooperation is critical 
to this effort. We are committed to implementing the Act through close coordination and 
consultation between and among Council members and our respective agencies and staffs. 1 The 
members of the Council and other agencies such as the Department of Housing and Urban 
Development and the Federal Trade Commission are consulting extensively with each other both 
on a bilateral basis and through the Council itself. There has been an unprecedented level of 
interagency cooperation, which has helped us to implement reforms in a careful and effective 
manner. The interagency consultation process has included staff discussions during the initial 
policy development stage as well as during the rulemaking process itself. We have shared 
proposed and final rule text prior to issuance as well as draft studies. The level of consultation 
and coordination has gone well beyond the formal consultation requirements of the Act 
Consultation is taking place at multiple staff and senior policy official levels with the intention of 
improving the consistency of regulation across the financial industry and of reducing the 

1 The Federal Trade Commission has very little rulemaking responsibility under the Act. The Federal Trade 
Commission and the Consumer Financial Protection Bureau are coordinating and fully cooperating on 
responsibilities either preserved or created in the Act The two agencies entered into a Memorandum of 
Understanding, as required by the Act, on January 20, 2012 setting forth, among other things, how the agencies will 
coordinate and consult on law enforcement, rulemaking, and other activities. 



ommission 
Debbie Matz 
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WASHINGTON, D. C. 20551 

The Honorable Barney Frank 
Ranking Member 
Committee on Financial Services 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

April2,2012 

BEN 5. BERNANKE 

C:HAIRMAN 

During my testimony before your Committee on February 24, 2010, questions 
were raised about whether the Federal Reserve had been subject to inappropriate political 
influence related to the 1972 Watergate Burglary and Iraq weapons purchases in the 
1980s. Following the hearing, you asked me by letter dated March 3, 2010, to investigate 
these allegations. In response, I contacted our Inspector General ("IG") to conduct an 
independent analysis of the matters raised in your letter. As you know, the Board's 
Inspector General's office was established by Congress for the purpose of creating an 
independent and objective unit to conduct and supervise audits and investigations relating 
to the programs and operations of the Federal Reserve Board. The IG has conducted its 
own review of these matters. The Federal Reserve System, including the Board and the 
Federal Reserve Banks of Philadelphia and Atlanta, provided the IG with complete 
access to records and staff in order to facilitate a complete investigation. After an 
extensive review, the IG has completed its report. The IG has concluded that there is no 
evidence that the Federal Reserve was subjected to undue political influence or took 
improper actions in relation to the Watergate or Iraq weapons purchase incidents. 

I am particularly pleased at the depth of the IG's investigation. As the section on 
"Objective, Scope, and Methodology" shows, the !G's office invested a significant 
amount of time in this investigation and produced a report that is unequivocal in its 
conclusions and comprehensive in its diligence. Given the very detailed review the IG 
conducted, readers of this report can be confident that had evidence of undue influence or 
improper action existed, the IG would have uncovered it and reported it. 
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A copy of the report is enclosed for your review. Thank you for your interest in 
this matter. 

Enclosure 

cc: The Honorable Spencer Bachus 
The Honorable Tim Johnson 
The Honorable Richard Shelby 

Sincerely, 

/)/.V---
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BOARD OF GOVERNORS 
Of" THE 

FEDERAL RESERVE SYSTEM 

The Honorable Ben S. Bernanke 
Chairman 

WASHINGTON, O. C. 20551 

March 30, 2012 

Board of Governors of the Federal Reserve System 
Washington, D.C. 20551 

Dear Chairman Bernanke: 

OFFICE OF INSPECTOR GENERAL 

The Office oflnspector General (OIG) of the Board of Governors of the Federal Reserve 
System (Board) is pleased to present its report on the Inquiry into Allegations of Undue Political 
Inteiference with Federal Reserve Officials Related to the 1972 Watergate Burglary and Iraq 
Weapons Purchases during the 1980s. During your February 2010 "Humphrey-Hawkins" 
testimony before the House Committee on Financial Services (Committee), Representative Ron 
Paul alleged that "the cash used in the Watergate scandal came through the Federal Reserve," 
and that "investigators ... were always stonewalled" by the Federal Reserve. In addition, 
Representative Paul alleged that the Federal Reserve "facilitated a $5.5 billion loan to Saddam 
Hussein, who then bought weapons from our military industrial complex .... " Following the 
hearing, the Chairman of the Committee, Representative Barney Frank, sent a letter to you that 
referred to Representative Paul's statements. In his letter, Representative Frank requested a full 
investigation into allegations that inappropriate political interference with the Federal Reserve 
System "result[ ed] in hidden transfers of resources to [1] facilitate crimes during the Watergate 
scandal in the 1970s, and [2] Iraq for weapons purchases during the 1980s." You referred the 
matter to the OIG, and our office initiated this inquiry in response to your request. 

We performed this inquiry to identify and assess any available evidence of undue 
political interference with Federal Reserve officials related to the 1972 Watergate burglary and 
Iraq weapons purchases during the 1980s. In assessing undue political interference, our review 
sought to identify any available evidence of the improper use of the political process or political 
authority that could have affected the conduct or decision-making of Federal Reserve officials. 

I 

Specifically, we focused our analysis on allegations that (1) the cash found on the Watergate 
burglars came through the Federal Reserve, (2) the Federal Reserve "stonewalled" congressional 
members and staff investigating the source of the cash found on the burglars, and (3) the Federal 
Reserve facilitated a $5.5 billion loan to Iraq for weapons purchases during the 1980s. 

We did not find any evidence of undue political interference with Federal Reserve 
officials related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, regarding the first Watergate allegation, we did not find any evidence of undue 
political interference with or improper actions by Federal Reserve officials related to the cash 
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found on the Watergate burglars. Our office also did not find any evidence of undue political 
interference with Federal Reserve officials or inaccurate responses by Board officials regarding 
the second Watergate allegation (i.e., that the Federal Reserve "stonewailed" congressional 
members and staff about the source of the cash found on the burglars). The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office for the District 
of Columbia advising the Board to not disclose the information because such disclosure may 
impede the investigation and jeopardize the subsequent prosecution. With regard to the Iraq 
allegation, we did not find any evidence of undue political interference with Federal Reserve 
officials or any indications that the Federal Reserve facilitated a $5.5 billion Joan to Saddam 
Hussein or Iraq for weapons purchases during the 1980s. 

We provided a draft of our report to the Board's General Counsel for review and 
comment. In his response, included as appendix l, the General Counsel stated that our report 
confirmed past statements by Federal Reserve officials in relation to these incidents and 
indicated his appreciation for the thoroughness of our review. 

We appreciate the cooperation that we received from the Board; the Federal Reserve 
Banks of Atlanta, Philadelphia, and New York; as well as the Federal Bureau of Investigation 
(FBI), the Georgia Department of Banking and Finance, and the U.S. Department of Agriculture 
(USDA) during our review. We are providing copies of this report to Board management; 
officials at the Federal Reserve Banks of Atlanta, Philadelphia, and New York; the FBI; and the 
USDA. The report will be added to our public website and will be summarized in our next 
semiannual report to Congress. Please contact me if you would like to discuss this report or any 
related issues. 

Enclosure 

cc: Mr. Scott Alvarez 

Sincerely, 

Mark Bialek 
Inspector General 
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Background 

The Chairman of the Board of Governors of the Federal Reserve System (Board) testifies 
semiannually before the House Committee on Financial Services (Committee) on monetary 
policy and the state of the economy. This is commonly referred to as the "Humphrey-Hawkins" 
testimony. During Chairman Ben Bernanke's semi-annual testimony before the Committee on 
February 24, 2010, Representative Ron Paul alleged that "the cash used in the Watergate scandal 
came through the Federal Reserve," and that "investigators ... were always stonewalled" by the 
Federal Reserve. In addition, Representative Paul alleged that the Federal Reserve "facilitated a 
$5.5 billion loan to Saddam Hussein, who then bought weapons from our military industrial 
complex .... " 

Following the hearing, the Chairman of the Committee, Representative Barney Frank, sent a 
letter to Chairman Bernanke that referred to Representative Paul's statements. In his letter, 
Representative Frank requested a full investigation into allegations that inappropriate political 
interference with the Federal Reserve System "result[ed] in hidden transfers ofresources to [1] 
facilitate crimes during the Watergate scandal in the 1970s, and [2] Iraq for weapons purchases 
during the 1980s." 

By Jetter dated April 16, 2010, Chairman Bernanke responded that he had "no knowledge that 
the Federal Reserve on its own or as a result of political or other interference facilitated any 
crimes or transfers in either of these matters." Chairman Bemanke referred the allegations to the 
Office of Inspector General (OIG) and requested that the OIG perform an investigation. 
Congress established the OIG as an independent oversight authority within the Board. The OIG 
conducts audits, investigations, and other reviews related to the Board under the authorities and 
responsibilities of the Inspector General Act of 1978, as amended. 

Objective, Scope, and Methodology 

We performed this inquiry in response to Chairman Bernanke's request. Our objective was to 
identify and assess any available evidence of undue political interference with Federal Reserve 
officials related to the 1972 Watergate burglary and Iraq weapons purchases during the 1980s. 
In assessing undue political interference, our review sought to identify any available evidence of 
the improper use of the political process or political authority that could have affected the 
conduct or decision-making of Federal Reserve officials. Based upon our review of the February 
2010 hearing record, and discussions with the staffs of Representative Frank and Representative 
Paul, we focused our analysis on the following allegations: (1) the cash found on the Watergate 
burglars came through the Federal Reserve, (2) the Federal Reserve "stonewalled" congressional 
members and staff investigating the source of the cash found on the burglars, and (3) the Federal 
Reserve facilitated a $5.5 billion loan to Iraq for weapons purchases during the 1980s. 

We reviewed the February 2010 hearing record and contacted the staffs of Representative Frank 
and Representative Paul, as well as Board staff, to obtain further detail regarding these 
allegations. At the suggestion of Representative Paul's staff, we reviewed a discussion of these 
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allegations in a book by a professor at the University of Texas at Austin and contacted the 
professor for any additional information regarding these allegations. 

Methodology for Analyzing Watergate Burglary Allegations 

To identify any evidence regarding the Watergate allegations, our office performed searches of 
voluminous Board and Federal Reserve Bank archives, as well as Federal Bureau of 
Investigation (FBI) and congressional records. We also obtained documents related to the cash 
found on the Watergate burglars from the Board's electronic and hard-copy records systems and 
the Board's collection of Board meeting minutes from that time period. 

We contacted the FBI to request any Watergate investigative materials that mention or relate to 
the Federal Reserve. In response, the FBI made available, and we reviewed, over I 0 boxes of 
Watergate-related documents consisting of status memorandums, photographs, investigative 
summaries, and transaction records. Our office examined the final report of the Senate Select 
Committee on Presidential Campaign Activities, which consisted of over 1,200 pages, and 
examined the related congressional Watergate hearings transcript, consisting of 3,000 pages of 
transcribed testimony from 37 witnesses testifying over a five-week time span. We also 
reviewed the Government Accountability Office's (GAO's) reports on Watergate and the 
Washington Post's online archive of Watergate articles. 

We conducted employee interviews and examined documentation at the Federal Reserve Banks 
of Philadelphia and Atlanta and the National Archives and Records Administration. During on
site visits to the Federal Reserve Banks of Philadelphia and Atlanta, we reviewed the Federal 
Reserve Banks' boards of directors' meeting minutes and archived records for any additional 
information related to the cash found on the Watergate burglars. We also interviewed employees 
about the cash process in the 1970s. Our interviews included employees at the Federal Reserve 
Bank of Philadelphia and the Federal Reserve Bank of Atlanta, including its Miami branch, who 
had worked at these locations since before the Watergate scandal, as well as current Board staff 
who were also employed by the Board at the time. Additionally, we visited the Gerald R. Ford 
Presidential Library and Museum in Ann Arbor, Michigan, to review the library collection of 
Arthur Burns, Board Chairman at the time of the Watergate burglary. The collection includes 
Chairman Burns' handwritten journals, which contain his personal account of private 
interactions, staff meetings, and other information. 

Based on information available in Board and FBI documents, our office developed a chronology 
of the Board's actions following the Watergate burglary to evaluate the Board's responses for 
any evidence that, as a result of undue political interference, the Board "stonewalled" 
congressional members or staff about the source of the cash found on the burglars. To develop 
the chronology, we utilized Board correspondence with Congress, Board staff chronologies 
written shortly after the burglary, press releases, and FBI investigative information. We 
analyzed the chronology to determine the extent to which various information was available to 
different individuals within the Federal Reserve System and externally, including Congress and 
the FBI. The detailed chronology is contained in appendix 3. 
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We also identified that, prior to the Watergate burglary, there was a well-publicized theft at the 
Federal Reserve Bank of Philadelphia involving its Cash Verification and Destruction (CV&D) 
process. Because of the relative proximity of the date of this theft to the Watergate burglary, and 
since it occurred at one of the Federal Reserve Banks that had distributed some of the $100 bills 
found on the Watergate burglars, our office also searched for any available evidence of a 
connection between this theft and the Watergate burglary. At the Federal Reserve Bank of 
Philadelphia, we analyzed the FBI report of investigation on the theft and other related 
documents and spoke with current Federal Reserve Bank of Philadelphia employees with 
knowledge of the incident. We also reviewed Board documents and interviewed current and 
fonner Board employees familiar with the theft and the resulting changes to cash procedures and 
controls. 

Methodology for Analyzing Iraq Weapons Purchases Allegation 

To identify any evidence regarding the Iraq allegation, we perfonned multiple searches through 
Federal Reserve archives from the late 1980s and early 1990s. We also conducted numerous 
interviews of Federal Reserve officials. We identified that, during the 1980s, the Atlanta office 
of an Italian Foreign Banking Organization (FBO), Banca Nazionale de! Lavoro (BNL-Atlanta), 
was involved in extending $5.5 billion in unauthorized loans and letters of credit that largely 
benefited Iraq. We searched for any evidence of undue political interference with Federal 
Reserve officials related to BNL-Atlanta. As discussed below, BNL-Atlanta, as a U.S. office of 
an FBO, was primarily examined by the Georgia Department of Banking and Finance (State of 
Georgia), and the Federal Reserve had umbrella supervisory authority. 

To identify any evidence that the Federal Reserve facilitated BNL-Atlanta's loans to Iraq, our 
office examined voluminous documents, including government reports, correspondence files, 
and internal memorandums. We reviewed transcripts of 15 congressional hearings, 
congressional staff reports, and GAO reports related to BNL-Atlanta. We also reviewed multiple 
reports by the Department of Justice (DOJ) regarding its investigation and prosecution of BNL
Atlanta employees. Additionally, we reviewed the Board's records concerning BNL-Atlanta, 
which included congressional correspondence, status memorandums, and internal reports. 

To obtain information on the Federal Reserve's supervision of BNL-Atlanta, our office 
performed multiple searches of Board and Federal Reserve Bank archives and interviewed 
examination staff. We obtained documents from the Board's records systems, including BNL
Atlanta examination reports, and from the Board's collection of Board meeting minutes. At the 
Federal Reserve Bank of Atlanta and the Federal Reserve Bank of New York, we reviewed 
records and interviewed examination staff for additional information on the supervision of BNL
Atlanta. We also interviewed bank examiners from the State of Georgia, which had primary 
examination authority for BNL-Atlanta. We reviewed examination reports for BNL-Atlanta for 
any evidence of unusual supervisory practices, such as inadequately addressed examination 
areas, or insufficient responses by BNL-Atlanta to identified deficiencies or recommendations. 
We also consulted with legal staff at the Board and the Federal Reserve Banks about changes to 
the supervision of foreign banks due to the enactment of the Foreign Bank Supervision and 
Enforcement Act of 1991. 
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We also reviewed whether the Federal Reserve directly provided funds to BNL-Atlanta through 
its discount window lending program. Our office interviewed staff in the Federal Reserve Bank 
of Atlanta's credit department and reviewed related congressional testimony by Federal Reserve 
officials. We also analyzed publicly available Federal Reserve information pertaining to the 
discount window lending program. 

While conducting our inquiry, we determined that BNL-Atlanta participated in a government 
export guarantee program run by the U.S. Department of Agriculture's (USDA's) Commodity 
Credit Corporation (CCC), and the Board was a member of an advisory body to the CCC called 
the National Advisory Council on International Monetary and Financial Policies (NAC).1 To 
gain an understanding of BNL-Atlanta's participation in the CCC and the Board's actions on the 
NAC, our office reviewed public reports and spoke with officials knowledgeable about the 
program. We obtained substantial information from DOJ reports documenting the results of its 
BNL-Atlanta investigation, including the use of CCC-guaranteed funds by Iraq. Our office 
interviewed USDA and various Board and Federal Reserve Bank officials, including a Board 
Governor, about the CCC program, BNL-Atlanta's participation, and the Board's role on the 
NAC. We also reviewed Board records and GAO reports about the CCC and the NAC's 
deliberations regarding Iraq's participation in the CCC during the 1980s. 

We conducted our evaluation fieldwork from April 2010 through July 2011 in accordance with 
the Quality Standards for Inspection and Evaluation issued by the Council of the Inspectors 
General on Integrity and Efficiency. 

Findings and Conclusions 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, related to the Watergate allegations, we did not find any evidence of undue political 
interference with or improper actions by Federal Reserve officials related to the cash found on 
the Watergate burglars. We also did not find any evidence of undue political interference with 
Federal Reserve officials or inaccurate responses by Board officials regarding the allegation that 
the Federal Reserve officials "stonewalled" congressional members and staff regarding the 
source of the cash found on the burglars. With regard to the Iraq allegation, we did not find any 
evidence of undue political interference with Federal Reserve officials or any indications that the 
Federal Reserve facilitated a $5.5 billion loan to Saddam Hussein or Iraq for weapons purchases 
during the 1980s. We also did not find evidence of any loans between the Federal Reserve and 
Saddam Hussein or Iraq during the 1980s. 

1 The Board's Chairman was the Board's principal representative on the NAC. The NAC also had a 
Committee of Alternates, composed ofrepresentatives from the member agencies who were empowered to act for 
their principals. The day-to-day work of the NAC was handled by a Staff Committee composed of economists and 
other professionals from the member agencies. 
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I. Allegations Regarding the Watergate Burglary 

The Washington, D.C., Metropolitan Police Department arrested five individuals who had 
illegally entered the Democratic National Committee headquarters located at the Watergate 
office building in Washington, D.C., on June 17, 1972. At the time of the arrest and the 
subsequent search of the burglars' hotel rooms at the Watergate Hotel, 44 new $100 bills were 
discovered, some of which were sequentially numbered. Thereafter, the five burglars were 
indicted and found guilty on charges arising from the burglary. The Watergate burglary led to a 
political scandal that eventually led to the resignation of President Richard Nixon. 

The Watergate scandal was the subject of multiple investigations by the FBI, the U.S. Attorney's 
Office for the District of Columbia (U.S. Attorney's Office), DOJ's Criminal Division, and 
GAO. Congress also held public hearings during spring and summer 1973 to investigate the 
Watergate burglary and illegal and improper practices during the 1972 presidential campaign. 
Congress' final report, published in June 1974, included findings and recommendations based on 
its investigation. 

To assess undue political interference related to the Watergate burglary allegations, we searched 
for any evidence of the improper use of the political process or authority that could have affected 
the conduct or decision-making of Federal Reserve officials. Based on these allegations, our 
review focused on the cash found on the burglars, the cash distribution process, and the Board's 
response to congressional members and staff about the source of the cash found on the burglars. 

Our review did not find any evidence of undue political interference with or improper actions by 
Federal Reserve officials related to the cash found on the Watergate burglars. With regard to the 
allegation that the Federal Reserve "stonewalled" congressional members and staff about the 
source of the cash found on the burglars, we found no evidence of undue political interference 
with Federal Reserve officials or inaccurate responses by Board officials. The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office advising the 
Board at the time to not disclose the information because such disclosure may impede the 
investigation and jeopardize the subsequent prosecution. 

Our office also analyzed a well-publicized theft that occurred prior to the Watergate burglary at 
the Federal Reserve Bank of Philadelphia involving its CV&D process. We did not identify any 
evidence of a connection between the cash stolen during this theft and the cash found on the 
Watergate burglars. 

The Federal Reserve and the Cash Found on the Watergate Burglars 

According to an FBI report on Watergate, the authorities found 44 new $100 bills, some of 
which were in sequential order, belonging to the Watergate burglars. The FBI investigation that 
traced the serial numbers of the bills revealed that the Bureau of Engraving and Printing (BEP) 
distributed some of these $ 100 bills to the Federal Reserve Bank of Philadelphia and the Federal 
Reserve Bank of Atlanta's Miami branch. Through tracing the serial numbers on the bills, the 
FBI report indicated that the Federal Reserve Bank of Philadelphia's records disclosed that the 
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bills had been shipped to the Girard Bank and Trust Company in Philadelphia, and the Federal 
Reserve Bank of Atlanta's Miami branch confirmed to the FBI that its bills were part of a 
shipment to the Republic National Bank in Miami. 

As depicted in the following figure, the cash distribution process for new bills in the 1970s 
involved a number of steps before the bills were dispersed to the general public. BEP printed 
new bills and then distributed them to Federal Reserve Banks and their district branches around 
the country. The Federal Reserve Banks and district branches then shipped the new bills to 
commercial banks. The Federal Reserve Banks only issued new bills to commercial banks and 
did not provide them directly to individuals. Lastly, the commercial banks distributed the new 
bills to the public through teller windows and other means. 

1972 Cash Distribution Process 

BEP prints new 
bills 

BEP sends new 
bills in sequential 
order to Federal 
Reserve Banks 

Federal Reserve 
Banks ship new 

bills in sequential 
order to 

commercial banks 

Commercial banks 
distribute new bills 

to the public 

New bills were kept in sequential order by "series" and distributed to commercial banks from the 
Federal Reserve Banks in "straps" of 100 bills of the same denomination. As such, commercial 
banks that distributed new bil1s could distribute such bills in sequential order. As new bills 
circulated, sequential bilJs became separated. Circulated bills that were deposited into 
commercial banks were eventually returned to the Federal Reserve Banks through normal 
commerce. The Federal Reserve Banks counted and authenticated the bills, and then detennined 
whether the bills were "fit" or "unfit." Bins that were torn, soiled, or too worn for recirculation 
were deemed unfit and destroyed. Fit (reusable) bills were stored in the Federal.Reserve Banks' 
vaults until they were recirculated through the commercial banks. 

We reviewed this process to identify any evidence of undue political interference with Federal 
Reserve officials in relation to the distribution of the cash found on the Watergate burglars. 
Specifically, our office searched Federal Reserve records relating to the burglary and interviewed 
staff employed at the Board, the Federal Reserve Bank of Philadelphia, and the Federal Reserve 
Bank of Atlanta, as well as its Miami branch, at the time of the burglary. None of the records or 
interviewees revealed anything unusual or improper about the Federal Reserve's role in the 
distribution process that existed at the time of the Watergate burglary. The documentation 
indicated that the Federal Reserve Banks delivered the bills to the commercial banks. While the 
Federal Reserve Banks recorded the serial numbers of new $100 bills distributed to commercial 
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banks, the commercial banks did not record the serial numbers of new bills distributed to the 
public. As such, the FBI traced the new $100 bills found on the Watergate burglars to 
commercial banks in Philadelphia and Miami, but it was unable to determine when or how the 
bills were distributed from these commercial banks. We did not find any evidence of undue 
political interference or that the Federal Reserve provided the new $100 bills directly to the 
burglars. 

In addition to our review of the cash found on the burglars and the cash distribution process, we 
identified a well-publicized theft of unfit bills from the Federal Reserve Bank of Philadelphia 
that occurred prior to the Watergate burglary. We analyzed the details of the theft to identify any 
evidence of a connection to the Watergate burglary. In this incident, known as the "CV&D 
theft," several Federal Reserve Bank of Philadelphia employees conspired and stole a total of 
$1.4 million in unfit bills over a period of time, prior to their arrest in February 1972. Because of 

·the relative proximity of the date of this theft to the Watergate burglary, and since it occurred at 
one of the Federal Reserve Banks that had distributed some of the new $100 bills found on the 
Watergate burglars, our office searched for any evidence of a potential connection between the 
cash involved in the CV&D theft and the cash found on the Watergate burglars. We found that 
the CV&D theft involved only unfit bills, while the Watergate burglars possessed new bills. Our 
review of documentation on the theft and interviews with Federal Reserve officials did not 
identify any evidence of a connection between the unfit cash stolen during the CV &D theft and 
the new cash found on the Watergate burglars. 

The Federal Reserve's Responses to Congressional Members and Staff 

To evaluate the Board's responses to congressional members and staff during the days 
subsequent to the Watergate burglary regarding the source of the cash found on the burglars, we 
developed a chronology based upon various documents written shortly after the burglary. The 
documents that we identified and analyzed included four written accounts by Board staff, several 
items of correspondence from the Board and from Congress, press releases, and FBI 
investigative files. 

To better understand the chronology, it is helpful to explain the structure of the Federal Reserve 
System. As the central bank of the United States, the Federal Reserve System includes the Board 
of Governors of the Federal Reserve System, which is an independent federal agency located in 
Washington, D.C. The Federal Reserve Act provides that the Board shall consist of seven 
members, called governors, who are appointed by the President and confirmed by the Senate. 

The Federal Reserve System also includes 12 regional Federal Reserve Banks. As previously 
mentioned, Federal Reserve Banks distribute cash to commercial banks, which then circulate the 
cash to the public. Federal Reserve Banks combine both public and private elements in their 
makeup and organization. Each Federal Reserve Bank has a nine-member board of directors that 
oversees its operations. Additional information on the structure and function of the Federal 
Reserve System is contained in appendix 2. 

To address the allegation that the Federal Reserve "stonewalled" congressional members and 
staff about the source of the cash found on the burglars, we assessed the Board's responses to 
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congressional information requests for any evidence of undue political interference. Based on 
our analysis of the chronology and available documentation, we did not identify any evidence 
that the Board's initial or subsequent responses to congressional requests regarding its 
knowledge about the $100 bills were inaccurate or the result of undue political interference. 

The documentation we reviewed did not contain any indications that the Board was aware of any 
information about the source of the cash found on the burglars at the time of its initial responses 
to congressional members and staff. The documentation showed that on June 19, 1972, two days 
after the Watergate burglary, Senator William Proxmire, Chairman of the Financial Affairs 
Subcommittee of the Joint Economic Committee, made a request to the Board in Washington, 
D.C., for the name(s) of the Federal Reserve Bank(s) involved in issuing the $100 bills found on 
the burglars, the name(s) of the person(s) receiving them, and the source of the check or financial 
instrument used to purchase the bills. That day, Board Chairman Bums responded by letter, "We 
at the Board have no knowledge of the Federal Reserve [B]ank which issued those particular 
notes or of the commercial bank to which they were transferred. Without this information, there 
is nothing we can do to comply with your request." Chairman Bums' letter also stated that once 
the investigative authorities provided that information to the Board, "we shall of course be glad 
to cooperate in every possible way." Board staff also told Senator Proxmire's office that day that 
the Board "had an obligation to ascertain whether anything the Federal Reserve might disclose 
would interfere with the investigations that were being carried on by the law enforcement 
authorities." The documentation we reviewed did not contain any Board communications about 
the Watergate burglary prior to the receipt of Senator Proxmire's June 19 request, including any 
communications with the investigative authorities or the Federal Reserve Banks. We also did 
not find any indications that Chairman Burns or any Board staff were aware of the issuing 
Federal Reserve Banks or the serial numbers of the $100 bills when they responded on June 19 
to Senator Proxmire's request.2 

We noted from documentation that a Board staff member initiated contact with the FBI on the 
evening of June 19 and learned which two Federal Reserve Banks had issued the bills. However, 
the documentation did not indicate that the FBI shared any other investigative information that 
evening, including whether the FBI had contacted the two Federal Reserve Banks. The next 
morning, the Board staff member provided the names of the two Federal Reserve Banks to the 
other Board staff who were in communication with Senator Proxmire's office. 

In response to the Board's initial statements regarding its lack of information concerning the 
$100 bills found on the Watergate burglars, we noted several statements by congressional 
members and staff that the Board was not cooperating with their request. For example, Senator 
Proxmire's press release of June 20, 1972, stated: 

At the same time that the FBI told my staff on Monday [June 19] they had already 
been in touch with the Federal Reserve to identify where the bills came from, 
Chairman Arthur Bums wrote me that 'We at the Board have no knowledge of the 
Federal Reserve [B]ank which issue[ d] those particular notes'. 

2 Each bill contains a series number and a serial number, which together make the bill unique. Bills can be 
traced to the issuing Federal Reserve Bank using the serial numbers on each bill. 
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According to Board staff accounts, Chairman Burns' letter (referenced in Senator Proxmire's 
press release) was sent on June 19 at 4:20 p.m. At 5:00 p.m. that evening, the Board's Director 
of Reserve Bank Operations learned from the FBI the names of the two Federal Reserve Banks 
that issued the $100 bills. We noted that the Board staff accounts indicated that they learned 
throughout the day of June 20 from the Federal Reserve Bank of Philadelphia and, the Federal 
Reserve Bank of Atlanta, and its Miami branch, that the previous day (June 19) the Federal 
Reserve Banks had provided the FBI with detailed information about the $100 bills found on the 
Watergate burglars. We did not identify any evidence that the Board was aware of the contacts 
between the Federal Reserve Banks and the FBI when it responded to Senator Proxmire's request 
on June 19. 

After the Board's initial responses to congressional members and staff that it would cooperate 
with their information request, the Board subsequently decided that it should not provide the 
requested information. Based on our review of available documentation, the Board's decision 
not to provide the information was consistent with the Board being advised by the U.S. 
Attorney's Office to not disclose it. Senator Proxmire's final letter about this matter to Chairman 
Burns, on August l, 1972, stated, "I now find that the U.S. Attorney did not ask in any formal 
way that you withhold the information from me .... " In our evaluation of the Board's responses 
to congressional members and staff, we noted that the Board staff accounts written shortly after 
the Watergate burglary contained multiple references to discussions in which the U.S. Attorney's 
Office requested that Board officials not disclose the information because such disclosure may 
impede the investigation and jeopardize the subsequent prosecution. For example, the account 
by the Board's General Counsel stated that when he called the U.S. Attorney's Office to ask 
about disclosing the information to congressional members and staff, the U.S. Attorney 
responded that "with respect to any case in his office, his firm policy was that, subject to 
contrary directive from the Attorney General, there would be no disclosure of investigative 
evidence prior to presentation of facts to a Grand Jury .... " 

Our office compared the Board staff's written accounts with FBI records relating to discussions 
between the Board and the investigative authorities. The FBI investigative files confirmed that 
the FBI referred the Board staff to the U.S. Attorney's Office regarding the disclosure of 
information to Congress. The files also indicated that the FBI responded to similar requests by 
stating that the information was part of its investigation and that the FBI could not share the 
information with Congress. In our review of the available documentation, we did not find any 
evidence of undue political interference in the Board's decision not to provide the requested 
information, and we noted that the documentation indicated that the Board's actions were 
consistent with the U.S. Attorney's Office advising the Board to not disclose the information 
because such disclosure may impede the investigation and jeopardize the subsequent 
prosecution. 
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IL Allegation Regarding Iraq Weapons Purchases 

To address the allegation that the Federal Reserve facilitated a $5.5 billion loan to Iraq for 
weapons purchases during the 1980s, we searched for any evidence of undue political 
interference with Federal Reserve officials related to BNL-Atlanta. BNL-Atlanta, one of five 
U.S. offices operated by Banca Nazionale del Lavoro, a large Italian bank headquartered in 
Rome, was involved in $5.5 billion of unauthorized credit activity largely to benefit Iraq in the 
1980s. BNL-Atlanta did not document the purposes of all of its loans to Iraq, leading to 
allegations that Iraq used the funds for weapons purchases. BNL-Atlanta employed 19 staff, and 
received its license to operate as an office of an FBO from the State of Georgia on April 14, 
1982. It was primarily examined by the State of Georgia, and the Federal Reserve had umbrella 
supervisory authority. BNL-Atlanta offered banking services to Italian companies that had 
relationships with other Banca Nazionale del Lavoro offices and was involved in extending 
loans. BNL-Atlanta did not accept deposits, nor did it offer deposit insurance through the 
Federal Deposit Insurance Corporation. 

On August 4, 1989, the FBI, assisted by Federal Reserve representatives, executed a search 
warrant on BNL-Atlanta and uncovered evidence that it had engaged in unauthorized credit 
transactions with Iraq. The federal authorities initiated the search of BNL-Atlanta based on 
information provided by two BNL-Atlanta employees. The U.S. Attorney's Office for the 
Northern District of Georgia created and led an investigative task force (BNL Task Force), 
which consisted of representatives from the FBI, the Federal Reserve, Customs and Border 
Protection, USDA's OIG, and the Internal Revenue Service. Bank examiners from the Federal 
Reserve Bank of Atlanta were detailed to the BNL Task Force to contribute their knowledge and 
experience in banking and regulatory compliance. The BNL Task Force conducted an extensive 
investigation into the size and scope of BNL-Atlanta's unauthorized transactions and identified 
$5.5 billion in unauthorized credit activity largely to benefit Iraq. 

The investigation revealed that many of the unauthorized transactions were neither recorded on 
BNL-Atlanta's official books and records nor reported to banking regulators or the parent bank 
in Rome. The unauthorized activities were concealed by BNL-Atlanta employees through a 
variety of means, including maintaining a parallel set of secret books and records, utilizing the 
names of legitimate customers to record loans not authorized by the parent bank, and removing 
records of unauthorized transactions from the office and moving them between employees' 
homes and cars. BNL-Atlanta employees also created fake documentation to conceal the 
transactions from internal and external auditors, as well as bank examiners, and filed false 
reports with the parent bank in Rome, Banca Nazionale del Lavoro, and with federal and state 
regulators. These transactions violated BNL-Atlanta's lending limits, which were established by 
its parent bank. 

The purpose of some ofBNL-Atlanta's loans to Iraq was to finance the export of U.S. 
agricultural products through a USDA export guarantee program run by the CCC. The Board 
participated, along with the Department of the Treasury and other federal agencies, on the NAC, 
which was an advisory body to the CCC. 
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The BNL Task Force investigation spanned several years and ultimately resulted in criminal 
charges and prosecutions of multiple BNL-Atlanta employees, including the manager, 
Christopher Drogoul, as well as Vice Presidents Paul Von Wedel, Thomas Fiebelkorn, and 
Therese Barden. The Federal Reserve imposed a consent cease and desist order that required 
Banca Nazionale del Lavoro to maintain an additional reserve deposit equivalent to a reserve 
deficiency payment of $5.2 million at the Federal Reserve Bank of Atlanta for 18 months. 
Congress held multiple hearings related to BNL-Atlanta's activities. The BNL Task Force final 
report, published in October 1994, reviewed criminal allegations relating to BNL-Atlanta's credit 
extensions to Iraq and government actions taken in connection with exports to Iraq. The BNL 
Task Force final report stated, "We did not find evidence that U.S. agencies or officials illegally 
armed Iraq or that crimes were committed through bartering of CCC commodities for military 
equipment." 

To assess undue political interference with Federal Reserve officials related to Iraq weapons 
purchases during the 1980s, we searched for evidence of the improper use of the political process 
or political authority that could have affected the conduct or decision-making of Federal Reserve 
officials. Specifically, we analyzed (1) the Federal Reserve's supervisory role and actions 
regarding BNL-Atlanta, (2) whether BNL-Atlanta borrowed any funds from the Federal Reserve 
Bank of Atlanta through the Federal Reserve's discount window lending program, and (3) the 
Board's participation on the NAC. 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to Iraq weapons purchases during the 1980s or any indications that the Federal Reserve 
facilitated any loans to Iraq through BNL-Atlanta for weapons purchases during the 1980s. 
Also, we did not find any evidence of loans between the Federal Reserve and Saddam Hussein or 
Iraq during the 1980s. Details of our review follow. 

Foreign Bank Supervision in the 1980s 

Based on the documents we reviewed, during the 1980s the International Banking Act of 1978 
(IBA) governed the supervisory responsibilities for FBOs, such as Banca Nazionale de! Lavoro. 
The IBA granted primary examination authority for FBOs' U.S. branches and agencies to the 
responsible licensing authorities (the state or the Office of the Comptroller of the Currency) and 
provided the Federal Reserve with umbrella supervisory authority. This umbrella supervisory 
authority included residual examination authority, but emphasized that the Federal Reserve was 
to use, to the extent possible, the examination reports of the primary examination authorities. 

In accordance with the IBA, the Board developed a supervisory program in which each FBO 
with U.S. operations was assigned to a responsible Federal Reserve Bank. The Federal Reserve 
Bank of New York was identified as the responsible Federal Reserve Bank for the U.S. 
operations of Banca Nazionale de! Lavoro. This responsibility involved evaluating the FBO's 
condition and strength by analyzing reports on its financial condition, periodically contacting the 
parent bank's managers and the home country banking authorities, and reviewing examination 
reports by the U.S. office's primary regulators. The Federal Reserve Bank of Atlanta assisted the 
Federal Reserve Bank ofNew York by ensuring that all offices of Banca Nazionale de! Lavoro 
in the southeast region were examined on a timely basis and by providing copies of the 
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examination reports to the Federal Reserve Bank of New York after each examination was 
completed. 

BNL-Atlanta Supervision and Examinations 

Based on our review of State of Georgia and Federal Reserve examination reports from 1986 to 
1990 and BNL Task Force reports, interviews with State of Georgia bank examiners who 
participated in examinations ofBNL-Atlanta, and discussions with Federal Reserve bank 
examiners, we did not identify any evidence of any undue political interference with Federal 
Reserve officials in the examination and supervision of BNL-Atlanta. Consistent with the 
regulatory structure described above, the State of Georgia was the primary examination authority 
for BNL-Atlanta. The State of Georgia conducted annual examinations of BNL-Atlanta with 
limited participation by the Federal Reserve Bank of Atlanta. The Federal Reserve Bank of 
Atlanta's participation was generally limited to a review of compliance with federal laws and 
regulations, such as ensuring consistency between the quarterly financial reports submitted by 
BNL-Atlanta to banking regulators and BNL-Atlanta's official books and records. 

Prior to the FBI's execution of the search warrant on BNL-Atlanta in August 1989, the State of 
Georgia conducted the bank examinations of BNL-Atlanta and determined its overall safety and 
soundness rating, while Federal Reserve Bank of Atlanta examiners provided assistance as 
requested throughout the examination process.3 From 1986 through January 1989, the State of 
Georgia assigned BNL-Atlanta overall ratings of l, indicating that it was in satisfactory 
condition and that no violations of laws or regulations were identified during the examinations. 
After the search in August 1989, when the unauthorized lending activities were uncovered, the 
Federal Reserve performed independent examinations ofBNL-Atlanta and assigned overall 
ratings of 5 (significant concern). Our review of examination reports from 1986 through 1990 
did not identify any unusual examination procedures, and we noted that the BNL Task Force 
investigation of BNL-Atlanta's activities also did not identify any unusual examination practices. 

We interviewed State of Georgia and Federal Reserve examination officials who participated in 
examinations of BNL-Atlanta and did not find any evidence of undue political interference 
regarding their supervision and examinations ofBNL-Atlanta. The State of Georgia examination 
officials stated that they did not experience any undue political interference with their duties and 
did not recall any unusual practices in the examinations of BNL-Atlanta. Similarly, Federal 
Reserve examination officials did not report any unusual activity or undue political interference 
regarding the supervision ofBNL-Atlanta. During the time that BNL-Atlanta conducted the 
unauthorized transactions, it was also subject to internal and external audits. According to a 
BNL Task Force report, none of the audits or examinations led anyone to suspect the 
unauthorized, off-book activities. The BNL Task Force investigation, as well as the officials 
from the Federal Reserve and the State of Georgia who we interviewed, indicated that it was 
unlikely that BNL-Atlanta's unauthorized activity would have been detected through audits or 

3 The examination procedures focused on safety and soundness by evaluating management and supervision, 
asset quality and credit administration, liquidity and funds management, earnings, and trading activities, to 
determine an overall rating. The overall rating was expressed on a scale from 1 to 5, with I being the highest rating 
(indicating minimal concern) and 5 being the lowest rating (indicating significant concern). 
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bank examinations due to the extent of fraudulent documentation and false statements by BNL
Atlanta employees, as well as collusion by a number ofBNL-Atlanta employees. 

Following the events at BNL-Atlanta, the Federal Reserve recommended legislation to respond 
to the perceived need for more federal oversight resulting from misconduct by a few foreign 
banks operating in the United States. Congress passed the Foreign Bank Supervision 
Enhancement Act of December 1991, which established minimum standards for foreign bank 
entry and expansion into the United States and gave the Federal Reserve enhanced supervisory 
and regulatory authority over foreign banks operating in the United States. 

The Federal Reserve's Discount Window and BNL-Atlanta 

In addition to analyzing the Federal Reserve's supervisory role and actions regarding BNL
Atlanta, we also examined the Federal Reserve's discount window lending program for any 
evidence that it was used to facilitate BNL-Atlanta's loans. We did not identify any evidence 
that funding was provided to BNL-Atlanta. The Board does not engage in lending or providing 
any direct funds to commercial banks. The Federal Reserve Banks, the operating arm of the 
Federal Reserve System, have the authority to extend loans through the discount window to 
member banks in their districts. The discount window lending program serves as a contingency 
source of liquidity for eligible banks by providing temporary funding, generally when banks are 
experiencing short-term liquidity pressures. The loans are generally provided on an overnight 
basis and must be secured by collateral that is approved by the lending Federal Reserve Bank. 

The IBA amended the Federal Reserve Act to provide the U.S. operations of FBOs that 
maintained reserves in the United States access to their district Federal Reserve Bank's discount 
window lending program on the same terms as access was provided to domestic depository 
institutions. To be eligible, offices of FBOs, such as BNL-Atlanta, had to meet requirements 
similar to those required of domestic depository institutions, including reserve requirements. We 
discussed BNL-Atlanta's discount window activity with Federal Reserve Bank of Atlanta staff 
responsible for the operations and reviewed related congressional testimony by Federal Reserve 
officials. We found no evidence that BNL-Atlanta requested or received any loans through the 
Federal Reserve Bank of Atlanta's discount window. 

BNL-Atlanta's Participation in the CCC and the Board's Participation on the NAC 

To finance some of its Joans to Iraq, BNL-Atlanta participated in an export guarantee program 
run by the CCC. During the 1980s, the CCC was a federal corporation within the USDA that 
promoted the export of U.S. agricultural commodities by providing repayment guarantees to U.S. 
banks, which financed the exported commodities on behalf of the foreign importer's bank. The 
CCC export guarantee program was used primarily by developing countries, such as Iraq, where 
credit was necessary to increase or maintain U.S. export levels and private banks were less 
willing to provide financing without such a repayment guarantee. As the USDA was responsible 
for the operations and oversight of the CCC, the Federal Reserve did not have any direct 
involvement or decision-making authority over the CCC export guarantee program. The Board 
participated, along with the Department of the Treasury and other federal agencies, on the NAC, 
which was an advisory body to the CCC. 
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Some of BNL-Atlanta's unauthorized credit arrangements with Iraq were financed through the 
CCC export guarantee program. BNL-Atlanta's parent bank in Rome determined BNL-Atlanta's 
credit policies and limited its individual authority over lines of credit, including CCC-guaranteed 
loans, to less than $2.5 million. The BNL Task Force reported, however, that BNL-Atlanta 
entered into approximately $1.89 billion in concealed credit arrangements with Iraq to purchase 
U.S. agricultural commodities through the CCC. 

Following the discovery of BNL-Atlanta's unauthorized transactions with Iraq, members of 
Congress, as well as various newspaper articles, questioned Iraq's use of the funds, including 
allegations of falsified CCC transactions and possible weapons purchases. According to the 
BNL Task Force final report, several of these allegations grew out ofreports that Iraq may have 
acquired military equipment by bartering agricultural commodities that it obtained through the 
CCC export guarantee program. The BNL Task Force final report concluded that there was no 
evidence that U.S. agencies, or their officials, illegally armed Iraq or that crimes had bee,.,.n 
committed through the bartering of CCC agricultural commodities in exchange for military 
equipment. In addition, the USDA conducted an administrative review of the CCC export 
guarantee program for Iraq that focused on four operational problem areas identified by the 
USDA, none of which involved the Federal Reserve. 

Congress created the NAC as an advisory group and assigned it the responsibility of evaluating 
policies and practices of government agencies that made loans or issued guarantees as part of 
foreign lending programs. The NAC advised the USDA on its agricultural export guarantee 
programs, such as the CCC, with various countries, including Iraq. However, the NAC itself did 
not directly make any loans or issue guarantees. The NAC membership consisted of the Board; 
the Departments of the Treasury, State, and Commerce; the U.S. Trade Representative; the U.S. 
Export-Import Bank; and the U.S. International Development Cooperation Agency.4 While the 
NAC's advisory decisions were not binding, the USDA generally obtained NAC approval before 
issuing credit guarantees. According to congressional testimony by a Board governor, the 
Board's principal contribution to the NAC was sharing its expertise with the other members and 
objectively assessing the financial and economic soundness of proposals brought before the 
NAC. 

The documentation we reviewed showed that the Board repeatedly raised concerns about Iraq's 
creditworthiness and the amount of proposed CCC guarantees for Iraq during NAC deliberations. 
For instance, in August 1988, the Board, along with the Department of the Treasury, objected to 
the USDA's proposal for $1.l billion in CCC guarantees to Iraq for fiscal year 1989 because it 
felt the level was too high given Iraq's creditworthiness. Similarly, in fall 1989, the Board again 
expressed concerns regarding the extension of $1.2 billion in CCC guarantees to Iraq for fiscal 
year 1990. While a majority of NAC members supported the fiscal year 1990 proposal, the 
Board was concerned about Iraq's creditworthiness and the increased amount of the proposal. 
The unfolding BNL-Atlanta matter also reinforced the Board's reservations and opposition to 
additional CCC guarantees to Iraq for fiscal year 1990. Previously, the Board had opposed 
increasing CCC guarantees to Iraq in January 1987 and supported limiting the amount of CCC 

4 Refer to footnote 1 for additional NAC membership infonnation. 
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guarantees to Iraq for fiscal years 1986 and 1987. Our review of internal documents and external 
reports, and interviews with Federal Reserve officials familiar with the NAC, did not identify 
any evidence of undue political interference with Federal Reserve officials related to the Board's 
participation on the NAC. In addition, we did not find any indications that the Board used its 
role on the NAC to facilitate BNL-Atlanta's unauthorized transactions with Iraq. 

Overall Conclusion 

We did not find any evidence of undue political interference with Federal Reserve officials 
related to the 1972 Watergate burglary or Iraq weapons purchases during the 1980s. 
Specifically, regarding the first Watergate allegation, we did not find any evidence of undue 
political interference with or improper actions by Federal Reserve officials related to the cash 
found on the Watergate burglars. Our office also did not find any evidence of undue political 
interference with Federal Reserve officials or inaccurate responses by Board officials regarding 
the second Watergate allegation (i.e., that the Federal Reserve "stonewalled" congressional 
members and staff about the source of the cash found on the burglars). The documentation we 
reviewed indicated that the Board's decision not to provide information requested by 
congressional members and staff was consistent with the U.S. Attorney's Office advising the 
Board to not disclose the information because such disclosure may impede the investigation and 
jeopardize the subsequent prosecution. Finally, with regard to the Iraq allegation, we did not 
find any evidence of undue political interference with Federal Reserve officials or any 
indications that the Federal Reserve facilitated a $5.5 billion loan to Iraq for weapons purchases 
during the 1980s. We also did not find evidence of any loans between the Federal Reserve and 
Saddam Hussein or Iraq during the 1980s. 

Analysis of Comments 

We provided a draft of our report to the Board's General Counsel for review and comment. In 
his response, the General Counsel stated that our report confirmed past statements by Federal 
Reserve officials in relat~on to these incidents and indicated his appreciation for the thoroughness 
of our review. His full response is included as appendix I. 
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Appe11dix 1 - Management's Comments 

lil04RO or GOVCR"!Ofl:S 
01' IHE 

fEOE.RAl RESERVE: SYSTEM 
""''A$tU .. ~ fHk. ft. C, i"D Sil 

:>forch29.1012 

Marlc Bialek, Inspector Gen<:?ml 
Board of Governors of the Fed<:?ral Reserve SvliL.:m 
10* & C Slrt."'<:'ts, N.\tl. , 
Washington, D.C. 20551 

Dear l\.k BiH1ck: 

~v..; t t.:. A...¥.-\'1-t:.l 
V-t. "4:::rt·1. ;.~.,,'..ffe.<'t-. 

Thhi i!i in n:~pon>\: to your requesr for our comment on the dmft report titled 
"Inquiry into Allegations nf l Jntlm~ Political Interference with Federal Reserve 
Ofticial~ Related m the 1972 Watergate Burglary and Iraq \.Vc~1pom; Pun:hli!>c:s 
during the I 980s". Your reprn1 conlinni; past slaU:mcnl:> by Federal R;;scrvc 
offidnls that no Federal Reserve official wa..; rubjccted to un<luc political innucnce 
or i:ict.e<l improperly in relation to the!-e incidents. l am prut1cular!y gratefol for the 
thoroughness of the investigation l'Y tk. staff of the Office of the }11$pector General 
and for the detailed and compklc rq:mrt. We appr<:\.~late the oppormnitf to n::viC\\ 
the <lmJ\ and. have nu 1.:ommcnL.<> to uftl.."T. 
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