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ADDRESS OFFICIAL CORRESPONDENCE
TO THE BOARD

September 29, 2014

Re: Freedom of Information Action Request 2014-285

This is in response to your correspondence dated June 15, 2014, and
received by the Board’s Freedom of Information Office on June 24. Pursuant to
the Freedom of Information Act, 5 U.S.C. § 552, you request a copy of each
response to a Question for the Record provided to Congress by the Federal Reserve
System since January 1, 2009.

Staff searched Board records and found documents responsive to your
request. The Board’s Freedom of Information Office will provide you with copies
of these documents under separate cover. Your request for information, therefore,
is granted in full.

Very truly yours,
Margar“e/é/[cCloskey Shanks
Deputy Secretary of the Board
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The Honorable Lindsey O. Graham
United States Senate

Washington, D.C. 20510
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Dear Senator:

Enclosed are my responses to the written questions you submitted following
the March 3, 2009, hearing before the Senate Budget Committee titled, “Economic
and Budget Challenges for the Short and Long Term.” 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,

(Signed) Ben Bémanke

Enclosure

(B-37. 09-2882)



Chairman Bernanke subsequently submitted the following in response to written questions
recetved from Senator Lindsey Graham in connection with the March 3, 2009, hearing before the
Senate Committee on the Budget:

Is it wise to raise taxes during a recession?

Most economists feel that raising overall taxes would be counterproductive to the
necessary efforts to help achieve a financial and economic recovery during the current recession.
Once the economy has been put onto a sustainable path to recovery, however, policymakers will
need to make the difficult choices associated with addressing fiscal imbalances that might
include raising taxes.

President Obama has proposed limiting itemized deductions for upper income taxpayers.
What do you think will be the impact of this proposal on charitable contributions? What
would be the impact of limiting the mortgage interest deduction on the housing market?

As you know, during my tenure as Chairman of the Federal Reserve Board 1 have
avoided taking a position on explicit tax and spending issues. Ibelieve that these are
fundamental decisions that must be made by the Congress, the Administration, and the American
people. Instead, I have attempted to articulate the principles that I believe most economists
would agree are important for the long-term performance of the economy and for helping fiscal
policy to contribute as much as possible to that performance. In that regard, a general economic
principle of tax reform is that the economic efficiency of a tax system can usually be enhanced if
tax rates can be kept as low as possible while at the same time broadening the tax base in order to
raise the desired amount of revenue. However, reforming the tax structure is not easy as it
involves not only setting tax rates but also the difficult decisions of how to broaden the tax base.
Indeed, changes to the structure of the tax system that may improve its efficiency may not be
judged to be equitable. Nevertheless, the choices that are made regarding both the size and
structure of the federal tax system will affect a wide range of economic incentives that will be
part of determining the future economic performance of our nation.

Congress is likely to take up legislation to allow bankruptcy judges to reduce the principal
amount of mortgage loans for borrowers (known as “cram down”). Do you support this
policy change? How do you think this proposal will impact mortgage rates?

Providing bankruptcy judges with the ability to adjust mortgage terms and reduce
outstanding principal should result in more sustainable mortgage obligations for some borrowers
and thus help reduce preventable foreclosures. Such an approach has several advantages. In
particular, because of the costs and stigma of filing for bankruptcy, mortgage borrowers who do
not need help may be unlikely to turn to the bankruptcy system for relief. Bankruptcy judges
may also be able to assess the extent to which a borrower truly needs assistance. Because the
bankruptcy system is already in place, this approach could be implemented very quickly, and
these changes to the bankruptcy code would likely involve no financial outlay from the taxpayer.
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These advantages, however, could come at the cost of restricting borrower access to
mortgage credit. The academic literature has not reached a consensus as to whether these
changes to the bankruptcy code would result in material limitations on the availability of
mortgage credit. Studies of regulations in other lending markets, however, suggest that such a
tradeoff may exist. As these changes to the bankruptcy code would be permanent, it is possible
that these changes could have long-lasting effects on credit availability. Thus, while these
modifications to the bankruptcy code would not impose direct costs on taxpayers, they could
impose indirect costs through higher interest rates or more stringent lending standards.

In addition, some private-label mortgage-backed securities (MBS) contain so-called
“bankruptcy carve-out” provisions requiring that losses stemming from bankruptcies be shared
across the different tranches of the securities. The implication is that the investors holding the
AAA-rated tranches would bear most of the losses from principal write-downs allowed by the
legislation because they account for most of the outstanding deals. Large holders of AAA-rated
MBS, including the housing GSEs, might thus face material losses if bankruptcy judges were
permitted to reduce the principal amount of mortgages. Such an outcome might further de-
stabilize conditions in financial markets.

As the Congress considers whether to enact modifications to the bankruptcy code, it will
need to weigh these various factors.
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The Honorable Benjamin S. Bernanke, Ph.D.
Chairman

Board of Governors of the Federal Reserve System
20" Street and Constitution Avenue NW
Washington, DC 20551

Dear Chairman Bernanke:

1 am writing to invite you to testify before the House Committee on the Budget at a hearing on

the challenges facing the economy on Wednesday, June 3rd at 10:00 a.m. in Room 210 of the
Cannon House Office Building.

Please deliver to the Committee 100 copies of your statement the day of the hearing. The copies
should be delivered to the Committee in Room 207 of the Cannon House Office Building. We also
require an electronic copy of your statement in Microsoft Word or WordPerfect format at least 24

hours in advance of the hearing. Please send this as an e-mail attachment to
Marcus.Stephens@mail.house.gov.

Following the hearing, you may receive questions for the record. Please comply with the due
date as the hearing materials will be made available on the Internet the following week.

I look forward to seeing you on June 3rd. Should you have any questions, please contact Marcus
Stephens of my staff at (202) 226-7200.

Sincerely,
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July 2, 2009

The Honorable Daniel K. Akaka
United States Senate

Washington, D.C. 20510
Dear Senator:

I am pleased to respond to the question you posed subsequent to my testimony for the
April 29, 2009, hearing entitled “The Federal Government’s Role in Empowering Americans to

Make Informed Financial Decisions.” My response to your question is discussed in the
enclosure to this letter. A copy of this letter has 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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Post-Hearing Questions for the Record

Submitted to Sandra F. Braunstein, Director, Division of Consumer and Community Affairs,
Board of Governors of the Federal Reserve System from Senator Daniel K. Akaka

"The Federal Government's Role in Empowering Americans to Make Informed Financial
Decisions" April 29, 2009

1. Credit card statements fail to include all of the information necessary to allow individuals to
make fully informed financial decisions. Additional disclosure is needed to ensure that
individuals completely understand the implications of their credit card use. In your written
statement, you mentioned that English and Spanish versions of credit card repayment calculators
were launched recently to help consumers learn more about the true costs of making only the
minimum payments. Have you tested what impact that this information has on consumers and, if
so, what have you learmed from that testing?

We launched the calculators on April 16, 2009 and by the end of May had 8800 visits to
the English site and 1300 visits to the Spanish site. We believe the calculators have not
been in existence long enough to know the impact. However in conducting usability
testing as we developed the site, many of the consumers expressed shock that the median
credit card balance of $3,000 at the average credit card interest rate of 13% could take as
long as 16 years to pay off. Our testers were also surprised that they would pay back
nearly as much in interest as in principal ($2,800 and $3,000, respectively). While this is
only anecdotal evidence, it does show that calculators such as this can be powerful tools
when consumers use them.

The newly-signed Credit CARD Act requires that everyone receive payoff information
for making minimum payments on their statements; we believe this will be a truly
teachable moment for consumers, as they will immediately see the payback time and
interest required to pay off their balance. As a point of comparison, consumers also will
see the payments needed to pay off their balances in 36 months. Board staff are working
on the regulations for these new disclosures.
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Submitted to Sandra F. Braunstein, Director, Division of Consumer and Community

Affairs, Board of Governors of the Federal Reserve System
From Senator Daniel K. Akaka

“The Federal Government’s Role in Empowering Americans to Make

Informed Financial Decisions”
April 29, 2009

1. Credit card statements fail to include all of the information necessary to allow individuals
to make fully informed financial decisions. Additional disclosure is needed to ensure that
individuals completely understand the implications of their credit card use. In your
written statement, you mentioned that English and Spanish versions of credit card
repayment calculators were launched recently to help consumers learn more about the
true costs of making only the minimum payments. Have you tested what impact that this
information has on consumers and, if so, what have you learmed from that testing?
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Dear Congressman:

Enclosed are my responses to the questions you posed following the June 3, 2009,
hearing before the House Budget Committee on “Challenges Facing the Economy.”

Your questions dealt with the Federal Reserve’s Term Asset-Backed Securities Loan

Facility and with monetary policy and inflation. A copy of my response has also been

forwarded to the Committee for inclusion in the hearing record.

I hope this information is helpful. Please let me know if I can provide any further

assistance.

Sincerely,

Enclosure



Chairman Bernanke subsequently submitted the following in response to written questions
received from Congresswoman Marcy Kaptur in connection with the June 3, 2009, hearing
before the House Budget Committee:

1. How much TARP money has AIG disbursed since January 1, of this year and who were
the recipients?

As part of the restructuring by the U.S. Treasury Department and the Federal Reserve of
the government’s assistance to the American International Group, Inc. (AIG), announced on
March 2, 2009, the U.S. Treasury created a new preferred stock facility under which the
Treasury has committed for five years to provide funds from the Troubled Asset Relief Program
(TARP) of up to $29.835 billion. As of August 31, 2009, AIG has drawn down $3.21 billion of
this facility to improve the capitalization of various operating companies. This facility is in
addition to the $40 billion in preferred securities of AIG the Treasury purchased in November
2008, the proceeds of which were used to repay amounts outstanding on the Federal Reserve ’s
Revolving Credit Facility. for AIG approved in September 2008.

2. How much more of our rising debt is being provided by foreign creditors now as our
debt rises?

Foreigners purchased about $351 billion of U.S. Treasury securities in 2009 through
July 1. However, they sold about $127 billion of U.S. agency, or government sponsored
enterprise (GSE), securities through July (including periodic coupon repayments on agency
asset-backed securities). Therefore, foreign net purchases of U.S. government debt totaled
$224 billion for the first seven months of 2009. At an annualized rate of $384 billion, foreigners
are acquiring U.S. government debt at a slower pace than in 2008, when foreign net purchases
totaled an unusually high $536 billion. The slower pace results primarily from fewer net
purchases of U.S. Treasury securities.

3. Copies of the contracts between the Fed and BlackRock.

The Federal Reserve Bank of New York has retained BlackRock Financial Management,
Inc. (BlackRock) as the investment manager for three special purpose vehicles, which hold assets
acquired in connection with the Federal Reserve Bank of New York’s loans to facilitate the
acquisition of Bear Stearns, Maiden Lane LLC (Maiden Lane I) and to stabilize AIG, Maiden
Lane II LLC (Maiden Lane II) and Maiden Lane III LLC (Maiden Lane III). BlackRock was
also retained to serve as one of four investment managers for the Federal Reserve’s Agency
Mortgage-Backed Securities Purchase Program (Agency MBS Program). Effective
September 15, 2009, BlackRock, along with two of the three other investment managers, no
longer serves as an investment manager for the Agency MBS program. BlackRock does
continue to provide portfolio analytics services to the Agency MBS program. Finally BlackRock
has been engaged to provide advisory services in connection with the arrangement among
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Citigroup Inc., the Federal Reserve, the Federal Deposit Insurance Corporation and the
Department of the Treasury. Copies of all of these contracts are available on the public website
of the Federal Reserve Bank of New York.
http://www.newyorkfed.org/aboutthefed/vendor_information.html.

4. What is the value of assets being managed by BlackRock and any of these contracts in
total?

The only assets currently managed by BlackRock are the assets of the three Maiden Lane
entities. As of September 30, 2009, the fair value of the net portfolio holdings of these entities
was as follows: Maiden Lane I, approximately $26.26 billion; Maiden Lane II, approximately
$14.75 billion; and Maiden Lane III, approximately $20.57 billion. These amounts reflect
paydowns of principal and accrual of interest through September 30, 2009, and valuations as of
June 30, 2009. Valuations are updated quarterly and the third quarter revaluations will be
available in the H.4.1 at the end of October 2009.

5. What is BlackRock being paid for each contract?

The fees the Federal Reserve Bank of New York has agreed to pay BlackRock are
specified in exhibits to the contracts for each of the BlackRock engagements. These contracts
and fee schedule exhibits are available on the public website of the Reserve Bank. In negotiating
fees with BlackRock for these engagements, the Federal Reserve has been committed to pay only
fees that are commercially reasonable and are as consistent as possible with fees assessed to
clients in comparable investment management engagements.

6. Do you know which foreign countries and companies are part of BlackRock’s
transactions?

During the time that BlackRock served as an investment manager for the Agency MBS
Program, BlackRock, along with all of the other investment managers, were authorized to
purchase only U.S. Agency MBS and only through trades with primary dealers in U.S.
government securities, which include certain U.S. broker-dealers that are owned by foreign
banks. The following is the current list of authorized dealers:

BNP Paribas Securities Corp. J. P. Morgan Securities Inc.

Banc of America Securities LLC Jefferies & Company, Inc.

Barclays Capital Inc. Mizuho Securities USA Inc.

Cantor Fitzgerald & Co. Morgan Stanley & Co. Incorporated
Citigroup Global Markets Inc. Nomura Securities International, Inc.
Credit Suisse Securities (USA) LLC RBC Capital Markets Corporation
Daiwa Securities America Inc. RBS Securities Inc.

Deutsche Bank Securities Inc. UBS Securities LLC.

Goldman, Sachs & Co.
HSBC Securities (USA) Inc.
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In managing the assets held by each of the three Maiden Lane entities, BlackRock’s
primary objective as investment manager is to maximize long-term cash flows generated by the
portfolio assets and their disposition to pay off the loans to the entities from the Federal Reserve
Bank of New York. In carrying out these objectives, BlackRock may trade with those financial
firms that deal and invest in the types of assets involved, including U.S. mortgage-related
securities, U.S. dollar-denominated residential and commercial loans, and associated hedges
(Maiden Lane I), U.S. dollar-denominated residential mortgage-backed securities (Maiden Lane
II), U.S. dollar-denominated collateralized debt obligations (Maiden Lane III), and short-term
U.S. Treasury and agency obligations (all three entities). BlackRock is required to carry out each
transaction through an intermediary that offers the “best execution.” These intermediaries may
include foreign-owned firms if the firms meet this requirement.

7. What actions are taken by the Fed to examine and prevent conflicts of interest of any
kind when awarding no bid contracts? What processes are in place? Please include copies
of the documents of the evaluation of conflict of interest in regard to all BlackRock
contracts, both those that BlackRock might have bid on and those that were no-bid
contracts. - :

BlackRock was selected as the manager of the assets of the three Maiden Lane entities
under an exception to the normal competitive bidding procedures required by the New York
Reserve Bank’s Acquisition Guidelines that allows for sole source contracts in exigent
circumstances. The Reserve Bank determined in each case that the unique time pressures
associated with the unexpected and rapid collapse of Bear Stearns and AIG prevented the Bank
from following the normal bidding procedures. Consequently, senior management at the
New York Reserve Bank carefully considered the issue and determined that an exception to the
competitive bidding provisions of the Acquisition Guidelines was appropriate with respect to the
selection of an investment manager. BlackRock was retained as the investment manager for the
Maiden Lane entities because of its technical expertise with respect to the portfolio assets
involved, its operational capacity, and its track record.

BlackRock was selected as one of four investment managers for the Agency MBS
Program through a public and competitive bidding process that was employed to select the
investment managers and a custodian. A competitive request for proposal (“RFP”) process was
employed because of the size and complexity of the Program. The selection criteria were based on

the institution’s operational capacity, size, overall experience in the MBS market and a competitive
fee structure.

The New York Reserve Bank has extensive procedures in place to guard against conflicts
of interest in the procurement of services for the Bank, both in competitive solicitations and in
procurements under exceptions to the competitive solicitation policy. For instance, the Bank’s
contract representatives are prohibited from participating personally and substantially in an
acquisition in which, to the representatives’ knowledge, the representatives or certain related
interests have a financial interest that is directly impacted by the decision to select a particular
vendor.

Moreover, the contracts with BlackRock require BlackRock to have in place conflict of
interest policies and procedures that are designed to identify material conflicts of interest, that
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require reporting of such conflicts, and that prevent the use of confidential information obtained
in the course of the engagement from being used outside of the engagement. These provisions
are integrated into each contract as enforceable terms. The Reserve Bank monitors BlackRock’s
compliance with the terms of its contract, as appropriate.

8. Can you explain to me why the Federal Reserve Bank of New York is expected to
regulate Wall Street, and yet on its board are Wall Street Executives? Isn’t this a conflict

of interest from your perspective? Please elaborate here. Do we really trust Wall Street to
regulate itself?

By statute, the boards of directors of each of the Reserve Banks are composed of nine
members divided into three classes of three directors each. 12 U.S.C. § 302-305. Under the
statute, Class A directors are elected by the commercial banks that hold stock in the Reserve
Bank and are required to be “representative of”’ these member commercial banks. Accordingly,
in virtually every case, Class A directors are affiliated with, and own stock in, banks or bank
holding companies that are supervised by the Reserve Bank on whose board they serve.

Also by statute, Class B directors are elected by the member banks of the Reserve Bank,
and Class C directors are designated by the Board of Governors. Class B and Class C directors
must represent the public and be elected or designated with due but not exclusive consideration
to the interests of agriculture, commerce, industry, services, labor, and consumers. No Class B
or Class C director may be an officer, director, or employee of any bank or bank holding
company. In addition, Class C directors are prohibited from owning stock of any bank or bank
holding company. '

To the extent the statutorily prescribed structure of Reserve Bank boards of directors may
give rise to potential conflicts of interest, there are statutory and policy protections in place to
address improper conflicts in the governance of the Reserve Banks. With respect to the
supervisory responsibilities of Reserve Banks over individual banking institutions, the directors
of the Banks are not involved. Supervision over banking organizations is conducted by the
Reserve Banks pursuant to authority delegated to the Banks by the Board of Governors, and the
directors of the Reserve Bank are not consulted regarding examinations, possible enforcement
actions, merger or other supervisory approvals, or other supervisory issues that involve
organizations being supervised by their Bank.

In addition, Reserve Bank directors are explicitly included among the officials subject to
the federal conflict of interest statute. 12 U.S.C. § 208. This statute imposes criminal penalties
on Reserve Bank directors who participate personally and substantially as a director in any
particular matter that, to the director’s knowledge, will affect the director’s financial interest or
those of his immediate family or businesses interests. Reserve Banks routinely provide training
for their new directors that includes specific training on the federal conflicts of interest statute
and Reserve Bank corporate secretaries have the expertise to respond to inquiries by directors
regarding possible conflicts of interest in order to assist them in complying with the statute.
Moreover, the Board of Governors’ policy on Reserve Bank directors provides that their personal
financial dealings should be above reproach and information obtained by them as directors
should never be used for personal gain. The policy provides that, in carrying out their Federal
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Reserve responsibilities, directors should avoid any action that may result in or create the
appearance of conflicts of interest.

9. Why does the Federal Reserve buy Treasury notes? Isn’t this just money shuffling,

especially since the Treasury has $200 billion deposited in the Fed right now through the
Treasury Supplemental Financing Program?

The Federal Reserve is buying longer-term Treasury securities, as well as securities
issued or guaranteed by the federal housing agencies, to help put downward pressure on longer-
term interest rates and more generally to improve conditions in private credit markets. By
putting downward pressure on yields such as those on mortgage securities and corporate bonds,
the Federal Reserve’s asset purchases help lower the cost of borrowing to households and firms.
Lower financing costs in turn help support spending, which promotes output, employment, and
income growth. The Treasury’s Supplemental Financing Program contributes to the Federal
Reserve’s ability to control the federal funds rate, which is its primary means of implementing
monetary policy in routine circumstances.

10. The Federal Reserve Bank of New York is the only bank of the 12 with an established
vote on interest rates; the seven governors have a vote, the Federal Reserve Bank of

New York has a vote, and the other 11 banks rotate through the other 4 votes. Why is the
NY Fed so special?

The Federal Reserve Act provides that the Federal Reserve Bank of New York has a
permanent vote on the Federal Open Market Committee. The status accorded the New York Fed
is in recognition of the unique role that the Bank plays in the Federal Reserve System. For
example, because the New York Fed is located in the financial capital of the United States, all of
the open market operations--the buying and selling of U.S. government securities in the
secondary market to influence money and credit conditions in the economy--that the Federal
Reserve conducts are carried out by the New York Fed. Moreover, in light of its close proximity
to, and interactions with, major financial institutions, the New York Fed plays a particularly
important role in gathering financial information that is used by the Federal Open Market
Committee in making monetary policy.

11. How much was now Secretary Geithner involved in the drafting of the trust agreement
between the Federal Reserve Bank of New York and AIG — at the time Mr. Geithner was
serving as President of the Federal Reserve Bank of New York?

As a condition of the Federal Reserve’s Revolving Credit Facility for AIG approved on
September 16, 2008, AIG was required to issue to a trust for the sole benefit of the U.S. Treasury
convertible preferred stock with voting power equal to approximately 78 percent of AIG’s
common stock. The agreement relating to this trust was drafted by the Federal Reserve Bank of
New York, in consultation with the Board of Governors and the Treasury Department, beginning
1n late September 2008. Subsequently, certain terms of the trust agreement were negotiated with
the three individuals who were appointed as trustees under the trust. The trust agreement was
executed in final on January 16, 2009. In late November 2008, because of his status as the
apparent nominee for Secretary of the Treasury in the new administration, Mr. Geithner removed
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himself from involvement in the day-to-day affairs of the New York Reserve Bank. Prior to that
time, Mr. Geithner was informed of developments relating to the terms of the trust as part of his
oversight of the Reserve Bank’s relationship with AIG, but was not involved in the actual
drafting or negotiation of the provisions of the trust agreement.

12. Do you think it is appropriate for the President of the Federal Reserve Bank of New
York to have close ties with the CEO’s and other key management of the very banks one is
regulating?

Like all employees of the Federal Reserve Banks, the President of the Federal Reserve
Bank of New York is prohibited from having financial ties with the financial institutions that are
regulated by the Federal Reserve that could give rise to potential conflicts of interest. In
particular, Reserve Bank employees, including the Presidents of the Reserve Banks, are
prohibited generally by the Banks’ codes of conduct from owning debt or equity interests in
depository institutions or their affiliates and, if the employee has access to confidential
information of the Federal Open Market Committee, such as a Reserve Bank President, in any
primary securities déaler or a company that owns a primary dealer. Reserve Bank employees,
including the President of the Reserve Bank, additionally are generally barred from accepting
gifts, meals, and entertainment from institutions that are supervised by the Federal Reserve.
Reserve Bank employees are also directed to avoid any situation that might give rise to an actual
or even apparent conflict of interest. Like Reserve Bank directors, Reserve Bank officers and
. employees, including the President of the Reserve Bank, are subject to the federal conflicts of
interest statute, which imposes criminal penalties on officers and employees who participate
personally and substantially as an officer or employee in any particular matter that, to the
person’s knowledge, will affect the person’s financial interest or those of his or her immediate
family or businesses interests.

Each Reserve Bank Prestdent collects information from the institutions, including banks,
industrial firms, consumer groups, labor organizations, small businesses, and other local leaders,
about the state of the economy and business activities in the Bank’s district. The Reserve Bank
Presidents serve as the eyes and ears of the Federal Reserve in the financial markets and must be
sensitive to developments in those areas. The Federal Reserve Board and the Federal Open
Market Committee take the information gathered by the Presidents and weigh it along with all
the other information the System collects to set monetary policy.

13. Given that the taxpayers are at this time currently losing meney through the
obligations accrued through the purchases of securities from AIG and Bear Stearns, is
there any real hope that the taxpayers will be paid back in full?

The portfolio holdings of each of Maiden Lane LLC (“Maiden Lane”), Maiden Lane II
LLC (“ML-II’) and Maiden Lane I LLC (“ML-III"") are revalued in accordance with generally
accepted accounting principles (“GAAP”) as of the end of each quarter to reflect an estimate of
the fair value of the assets on the measurement date. The fair value determined through these
revaluations may fluctuate over time. In addition, the fair value of the portfolio holdings that is
reported on the weekly H.4.1 Statistical Release reflects any accrued interest earnings, principal
repayments, expense payments and, to the extent any may have occurred since the most recent
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measurement date, realized gains or losses. The fair values as of September 30, 2009--and

reported in greater detail in the H.4.1 release for that date--are based on quarterly revaluations as
of June 30, 2009.

Because the collateral assets for the loans to Maiden Lane, ML-II, and ML-III are
expected to generate cash proceeds and may be sold over time or held to matunty, the current
reported fair values of the net portfolio holdings of Maiden Lane, ML-II, and ML-III do not
reflect the amount of aggregate proceeds that the Federal Reserve could receive from the assets
of the respective entity over the extended term of the loan to the entity. The extended terms of
the loans provide an opportunity to dispose of the assets of each entity in an orderly manner over
time and to collect interest on the assets held by the entity prior to their sale, other disposition, or
maturity. Each of the loans extended to Maiden Lane, ML-II, and ML-III is current under the
terms of the relevant loan agreement.

In addition, JPMorgan Chase will absorb the first $1.1 billion of realized losses on the
assets of Maiden Lane, should any occur. Similarly, AIG has a $1 billion subordinated position
in ML-II and a $5 billion subordinated position in ML-III, which are available to absorb first any
loss that ultimately is incurred by ML-II or ML-III, respectively. Moreover, under the terms of
the agreements, the FRBNY is entitled to any residual cash flow generated by the collateral
assets held by Maiden Lane after the loans made by the FRBNY and JPMorgan Chase are repaid,
and 5/6ths and 2/3rds of any residual cash flow generated by the collateral held by ML-II and
ML-I1I, respectively, after the senior note of the FRBNY and the subordinate position of AIG or
its affiliates for these facilities are repaid.

14. Can you give me your thoughts on why AIG was saved, and Chrysler and GM allowed
to enter bankruptcy? Sure you were involved in each discussion to some degree.

As I explained in greater detail in my testimony on AIG before the House Financial
Services Committee in March, the Federal Reserve, with the support of Treasury, supplied
emergency liquidity to AIG in September 2008 under section 13(3) of the Federal Reserve Act to
avoid the imminent bankruptcy of the company, which, under prevailing conditions, would have
posed unacceptable risks for the global financial system and our economy. A failure of AIG
would likely have resulted in harm to the holders of policies issued by AIG’s insurance
subsidiaries, to state and local governments that lent funds to AIG, to workers whose 401(k)
plans had purchased insurance from AIG, to global banks and investment companies that were
counterparties of AIG in loans and derivatives transactions, and to money market mutual funds
and other investors that held AIG’s commercial paper. Moreover, as broad market dislocations
precipitated by the bankruptcy of Lehman Brothers have shown, there was a serious risk that the
harm of an AIG default would spread to the financial system as a whole. As I explained in my
testimony, an AIG failure could have exacerbated problems in the commercial paper market,
could have led to a run on the broader insurance industry by policyholders and creditors, and
could have led financial market participants to pull back even further from commercial and
investment banks.

Certain federal financial assistance to General Motors and Chrysler has been provided by
the Treasury from the TARP, subject to certain conditions. Pursuant to section 3(9)(B) of the
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Emergency Economic Stabilization Act of 2008, given that the disorderly bankruptcy of GM or
Chrysler likely would result in material job losses and place further, meaningful downward
pressure on U.S. economic performance, I concurred with the determination of the Secretary of
the Treasury that the loans to be provided to GM and Chrysler and the equity instruments to be
acquired in connection with these loans are financial instruments that may be purchased as
troubled assets with TARP funds. The decisions relating to whether further assistance under this
Program should have been provided to these companies prior to their recent bankruptcy filings
are within the authority of the Treasury.

For non-financial businesses like General Motors and Chrysler, the reorganization regime
contained in the Bankruptcy Code can, with financial assistance and oversight from the Treasury,
serve as an effective mechanism to avoid the negative systemic effects of a disorderly failure and
to work with the company’s creditors to restructure its core business and preserve the residual
value of the franchise. However, this regime does not sufficiently protect the public’s strong
interest in ensuring the orderly resolution of a nonbank financial firm whose failure would pose
substantial risks to the financial system and the economy. The damaging effects of a disorderly
insolvency of such an institution would be much more quickly and pervasively transmitted to the
financial system. :

15. Why do you think that Chrysler and GM were given far less money than the banks
through TARP with restrictions and conditions on what was to happen at each before there
was any more infusion of capital from the TARP into the companies, and the banks can
keep coming back and are barely asked to do even reporting in return?

The Administration, through its Auto Task Force, set the terms and conditions under
which Chrysler and GM were granted assistance from the government and determined the
actions each company would be required to take as their part of the agreement. As you know,
the largest banks that received TARP capital in October 2008 were asked to take that capital in
order to prevent a collapse in lending to households and businesses and a breakdown of some
financial markets. A couple of these firms that subsequently requested additional TARP capital
are subject to reporting on lending and a number of constraints, such as those on executive
compensation, and are being closely reviewed by their supervisors. In addition, the 19 largest
banks have been subjected to a rigorous supervisory capital assessment, aimed at ensuring that
they will have sufficient capital on hand to allow them to withstand a harsher-than-expected
macroeconomic climate over the next two years and still emerge with sufficient capital to allow
them to continue performing their critical role of providing credit to credit-worthy businesses
and households. Through the course of that assessment, these institutions were required to
divulge a great deal of detailed information to their supervisors about loss rates, portfolio
compositions, and earnings prospects. As of the beginning of October 2009, ten of these firms
that had TARP capital have returned approximately $67 billion to the U.S. Treasury.

16. Were you present in any meeting in which the Bank of America acquisition of Merrill
Lynch was discussed? Please state when each meeting took place, where each meeting was
held, the other attendees of the meeting, and go into detail on what was discussed. In
addition to the aforementioned, how involved were people such as Larry Summers and
other Members of the President’s Economic Advisory Council or the President’s Working
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Group on Financial Markets? Other bank CEOs? Do you feel it was appropriate for the

federal government to play a role in the activities of private banks, and in particular, the
matter of Bank of America and Merrill Lynch?

My involvement and the involvement of other Federal Reserve personnel in the
acquisition by Bank of America Corporation of Merrill Lynch & Co. is described in detail in my
statement on June 25, 2009, before the House Committee on Oversight and Government Reform.
A copy of that statement is attached. Ibelieve that Mr. Summers was made aware of the broad
outlines of the Bank of America/Merrill Lynch situation, but he was not actively involved to any
significant degree in the details of the response to that situation as far as I am aware. We did not

consult with the CEOs of other banking organizations about the Bank of America/Merrill Lynch
acquisition.

17. Would you welcome a full audit of the PPIP program now and regularly? Why or why
not?

The Public-Private Investment Partnership (PPIP) program is part of the. Administration’s
Financial Stability Plan for implementing the Troubled Asset Relief Program (TARP) and
restoring confidence in, and liquidity to, the financial system. Under the PPIP program, the
Treasury will co-invest with private investors in newly established public-private investment
funds (PPIFs) that will purchase legacy assets from U.S. banking organizations and financial
institutions. The FDIC also may guarantee debt issued by PPIFs that purchase legacy loans from
banking organizations. Purchases of legacy assets by PPIFs are designed to help free up capital
at financial institutions to make new loans, strengthen the balance sheets of the selling
institutions, and promote liquidity and price discovery in the markets for legacy assets. The
program is administered by the Treasury and the FDIC and specific questions with respect to the
program are best addressed to those agencies.

18. Do you [support creation of a] resolution authority and a financial product safety
commission? Why or why not on each item?

The Board supports development of a new resolution regime that would facilitate the
orderly wind down of systemically important nonbank financial institutions, including bank
holding companies. In our view, such a regime is a key element of a comprehensive strategy to
contain systemic risk and to address the related problem of too-big-to-fail institutions.

In most cases, the federal bankruptcy laws provide an appropriate framework for the
resolution of nonbank financial institutions. However, the bankruptcy code does not sufficiently
protect the public’s strong interest in ensuring the orderly resolution of a nonbank financial firm
whose failure would pose substantial risks to the financial system and to the economy. Indeed,
the Lehman and AIG experiences are powerful support for the proposition that there needs to be
a third option between the choices of bankruptcy and bailout.

The Administration’s recent proposal for strengthening the financial system would create
such an option by allowing the Treasury to appoint a conservator or receiver for a systemically
important nonbank financial institution that has failed or is in danger of failing. The conservator
or receiver would have a variety of authorities--similar to those provided the Federal Deposit



-10 -

Insurance Corporation with respect to failing insured banks--to stabilize and either rehabilitate or
wind down the firm in a way that mitigates risks to financial stability and to the economy. For
example, the conservator or receiver would have the ability to take control of the management
and operations of the failing firm; sell assets, liabilities, and business units of the firm; and
repudiate contracts of the firm. Importantly, the Administration’s proposal also would allow the
government, through a receivership, to impose “haircuts” on creditors and shareholders of the
firm, either directly or by “bridging” the failing institution to a new entity, when consistent with
the overarching goal of protecting the financial system and the broader economy. This aspect of
the proposal is critical to addressing the too-big-to-fail problem and the moral hazard effects that
it engenders.

We believe the contours of the resolution framework included in the Administration’s
proposal for systemically important financial institutions would significantly improve the
resiliency of the financial system and the government’s ability to protect the public’s interest.
We look forward to working with the Congress, the Administration, and other interested parties
to elaborate the details of a resolution mechanism as the legislative process moves forward.

The Administration’s proposal also would create a new agency--the Consumer Financial
Protection Agency--and transfer to such agency broad responsibility for writing and enforcing
consumer protection regulations concerning consumer financial disclosures, unfair practices in
financial transactions, and fair lending. Currently, much of this authority is vested with the
Federal Reserve alone in the case of rule-writing, and is shared among the Federal Reserve, the
other federal banking agencies, and the Federal Trade Commission in the case of enforcement.

In considering this proposed change, I believe it is important for Congress to carefully
weigh the costs, as well as the potential benefits, of transferring rule-writing and enforcement
authority to an agency that did not also have prudential supervision responsibilities. Both the
substance of consumer protection rules and their enforcement are complementary to prudential
supervision. Poorly designed financial products and misaligned incentives can at once harm
consumers and undermine financial institutions. Indeed, as with subprime mortgages and
securities backed by these mortgages, these products may at times also be connected to systemic
risk. At the same time, a determination of how to regulate financial practices both effectively
and efficiently can be facilitated by the understanding of institutions’ practices and systems that
is gained through safety and soundness regulation and supervision. Similarly, risk assessment
and compliance monitoring of consumer and prudential regulations are closely related, and thus
entail both informational advantages and resource savings.

We understand that a good case can be made for creating a dedicated single-mission
consumer protection agency. We also believe that the Federal Reserve is well-positioned to
address consumer protection issues in the financial services marketplace. In the last three years,
the Federal Reserve has adopted strong consumer protection measures in the mortgage and credit
card areas. These regulations benefited from the supervisory and research capabilities of the
Federal Reserve, including expertise in consumer credit markets, retail payments, banking
operations, and economic analysis. Involving all these forms of expertise is important for
tailoring rules that prevent abuses while not impeding the availability of sensible extensions of
credit.

One important issue that should be addressed going forward, regardiess of whether a new
consumer protection agency is established, is the large supervisory and enforcement gap for
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independent nonbank lenders and financial services providers. Currently, these entities are
regulated by a combination of the Federal Trade Commission (FTC) and the states. However,
the FTC does not have the authority, tools, or resources to conduct routine on-site examinations
of these entities to monitor and enforce compliance, which is the norm for depository
institutions. And, while several states have put forth noteworthy efforts in this regard, the state
enforcement scheme across the country is still uneven, with inadequate resources being a
primary concern.

19. You have been quoted as stating that in looking back, it was probably a mistake to let
Lehman fail. Please elaborate on this matter.

As I have explained in previous public statements, before its failure in September 2008,
Lehman Brothers was a large and complex investment bank that was deeply embedded in our
financial system. As the firm approached default, the Treasury and the Federal Reserve sought
private-sector solutions, but none was forthcoming. With respect to public sector solutions, we
determined that the available collateral fell well short of the amount needed to secure a Federal
Reserve loan sufficient to pay off the firm’s counterparties and centinue operations. Because
Lehman Brothers experienced its crisis during the financial stress that preceded enactment of the
Emergency Economic Stabilization Act of 2008 (EESA), the Treasury did not have the authority
to provide capital to the company. Accordingly, the failure of Lehman Brothers was unavoidable
given the legal constraints and the absence of any alternative solution. The Federal Reserve and
the Treasury had no choice but to try to mitigate the fallout from that event using the limited
tools available. Specifically, the Federal Reserve sought to cushion the effects by implementing
a number of measures, including substantially broadening the collateral accepted by the Federal .
Reserve’s Primary Dealer Credit Facility and the Term Securities Lending Facility to ensure that
the remaining primary dealers would have uninterrupted access to funding. Following the failure
of Lehman Brothers, Congress enacted EESA, which made funds available from the Troubled
Assets Relief Program to deal with financial strains facing institutions important to the financial
system. In addition, to address the kind of concerns that arose from the Lehman Brothers
bankruptcy, the Federal Reserve recommends that Congress enact a new resolution process for
systemically important nonbank financial firms that would allow the government to wind down a
troubled systemically important firm in an orderly manner.

Attachment: = Chairman Bernanke’s June 25, 2009, statement before the House Committee on
Oversight and Government Reform.
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Requests of Chairman Bernanke:

How much TARP money AlG has disbursed since January 1 of this year and who were

recipients?

How much more of our rising debt is being provided by foreign creditors now as our debt rises?

Copies of the contracts between the Fed and BlackRock.

What is the value of assets being managed by BlackRock and any of these contracts in total?
F

‘What is Blackrock being paid for each contract?

Do you know which foreign countries and companies are part of Black Rock’s transactions?

Questions for the Record:

e
?gaa
What actions are taken by the Fed to examine and prevent conflicts of interest of
any kind when awarding no bid contracts? What processes are in place? Please
include copies of the documents of the evaluation of conflict of interest in regard to
all BlackRock contracts, both those that BlackRock might have bid on and those that

were no-bid contracts.



Can you explain to me why the Federal Reserve Bank of New York is expected to
regulate Wall Street, and yet on it’s board are Wall Street Executives? Isn’t this a
conflict on interest from perspective? Please elaborate here. Do we really trust Wall

Street to regulate itself?

Why does the Federal Reserve buy Treasury notes? Isn’t this just money shuffling,
especially since the Treasury has $200 billion deposited in the Fed right now through

the Treasury Supplemental Financing Program?

The Federal Reserve Bank of New York is the only bank of the 12 with an established
vote on interest rates; the seven governors have a vote, the Federal Reserve Bank of

New York has a vote, and the other 11 banks rotate through the other 4 votes. Why is

the NY Fed so special?

How much was now Secretary Geithner involved in the drafting of the trust
agreement between the Federal Reserve Bank of New York and AIG — at the time Mr.
Geithner was service as President of the Federal Reserve Bank of New York.

Do you think it is appropriate for the President of the Federal Reserve Bank of New

York to have close ties with the CEO’s and other key management of the very banks

one is regulating?

Given that the taxpayers are at this time currently losing money through the
obligations accrued through the purchases of securities from AIG and Bear Sterns, is

there any real hope that the taxpayers will paid back in full?



’an you give me your thoughts on why AIG was saved, and Chrysler and GM
llowed to enter bankruptey? Sure you were involved in each discussion to some

legree.

Vhy do you think that Chrysler and GM were given far less money than the banks
hrough TARP with restrictions and conditions on what was to happen at each before
here was any more infusion of capital from the TARP into the companies, and the

vanks can keep coming back and are barely asked to do even reporting in return?

Nere you present in any meeting in which the Bank of America acquisition of Merril
.ynch was discussed? Please state when each meeting took place, where each meeting
wvas held, the other attendees of the meeting, and go into detail on what was
liscussed. In addition to the aforementioned, how involved were people such as
-arry Summers and other Members of the President’s Economic Advisory Council or
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»anks, and in particular, the matter of Bank of America and Merrill Lynch?

Would you welcome a full audit of the PIPP program now and regularly? Why or

why not?

Do you resolution authority and a financial product safety commission? Why or why

not on each item?

You have been quoted as stating that in looking back, it was probably a mistake to let

Lehman fail. Please elaborate on this matter.
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The Honorable Melvin Watt
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Dear Mr. Chairman;

Enclosed are my responses to the questions you submitted following the July 9,
2009, hearing before the Subcommittee on “Regulatory Restructuring: Balancing the
Independence of the Federal Reserve in M‘onctary Policy with Systemic Risk
Regulation.” A copy has also been forwarded to the Committee for inclusion in the
hearing record.

1 hope this information is helpful. Please let me know if I can provide any further
assistance.

Sincerely,

Dy
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Vice Chairman Donald Kohn subsequently submitted the following in response to written
questions received from Chairman Melvin Watt in connection with the July 9, 2009, heanng
before the Subcommittee on Domestic Monetary Policy and Technology:

(1) Should Federal Reserve Board monetary policy decisions be subject to different levels
of transparency than a) the Board’s supervisory and regulatory functions and b) single
company credit facilities such as Bear Stearns and AIG? Describe the levels of
transparency you believe should be applicable to these areas of responsibility.

Audits and reviews by the Government Accountability Office (GAO) are an appropriate
means of promoting transparency for most areas of Federal Reserve activity, including our
supervisory and regulatory functions and our single-company credit facilities. An array of
information related to these activities is available to the public on the Board’s web site, including
information on applications filed by financial institutions and actions taken by the Board on
those applications, legal interpretations issued, and aggregate and institution-specific data

‘derived from public reports. The Federal Reserve Bank of New York provides substantial
additional information on the single-company credit facilities on its web site, including detailed
descriptions of transactions and copies of relevant agreements.

The Federal Reserve Board is also highly transparent in monetary policy. Experience has
shown that granting central banks operational independence in the conduct of monetary policy
leads to improved economic performance, but monetary policy independence does not imply a
- lack of transparency. Indeed, to some extent it necessitates even greater efforts to promote or
ensure transparency. For example, the Federal Reserve publishes a semiannual Monetary Policy
Report to the Congress, issues statements and minutes after monetary policy meetings, and
makes available on our website information on all aspects of monetary policy. In addition,

Federal Reserve officials regularly testify before the Congress and give speeches to the public on
monetary policy.

However, in the area of monetary policy, financial markets are keenly aware of the
potential for inflationary outcomes when short-term political pressures influence policy actions.
GAO reviews of monetary policy actions taken by the Federal Reserve would likely be perceived
by the market as an attempt by Congress to influence Federal Reserve decisionmaking. A
reduction in the perceived independence of the Federal Reserve to conduct monetary policy
would likely increase long-term interest rates and reduce economic and financial stability. It is
for this reason that the Congress, after debating the issue in 1978, purposely excluded monetary
policy from the scope of potential GAO reviews.

(2) What specific additional resources does the Fed need from Congress to adequately staff
both existing responsibilities for executing monetary policy and proposed new
responsibilities for implementing systemic risk regulation?

The Federal Reserve continuously evaluates its staffing levels and expertise in light of
changing needs and challenges. As we discussed at the hearing, since the beginning of the
financial crisis, both the Board and the Reserve Banks have added staff with appropriate skills to
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ensure that critical functions are performed in a thorough and timely fashion. For example,
additional staff resources have been required to supervise several large financial firms previously
not subject to mandatory consolidated supervision that elected to become bank holding
companies--including Goldman Sachs, Morgan Stanley, and American Express. While the
number of additional financial institutions that would be subject to supervision under the
Administration’s proposal would depend on standards or guidelines adopted by the Congress, the
criteria offered by the Administration suggest that the initial number of newly regulated firms
would probably be relatively limited. The new responsibilities and authorities that are
contemplated in the Administration’s proposal would require some expansion of staff but we
anticipate that expansion would be an incremental and a natural extension of the Federal
Reserve’s existing supervisory and regulatory responsibilities. Given the manner in which
Federal Reserve operations are financed, no appropriation would be required to fund any
necessary increases in staff.

(3) If the Federal Reserve is granted powers to regulate systemically significant entities,
how would the Fed harmonize systemic risk and monetary policy responsibilities with other
central banks around the world?

With the world’s economies and financial systems becoming increasingly integrated, and
with financial stability a prerequisite to achieving our dual mandate of maximum employment
and price stability, the Federal Reserve already places a high priority on close cooperation with
foreign regulators and monetary policymakers. Federal Reserve officials discuss monetary and
economic policy issues with their foreign counterparts in a broad array of forums, including
-regular meetings sponsored by the BIS, OECD, G8, and G20. Similarly, the Basel Committee
and Financial Stability Board, among other groups, provide a framework for addressing the
common challenges to financial stability around the world. Outside of such venues, Federal
Reserve officials maintain close contact with foreign authorities in a wide range of countries in
order to share information and lay the basis for further cooperation. If the Federal Reserve were
given additional responsibilities, the need for additional international consultation would need to
be carefully considered in light of the exact nature of those responsibilities. In any case, as the
global economy becomes ever more tightly knit, and as the role of the Federal Reserve evolves,
we will continue to work closely with our counterparts abroad.
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The Financial Services Committee, Subcommittee on Domestic Monetary Policy
& Technology appreciates your participation in the hearing entitled, “Regulatory
Restructuring: Balancing the Independence of the Federal Reserve in Monetary Policy
with Systemic Risk Regulation” on July 9, 2009. Please provide written responses
to these questions for the record within 30 days of receipt.

—

Vice Chairman of the Fed — Donald Kohn

(1) Shouild Federal Reserve Board monetary policy decisions be subject to
different levels of transparency than a) the Board's supervisory and
regulatory functions and b) single company credit facilities such as Bear
Stearns and AIG? Describe the levels of transparency you believe should
be applicable to these areas of responsibility.

(2) What specific additional resources does the Fed need from Congress tg
adequately staff both existing responsibilities for executing monetary
policy and proposed new responsibilities for implementing systemic risk

regulation?

(3) If the Federal Reserve is granted powers to regulate systemically{ ~
significant entities, how would the Fed harmonize systemic risk and
monetary policy responsibilities with other central banks around the
world? ‘
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Dear Mr. Chairman:

I am pleased to enclose my responses to your questions received following
the July 16, 2009, hearing before the Committee entitled, “Regulatory Restructuring:
Safeguarding Consumer Protection and the Role of the Federal Reserve.”

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

Sincerely,

 (signed) Elizabeth A, Duke
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Governor Elizabeth Duke subsequently submitted the following in response to written
questions received from Congressman Watt in connection with the July 16, 2009, hearing
before the Subcommittee on Domestic Monetary Policy and Technology:

1. If the Federal Reserve had authority to issue rules implementing the Home
Ownership and Equity Protection Act (HOEPA) beginning in 1994, why did the
Fed wait until 2008 to issue rules?

The Federal Reserve Board has primary rule writing responsibility for the Truth in
Lending Act and the Home Ownership and Equity Protection Act (HOEPA), which
amended TILA. The Board has exercised this authority to respond to various consumer
protection concerns that have arisen in the mortgage marketplace. The most recent of
these rulemakings was issued in July 2008, which strengthened consumer protections,
and further augmented rules finalized in 2001, and industry guidance issued in 2006 and
2007.

In March 1995, the Board published rules to implement HOEPA;, which are
contained in the Board’s Regulation Z. These rules became effective in October 1995.
HOEPA also gives the Board responsibility for prohibiting acts or practices in connection
with mortgage loans found to be unfair or deceptive. The statute further requires the
Board to conduct public hearings periodically, to examine the home equity lending
market, and the adequacy of existing laws, and regulations in protecting consumers, and
low-income consumers in particular. Under this mandate, the Board held public hearings
to gather information about mortgage lending practices of concern in 1997, 2000, 2006,
and 2007.

The 2000 hearings led the Board to expand HOEPA’s protections in December
2001 to respond to concerns about predatory or abusive practices in the marketplace at
the time. Those rules, issued in December 2001, included the following consumer
protections: lowered HOEPAs rate trigger to extend the act’s protections to a potentially
larger number of high-cost loans; expanded its fee trigger to include single-premium
credit insurance to address concerns that high-cost HOEPA loans were “packed” with
products that increased loan cost without commensurate benefit to consumers; added an
anti-loan flipping restriction, and strengthened HOEPA’s prohibition on unaffordable
lending by advising creditors generally to document and verify the borrower’s ability to
repay a high-cost HOEPA loan.

Most recently, the Board held hearings in 2006 and 2007, to gather information
on concerns about new “predatory lending” practices that had emerged as the subprime
market continued to grow. Issues cited related to increasing use by mortgage lenders of
relaxed underwriting practices, including qualifying borrowers based on discounted
1nitial rates and the expanded use of “stated income” or “no doc” loans. In 2006 and
2007, the Board and other federal financial regulatory agencies adopted interagency
guidance for banking institutions addressing certain risks and emerging issues relating to
non-traditional and subprime mortgage lending practices, particularly adjustable-rate
mortgages. The issuance of interagency guidance was viewed as a more expedient means
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than rule writing to address practices of concern in the marketplace at the time, although
it did not apply to nonbank lenders.

In light of the information received at the 2006 hearings and the rise of defaults
that began soon after, the Board held an additional hearing in June 2007, to explore how
it could use its authority under HOEPA to curb the abusive practices without unduly
restricting credit. At the 2007 hearing, and from hearing-related public comments, the
Board received input from a broad spectrum of informed parties. Following these
hearings, in December 2007, the Board proposed sweeping new rules to strengthen
protections for consumers seeking mortgage credit. Final rules were issued in July 2008.

Among other things, the new HOEPA rules strengthened consumer protections
for a newly defined category of “higher-priced mortgage loans” by: prohibiting a lender
from making a loan without regard to the borrower’s ability to repay the loan from
income and assets other than the home’s value; requiring creditors to verify the income
and assets they rely upon to determine repayment ability; and banning any prepayment
penalty if the payment can change in the initial four years. For other higher-priced loans,
a prepayment penalty period cannot last for more than two years, and creditors are
required to establish escrow accounts for property taxes and homeowner’s insurance for
all first-lien mortgage loans.

For all mortgage loans secured by a borrower’s principal dwelling, the rules
prohibit creditors and mortgage brokers from engaging in certain practices, such as
pyramiding late fees. In addition, servicers are required to credit consumers’ loan
payments as of the date of receipt and provide a payoff statement within a reasonable
time of request. Creditors must provide consumers with transaction-specific mortgage
loan disclosures within three business days after application. Finally, the rules also
address deceptive mortgage advertisements and unfair practices related to real estate
appraisals and mortgage servicing.

With the benefit of hindsight, the Federal Reserve could have acted more quickly
to adopt rules to reign in harmful lending practices. The process of identifying emerging
issues, proposing rules, reviewing comments, developing final rules, and allowing
reasonable time for implementation was too protracted given the rapid changes in the
mortgage market, including loan terms, pricing, underwriting standards, and marketing
practices. We also recognize the value of holding public hearings to gather information
about mortgage lending practices with greater frequency, in order to identify emerging
risks to consumers on a more timely basis.

The Board is fully committed to continuing its efforts to enhance consumer
protections in the residential mortgage market. Last month, we proposed significant
changes to Regulation Z intended to improve the disclosures consumers receive in
connection with mortgage transactions. These proposed rules also prohibit payments to a
mortgage broker or a Joan officer that are based on the loan's interest rate or other terms;
and they prohibit a mortgage broker or loan officer from "steering” consumers to
transactions that are not in their interest in order to increase mortgage broker or loan
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officer compensation. These actions are further described in our response to question
number three on page 6.

2. What is the Federal Reserve’s current staffing and budget levels allocated to
safety and soundness in FY 2009? What are the staffing and budget levels for
consumer protection in FY 2009?

The budget and staffing numbers in the table below reflect the 2009 budget
amounts for most Federal Reserve System resources that are directly involved in
consumer protection and prudential supervision activities. Some costs are not included in
these figures as explained further below the table. Furthermore, actual expenses and
staffing levels for 2009 are likely to exceed the budgeted amounts given the additional
resources needed to respond to recent events. For example, the budget numbers do not
reflect anticipated costs for the development of a program for consumer compliance
examinations of nonbank subsidiaries of bank holding companies. Also, prudential and
consumer supervision resource needs are likely to increase due to the recent conversion
of several large, complex organizations to bank holding companies.

2009 Budget 2009 Budgeted

(Direct Costs) ANP*
Consumer Protection $65.3 million 396
Supervision and Rule writing
Prudential Supervision $330.3 million 1,851

Other Supervisory Activities
for both Consumer Protection | $145.7 million 905
and Prudential Supervision

*The term average number of personnel (ANP) describes levels and changes in
employment at the Reserve Banks. ANP is the average number of employees in terms of
full-time positions for the period. For instance, a full-time employee who starts work on
July 1 counts as 0.5 ANP for that calendar year; two half-time employees who start on
January 1 count as one ANP. Budgeted staff positions at the Board of Governors are also
included.

Consumer Protection Supervision and Rule Writing - This category includes expenses
for the Board’s Division of Consumer and Community Affairs, which develops and
oversees programs for rule writing, consumer compliance supervision, community
affairs, consumer complaint call center and complaint resolution, the Consumer Advisory
Council, and consumer education and research which includes consumer testing. It also
includes consumer compliance examinations and other related supervisory expenses in
the twelve Reserve Banks.
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Prudential Supervision - This category includes expenses for the Board’s Division of
Bank Supervision and Regulation, which has responsibility for developing and
overseeing programs for prudential supervision and regulation of state member banks and
bank and financial holding companies. It also includes expenses for the twelve Reserve
Banks for examinations and related supervisory activities.

Other Supervisory Activities - This category includes those costs in the Reserve Banks for
activities that benefit both consumer protection and prudential supervision and cannot be
easily separated, including bank and holding company applications processing, examiner
training and commissioning programs, some automation and IT support, regulatory
reports processing, shared national credit review, and supervisory policy and research.

Not Included in Costs Above - 1t is also important to note that the budget amounts
provided do not include community affairs staff in all twelve Reserve Banks as well as
some general administrative support costs for both functions. Certain national IT costs,
such as data processing charges related to the National Information Center, maintaining
supervisory databases such as the National Examination Data, and servers and network
costs are under the responsibility of the Board’s and System central information
technology functions and are not included. Also, the figures above do not include costs
incurred by other divisions and functions at the Board, such as economic research,
information technology, and bank operations, for activities that benefit consumer
protection or safety and soundness supervision. Some Board research economists
conduct research and collect and analyze data that support the consumer and community
affairs functions, such as understanding consumer finances and wealth building, and
providing analytical support for rule writing. For example, economists reviewed
available data on mortgage pricing to help the Board determine the appropriate threshold
to define which mortgage loans should be considered “high cost” and, therefore, subject
to new rules issued under the Board's HOEPA authority as described in question one.
Likewise, research economists played a significant role in the recent Supervisory Capital
Assessment Program (SCAP) analysis for prudential supervision, but their costs are also
not included.

3. During the current financial crisis, the Fed was responsible for both safety and
soundness and consumer protection, yet did net discover abuses in subprime
mortgages and other abuses until too late. Has the Fed performed any analyses
of what went wrong? If so, please provide copies of each such analysis.

We have considered the many factors that contributed to problems in subprime
lending and the recent economic crisis and have focused on identifying areas where we
can make improvements in our programs for both safety and soundness supervision and
consumer protection. As Chairman Bernanke and Governor Tarullo noted in their recent
testimony, the roots of this crisis included global imbalances in savings and capital flows,
the rapid integration of lending activities with the issuance, trading, and financing of
securities, the existence of gaps in the regulatory structure for the financial system, and
widespread failures of risk management across a range of financial institutions. The
crisis revealed supervisory shortcomings among all regulators, and demonstrated that the
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framework for supervision and regulation had not kept pace with changes in the structure,
activities, and growing interrelationships of the financial sector.

Consumer Protection

With respect to consumer protection, gaps in supervision and enforcement with
respect to nonbank mortgage lenders contributed to the inability of supervisors to detect
and contain abusive lending practices. Most subprime loans were issued by entities
outside the supervisory jurisdiction of the Federal Reserve and other federal bank
regulators, and consequently, these entities were not subject to examinations to assess
compliance with federal consumer protection laws. With respect to nonbank entities
owned by bank holding companies, the Federal Reserve’s consumer compliance
examination authority is limited to only certain laws.

The Federal Reserve has worked to overcome this gap through a multiagency
partnership initiated in June 2007, to conduct targeted consumer compliance reviews of
selected nonbank lenders with significant subprime mortgage operations. The joint effort
represented the first time multiple agencies have collaborated to plan and conduct
consumer compliance reviews of independent mortgage lenders and nonbank subsidiaries
of bank and thrift holding companies, as well as mortgage brokers doing business with, or
working for, these entities. The pilot program has been completed, and the Federal
Reserve is fully committed to implementing its own program of supervision of nonbank
subsidiaries of holding companies on an ongoing basis. As with the pilot, we will
continue to work cooperatively and share information with other agencies with
overlapping jurisdictions. We have also created a special unit to oversee consumer
protection issues in the subsidiaries of the largest financial institutions that are active in
consumer credit and payment services and have expanded our complaint resolution
program to include these institutions.

The current crisis has also illustrated clearly that consumer protection issues and
safety and soundness risks are linked and can affect financial stability. We have been
committed to strengthening our consumer protection program to more effectively detect
and respond to changing and emerging markets and products, particularly for those that
pose risks to consumers. Along these lines, we have added resources and worked to
strengthen our internal processes to detect and address emerging risks and issues facing
consumers. We have also expanded resources to improve timeliness of rule writing and
to better identify consumer needs through consumer testing. Specifically, we have
conducted extensive consumer testing as part of the rule writing process to improve the
effectiveness of disclosures to provide consumers with useful information when they are
shopping for credit. Consumer testing has also served to identify issues that can only be
remedied through substantive regulation and to direct consumer education efforts.
Finally, we have also instituted a web-based comment system to improve consumer
access for making comments on proposed rules.

We have also learned that disclosures alone may not always sufficiently protect
consumers from unfair practices. As such, we have taken a number of specific actions to
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strengthen consumer protections through rule-making. Over the last year, the Federal
Reserve issued sweeping new mortgage and credit card rules that significantly expand
protections for consumers of these credit products. For mortgage loans, the Board has
issued rules that establish comprehensive new regulatory protections for consumers in the
residential mortgage market. Importantly, these rules apply to all mortgage lenders, not
just the depository institutions that are supervised by the federal banking and thrift
agencies. The rules are designed to provide transaction-specific disclosures early enough
to facilitate shopping and to protect consumers from unfair or deceptive acts or practices
in mortgage lending, while supporting sustainable home ownership. They are intended to
respond to the most troublesome practices in the mortgage industry that contributed to the
recent subprime market meltdown. The Board also adopted rules governing mortgage
advertisements to ensure that they provide accurate and balanced information and do not
contain misleading or deceptive representations. Further, this past July the Board
proposed significant new rule changes to improve consumer disclosures for all mortgage
transactions. In particular, the proposed disclosures focus consumer attention on
understanding the risks they are taking by identifying “key questions to ask.” Many of
the proposed disclosures are the result of extensive consumer testing, a technique that has
become integral to the Board’s rule making.

Prudential Supervision

With respect to prudential supervision, the Federal Reserve, acting within its
existing statutory authorities, is taking steps to strengthen the supervision of banks and
bank holding companies to respond to lessons learned from the recent crisis. Working
with other domestic and foreign supervisors, we have been engaged in a series of
initiatives to strengthen capital, liquidity, and risk management at banking organizations.
Regarding capital adequacy, for example, there is little doubt that in the period before the
crisis capital levels were insufficient to serve as a needed buffer against loss. Efforts are
under way to improve the quality of the capital used to satisfy minimum capital ratios, to
strengthen the capital requirements for on- and off-balance-sheet exposures, and to
establish capital buffers in good times that can be drawn down as economic and financial
conditions deteriorate.

Recent experience has also reinforced the value of holding company supervision
in addition to, and distinct from, bank supervision. Large organizations increasingly
operate and manage their businesses on an integrated basis with little regard for the
corporate boundaries that typically define the jurisdictions of individual functional
supervisors. In October, we issued new guidance for consolidated supervision of bank
holding companies that provides for supervisory objectives and actions to be calibrated
more directly to the systemic significance of individual institutions and clarifies
supervisory expectations for corporate governance, risk management, and internal
controls of the largest, most complex organizations. We are also adapting our internal
organization of supervisory activities to take better advantage of the information and
msight that the economic and financial analytic capacities of the Federal Reserve can
bring to bear in financial regulation.
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Finally, we are prioritizing and expanding our program of horizontal
examinations to assess key operations, risks, and risk-management activities of large
institutions. In addition to onsite examination activities for the largest and most complex
firms, we are creating an enhanced surveillance program that will use supervisory
information, firm-specific data analysis, and market-based indicators to identify
developing strains and imbalances that may affect multiple institutions, as well as
emerging risks to specific firms. Periodic scenario analyses across large firms will
enhance our understanding of the potential impact of adverse changes in the operating
environment on individual firms and on the system as a whole. This work will likely be
performed by a multi-disciplinary group including experts in economic and market
research, bank supervision, market operations, and accounting and legal issues.

4. If legislation is passed to create the Consumer Financial Protection Agency, what
are the impediments, if any, to current Federal Reserve staff being transferred
to the CFPA?

The current proposals for a new Consumer Financial Protection Agency offer
some helpful ideas in considering how best to handle the challenging task of combining
staff from a number of agencies with minimum disruption to those affected. Nonetheless,
there are some issues with the transfer of key staff and potential loss of expertise that
would need to be addressed. Federal Reserve consumer protection staff members
routinely utilize the consumer expertise of staff members engaged primarily in other
central bank functions. For example, research economists analyze HMDA data or other
consumer data, but also perform other important research and are not likely to transfer to
anew agency. Furthermore, roughly half of the System consumer compliance examiners
are cross trained or have expertise in safety and soundness supervision, including
expertise in accounting, audit, commercial real estate lending, information technology,
assessments of corporate governance and enterprise risk management. Transferring those
examiners may cause the Federal Reserve to lose important skills needed for other
functions and would require additional investments in staff training to make up the lost
expertise. Conversely, should some of the cross-trained examiners elect to remain with
the Federal Reserve; the new agency would not have the benefit of their expertise in
consumer compliance.

Additionally, the call center infrastructure that supports the Federal Reserve
System consumer complaint and inquiry program also supports the call center needs of
other functions across the Federal Reserve System.

Finally, there are other issues to address related to data systems and IT support.
Data bases for the Home Mortgage Disclosure Act (HMDA) data, consumer complaints
(CAESER), and other examination tools for analyzing fair lending and compliance with
CRA, may be difficult to transfer and blend with systems from other agencies.
Supervisory information for both consumer protection and prudential supervision is
housed in shared databases, potentially leading to difficulties in determining how to
provide access and to separate or maintain the information going forward. Given some of
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the staffing, information technology and operational issues, a new agency may require
some time after enactment to become fully operational.

5. Describe the Federal Reserve's present statutory mission and the extent to which
this mission includes consumer protection?

Through the Federal Reserve Act and other laws, Congress has assigned several
duties and responsibilities to the Federal Reserve. These include responsibility for
conducting monetary policy to achieve the objectives set forth in section 2A of the
Federal Reserve Act, providing financial services to depository institutions, the U.S.
government and foreign official institutions, and operating and overseeing aspects of the
nation’s payments system.

The Federal Reserve also has statutory responsibility conveyed through various
laws, including the Federal Reserve Act, Federal Deposit Insurance Act, and the Bank
Holding Company Act for supervising and regulating bank holding companies, state
member banks, and certain other types of financial institutions (collectively, banking
organizations) for prudential purposes. In connection with our safety and soundness
examinations of state member banks and bank holding companies, we evaluate the
adequacy of the organization’s risk-management systems, including the systems used
to ensure compliance with consumer protection and other laws and regulations. The
Federal Reserve also conducts regular examinations of state member banks to evaluate
compliance with consumer protection laws, the fair lending laws, and the Community
Reinvestment Act.

In addition, Congress has vested the Federal Reserve with authority for writing
regulations to implement a wide variety of consumer protection laws designed to protect
consumers in financial transactions. These include the Truth in Lending Act, the Truth in
Savings Act, and the Equal Credit Opportunity Act, among others. For many of these
statutes, the rules established by the Federal Reserve apply to all lenders or depository
institutions within the scope of the relevant act - not just those supervised by the Federal
Reserve for prudential purposes.

The Federal Reserve 1s committed to improving consumer protections and
promoting responsible lending practices through each of the roles we play as supervisor
for safety and soundness and consumer compliance, and as rule writer. In my testimony,
I suggested certain actions that Congress could take to help ensure that the commitment
demonstrated by the Board to consumer protection in financial services is maintained
over time. One way would be for Congress to formally codify consumer protection as a
core mission or responsibility for the Federal Reserve, similar to banking supervision and
regulation. This would provide a clear and ongoing understanding that consumer
protection matters should be viewed as an integral part of the Federal Reserve's overall
mission. In addition, Congress could require the Chairman of the Federal Reserve Board
to report periodically regarding the "state of consumer protection” in the financial
services industry, similar to the semiannual monetary policy report to the Congress. Such
reporting could include a comprehensive review of the Federal Reserve's actions taken to
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strengthen consumer protection, the adequacy of existing consumer protection laws and
regulations, planned future actions to address potentially unfair and deceptive acts and
practices, enforcement actions taken on consumer protection matters, studies of consumer
finances, and the availability of financial services especially in underserved areas.

6. Please provide the Subcommittee with specific example(s) of conflicts that the
Federal Reserve has experienced arising from the exercise of your consumer
protection and prudential supervisory responsibilities? How were these conflicts
resolved?

Rule writing requires extensive analysis from a number of perspectives, which
highlights the complementary nature of rule writing with other functions in the Federal
Reserve that I mentioned in my testimony. Any effort to develop new rules involves
weighing the costs and benefits of those rules to consumers, as well as implementation
and compliance costs for the industry. Implementing unduly strict limitations on product
features or practices can result in reduced access to affordable credit or services for
consumers,-and rules that are costly to implement can result in reduced efficiency for the
provider and higher costs that are ultimately passed on to consumers.

Every rule writing exercise that the Board has undertaken in recent years,
including rules for home equity lines of credit (HELOCS), credit cards, mortgage lending,
and the current review of overdraft protections, has involved weighing a number of issues
and the relative costs and benefits to consumers, as well as the impact on the institutions’
ability to offer the credit or service at an affordable price. In conducting the analysis,
staff routinely identifies issues for which different interests need to be reconciled at an
early enough stage in the process to allow for timely issuance of well crafted rules. For
example, rule changes can affect the business model, risk profile, and potentially the
profitability of lending for institutions, and they also ultimately affect the pricing and
availability of credit for consumers. Issues such as these have been reviewed, studied,
and resolved as part of the rule writing process, with input from experts in consumer
regulation, prudential supervision, payments systems, and economic analysis. If
consumer protection rule writing is separated from prudential supervision, provision
should be made for interagency consultation early in the rule writing process. Early
consultation could reduce the likelihood of later unresolved conflicts, or extension of the
time required for rule writing. In addition, such consultation could surface issues that
might otherwise lessen the availability or increase the cost of financial services.

Similarly, the conduct of consumer protection and prudential supervisory
responsibilities often require close coordination in order to avoid conflicting supervisory
policy direction or messages to individual institutions through examinations. The recent
experience with home equity lines of credit provides an example of the need for
supervisors to balance prudential and consumer protection concerns. Many individuals
and small businesses rely on home equity lines of credit to finance their businesses and
pursue new opportunities. Given current economic conditions, prudential supervisors
may have concerns about the size of individual institutions’ credit exposures, while
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consumer compliance supervisors may cite concerns with cutting available credit lines,
particularly for creditworthy borrowers who have made payments as agreed. Issues such
as this are currently resolved within the agency during the course of policy development
or for individual institutions, during an examination prior to issuing a final examination
report. If unresolved, institutions would receive conflicting messages and direction
affecting their home equity lending programs. In addition to policy issues, potential areas
requiring coordination may also involve lower level issues related to coordination of
examination schedules, the relative weight examiners give to supervisory concerns, and
recommended corrective actions. Thus, it would also be important to determine a process
to resolve differences among the agencies that arise in both rule writing and in the
conduct of supervision.

7. In your written testimmony, you indicate that the Federal Reserve has completed a
multiagency pilot program of targeted consumer compliance reviews for selected
nonbank lenders and “is fully committed to implementing its own program of
supervision of nonbank subsidiaries of holding companies on an ongoing basis.”

a. What clarifications of the Federal Reserve’s supervisory authority for non-
bank subsidiaries under Gramm-Leach-Bliley would assist in your ability to
protect consumer interests and conduct consumer compliance examinations
for these institutions?

As noted in the response to question 3 on page 5, the Federal Reserve is fully
committed to implementing a program for supervision of nonbank affiliates of bank
holding companies for consumer compliance. To be fully effective, consolidated
supervisors need the information and ability to identify and address risks throughout an
organization. However, the Bank Holding Company Act as amended by the so-called
“Fed-lite” provisions of the Gramm-Leach-Bliley Act, places material limitations on the
ability of the Federal Reserve to examine, obtain reports from, or take actions to identify
or address risks with respect to both nonbank and depository institution subsidiaries
of a bank holding company that are supervised by other agencies. It also places limits
on the authority of the Federal Reserve to obtain reports from or examine other non-
functionally-regulated subsidiaries. Consistent with these provisions, we have worked
with other regulators and, wherever possible, sought to make good use of the information
and analysis they provide. In the process, we have built cooperative relationships with
other regulators--relationships that we expect to continue and strengthen further.

Nevertheless, the restrictions in current law still can present challenges to timely
and effective consolidated supervision in light of, among other things, differences in
supervisory models. At times, organizations have used the “Fed-lite” provisions to
challenge the Federal Reserve’s authority to request or obtain certain information. To
ensure that consolidated supervisors have the necessary tools and authorities to monitor
and address safety and soundness and consumer protection concerns in all parts of an
organization on a timely basis, we would urge statutory modifications to the Fed-lite
provisions of the Gramm-Leach-Bliley Act. Such changes, for example, should remove
the limits first imposed in 1999 on the examination and information-gathering authority
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that the Federal Reserve has over subsidiaries of bank holding companies in furtherance
of its consolidated supervision responsibilities, and on the ability of the Federal Reserve
to take action against subsidiaries, whether or not they are also supervised by another
agency, to address unsafe and unsound practices and enforce compliance with applicable
law.

b. What gaps, if any, still remain in the supervision and enforcement of
non-banking mortgage originators?

Strong rules are the foundation for ensuring consumer protections, but strong
oversight and enforcement are critically important. Gaps in enforcement and oversight,
particularly with nonbank lenders, contributed to current problems in mortgage lending.
Most subprime loans were originated by entities outside the supervisory jurisdiction of
the Federal Reserve or other federal bank regulators and thus, not subject to examinations
to assess their compliance with federal consumer protection laws. QOur efforts to
overcome this supervisory gap through collaboration among various agencies are
discussed in the response to question three.

Currently, independent nonbank lenders and financial services providers are
regulated by a combination of the Federal Trade Commission (FTC) and the states.
However, the FTC does not have the authority, tools, or resources to conduct routine on-
site examinations of these entities to monitor and enforce compliance, which is the norm
for depository institutions. While several states have put forth noteworthy efforts in this
regard, the state enforcement scheme across the country is still uneven, with inadequate
resources being a primary concern. We believe it is appropriate that Congress consider
alternatives to close this gap as part of ongoing discussions of regulatory reform.
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QUESTIONS FOR THE RECORD FROM CHAIRMAN MELVIN L. WATT

The Financial Services Committee, Subcommittee on Domestic Monetary Policy
& Technology appreciates your participation in the hearing entitled, “Regulatory
Restructuring: Safeguarding Consumer Protection and the Role of the Federal Reserve”

on July 16, 2009. Please provide written responses to these questions for the
record within 30 days of receipt.

Elizabeth Duke - Federal Reserve Governor

(1) If the Federal Reserve had authority to issue rules implementing the
Home Ownership and Equity Protection Act (HOEPA) beginning in 1994,
why did the Fed wait until 2008 to issue rules?

(2) What are the Federal Reserve’s current staffing and budget levels
allocated to safety and soundness in FY 2009? What are the staffing and
budget levels for consumer protection in FY 2009?

(3) 'During the current financial crisis, the Fed was responsible for both safety
and soundness and consumer protection, yet did not discover abuses in
subprime mortgages and other abuses until too late. Has the Fed

performed any analyses of what went wrong? If so, please provide copies
of each such analysis.

(4) If legislation is passed to create the Consumer Financial Protection

Agency, what are the impediments, if any, to current Federal Reserve staff
being transferred to the CFPA?

(5) Describe the Federal Reserve's present statutory mission and the extent to
which this mission includes consumer protection?

(6) Please provide the Subcommittee with specific example(s) of conflicts that
the Federal Reserve has experienced arising from the exercise of your
consumer protection and prudential supervisory responsibilities? How
were these conflicts resolved?
orfiles
(7) In your written testimony, you indicate that the Federal Reserve has P EW
completed a multiagency pilot program of targeted consumer compliance
reviews for selected nonbank lenders and “is fully committed to



implementing its own program of supervision of nonbank subsidiaries of
holding companies on an ongoing basis.”

a. What clarifications of the Federal Reserve’s supervisory authority for
non-bank subsidiaries under Gramm-Leach-Bliley would assist in your
ability to protect consumer interests and conduct consumer compliance
examinations for these institutions?

b. What gaps, if any, still remain in the supervision and enforcement of non-
banking mortgage originators?
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Questions for the Federal Reserve:

1.) Is it the Federal Reserve's position that inflation is a hidden tax on the American people?
2.) Does the Federal Reserve still use Modern Money Mechanics as guidelines for a fractional
reserve system? If not, what literature is available that is equivalent?
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Governor Daniel Tarullo subsequently submitted the following in response to written questions
received from Senator Vitter in connection with the October 14, 2009, hearing before the
Committee on Banking, Housing, and Urban Affairs:

Mr. Tarullo, I am concerned about the Federal Reserve overstepping the authority
Congress has granted. News reports about the Federal Reserve giving itself the authority
to veto pay packages is beyond the pale.

e Can you please submit for the record, where in the Federal Reserve Act the
Fed [is] given the authority to regulate compensation agreements?

* Why should the Federal Reserve be allowed to veto pay agreements that are
approved by a company’s board of directors?

e How involved has Chairman Bernanke been in drafting this illegal
rulemakeing? .

¢ Which Federal Reserve Governor has been pushing the Federal Reserve’s
policy on this issue?

The Federal Reserve’s proposed supervisory guidance and related supervisory initiatives
regarding incentive compensation practices derive from our statutory mandate to protect the
safety and soundness of the banking organizations we supervise. The proposed guidance was
developed in consultation with all Board members and all Board members voted in favor of
issuing the proposed guidance for public comment.

Recent events have highlighted that improper compensation practices can contribute to
safety and soundness problems at financial institutions and to financial instability.
Compensation practices were not the sole cause of the crisis, but they certainly were a
contributing cause--a fact recognized by 98 percent of the respondents to a 2009 survey
conducted by the Institute of International Finance of banking organizations engaged in
wholesale banking activities.! The Federal Reserve and the other Federal banking agencies
regularly issue supervisory guidance to identify practices that the agencies believe would
ordinarily constitute an unsafe or unsound practice, or to identify risk management systems,
controls, or other practices that the agencies believe would ordinarily assist banking
organizations in ensuring that they operate in a safe and sound manner.

The proposed supervisory guidance, which currently is out for public comment,” is based
on three key principles: (1) incentive compensation arrangements at a banking organization
should not provide employees incentives to take risks that are beyond the organization’s ability

! See The Institute of International Finance, Inc. (2009), Compensation in Financial Services:
Industry Progress and the Agenda for Change (Washington: 1IF, March).

?Board of Governors of the Federal Reserve System (2009), "Federal Reserve Issues Proposed Guidance
on Incentive Compensation,” press release, October 22, 2009.
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to effectively identify and manage; (2) they should be compatible with effective controls and risk
management; and (3) they should be supported by strong corporate governance, including active
and effective oversight by the organization’s board of directors. Consistent with these principles,
the Federal Reserve’s efforts are focused on ensuring that the way in which banking
organizations structure their incentive compensation arrangements do not--intentionally or
unintentionally--encourage excessive risk-taking, and that banking organization’s have the types
of policies, procedures, internal controls, and corporate governance structures to promote and
maintain sound incentive compensation arrangements.

Importantly, the proposed guidance does not mandate that banking organizations follow
any particular method for achieving appropriately risk-sensitive incentive compensation
arrangements. In fact, the guidance expressly recognizes that the methods used to achieve risk-
sensitive compensation arrangements likely will differ across and within firms, and that use of a
single, formulaic approach is unlikely to consistently promote safety and soundness.

2. Is it the Federal Reserve’s official position that executive compensation is a cause of
* systemic risk? .

o Ifso, can you please provide this Committee with documentation to support this
position?

Pay practices for risk-taking employees at many levels in banking organizations, not just
top executive pay practices, were one among many contributors to the crisis. The role of
compensation practices in the crisis has been widely recognized by both industry and
supervisors, both here and overseas. For example, in their responses to a survey conducted by
the Institute of International Finance, a global association of major financial institutions, 36 of 37
large banking organizations engaged in wholesale activities agreed that compensation practices
were a factor underlying the crisis.’> The Senior Supervisors Group, which is composed of senior
financial supervisors from seven major industrialized countries (the United States, Canada,
France, Germany, Japan, Switzerland, and the United Kingdom), also reported that many firms
and their supervisors had determined that failures of incentives and controls throughout the
industry, including those related to compensation, contributed to systemic vulnerability during
the crisis.* Moreover, the Financial Stability Board, a group composed of senior representatives
of national financial authorities, international financial institutions, standard setting bodies, and
committees of central bank experts, has identified compensation practices as a factor
contributing to the crisis.’

3 See The Institute of International Finance, Inc. (2009), Compensation in Financial Services: Industry
Progress and the Agenda for Change (Washington: IIF, March).

* See Senior Supervisors Group (2009), Risk Management Lessons from the Global Banking Crisis of
2008.

5 See Financial Stability Board (2009), Principles for Sound Incentive Compensation Practices.
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3. What comments has the Federal Reserve received on this proposal from the banks it
regulates?

The comment period closed on November 27, 2009. The Board has received twenty-nine
comments on the proposed guidance, four of which were submitted on behalf of individual
banking organizations, five of which were submitted on behalf of groups representing multiple
banking organizations, and two of which were submitted on behalf of groups representing both
banking and nonbanking organizations. Public comments on the proposal are made available on
the Board’s website at

http://www .federalreserve.gov/generalinfo/foia/index.cfm?doc_1d=OP%2D1374&doc_ver=1.

4. Mr. Tarullo, regarding the specifics of the proposal:

¢ Would the Federal Reserve require companies to “clawback” money that’s already
been paid to employees?

¢ ’Is there a threshold a bank must meet to qualify for a review of executive
compensation arrangements?

The proposed guidance provides that incentive compensation arrangements should not
encourage excessive risk-taking, and describes several methods that are currently used by
banking organizations to make compensation more sensitive to risk. These methods can be
broadly described as risk adjustment of awards, deferral of payment, longer performance periods,
and reduced sensitivity to short-term risk. As noted in the proposed guidance, the deferral of
payment method is sometimes referred to in the industry as a “‘clawback.”” The term
“clawback’’ also may refer specifically to an arrangement under which an employee must return
incentive compensation payments previously received by the employee (and not just deferred) if
certain risk outcomes occur.

Importantly, the proposed guidance does not require a banking organization to use any
particular method, including those described in the guidance, to ensure that its incentive
compensation arrangements do not encourage employees to take excessive risks. In fact, the
proposed guidance expressly recognizes that the methods discussed in the guidance have their
own advantages and disadvantages, and that banking organizations will need flexibility in
determining how best to achieve balanced incentive compensation arrangements in light of the
particular activities, structure, and other characteristics of the organization.

The proposed supervisory guidance would apply to all banking organizations that are
supervised by the Federal Reserve. These organizations are primarily responsible for ensuring
that their incentive compensation arrangements do not encourage excessive risk-taking or pose a
threat to the safety and soundness of the organization. To help promote and monitor the
development of safe and sound incentive compensation arrangements, the Federal Reserve also
has announced two, separate supervisory initiatives. These two separate programs are designed
to reflect the differences among the universe of banking organizations supervised by the Federal
Reserve. The first initiative involves a special, horizontal review of incentive compensation
practices at large, complex banking organizations (LCBOs). LCBOs warrant special supervisory
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attention because they are significant users of incentive compensation arrangements and because
flawed practices at these institutions are more likely to have adverse effects on the broader
financial system.

A separate program will apply to the thousands of other organizations supervised by the
Federal Reserve, including community and regional banking organizations. Supervisory staff
will review incentive compensation arrangements at these organizations as part of the regular
risk-focused examination process. These reviews, as well as our supervisory expectations for
these organizations, will be tailored to reflect the more limited scope and complexity of these
organizations’ activities--a fact also recognized in various aspects of our guidance.
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Questions for Daniel Tarullo, Federal Reserve Board:

v Mr. Tarullo, I am concerned about the Federal Reserve overst®pping the authority
Congress has granted. News reports about the Federal Reserve giving itself the
authority to veto pay packages is beyond the pale.
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o
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Q

Can you please submit for the record, where in the Federal Reserve Act
the Fed given the authority to regulate compensation agreements?

Why should the Federal Reserve be allowed to veto pay agreements that
are approved by a company’s board of directors?

How involved has Chairman Bemanke been in drafting this illegal
rulemaking?

Which Federal Reserve Governor has been pushing the Federal Reserve’s
policy on this issue?

v Is it the Federal Reserve’s official position that executive compensation is a cause
of systemic risk?

o

If so, can you please provide this Committee with documentation to
support this position?

v What comments has the Federal Reserve received on this proposal from the banks
it regulates?

. -

» Mr. Tarullo, regarding the specifics on the proposal:

O

Q

Would the Federal Reserve require companies to “clawback™ money that’s

already been paid to employees?
Is there a threshold a bank must meet to qualify for a review of executive
compensation agreements?

For files
P. Elliff
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Senator Crapo:

1. Do you agree with the testimony from economists Carmen Reinhart and Ken Rogoff
that, once our gross debt reaches 90 percent of GDP, that it creates a significant drag on
our economic growth to the extent that we basically lose a full percentage point, so that, for
example, if our economy otherwise would have grown at a 4 percent rate, we will actually
only see 3 percent growth? '

Persistently high and rising levels of government debt relative to GDP can have a number of
negative effects on the economy. An elevated and growing ratio of federal debt to GDP will
eventually put upward pressure on real interest rates and thus inhibit capital formation,
productivity, and economic growth. Indeed, increased expectations of steadily expanding federal
debt in the future could make households and businesses more cautious now about spending,
capital investment, and hiring, thus slowing economic growth even before federal debt actually
moves up to higher levels. Large government debts also can increase our reliance on foreign
lenders, implying that the share of U.S. national income devoted to paying interest to foreign
investors will increase over time and that a lesser share of U.S. national income would be
available for domestic consumption. Moreover, an increasingly large cost of servicing a growing
national debt could require significant fiscal actions to cover these costs, which would tend to
slow economic growth by reducing incentives to work, save, hire, and invest. Finally, a large
federal debt decreases the flexibility of policymakers to take actions needed to counteract
adverse shocks to the economy, thus leaving the economy more vulnerable to the negative
effects of recessions and financial crises.

It is difficult to identify an exact threshold at which federal debt would begin to pose more
substantial costs and risks to the U.S. economy or to know precisely what the magnitude of those
negative effects would be. What we do know, however, is that the costs and risks to the U.S.
economy will grow if the ratio of federal debt to GDP is allowed to increase to progressively
higher levels. Indeed, the historical experience of countries that have faced fiscal crises indicates
that interest rates could rise suddenly and rapidly, imposing substantial costs on our economy, if
global financial market participants were to lose confidence in the ability of the United States to
manage its fiscal policy. In light of the uncertainty about when such a development might occur,
the prudent course is for fiscal policymakers to move quickly to put in place a credible plan in
order to stabilize, and potentially reduce, the ratio of federal debt to GDP over the medium and
longer term. The sooner a credible fiscal plan is established, the more time affected individuals
will have to prepare for the necessary changes, likely making the necessary adjustments less
painful and more politically feasible. Moreover, acting now to develop a credible program to
reduce future deficits would not only enhance economic growth in the long run, these actions
could also yield substantial near-term benefits for the economy from lower long-term interest
rates and increased consumer and business confidence.

2. The most expensive government bailouts will be those of Fannie Mae and Freddie Mac —
the largest housing lenders that purchased home loans, packaged them into investments
and then guaranteed them against default. According to a January 2010 CBO background
paper titled “CBO’s Budgetary Treatment of Fannie Mae and Freddie Mac,” CBO
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“believes that the federal government’s current financial and operational relationship with
Fannie Mae and Freddie Mac warrants their inclusion in the budget (p. 7).” Do you agree
with the CBO report that the debt obligations of Fannie Mae and Freddie Mac should be
included in the federal budget?

In September 2008, the Director of the Federal Housing Finance Agency placed the two
mortgage-related government-sponsored enterprises (GSEs) — Fannie Mae and Freddie Mac —
into conservatorship with the federal government, which took a major ownership interest in both
of these GSEs. In the judgment of the Congressional Budget Office (CBO), those actions
effectively made Fannie Mae and Freddie Mac part of the federal government and implied that
all of their operations should be reflected in the federal budget. However, the Administration’s
Office of Management and Budget (OMB) has continued to treat Fannie Mae and Freddie Mac
as non-government entities, though their financial transactions with the Treasury have been
recorded in the federal budget. Ultimately, the OMB makes the final decision about the
treatment of Fannie Mae and Freddie Mac in the federal budget. Neither the CBO nor the OMB
incorporates the debt securities or the mortgage-backed securities issued by Fannie Mae and
Freddie Mac in their estimates of federal debt held by the public, which is defined as including
only debt issued directly by the Treasury.

3. Some analysts are warning about the potential for defaults in the $2.8 trillion municipal
bond market while others say those predicting widespread defaults are exaggerating the
connection between budget pressure and failure to meet payments on general-obligation
bonds. This healthy debate has led some to speculate that rather than letting a state default
on its bonds, the Federal Reserve would take the unprecedented action of buying state
bonds. What is the state of the municipal bond market and is it accurate that you would
oppose any pressure for a back-door bailout by having the Federal Reserve buy state
bonds?

Conditions in the municipal market generally reflect the continued pressures on state and local
budgets. The recession caused state and local tax revenues to decline substantially, and the weak
labor market boosted their spending for Medicaid and other transfers as the rolls of these
programs swelled. Although increased federal grants-in-aid have helped offset some of the
decline in their tax revenues, state and local governments have reduced their hiring and spending
for many programs in order to address their budget shortfalls. However, as the economy has
recovered, state tax revenues have trended up over the last year. While a continued firming in
the recovery should lead to further growth in state revenues, federal stimulus grants will be
winding down this year and next year. As a result, state and local governments are likely to face
tight budgets for some time. Moreover, in the longer run, state and local governments will have
to confront issues relating to the funding of pensions and health-care benefits for retired state and
local employees.

The municipal bond market has experienced some strains over recent months, although the
market currently seems to be functioning reasonably well. Investor concerns about the fiscal
situations of many governmental entities, including some very large states, led to an increase in
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spreads of yields on municipal securities over those on comparable-maturity Treasuries and
wider credit default swap spreads on state debt around the turn of the year. However, these
measures of risk in the municipal market have generally receded more recently, although the
market continues to price in higher levels of default risk than before the recession. Some
pullback by investors has also been evident in recent activity at tax exempt bond funds, which
have recorded significant outflows since last November following large inflows over the
previous year and a half, although preliminary data suggest some moderation of these outflows
more recently. Gross municipal bond issuance slowed last month, but much of the drop-off
seems to have been associated with the outsized amount of issuance in the fourth quarter of last
year in anticipation of the expiration of the Build America Bonds program at the end of 2010.

- While it is unclear how the situation in the municipal bond market will develop, our best
judgment at this point is that states will ultimately be able to take steps to shore up their budget
situation; further defaults by some local municipalities are probable, but such defaults seem
likely to remain relatively limited in size. The Federal Reserve monitors the municipal bond
market carefully along with other markets in making its assessments of financial market
conditions and the economic outlook.

Regarding potential purchases of state bonds, section 14 of the Federal Reserve Act (FRA)
provides the Federal Reserve only very limited authority to purchase certain types of municipal
obligations. In particular, the FRA authorizes the Federal Reserve Banks, subject to the rules
and regulations of the Board of Governors and the instructions of the Federal Open Market
Committee, to buy and sell bills, notes, revenue bonds, and warrants so long as they have a
maturity from date of purchase of six months or less and have been issued in anticipation of the
collection of taxes or in anticipation of the receipt of assured revenues by a State, county,
district, political subdivision or municipality. The Federal Reserve has not purchased municipal
obligations under this authority for many decades. More broadly, the Federal Reserve has long
opposed suggestions that it should provide financial assistance to municipal governments. The
Congress wisely established limitations on the ability of the Federal Reserve to purchase
municipal securities, and these limitations help support fundamental principles such as the
independence of the central bank and a strong federal system of government in which states and
municipalities have powers and responsibilities that are not subject to review or oversight at the
national level. Because decisions regarding the possible allocation of federal funds to state and
municipal governments are inherently political, these matters should be discussed and ultimately
determined by elected officials rather than appointed officials such as those at the Federal
Reserve.

4. The commercial real estate (CRE) market continues to face significant challenges and
community banks are expected to take large losses since many of the institutions hold large
exposures. In order to jumpstart new lending in the small balance CRE sector and help
clear the inventory of seriously delinquent CRE loans, some are suggesting a commercial
real estate guarantee proposal that would have Treasury issue up to $25 billion of credit
guarantees of individual small-balance commercial real estate loans. What do you think of
this idea?
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At the end of the third quarter of 2010, approximately $3.2 trillion of outstanding debt was
associated with CRE, including loans for multifamily properties. Of this amount, about one-half,
or $1.6 trillion, was held on the balance sheets of commercial banks and thrifts. An additional
$700 billion represented collateral for CMBS, and the remaining balance of $900 billion was
held by a variety of investors, including pension funds, mutual funds, and life insurance
companies. '

During 2010, delinquency rates on construction and development loans began to improve
slightly, falling 1 percent in the first three quarters of 2010. Additionally, delinquency rates on
loans backed by existing nonfarm, nonresidential properties leveled off in 2010. Still, even if
CRE delinquency metrics continue improving, there remains a sufficiently large overhang of
distressed CRE at commercial banks such that loss rates for this portfolio will likely stay high for
some time.

At this time, it is difficult to assess whether or not a program to provide up to $25 billion of
credit guarantees for small-balance CRE loans would generate new lending activity. Moreover,
a program of this size would likely not have a material impact on the overall condition and
performance of CRE related markets.

Continued progress on working through the overhang of distressed CRE will take time and will
depend on banks taking strong steps to ensure that losses are recognized in a timely manner, that
loan loss reserves and capital appropriately reflect risk, that loans are modified in a safe and
sound manner, and that loans continue to be made available to creditworthy borrowers.
Nonetheless, I can assure you that the Federal Reserve will continue to work with lenders to
ensure that bank management and supervisors take a balanced approach to ensuring safety and
soundness and serving the credit needs of the community.
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Question 1: Do you agree with the testimony from economists Carmen Reinhart and Ken »

Rogoff that, once our gross debt reaches 90 percent of GDP, that it creates a significant
drag on our economic growth to the extent that we basically lose a full percentage point,
so that, for example, if our economy otherwise would have grown at a 4 percent rate, we
will actually only see 3 percent growth?

Question 2: The most expensive government bailouts will be those of Fannie Mae and
Freddie Mac — the largest housing lenders that purchased home loans, packaged them into
investments and then guaranteed them against default. According to a January 2010
CBO background paper titled “CBO’s Budgetary Treatment of Fannie Mae and Freddie
Mac,” CBO “believes that the federal government’s current financial and operational
relationship with Fannie Mae and Freddie Mac warrants their inclusion in the budget
(p.7).” Do you agree with the CBO report that the debt obligations of Fannie Mae and
Freddie Mac should be included in the federal budget?

Question 3: Some analysts are warning about the potential for defaults in the $2.8 trillion
municipal bond market while others say those predicting widespread defaults are
exaggerating the connection between budget pressure and failure to meet payments on
general-obligation bonds. This healthy debate has led some to speculate that rather than(
letting a state default on its bonds, the Federal Reserve would take the unprecedented
action of buying state bonds, What is the state of the municipal bond market and is it
accurate that you would oppose any pressure for a back-door bailout by having the
Federal Reserve buy state bonds?

Question 4: The commercial real estate (CRE) market continues to face significant
challenges and community banks are expected to take large losses since many of the
institutions hold large exposures. In order to jumpstart new lending in the small balance
CRE sector and help clear the inventory of seriously delinquent CRE loans, some are
suggesting a commercial real estate guarantee proposal that would have Treasury issue up
to $25 billion of credit guarantees of individual small-balance commercial real estate
loans. What do you think of this idea?



10- 5900

BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, 2. C. 2056i

B8EN 5 BERNANKE
CHAIRMAN

July 23,2010

The Honorable Marcy Kaptur
House of Representatives
Washington, D.C. 20515

Dear Congresswoman:

Enclosed are my responses to the written questions you submitted following the
June 9, 2010, hearing before the House Budget Committee. A copy has also been

forwarded to the Committee for inclusion in the hearing record.

Please let me know if 1 can be of further assistance.

Sincerely,

)

Enclosure

LRI RE )
933401 40 301440
EIEREE

RE
¢

kIl

Lg b ¥ b2 r 0
A¥Y¥i3d



Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Representative Kaptur:

1. Mr. Chairman, what role, if any, should the Federal Reserve System play in working to
solve the housing crisis continues to ravage our nation’s communities?

The Federal Reserve has addressed the housing market crisis with a variety of policy actions.
First, the Federal Reserve has used conventional and less conventional monetary policy tools,
maintaining the federal funds rate near zero and purchasing $1.7 trillion of securities, including
more than $1.25 trillion in mortgage-backed securities guaranteed by the housing-related
government-sponsored enterprises. Mortgage interest rates are now, in part because of these
efforts, at historically low levels.

Second, the Federal Reserve has taken a number of regulatory actions designed to protect
consumers and restore confidence in the housing market. Specifically, the Federal Reserve
finalized revisions to Regulation Z in 2008, which provide a layer of protections and restrictions
on higher-priced mortgage loans. Currently, the Board is engaged in a comprehensive review of
the mortgage disclosures required under the Truth in Lending Act, to improve their utility and

effectiveness. The Board has also joined fellow banking regulators in proposing rules under the
SAFE. Act.

Third, we have worked with market participants and other governmental agencies to encourage
sustainable loan modifications and other activity to prevent avoidable foreclosures whenever
possible. We have developed a number of consumer education materials, such as a series of
advertisements in targeted movie theatres warning consumers about “foreclosure rescue” scams.
For struggling communities, we have supported stabilization efforts, including a Federal Reserve
system-wide research initiative to benefit communities engaged in HUD’s Neighborhood
Stabilization Program (NSP). We are also in the midst of several efforts (Joint with other
regulators) to alter the Community Reinvestment Act in part to encourage bank participation in
hard-hit communities.

2. Mr. Chairman, the Treasury is pouring money into Fannie and Freddie, keeping it
afloat to support the current structure of housing finance. What should be done to stop us
from dumping money into Fannie and Freddie to cover the losses of bad paper dumped
into both institutions by big banks at profits and to return our housing finance system to a
prudent lending, sound system that supports homeownership and affordable housing?

There are a variety of organizational forms that might replace Fannie Mae and Freddie Mac that
could likely provide mortgage credit without the systemic risks associated with these institutions
in the past. I have spoken on this topic at length, arguing that we must strive to design a housing
financing system that ensures the successful funding and securitization of mortgages during
times of financial stress, but that does not create institutions that pose systemic risks to our
financial market and the economy.! The Secretary of Treasury has also testified at length on this
issue and the Administration is currently soliciting the public’s views about how best to reform

' See Ben Bernanke “The Future of Mortgage Finance in the United States,” at the UC Berkeley/UCLA Symposium
on “The Mortgage Meltdown, the Economy, and Public Policy,” October 31, 2008.
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the housing finance system.” Among the objectives of reform he described was the need for
accurate, transparent and risk-based pricing of government guarantees. Iagree with the
Secretary that any reform proposal should encourage this type of pricing for government
guarantees. Such explicit pricing is a key step toward stopping any transference of bad assets by
the private sector to government agencies or enterprises, and for encouraging prudent lending
and a sound mortgage finance system that supports homeownership and affordable housing.

3. Mr. Chairman, in the House bill on financial regulatory reform, we created the
Consumer Financial Protection Agency. In the Senate bill, a bureau was created within the
Federal Reserve System, underneath the Board of Governors. The conference is using the
Senate bill as the base bill for discussion. Therefore, Mr. Chairman, do you feel that the
Federal Reserve should have any responsibility for consumer protection? Do you feel that
this fits in with the roles of the Federal Reserve System, which is to formulate the nation’s
monetary policy, supervise and regulate banks, and provide a variety of financial services
to depository financial institutions and the federal government? Please include any related
information to support your responses.

The Federal Reserve Board believes that consumer protection is vitally important to the strength
of the economy and to maintaining financial stability. Strong consumer protection helps
preserve households' savings, promotes confidence in financial institutions and markets, and
adds materially to the strength of the financial system. We have seen in this crisis that flawed or
inappropriate financial instruments can lead to bad results for families and for the stability of the
financial sector. It is essential that consumers be protected from unfair and deceptive practices in
their financial dealings. The Federal Reserve System will support the new Consumer Financial
Protection Bureau and will work to efficiently and effectively carry out the will of Congress
regarding responsibility for consumer protection.

? See written testimony to the House Committee on Financial Services by Treasury Secretary Geithner March 23,
2010,
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1. Mr. Chairman, what role, if any, should the Federal Reserve System play in working to
solve the housing crisis continues to ravage our nation’s communities?

2. Mr. Chairman, the Treasury is pouring money into Fannie and Freddie, keeping it afloat
to support the current structure of housing finance. What should be done to stop us from
dumping money into Fannie and Freddie to cover the losses of bad paper dumped into both
institutions by big banks at profits and to return our housing finance system to a prudent lending,
sound system that supports homeownership and affordable housing?

3. Mr. Chairman, in the House bill on financial regulatory reform, we created the Consumer
Financial Protection Agency. In the Senate bill, a bureau was created within the Federal Reserve
System, underneath the Board of Governors. The conference is using the Senate bill as the base
bill for discussion. Therefore, Mr. Chairman, do you feel that the Federal Reserve should have
any responsibility for consumer protection? Do you feel that this fits in with the roles of the
Federal Reserve System, which is to formulate the nation's monetary policy, supervise and
regulate banks, and provide a variety of financial services to depository financial institutions and
the federal government? Please including any related information to support your responses.
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the
Federal Reserve System, from Representative Aderholt:

1. On April 1, the Federal Reserve began requiring escrow accounts to be established for
first-lien higher-priced mortgage loans. Many community banks protested this
requirement since they do not have the resources to create these escrow accounts. Since
the rule went into effect, many community banks, including one in my district, have
stopped offering these mortgages. Is the Federal Reserve reviewing this policy and how it
affects community banks? Do you foresee the Federal Reserve exempting community
banks from this regulation in the near future?

As you note, the Board’s rules for higher-priced mortgage loans require that creditors establish
escrow accounts for taxes and insurance. The Board issued these rules in July 2008 using its
authority under the Home Ownership and Equity Protection Act to prohibit unfair practices in
connection with mortgage loans. Compliance with the rule did not become mandatory until
this year because the Board recognized that some lenders would need time to develop the
capacity to escrow.

As background, the Board adopted the escrow requirement to address specific concerns. The
Board found that lenders generally did not establish escrow accounts for consumers with higher-
priced loans. The Board was concerned that when there is no escrow account, lenders might
disclose a monthly payment that includes only principal and interest. As a result, consumers
might mistakenly base their borrowing decision on an unrealistically low assessment of their
total mortgage-related obligations. The Board was also concerned that consumers not
experienced at handling taxes and insurance on their own might fail to pay those items on a
timely basis.

Nonetheless, we do appreciate the concerns you have raised about the cost of establishing escrow
accounts, and whether the cost may be prohibitive for lenders that make a small number of loans
and hold them in portfolio. In fact, community banks also have raised these concerns with the
Board directly during the past several months. As a result, we have been discussing with their
representatives the potential impact of the escrow rule. Please be assured that the Board is
monitoring implementation of the new escrow rule by small lending institutions and the
availability of credit in the communities they serve. If it is determined that the costs of the rule
outweigh the benefits, we will explore alternatives that do not adversely affect consumer
protection.

2. I hear stories from community bankers in my district about overzealous regulators
going so far as to demand changes on individual $8,000 car loans. Do you believe that some
of this over regulation could hinder our economic recovery more than help it? Will
increased regulations in the financial reform legislation in Congress decrease the
availability of credit to consumers, especially from small banks?

In retrospect, loan underwriting standards became too loose during the run up to the recent
financial crisis. Accordingly, some tightening of underwriting standards from the practices that
prevailed just a few years ago was needed. However, as your question suggests, there is a risk
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that over-correction by banks and supervisors could unnecessarily constrain credit. To address
this risk, the Federal Reserve and the other banking agencies have repeatedly instructed their
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 financial difficulties. Examples of such guidance include the November 12, 2008
Interagency Statement on Meeting the Needs of Creditworthy Borrowers and an October 30,
2009 interagency statement designed to encourage prudent workouts of commercial real estate
loans and facilitate a balanced approach by field staff to evaluating commercial real estate credits
(SR 09-7). More recently, on February 5, the Federal Reserve and other regulatory agencies
issued a joint statement on lending to creditworthy small businesses. This statement is intended
to help to ensure that supervisory policies and actions are not inadvertently limiting access to
credit. If bankers in your district believe that Federal Reserve examiners have taken an
inappropriately strict approach on a supervisory matter, they should discuss their views with
bank supervision management at their local Reserve Bank or raise their specific concerns with
the Federal Reserve’s ombudsman (see details on the Board’s website at

http://www federalreserve.gov/aboutthefed/ombudsman.htm).

Regulation imposes costs on small banks and can affect their capacity and willingness to lend.
However, on balance, it is likely that the benefits of implementing reforms to prevent a future
financial crisis outweigh the costs of these changes. Indeed, a repeat of the recent crisis in all
likelihood would be far more costly to community banks and consumers seeking credit than the
costs of the proposed financial reform package.

3. During the hearing, you stated that some banks are taking second looks at loan
applications to ensure consumers get the credit they deserve. In discussion with small
bankers in my district, I have learned that many community banks are taking second, third
and fourth looks. While it is good that they are reviewing these applications, it is slowing
down access to credit. The fact is that many of these banks are afraid to lend money.

What is the Federal Reserve doing to give community banks more confidence in lending
and free up credit for consumers?

As discussed above, the Federal Reserve has developed guidance for its examiners to ensure that
they are taking a measured approach to evaluating lending activities at small banks. In addition,
the Federal Reserve has supplemented these issuances with training programs for examiners and
outreach to the banking industry to underscore the importance of the guidance and ensure its full
implementation. Also, in an effort to better understand small business lending trends, the
Federal Reserve System this month is completing a series of more than 40 meetings across the
country to gather information that will help the Federal Reserve and others better respond to the
credit needs of small businesses. As part of this series, the Federal Reserve Bank of Atlanta
hosted five small business roundtable discussions at locations across its district during the spring
and summer. 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.
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1. On April 1, the Federal Reserve began requiring escrow accounts to be established for first-
lien higher-priced mortgage loans. Many community banks protested this requirement since they
do not have the resources to create these escrow accounts. Since the rule went into effect, many
community banks, including one in my district, have stopped offering these mortgages. Is the
Federal Reserve reviewing this policy and how it affects community banks? Do you foresee the
Federal Reserve exempting community banks from this regulation in the near future?

2. I hear stories from community bankers in my district about overzealous regulators going so far
as to demand changes on individual $8,000 car loans. Do you believe that some of this over
regulation could hinder our economic recovery more than help it? Will increased regulations in
the financial reform legislation in Congress decrease the availability of credit to consumers,
especially from small banks?

3. During the hearing, you stated that some banks are taking second looks at loan applications to
ensure consumers get the credit they deserve. In discussion with small bankers in my district, I
have learned that many community banks are taking second, third and fourth looks. While it is
good that they are reviewing these applications, it is slowing down access to credit. The fact is
that many of these banks are afraid to lend money. What is the Federal Reserve doing to give
community banks more confidence in lending and free up credit for consumers?
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Questions for The Honorable Louise Roseman, Director, Division of Reserve Bank

Operations and Payment Systems, Board of Governors of the Federal Reserve System,
from Chairman Melvin L. Watt:

1 (a) Please describe the formal and informal working relationship between the U.S. Mint,
Bureau of Engraving and Printing, Federal Reserve, and the United States Secret Service
regarding U.S. coins and currency.

Maintaining confidence in and the integrity of U.S. currency are shared responsibilities of the
Federal Reserve, the Treasury Department and its Bureau of Engraving and Printing (BEP), and
the United States Secret Service (USSS). The Board of Governors of the Federal Reserve
System (the Board) is the issuing authority for U.S. currency. The Secretary of the Treasury has
sole authority for the design of U.S. currency, and the BEP is the government’s printer of
security documents (primarily Federal Reserve notes). The United States Secret Service,
formerly an agency of the Department of the Treasury, has responsibility for investigating
counterfeit activity.

Almost 30 years ago, the Secretary of the Treasury and the Chairman of the Board chartered the
Advanced Counterfeit Deterrence (ACD) Steering Committee, consisting of senior
representatives of the Treasury, the BEP, the Federal Reserve, and the USSS to establish policy
for the U.S. currency program and for making design recommendations to the Secretary of the
Treasury. The ACD Steering Committee meets regularly to discuss trends in currency usage and
counterfeit activity, as well as topics of mutual interest, such as threats to U.S. currency,
developments in new security features and new currency designs, and the public education
program for new currency designs.

The ACD Steering Committee 1s supported by policy and technical specialists within the Federal
Reserve, the BEP, and the USSS through the Interagency Currency Design Committee and its
Technical Working Group. These groups generally meet at least monthly.

In addition, the Board is a member of a consortium of central banks known as the Central Bank
Counterfeit Deterrence Group (CBCDG), which seeks international solutions to common
counterfeiting threats such as opportunistic counterfeiting. The BEP and the USSS provide
technical staff to support the work of the CBCDG.

The Federal Reserve, the BEP, and the USSS also work together on the Reprographic Research
Center (RRC) and the Central Bank Cash Machine Group (CBCMG). The RRC is a central bank
center for the member countries to conduct adversarial analysis on new currency designs and to
determine the robustness of proposed security features. In addition to the Board, the BEP and
USSS also participate in counterfeit deterrence activities at the center.

The CBCMG provides a forum for technical experts and program managers from the Board, the
Reserve Banks’ Currency Technology Office, the BEP, and the USSS, together with their
counterparts in other countries, to form cooperative relationships with the manufacturers of
equipment that accepts and dispenses currency. The CBCMG enables us to better understand
how these manufacturers use characteristics of banknotes to authenticate U.S. currency. The
work of the CBCMG will also help ensure that currency functions smoothly for all types of
transactions, including person-to-machine transactions, as we change currency designs.
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Informally, the Board regularly collaborates with the Treasury Department, the BEP, and the

USSS on a broad range of currency-related topics that are of common concern to the three
agencies.

The Federal Reserve also collaborates with the United States Mint; however, our role is different
in that the Mint is the issuing authority for coin. The Reserve Banks’ national Cash Product
Office (CPO) works closely with the United States Mint to discuss, for example, monthly coin
orders, annual projections, and planning for new coin releases. In addition, the CPO, Mint, and
Board staffs participate on a working group that meets monthly to discuss issues that are relevant
to each entity. Senior staff from the Board and the U.S. Mint meet quarterly to discuss topical
issues and to reach mutual understanding of factors that affect the coin business.

1 (b) How do the agencies collectively report to Congress?

The Federal Reserve Board provides coin and currency information to the Congress in its Annual
Report and 1ts Annual Report: Budget Review, and provides more-detailed information
regarding the Presidential $1 Coin Program in a separate annual report, as required by the
Presidential $1 Coin Act of 2005." The agencies, however, do not collectively report to
Congress. ’

In the past, the agencies have reported collectively in special cases about specific topics that the
Congress has asked about. For example, the Treasury Department provided a triennial report to
the Congress on work conducted by all three agencies as part of the International Currency
Awareness Program (ICAP), pursuant to the Antiterrorism and Effective Death Penalty Act of
1996 (PL 104-132).% The final report was delivered to Congress in 2006. At the time the
Congress imposed this requirement, there were few formal channels from which the U.S.
government could obtain reliable data about the use and counterfeiting of U.S. currency abroad.
In more recent years, however, we have developed much more robust information channels.
These channels include the global wholesale banknote dealers (commercial banks) in Europe and
Asia that distribute new banknotes to and repatriate old-design and unfit banknotes from
customers around the world, under contract with the Federal Reserve. These dealers provide
market intelligence on the use of U.S. currency and assist law enforcement with its investigations
of counterfeit activity. In addition, we understand that law enforcement has developed effective
relationships and ongoing communications with law enforcement entities around the world,
largely through the contacts made during the earlier ICAP visits. In addition, through its

! See 2009 Annual Report of the Board of Governors of the Federal Reserve System, pages 176-177,
http://www.federalreserve.gov/boarddocs/rptcongress/annual09/pdf/ AR09.pdf;

Annual Report: Budget Review, pages 23-25,

http://www federalreserve.gov/boarddocs/rptcongress/budgetrev10/ar_br10.pdf;

Annual Report to the Congress on the Presidential $1 Coin Program,

http://www federalreserve.cov/BoardDocs/RptCongress/dollarcoin/20 1 0/dollarcoin2010.pdf.

2The Use and Counterfeiting of United States Currency Abroad, January 2000, March 2003, September 2006;
http://www.ustreas.gov/press/releases/reports/counterfhp154.pdf;
http://www.ustreas.gov/press/releases/reports/2003.pdf:
http.//www.ustreas.gov/press/releases/reports/the%20use%2 0and%20counterfeiting%200f%20u.5.%20currency %20
abroad%20%20part%203%20september2006.pdf




USDollars website, the USSS collects real-time information on suspect counterfeit activity
around the world.”

1 (c) Are there changes needed in the formal reporting structure to ensure that Congress is
properly informed about any issues arising regarding U.S. coins and currency?

No. The Board will continue to inform Congress about issues regarding U.S. coins and currency
through its normal reporting channels (identified in question 1(b)).

Issues Relating to the Presidential $1 Coin Program

You had asked at the July 20™ hearing for recommendations for how Congress could save
taxpayer funds, particularly with respect to requirements related to coins.

We believe that both the Federal Reserve and the United States Mint have taken appropriate and
reasonable steps to remove barriers to the improved circulation of $1 coins. Along with the
Mint, we have conducted regular outreach with the banking industry, armored carriers, retailers,
and federal entities to educate them about the Presidential $1 Coin Program and to gather
feedback about obstacles to $1 coin circulation. We have used the information we learned from
that outreach to make changes to some of our distribution practices. For example, we distributed
each new design in advance of the release date so that the coins were available throughout the
distribution network on the public release date, we distributed the new coins in rolls as well as
bags, and we ensured that the new coins were distributed in unmixed quantities to avoid
commingling of $1 coin designs. We also informed all federal entities of the Presidential $1
Coin Act requirement that they accept and dispense $1 coins. Despite these efforts, the public
has not embraced the use of $1 coins for routine transactions. We, therefore, offer the following
recommendations for legislative action:

e Remove the requirement that the Federal Reserve make unmixed supplies of each
new Presidential $1 coin design available for an introductory period. The Reserve
Banks now hold more than one billion $1 coins, and we project that they could hold more
than $2 billion in $1 coins by the time the Presidential $1 Coin Program is expected to
end. This inventory growth is due, in large part, to the legislative requirement that the
Reserve Banks make each new presidential design available to their customers for an
introductory period. We have no such requirement for any other coin. Therefore, absent
a legislative change, the Federal Reserve must continue to order each new presidential
design from the Mint even though 1t already has more-than-ample inventories to meet
demand.

o Eliminate the requirement that the Mint and the Board submit annual reports to
the Congress on the Presidential $1 Coin Program. The primary circulation obstacle
for $1 coins is the same as it was before the Presidential $§1 Coin Program: The public
generally prefers to use $1 notes. We would recommend that the report be eliminated.

3 USDollars URL address is: https://www ] usdollars.usss.gov/usd/dollarbills nsf/Home?opennavigator.
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QUESTIONS FOR THE RECORD FROM CHAIRMAN MELVIN L. WATT

The Financial Services Committee, Subcommittee on Domestic Monetary Policy
and Technology appreciates your participation in the hearing entitled, “The State
of U.S. Coins and Currency” on July 20, 2010. Please provide written responses
to these questions for the record within 30 days of receipt.

Federal Reserve — Ms. Louise Roseman

1. Please describe the formal and informal working relationship between the
- U.S. Mint, Bureau of Engraving and Printing, Federal Reserve and U.S.
Secret Service regarding U.S. coins and currency. How do the agencies
collectively report to Congress? Are there changes needed in the formal
reporting structure to ensure that Congress is properly informed about
‘any issues arising regarding U.S. coins and currency?
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December 7, 2011

Mr. Scott Alvarez
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Dear Mr. Alvarez:

As the Chairman of the Subcommiittee on Housing, Transportation and Community Development
of the Senate Committee on Banking, Housing and Urban Affairs, I am writing to confirm that you will
participate in a modified capacity before the Subcommittee at our hearing entitled: “Helping Homeowners
Harmed by Foreclosures: Ensuring Accountability and Transparency in Foreclosure Reviews.” The
hearing is scheduled for Tuesday, December 13", 2011, at 2:30 pm in the Senate Banking Committee
Hearing Room, Room 538 of the Dirksen Senate Office Building.

The Subcommittee requests that the Federal Reserve confirms its participation for the hearing: the
Federal Reserve will submit testimony specifically addressing the Consent Orders that were reached by
the Federal Reserve last spring with the major mortgage servicers and the foreclosure reviews that will
result from them. Specifically, we ask you to discuss efforts to enhance transparency, accountability, and
consistency in these foreclosure review efforts; the action plans and their ongoing implementation and
enforcement including both benefits they will provide to homeowners and servicers and any areas of
concern associated with them; an update on the engagement letters; the borrower outreach program; and
the ongoing effects on homeowners and servicers stemming from the foreclosure crisis. Additionally,
while the Federal Reserve will not have a witness present at the hearing, it will fully answer any
Questions for the Record that are submitted by participating Senators.

For purposes of the Committee Record and printing, you must provide a written statement in both
electronic and printed form by no later than noon on Monday, December 12™. The electronic form of
your written statement should be sent by e-mail to michael passante@menendez.senate.gov and
dawn_ratiiffi@banking.senate.gov, or on a CNDRW in WordPerfect (or other comparable program) format,
double spaced. Additionally, two original copies of the statement must be included for the printers, along
with 73 copies for the use of Committee members and staff. Those copies should be delivered to the
Committee office at Dirksen Senate Office Building Room 534. Your oral statement, which may be
shorter than your written statement, should be approximately five minutes in duration and does not need
to be submitted to the Committee. Your full statement will be part of the hearing record.

If you have any questions regarding this hearing, please contact Michael Passante at (202) 224-

3551.

»
United States Senaté.e
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April 18,2011

The Honorable Bill Nelson
United States Senate
Washington, D.C. 20510
Dear Senator:

Enclosed are my responses to the written questions you submitted following the
January 7, 2011, hearing before the Senate Budget 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.

Sincerely,

/) —
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Senator Nelson:

1. The Federal Reserve Board of Governors and the Federal Open Market Committee are
mandated by the Congress to use their authority over monetary policy to promote the goals
of maximum employment, stable prices, and moderate long-term interest rates. Some
influential Members of Congress have recently indicated their desire to change the Federal
Reserve’s statutory objective to focus solely on maintaining stable prices. In your view,
what is the appropriate mandate for the Federal Reserve?

Since 1978, the Federal Reserve’s statutory mandate for monetary policy has been to promote
maximum employment, stable prices, and moderate long-term interest rates. Achieving the first
two of these objectives would be expected to lead to success on the third as well, so this mandate
is often referred to as the "dual mandate." 1 believe that this mandate is appropriate, and the
Federal Reserve is not seeking a change to its statutory mandate. Of course, we would honor any
change that the Congress made. However, it is worth noting that a flexible inflation objective of
the sort that is common around the world would not necessarily have led to policy decisions that
differed appreciably from those that we made in recent quarters. For example, our decision last
fall to provide additional accommodation through further purchases of longer-term Treasury
securities reflected the Committee’s judgment that unemployment was above and inflation
somewhat below the levels that it thought were consistent with its dual mandate. A central bank
that had only a price stability objective might well have looked at the low and declining level of
inflation and judged that additional policy accommodation was appropriate to return inflation to
target and to limit the risk of deflation. Moreover, with considerable slack in resource markets,
such policymakers would likely have seen considerable scope for policy easing without running
the risk of inflation rising above their objective.

2. Going forward, assuming Congress has the opportunity to revisit and amend the Dodd-
Frank Wall Street Reform and Consumer Protection Act, what improvements, if any,
would you like to see?

The Board has made considerable progress in carrying out its assigned responsibilities under the
Act. As we continue to work through our rulemaking and other implementation projects, we will
communicate challenges, including technical or substantive errors we encounter in the
legislation, to you in response to this inquiry.

3. What are the key criteria you will use to determine whether the $600 billion asset
purchase program announced in November has been a success? Alternatively, what
indicators would suggest to you that the program has been a failure?

Although large-scale purchases of longer-term securities are a different monetary policy tool
than the more familiar approach of targeting the federal funds rate, the two types of policies
affect the economy in similar ways. Conventional monetary policy easing works by reducing
short-term interest rates and also by lowering market expectations for the future path of
short-term interest rates, which in turn reduces the current level of longer-term interest rates and
contributes to an easing in broader financial conditions. These changes not only reduce
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businesses’ and households’ borrowing costs, they also lower the rates at which investors
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher
asset prices, in turn, bolster household and business spending and thus support an increase in
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities
have not affected very short-term interest rates, which remain close to zero, but instead have put
downward pressure directly on longer-term interest rates. By easing conditions in credit and
financial markets, these actions encourage spending by households and businesses through
essentially the same channels as conventional monetary policy, thereby bolstering the economic
recovery.

A wide range of market indicators supports the view that the Federal Reserve’s securities
purchases have been effective at easing financial conditions. For example, since August, when
we announced our policy of reinvesting maturing securities and signaled that we were
considering more purchases, equity prices have risen significantly, volatility in the equity market
has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to
10-year Treasury securities initially declined markedly as markets priced in prospective Fed
purchases; these yields subsequently rose as investors became more optimistic about economic
growth and as traders scaled back their expectations of future securities purchases. All of these
developments are what one would expect to see when monetary policy becomes more
accommodative, whether through conventional or less conventional means. Moreover, these
developments are remarkably similar to those that occurred during the earlier episode of asset
purchases, notably in the months following our March 2009 announcement of a significant
expansion in our securities holdings. The fact that financial markets responded in very similar
ways to each of these policy actions supports the conclusion that these actions had the expected
effects on markets and are thereby providing significant support to job creation and the economy.

Some have expressed concern that the Federal Reserve’s asset purchase program would lead to a
sizable increase in expected inflation rather than to a stronger recovery, or that it would set the
stage for future financial instability by encouraging potential borrowers to employ excessive
leverage to take advantage of low financing costs and by leading investors to demand too little
compensation for bearing risks as they seek to enhance rates of return in an environment of very
low yields. We take these concerns seriously. My colleagues and I have said that we will review
the asset purchase program regularly in light of incoming information--including information on
the economic outlook, the efficacy of the program, and any unintended consequences that might
arise--and will adjust it as needed to promote maximum employment and stable prices. The
Federal Reserve is carefully monitoring economic and financial indicators for signs that expected
inflation is heating up and for potential threats to financial stability.
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Questions for the Record
from Senator Bill Nelson
for Federal Reserve Chairman Ben S. Bernanke
Hearing on the U.S. Economic Outlook
January 7, 2011
Senate Budget Committee

Question #1:

The Federal Reserve Board of Governors and the Federal Open Market Committee are
mandated by the Congress to use their authority over monetary policy to promote the

goals of maximum employment, stable prices, and moderate long-term interest rates.

Some influential Members of Congress have recently indicated their desire to change the
Federal Reserve’s statutory objective to focus solely on maintaining stable prices. In

your view, what is the appropriate mandate for the Federal Reserve?

Question #2:

Going forward, assuming Congress has the opportunity to revisit and amend the Dodd-
Frank Wall Street Reform and Consumer Protection Act, what improvements, if any,
would you like to see?

Question #3;

What are the key criteria you will use to determine whether the $600 billion asset
purchase program announced in November has been a success? Alternatively, what
indicators would suggest to you that the program has been a failure?
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Dear Senator:

Enclosed are my responses to the written questions you submitted following the
January 7, 2011, hearing before the Senate Budget 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.

Sincerely,
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Senator Grassley:

1. What evidence do we have that the Treasury securities purchase program is having the
intended effect?

From December 2008 through March 2010, the FOMC purchased about $1.7 trillion in longer-
term Treasury, agency debt, and agency mortgage-backed securities. In August 2010, we began
reinvesting the proceeds from all securities that matured or were redeemed in longer-term
Treasury securities, so as to keep the size of our securities holdings roughly constant. Around
the same time, we began to signal to financial markets that we were considering providing
additional monetary policy accommodation by conducting further asset purchases. And in early
November, we announced a plan to purchase an additional $600 billion in longer-term Treasury
securities by the middle of this year.

Although large-scale purchases of longer-term securities are a different monetary policy tool
than the more familiar approach of targeting the federal funds rate, the two types of policies
affect the economy in similar ways. Conventional monetary policy easing works by reducing
short-term interest rates and also by lowering market expectations for the future path of short-
term interest rates, which, in turn, reduces the current level of longer-term interest rates and
contributes to an easing in broader financial conditions. These changes not only reduce
businesses’ and households’ borrowing costs, they also lower the rates at which investors
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher
asset prices, in turn, bolster household and business spending and thus support an increase in
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities
have not affected very short-term interest rates, which remain close to zero, but instead have put
downward pressure directly on longer-term interest rates. By easing conditions in credit and
financial markets, these actions encourage spending by households and businesses through
essentially the same channels as conventional monetary policy, thereby bolstering the economic
recovery.

A wide range of market indicators supports the view that the Federal Reserve’s securities
purchases have been effective at easing financial conditions. For example, since August, when
we announced our policy of reinvesting maturing securities and signaled that we were
considering more purchases, equity prices have risen significantly, volatility in the equity market
has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to
10-year Treasury securities initially declined markedly as markets priced in prospective Fed
purchases; these yields subsequently rose as investors became more optimistic about economic
growth and as traders scaled back their expectations of future securities purchases. All of these
developments are what one would expect to see when monetary policy becomes more
accommodative, whether through conventional or less conventional means. Moreover, these
developments are remarkably similar to those that occurred during the earlier episode of asset
purchases, notably in the months following our March 2009 announcement of a significant
expansion in our securities holdings. The fact that financial markets responded in very similar
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ways to each of these policy actions supports the conclusion that these actions had the expected
effects on markets and are thereby providing significant support to job creation and the economy.

2. The Treasury purchase program has led to some devaluation of the dollar and rise in
commodity prices. How confident are you that Fed will act quickly enough to unwind asset
purchases and prevent significant increases in inflation? If the economy is slowly gaining
momentum, as recent data suggest, is the Fed considering ending or reversing Treasury
purchases before June 2011?

We have seen significant increases in many commodity prices as well as some depreciation of
the dollar in recent months. However, the increase in commodity prices has largely resulted
from rapid growth in demand from fast-growing emerging market economies coupled, in some
cases, with constraints on supply. The changes in the foreign exchange value of the dollar over
this period appear to have reflected developments both in the United States and abroad.

Despite these recent moves in commodity prices and the dollar, overall inflation remains quite
low in the United States: Over the 12 months ending in December, the price index for personal
consumption expenditures (a measure of prices for all the goods and services purchased by
households) increased by only 1.2 percent, down from 2.4 percent over the prior 12 months. To
assess underlying trends in inflation, economists also follow several alternative measures of
inflation; one such measure is core inflation, which excludes the more volatile food and energy
components and therefore can be a better predictor of where overall inflation is headed. Core
inflation was only 0.7 percent in 2010, compared with around 2-1/2 percent in 2007, the year
before the recession began. The downward trend in price inflation is not surprising, given the
substantial slack in the economy. Moreover, longer-run inflation expectations have remained
stable; for example, the rate of inflation that households expect over the next 5 to 10 years, as
measured by the Thompson Reuters/University of Michigan Surveys of Consumers, has
remained in a narrow range over the past few years. With levels of resource utilization likely to
increase only gradually, and with longer-run inflation expectations stable, FOMC participants
project that inflation will remain subdued for some time.

Nonetheless, my colleagues and I recognize that the FOMC must withdraw monetary stimulus
once the recovery has taken hold and the economy is improving at a healthy pace. As your
question suggests, the timing of that step will depend in part on the contours of the economic
recovery this year. Importantly, the Committee remains unwaveringly committed to price
stability and does not seek inflation above the level of 2 percent or a bit less that most FOMC
participants see as consistent with our mandate to promote maximum employment and stable
prices.

My colleagues and I have said that we will review the asset purchase program regularly in light
of incoming information--including information on the economic outlook, the efficacy of the
program, and any unintended consequences that might arise--and will adjust it as needed to
promote maximum employment and stable prices. In particular, it bears emphasizing that we
have the necessary tools to smoothly and effectively exit from the current accommodative stance
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of monetary policy at the appropriate time. Our ability to pay interest on reserve balances held at
the Federal Reserve Banks will allow us to put upward pressure on short-term market interest
rates and thus to tighten monetary policy when required, even if bank reserves remain high. We
have developed additional tools that will allow us to drain or immobilize bank reserves as needed
to facilitate the smooth withdrawal of policy accommodation. If needed, we could also tighten
policy by redeeming or selling securities.

3. The Treasury purchase program includes purchasing assets with long durations. If
interest rates rise, the long-dated assets will have declined in value. How does the Federal
Reserve plan to handle the interest rate risk associated with owning long-duration assets?
How will the Federal Reserve manage the losses?

Currently, the Federal Reserve’s System Open Market Account (SOMA) portfolio is in a modest
overall unrealized gain position of about $70 billion. Through time however, if interest rates rise
and the market value of the securities in the portfolio decline, the portfolio could have unrealized
losses. The Federal Reserve does not realize losses on its portfolio unless a security is sold. As
a result, even if the securities in the SOMA portfolio were to decline in value, there would be no
implication for Federal Reserve earnings if the assets were not sold. Moreover, we currently
expect that realized losses on any potential sales of securities will be far more than offset by the
substantial interest income that the Federal Reserve earns, and is expected to continue to eamn, on
the SOMA portfolio.

Federal Reserve accounting rules call for net income to be remitted to Treasury, after setting
aside funds to cover operations, to pay dividends to member banks, and to reserve funds to
equate surplus capital to paid-in capital. Under most scenarios, given the Federal Reserve’s low
interest expense, we will continue to remit significant earnings to the Treasury. Indeed, over the
past two years we have remitted to the Treasury about $125 billion.

However, if interest rates were to rise more than is implied by current market rates, or if the
Federal Reserve were to sell assets relatively rapidly, realized losses would be higher than
expected, reducing the Federal Reserve’s net income. Under some particularly adverse
scenarios, asset sales could lead to realized losses that exceed net interest income, and as a result,
Federal Reserve remittances to the Treasury could fall to zero for a time. To appropriately assess
the cost of the asset-purchase program, however, it is important to compare any potential losses
in the future with the high level of remittances we have seen in the early years of the program.

In addition, to the extent that the policy is successful in stimulating economic growth, the
Treasury should receive increased tax revenues resulting from the stronger economy.
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Question #1

In November 2010, the FOMC announced its intention te purchase 5600 billion in Treasury securities by

the end of June 2011. This purchase program by the FOMC is intended to provide price stability by

pushing down yields on bonds and ultimately maintain low interest rates. However, in recent months, Mtﬂ(
long-term Treasury yields have actually risen, and stand above 3 percent today. In light of this, what

evidence do you have that the Treasury purchase program is having the intended resuit?

Question #2

The Treasury purchase program was meant to stimulate the economy primarily by lowering interest
rates on securities of longer maturities. This action has led to a devaluation of the dollar somewhat, and
may be causing an increase in oil, food and other commodity prices.

How confident are you that the Federal Reserve will act quickly enough to unwind this pdsition and m%
prevent significant increases in inflation? If the economy is slowly gaining momentum, as recent data
suggests, is the Federal Reserve considering ending or reversing the purchase plan prior to June 20117

Question #3

The Treasury purchase program includes purchasing assets with long durations, If interest rates rise, the
long-dated assets will have declined in value, How does the Federal Reserve plan to handle the interest
rate risk associated with owning long-duration assets? How will the Federal Reserve manage the losses?
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Please let me know if I can be of further assistance.

Sincerely,

L

Enclosure



Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Senator Stabenow:

1. When derivatives legislation was initially implemented, Chairman Dodd and Lincoln
clearly stated in a June 30, 2010 letter that the Act “does not authorize the regulators to
impose margin on end users.” Chairmen Peterson and Frank also unequivocally stated
that their intentions were the same. Chairman Peterson noted, “[W]e have given the
regulators no authority to impose margin on anyone who is not a swap dealer or a major
swap participant,” while Chairman Frank responded that, “[T]he gentleman is absolutely
right. We do differentiate between end users and others.” In response to questions offered
at a recent hearing, you indicated that end-users do not contribute to systemic risk when
you said, “The Board does not believe that end-users other than major swap participants
pose the systemic risk that the legislation is intended to address.”

o In spite of these clear statements of Congressional intent, do you believe that
legislation either requires or at a minimum gives regulators the authority to require
swap dealers to collect margin from its non-major swap participant end-user
counterparties?

¢ A number of organizations have estimated the economy-wide effects of collateral
requirements could total hundreds of billions, or even in excess of a trillion dollars.
Has the Board conducted its own analysis of the impact of collateral-intensive
provisions of the Act?

¢ If the Board believes it is either required to or has authority to impose such a
requirement, does the Board believe such a requirement is critical for the mitigation
of systemic risk and that the risk-reducing benefits of such a requirement outweigh
the economic costs?

 Since non-systemically significant end users have not been associated with systemic
risk concerns, is the Board concerned that requiring entities that are not swap
dealers or major swap participants to post margin could reduce prudent risk
management, harm economic growth or create other unintended consequences?

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 764 of the Act from
the margin requirements for a swap dealer or major swap participants (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
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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. The Board
and the other prudential regulators are working to estimate the costs of margin requirements in
order to inform the interagency rule-making process.

As you noted, the Board expressed its view in a prior hearing that end users, other than MSPs, do
not pose systemic risk. The Board has long been of the view that derivatives are valuable tools
for the management of risk, and it is committed to working with the Congress and other
regulators to ensure that the benefits and costs from the use of these instruments are
appropriately balanced, both for end users and for other market participants.

2. Does the Board believe that imposing margin on a swap dealer, when that dealer
transacts with an end user that is not a major swap participant, is a critical policy tool for
containing systemic risk or does it believe that other policy tools in the Act — including
central clearing between financial entities, capital requirements applicable to swap dealers
and major swap participants, and margin requirements applicable when swap dealers and
major swap participants trade with each other — are sufficient for containing systemic
risks?

The Act creates a comprehensive regulatory system governing the derivatives trading activities
of swap dealers and major swap participants. Central clearing, which is required for certain
swap transactions, provides another tool for mitigating counterparty credit risk. Another
important tool is the creation of trade repositories which will support regulatory oversight and
policymaking through provision of more comprehensive data on the derivatives market. These
statutory requirements form the core of reform efforts designed to reduce the likelihood of OTC
derivatives transmitting shocks through the financial system.

3. The CFTC will release its proposed rule on margin for trades with non-bank swap
dealers in the next couple of weeks. Given the significant uncertainty that this issue creates
for businesses, do you anticipate that the Federal Reserve and other prudential regulators
will release its proposed rule on margin for trades with bank swap dealers soon? Can you
provide any indication of timing?

The Board and other prudential regulators are jointly developing a rule on margin for swaps
involving swap dealers and major swap participants that are banks. The timing is somewhat
uncertain because of the need for all the prudential regulators to concur on the language, but we
are striving to seek public comment in the near future and to adopt final rules by July of this
year. The prudential regulators have begun a consultation process on these rules with the CFTC
and the SEC and plan to continue that process as the rules are developed.
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Question #1:

When derivatives legislation was initially implemented, Chairmen Dodd and Lincoln clearly
stated in a June 30, 2010 letter that the Act “does not authorize the regulators to impose margi
on end users.” Chairmen Peterson and Frank also unequivocally stated that their intentions wdre
the same. Chairman Peterson noted, “[W]e have given the regulators no authority to impose
margin on anyone who is not a swap dealer or a major swap participant,” while Chairman Frank
responded that, “[T]he gentleman is absolutely right. We do differentiate between end users and
others.” In response to questions offered at a recent hearing, you indicated that end-users do no
contribute to systemic risk when you said, “The Board does not believe that end-users other th
major swap participants pose the systemic risk that the legislation is intended to address.”

¢ In spite of these clear statements of Congressional intent, do you believe that legislation
either requires or at a minimum gives regulators the authority to require swap dealers t
collect margin from its non-major swap participant end-user counterparties?

¢ A number of organizations have estimated the economy-wide effects of collateral
requirements could total hundreds of billions, or even in excess of a trillion dollars.
Has the Board conducted its own analysis of the impact of collateral-intensive
provisions in the Act?

o [f the Board believes it is either required to or has authority to impose such a
requirement, does the Board believe such a requirement is critical for the mitigation of
systemic risk and that the risk-reducing benefits of such a requirement outweigh the
economic costs?

+ Since non-systemically significant end users have not been associated with systemic
risk concerns, is the Board concerned that requiring entities that are not swap dealers o
major swap participants to post margin could reduce prudent risk management, harm
economic growth or create other unintended consequences?

Question #2;

Does the Board believe that imposing margin on a swap dealer, when that dealer transacts with
an end user that is not a major swap participant, is a critical policy tool for containing systemic
risk or does it believe that other policy tools in the Act — including central clearing between
financial entities, capital requirements applicable to swap dealers and major swap participants,
and margin requirements applicable when swap dealers and major swap participants trade with
each other — are sufficient for containing systemic risks?



Question #3:

The CFTC will release its proposed rule on margin for trades with non-bank swap dealers in the
next couple of weeks. Given the significant uncertainty that this issue creates for businesses, do
you anticipate that the Federal Reserve and other prudential regulators will release its proposed

rule on margin for trades with bank swap dealers soon? Can you provide any indication of
timing?
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Senator Cornyn:

Chairman Bernanke, I have a number of questions regarding the Federal Reserve’s $600
billion bond-purchase program, known as quantitative easing, or QE2, announced this past
November.

At the time QE2 was announced, some argued against it, saying it would only add to excess
reserves in the banking system and those reserves already amounted to about $1 trillion.
Supporters of QE2 said the policy would help the economy by reducing long-term interest
rates. But now long-term Treasury yields are significantly higher than they were at the
time QE2 was announced. Mortgage rates are also noticeably higher.

1. WhatI am wondering is what are the objective criteria by which we can judge the
effectiveness of QE2 and whether the program is helping the economy, or whether the
economy is improving on its own without any assistance from QE2?

From December 2008 through March 2010, the Federal Open Market Committee (FOMC)
purchased about $1.7 trillion in longer-term Treasury, agency, and agency mortgage-backed
securities. In August 2010, we began reinvesting the proceeds from all securities that matured or
were redeemed in longer-term Treasury securities, so as to keep the size of our securities
holdings roughly constant. Around the same time, we began to signal to financial markets that
we were considering providing additional monetary policy accommodation by conducting further
asset purchases. And in early November, we announced a plan to purchase an additional $600
billion in longer-term Treasury securities by the middle of this year.

Although large-scale purchases of longer-term securities are a different monetary policy tool
than the more familiar approach of targeting the federal funds rate, the two types of policies
affect the economy in similar ways. Conventional monetary policy easing works by reducing
short-term interest rates and also by lowering market expectations for the future path of short-
term interest rates, which, in turn, reduces the current level of longer-term interest rates and
contributes to an easing in broader financial conditions. These changes not only reduce
businesses’ and households’ borrowing costs, they also lower the rates at which investors
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher
asset prices, in turn, bolster household and business spending and thus support and increase in
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities
have not affected very short-term interest rates, which remain close to zero, but instead have put
downward pressure directly on longer-term interest rates. By easing conditions in credit and
financial markets, these actions encourage spending by households and businesses through
essentially the same channels as conventional monetary policy, thereby bolstering the economic
recovery.

A wide range of market indicators supports the view that the Federal Reserve’s securities
purchases have been effective at easing financial conditions. For example, since August, when
we announced our policy of reinvesting maturing securities and signaled that we were
considering more purchases, equity prices have risen significantly, volatility in the equity market
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has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to
10-year Treasury securities initially declined markedly as markets priced in prospective Fed
purchases; these yields subsequently rose as investors became more optimistic about economic
growth and as traders scaled back their expectations of future securities purchases. All of these
developments are what one would expect to see when monetary policy becomes more
accommodative, whether through conventional or less conventional means. Moreover, these
developments are remarkably similar to those that occurred during the earlier episode of asset
purchases, notably in the months following our March 2009 announcement of a significant
expansion in our securities holdings. The fact that financial markets responded in very similar
ways to each of these policy actions supports the conclusion that these actions had the expected
effects on markets and are thereby providing needed support to job creation and the economy.

2. When will the Federal Reserve make a determination that QE2 is working?

As noted in my response to question 1, we believe that our asset purchases are having a positive
effect on financial conditions, and so are providing support for the recovery and helping to move
inflation, over time, back to levels consistent with our mandate of maximum employment and
stable prices.

3. Is it your intention to make this an open-ended program?

My colleagues and I have said that we will complete purchases of $600 billion of longer-term
Treasury securities by the end of the second quarter, consistent with the intended asset purchase
program we announced in November of 2010. We have also said that we will regularly review
the size and composition of the Federal Reserve's securities holdings in light of incoming
information and that we are prepared to adjust those holdings as needed to best foster maximum
employment and price stability.

4. Once the Federal Reserve decides to wind down QE2 and reduce its multi-billion dollar
bond portfolio, how long will it take to do so?

Once the recovery is sufficiently strong, the FOMC will need to consider withdrawing policy
accommodation in order to avoid the risk of a buildup of inflation pressures. The Federal
Reserve has the necessary tools to smoothly and effectively exit from the current extraordinary
degree of accommodation at the appropriate time. Our ability to pay interest on reserve balances
held at the Federal Reserve Banks will allow us to put upward pressure on short-term market
interest rates and thus to tighten monetary policy when required, even if bank reserves remain
high. We have developed additional tools that will allow us to drain or immobilize bank reserves
as needed to facilitate the smooth withdrawal of policy accommodation. If needed, we could
also tighten policy by redeeming or selling securities.

The FOMC intends to normalize the size and composition of the Federal Reserve’s balance sheet
over time. However, this adjustment should be conducted in a manner that is consistent with the
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achievement of the FOMC’s objectives of maximum employment and price stability. In order to
minimize market disruptions, sales of securities from the portfolio should be implemented in
accordance with a framework communicated in advance and be conducted at a gradual pace that
potentially could be adjusted in response to changes in economic and financial conditions. The
actual timing and pace of sales will, therefore, depend on economic developments and the
FOMC’s assessment of the outlook.

In a response to a question I asked during the hearing, you stated that the Federal Reserve
has a “very limited authority” to purchase state and local municipal debt.

5. Could you please provide a reference point in the statute that provides the Federal
Reserve authority to purchase state and local debt?

Section 14(b)(1) of the Federal Reserve Act (12 U.S.C. § 355) authorizes Federal Reserve Banks,
upon the direction of the FOMC, to purchase bills, notes, revenue bonds, and warrants with a
maturity from date of purchase of not exceeding six months, issued in anticipation of the
collection of taxes or in anticipation of the receipt of assured revenues by any state, county,
district, political subdivision, or municipality. The last purchases of municipal bonds by Federal
Reserve Banks under the authority of Section 14(b)(1) occurred in 1933.

6. Could you please explain the limitations, aside from those you mentioned from the
Dodd-Frank Wall Street [Reform and Consumer Protection] Act (P.L. 111-203), that are
imposed on the Federal Reserve’s authority to purchase state and local municipal debt?

As set forth in the Response to (5) above, the Federal Reserve may only purchase municipal
obligations that (A) have a maturity from date of purchase not exceeding six months; and that
(B) are issued in anticipation of the collection of taxes or receipt of assured revenues. It is
estimated that a very small percentage of municipal bonds currently outstanding would fall
within the statutory limitations of Section 14(b)(1).

7. Does the Federal Reserve’s charter place any limits on the maturity or amount of state
and local municipal bonds that may be purchased?

As set forth in the Response to (5) above, the Federal Reserve’s authority to purchase municipal
securities is limited to those with a maturity from date of purchase of not exceeding six months.
There is no statutory limit upon the amount of state and local municipal bonds that may be
purchased.
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Questions #1-#4

Chairman Bernanke, | have a number of questions regarding the Federal Reserve’s $600 billion
bond-purchase program, known as quantitative easing, or QE2, announced this past
November.

At the time QE2 was announced, some argued against it, saying it would only add to excess
reserves in the banking system and those reserves already amounted to about $1 trillion.
Supporters of QE2 said the policy would help the economy by reducing long-term interest
rates. But now long-term Treasury vields are significantly higher than they were at the time
QE2 was announced. Mortgage rates are also noticeably higher.

(1) What | am wondering is what are the objective criteria by which we can judge the
effectiveness of QE2 and whether the program is helping the economy, or whether the
economy is improving on its own without any assistance from QE2?

(2) When will the Federal Reserve make a determination that QE2 is working?

(3) Is it your intention to make this an open-ended program? WVL

(4) Once the Federal Reserve decides to wind down QE2 and reduce its multi-billion dollar
bond portfolio, how long will it take to do so?

Questions #5-#7

In a response to a question | asked during the hearing, you stated that the Federal Reserve has
a “very limited authority” to purchase state and local municipal debt,

(5) Could you please provide a reference point in the statute that provides the Federal
Reserve authority to purchase state and local municipal debt?

(6) Could you please explain the limitations, aside from the those you mentioned from the
Dodd-Franks Wall Street Act (P.L. 111-203), that are imposed on the Federal Reserve’s
authority to purchase state and local municipal debt?

(7N Does the Federal Reserve’s charter place any limits on the maturity or amount of state
and local municipal bonds that may be purchased?

/l
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Questions for Kevin M. Bertsch, Associate Director, Division of Banking Supervision and

Regulation, Board of Governors of the Federal Reserve System, from Representative
Westmoreland:

1. The regulators are under a tremendous pressure from Congress to be more thorough
and proactive in their examinations. As a result of the increased scrutiny, banks are
suffering a number of adverse consequences during inquiries including prohibitions
against expansion activities whether or not the inquiry regards soundness issues, even
before these examinations have been completed. Banks are given 15 days to respond to
their initial notice of inquiry, yet regulators are not subjected to any timetable to determine
if the bank has satisfactorily resolved the issue.

e Consumer protection is certainly a top priority, but is it not adverse to those very same
consumers to prohibit the expansion of otherwise healthy banks into communities
where unstable banks have failed while regulators conduct what amounts to a fishing
expedition?

o [If penalties levied on a bank prior to an adverse determination by a regulator are
necessary to prevent certain activities of bad actors, isn’t it equally necessary and fair
to ensure that the good actors are dealt with in a timely and cost-efficient manner?

In evaluating expansionary proposals, whether or not they involve the acquisition of troubled or
failing institutions, the Federal Reserve is required to assess certain statutory factors, among
them, the bank’s managerial resources and its record of serving the convenience and needs of its
communities, including its performance under the Community Reinvestment Act (“CRA”). The
Federal Reserve must evaluate the “competence, experience, and integrity of the officers,
directors, and principal shareholders of the applicant, its subsidiaries and banks and bank holding
companies concerned.” Part of this evaluation includes consideration of the bank or bank
holding company’s compliance with laws and regulations (including those involving consumer
protection), as well as the record of the applicant and its affiliates in fulfilling any commitments
to, and any conditions imposed by, the Board in connection with prior applications.'

To allow any bank or bank holding company that is not in compliance with consumer protection
laws and regulations to expand prior to correcting identified consumer compliance weaknesses
could potentially extend the harm resulting from the less-than-satisfactory compliance to new
customers, potential customers, and communities. Similarly, permitting banks and bank holding
companies having less-than-satisfactory records of complying with the CRA, which was passed
to ensure that banks help meet the credit needs of the communities where they have deposit-
taking facilities, would be detrimental to a wider area and greater population.

The Federal Reserve considers the historical record of the bank or bank holding company when
it evaluates the likelihood of management compliance in the future. A poor record of complying
with consumer protection laws and/or the CRA reflects unfavorably on management’s ability to

! Regulation Y, Section 225.13(b).
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effectively identify and manage risk. In cases where an examination of the applicant is on-going
and the examiners are investigating potentially significant issues, the Federal Reserve may await
the results of the examination prior to making a decision on the application, depending upon the

severity and number of issues involved, as well as the stage of the investigation.

In cases where an institution wishes to acquire (or to bid on) a troubled or failing institution (or
its branches), it is very important that both the safety and soundness and consumer compliance
(including the CRA) ratings be satisfactory.

Nevertheless, in limited circumstances, the Board has approved applications by bank holding
companies that have affiliate banks with poor CRA records to expand when the target was in
financial distress. In such cases, the Board found that the public benefits of preventing the
failure and closure of a bank outweighed the convenience and needs factors associated with the
applicant’s record under the CRA.2

With respect to statutory timeframes for processing applications, the Federal Reserve is required
to act upon expansionary applications within 91 days of receiving the last relevant material that
is needed for the Board’s decision. Applicants that are rated satisfactory or better for all areas
that the Federal Reserve is required to consider in applications (i.e., safety and soundness,
consumer compliance, and CRA ratings) may be eligible to use the Federal Reserve’s expedited
processing, assuming the proposal does not raise anticompetitive concerns or other substantive
issues raised by public comment. Applications eligible for expedited processing are generally
delegated to the Reserve Banks for approval and are often acted on within 30 days.

2. With the current economic situation here at home and the need for our economy to grow
and produce jobs and with major institutions like HSBC closing bank branches in the US
and other community banks getting out of the business due to over regulation.

e What is the FDIC/OCC/Federal Reserve doing to ensure that we do not continue to see
consolidation in commercial banking that produces even greater systemic risk to the US
financial markets?

e Has the FDIC/OCC/Federal Reserve Board ever discussed consolidation in the banking
industry as a good thing for the U.S. banking sector?

When he spoke with community bankers during the annual meeting of the Independent
Community Bankers of America (ICBA) earlier this year, Chairman Bernanke noted that “a
major thrust of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act) is addressing the too-big-to-fail problem and mitigating the threat to financial stability
posed by systemically important financial firms.” He emphasized that competitive distortions
created by the too-big-to-fail problem produced implicit subsidies to the largest institutions’

%76 Federal Reserve Bulletin 83-89 (February 1990) Approval Order for First Union Corporation, Charlotte, North
Carolina, to acquire Florida National Banks of Florida, Inc., Jacksonville, Florida (December 22, 1989).
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funding costs that were unfair to smaller competitors and that encouraged further consolidation
and concentration within the financial services industry. Under the framework set forth in the
Dodd-Frank Act, the Federal Reserve has been working closely with the other financial
regulators in the U.S. to implement rules and other supervisory changes to address the too-big-to-
fail problem.

These efforts include several components. For example, the Dodd-Frank Act requires the
development of more stringent prudential standards for banking organizations with assets of $50
billion or more. These will include stronger capital and leverage requirements, expanded
liquidity expectations, tighter counterparty credit limits, implementation of periodic stress tests,
and the development by companies and regulators of resolution plans to wind down large firms if
necessary. The requirements will be designed to take into account the costs imposed by the
largest institutions on the financial system, and are expected to give those institutions regulatory
incentives to reduce their size. In addition, the Dodd-Frank Act includes enhanced financial
sector concentration limits--addressing a broader range of financial activities and considering a
range of liabilities beyond deposits--that should militate against continued concentration.
Moreover, the Dodd-Frank Act requires the Federal Reserve to consider financial stability effects
when reviewing proposals by bank holding companies to acquire other banks and nonbanks.
Complementing the requirements of the Dodd-Frank Act in addressing the too-big-to-fail
problem, the regulatory agencies also have been working with international supervisors to
develop and implement Basel III prudential standards that will raise requirements for the largest,
most inter-connected banking organizations, calling on them to hold more and higher quality
capital and to maintain more robust liquidity positions.

3. I have heard concerns the Ombudsmen Office offers little help to institutions. The
function of this office seems token at best because these offices do not have the ability or
teeth to do anything of substance. Ombudsmen serve to facilitate communications between
the bank and the agency but do not resolve issues or serve as arbitration for real conflicts
that arise between financial institutions and bank regulators.

(a) How will your agency make changes to make the office of Ombudsmen more
substantive?

In 1995, the Federal Reserve established the position of Ombudsman and approved final
guidelines to implement an intra-agency appeals process that was made immediately available to
all financial institutions supervised by the Federal Reserve. Policy statements covering both of
these functions were issued. The Federal Reserve System Ombudsman has four areas of
responsibility:

e To act as a facilitator and mediator for the resolution of complaints concerning regulatory or
supervisory actions; .

e To direct complainants to the appropriate appeals process or other forum, where such forum
exists, for the resolution of a complaint;
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e To ensure that complaints about Board or Reserve Bank regulatory actions are addressed in a
fair and timely manner; and

e To receive complaints of retaliation when a party has used the Ombudsman or any other
existing avenue of appeal or complaint forum and take steps to resolve those complaints.

An inter-divisional team at the Board is currently working with the Ombudsman to update and
improve policies governing appeals of material supervisory determinations (MSD appeals) and
the Ombudsman role. Our aim is to revise the MSD appeals policy and streamline the MSD
appeal process. We feel that doing so would improve efficacy and reduce costs to the appellant
institutions. The revisions to the Ombudsman policy that we are considering would enable the
Ombudsman to:

Take a more active role in the MSD appeals process;

Provide more meaningful conflict resolution assistance to parties; and

Collect information and provide important feedback to senior Federal Reserve officials
concerning systemic or recurring issues brought to the Ombudsman’s attention.

(b) If an institution believes the Ombudsmen’s office is not responsive, what legal recourse
do financial institutions have if these financial institutions feel like they are being unfairly
regulated or even punished for minor infractions?

Our Ombudsman makes every effort to be responsive to concerns that are raised within the scope
of the authority granted to the function under the implementing statute (12 U.S.C. 4806). The
Board actively encourages institutions to communicate with our Ombudsman even in situations
that might be considered to involve minor infractions. Further, under the Board’s Ombudsman
policy, where appropriate, the Ombudsman has the authority to raise issues with senior Federal
Reserve officials to attempt to reach a resolution.

It should be noted that the Board has robust procedures in place for contesting supervisory
actions. Thus, as you are aware, where an institution wishes to contest any determination
considered a material supervisory determination (which may include exam ratings, significant
loan classifications and adequacy of loan loss reserves); the institution may pursue our appellate
process. This process currently includes three separate levels of appeal; as noted above, we are
working to streamline the process to improve efficacy and reduce costs to appellant institutions.

Where a formal enforcement action is proposed (such as an assessment of a civil money penalty
or a cease or desist order), the institution may request a hearing before an administrative law
judge (ALJ). The ALJ’s decision is reviewed by the Board and the Board may either uphold or
reverse the decision and issue an implementing order. The institution then has a further right to
appeal to the court of appeals.
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Questions for The Honorable Ben Bernanke, Chairman, Board of Governors of the Federal
Reserve System, from Representative Calvert:

One area that I believe has a major impact on our nation's economic recovery is the
stability of the commercial real estate industry. A healthy commercial real estate market
provides more than 9 million jobs and generates billions of dollars in federal, state and
local tax revenue. However, our commercial real estate market continues to suffer, and
this has a direct and lasting impact on the stability of tens of thousands of small businesses
and small and mid-size banks.

Despite the October 2009 interagency guidance on Prudent Commercial Real Estate Loan
Workouts, anecdotal evidence shows that bank regulators/examiners are still being
inconsistent with regards to commerecial real estate workouts. Regions such as my area of
southern California continue to suffer as property owners seeking to refinance existing
loans find access to credit nearly nonexistent. I continue to hear stories where capital calls

on leans are occurring on property that is near full capacity and where owners are paying
their bills.

What else can be done to ensure that creditworthy borrowers, who have the willingness
and capacity to repay their debts, obtain the necessary refinancing or term extension to
stay afloat?

The Federal Reserve has conducted significant training for its examiners on this guidance to
ensure that it is 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 in your
state is concerned about supervisory restrictions imposed by Federal Reserve examiners, they
should feel free to contact Reserve Bank or Federal Reserve Board supervisory staff with their
concerns. Bankers may also confidentially discuss these concerns with the Federal Reserve
Board’s Ombudsman; information on the Ombudsman is available by phone at 1-800-337-0429
or on the Federal Reserve’s website at:
http://www.federalreserve.gov/aboutthefed/ombudsman.htm.

The most important step we can take to improve credit availability to businesses both large and
small in addition to potential home buyers is to achieve a sustainable economic recovery. Over
the course of the past two years, the Federal Reserve has taken aggressive action in response to
the financial crisis to help improve financial market conditions and strengthen U.S. banking
organizations. We have acted on multiple fronts, instituting accommodative monetary policy,
providing market liquidity, and issuing additional supervisory guidance to our bank examiners.
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The Financial Accounting Standards Board and International Accounting Standards
Board have proposed new accounting rules that would force companies of all sizes to
capitalize commercial real estate leases onto their balance sheets, which could significantly
reduce the credit capacity of many borrowers. Are you concerned with this proposal,
especially in light of the current commercial real estate credit crisis?

The standard setters have proposed a change in accounting that would require entities to record
lease commitments on the balance sheet using a: “right-of-use” approach. The Federal Reserve
and the other federal regulatory agencies (FDIC, OCC, OTS, and NCUA) provided a comment
letter to the FASB in December 2010 on the proposal. The comment letter provided support for
the objective of providing improved transparency related to leasing activities, but noted specific
concerns related to the proposal. For example, we expressed concern that the application of the
new standard could lead to technical defaults on debt covenants or similar contractual
requirements. Please refer to the attached comment letter for more details about our view on the
proposal.



Federal Deposit Insurance Corporation

Board of Governors of the Federal Reserve System
National Credit Union Administration

Office of the Comptroller of the Currency

Office of Thrift Supervision

December 16, 2010

Technical Director

Financial Accounting Standards Board
401 Merritt 7

Post Office Box 5116 -
Norwalk, Connecticut 06856-5116

RE:  File Reference No. 1850-100 — Proposed Accounting Standards Update, Leases
(Topic 840)

- Dear Sir or Madam:

The-five-federal-regulatory-agencies-respensible-for-supervising-the-safety-and-soundness

of U.S. financial institutions (the Agencies) appreciate the opportunity to comment on the
Proposed Accounting Standards Update, Leases (Topic 840) (the Exposure Draft). The
Exposure Draft would improve the transparency of leasing activities and address
concerns that existing accounting standards for leases permit some entities to achieve a
particular accounting outcome by the careful structuring of lease transactions. Under
existing rules, the bright-line distinction between operating leases and capital leases can
result in leases that have similar economics receiving different accounting treatment
while leases having dissimilar economics can receive the same accounting treatment.
Moreover, the existing lease accounting standards permit lessees to accumulate
substantial amounts of off-balance-sheet leverage. The Exposure Draft would enhance
the comparability of companies that own and finance property to companies that obtain
rights to use similar property and incur payment obligations through leasing.

We support the FASB’s objective of providing financial statement users with more
transparency into companies’ leasing transactions and reducing structuring opportunities
available under U.S. generally accepted accounting principles (GAAP). However, we-
have several specific concerns with the Exposure Draft, the most significant of which is
the complexity of measurement, which we expand upon in the following comments and
observations.

Recognition

We support the accounting recognition of a right-of-use asset and an associated liability
for future lease payments by lessees. We concur with the Board’s determination that a

lessee’s right to use leased property represents an asset of the lessee and a performance
obligation (or a derecognition event) of the lessor. Similarly, future lease payments are
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an obligation that should be recognized as a liability of the lessee (and as an asset of the
lessor). " '

We also support the two proposed accounting approaches for lessors; derecognition and
performance obligation. -We believe these two approaches would appropriately represent
the different business strategies that exist among lessors. For example, financial
institutions, as financers, typically offer leases and loans as different financing options to -
commercial customers to fund the acquisition of assets to be used in their businesses.
When the financing option is in the form of a lease, the leasing activity would typically
align with the derecognition model. ‘

We concur with the comments in the Basis for Conclusions regarding lessee presentation
that a right-of-use asset has traits in common with tangible assets such as property, plant,
and equipment, more so than intangible assets. We request the FASB clarify in its final
standard that a right-of-use asset is not an intangible asset. '

Measurement
In developing the Exposure Draft, the FASB considered a number of measurement

approaches; we support its decision to use amortized cost for initial measurement based
on present value, with estimated cash flows discounted using either the lessee’s
incremental borrowing rate or the lessor’s implicit lease rate. However, we believe the
proposed measurement method is overly complex for many leases and a simpler approach
could be allowed with minimal sacrifice to the relevance of information provided-
financial statement users.

In our view, the Exposure Draft’s probablllty-welghted present value technique to
measure contractual conditional elements' is unduly complex for many leases and would
provide little if any net benefit over a simpler, more straightforward approach to
measurement. We see significant merit to the position the FASB took during an earlier
stage of the project to base the measurement on management’s best estimate of
conditional elements for purposes of estimating future cash flows. We are skeptical that
probability-weighted present values will provide information that is materially more
decision-useful to financial statement users than present values of best-estimate cash
flows. Any difference between the estimates from the two approaches should be reduced -
by the Exposure Draft’s requirement for subsequent reassessment when facts and
circumstances indicate a significant change in a lease’s estimated cash flows.

' Conditional elements to a lease include (1) options for term extensions and termination.and (2) variable
lease payments that reference indices, such as a consumer price index; external non-index events, such as
performance by tenants other than the lessee in a multi-tenant retail center; events within the lessee’s
control or influence, such as the lessee’s sales in leased retail premises; or equipment usage, such as hours
or distance. In many leases, conditional elements can span many years with consequential effects on
estimated cash flows.
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With regard to the comparative cost of the two measurement techniques, best-estimate
present value is less costly and more straightforward to apply than probability-weighted
present value. Cost considerations that favor best-estimate present value include its wide
use as an analytical technique in business and finance and its flexibility to bé adapted to
different approaches among companies when analyzing buy-or-lease situations. It is also
less quantitative and can be applied more readily where data are not available or
objectively determinable or the use of probability-based present value analysis would not
materially alter a buy-or-lease decision.

We consider a.standard that factors conditional elements into the measurement of leases
to be an improvement over existing accounting rules, which are focused on contractual
minimums. This aspect alone should inhibit structuring opportunities and increase the
transparency of leasing in financial statements. Although it may be attractive from a
theoretical perspective we do not believe the incremental benefit to financial statement

- users of requiring probability- weighted cash-flow analysis exceeds its additional costs to
preparers. Therefore, we encourage the FASB to allow both the probablhty-wel ghted
present value and the best-estimate present value in its final standard. A final standard
that permits both present value techniques could be seen as a practical expedient that

reduces burden and complexity, in particular tor small public and privately held
companies that have more limited resources for accounting compliance. We also believe
that permitting both techniques would be consistent with FASB Concepts Statement

No. 7, Uszng Cash Flow Information and Present Value in Accounting Measurements, as
amended,? and also would be consistent with the FASB’s goal to 1ssue principles-based
accountmg standards. -

Lessor’s Impairment Recognition Under the Performance Obligation Approach

In the discussion of financial statement presentation in the Basis for Conclusions, the
FASB noted that the leased asset, the lease receivable, and the performance obligation are
interdependent. We agree with this observation; however, we believe the existing
standards on asset impairment and measurement of liabilities like the performance
obligation do not reflect this relationship. In many leases, the risk of impairment (due to
such factors as functional obsolescence) is shared in varying degrees between the lessor
and the lessee. However, the Exposure Draft does not address the accounting from the
lessor’s perspective for the portion of risk that has been transferred to the lessee.

Given the acknowledged interdependency between the assets (both the leased property
and the lease receivable) and the performance obligation, it seems reasonable that the risk
transference should reduce the amount of any impairment loss measurement to be
recognized by the lessor or reduce the performance obligation. We encourage the FASB
to consider addressing the accounting for such risk transference in the final standard.

? For example, see paragraph 51 of Concepts Statement No. 7 regarding cost-benefit considerations.
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Transition and Effective Date

We encourage the FASB to take into consxderatlon the following issues when it evaluates
the timeframe under which companies will adopt a final standard. First, leasing is
widespread and, in some industries, is extensive. Among financial institutions supervised
by the Agencies, an institution can be both a lessor and lessee and may also lend to
companies that have extensive lease arrangements with third parties. We are concerned
_ that the application of the new standard could lead to technical defaults on debt covenants
or similar contractual requirements. Since leasing is a common means of financing, the
FASB should consider this potential consequence, in addition to the typical record-
keeping and systems issues, when deciding how soon to requlre the adoptlon of a final
standard.

We also note that the FASB has numerous projects on its agenda. Some, such as a final
standard on financial instrument accounting, may result in substantial differences from
current practice that would require extensive changes to accounting systems. Resources
available to preparers are not unlimited. The effective date of a leasing standard should
take into account other changes to accounting standards that the FASB plans to issue.
The FASB should weigh carefully comments from both users and preparers when

assessing the needs of the former versus the capacity of the latter to accommodate
extensive change. These comments should help inform the FASB about how to
coordinate the effective dates of its new standards so as to balance the benefits gained
with the disruption caused by changes.

The FASB also should consider the tradeoffs between the longer lead time necessary for
" companies to implement the simplified retrospective treatment required in the Exposure

Draft, in some cases for leases that will have expired or will have been terminated before
. the standard’s effective date, and an earlier application of a final standard under which

outstanding leases would be recognized in accordance with the new accounting
_requirements, but need not be recast for prior comparative periods.

Lastly, we encourage the FASB to reflect on the information needs of financial statement
users with respect to organizations that are not investor owned or are privately held.
Financial institutions of this type are generally small companies for which the costs of
applying new accounting standards can be disproportionately high. We encourage the
FASB to consider whether a delayed effective date is warranted for these kinds of

" organizations.

Convergence

The efforts of the FASB and the International Accounting Standards Board (IASB) to
issue closely aligned leasing proposals for review and comment by a worldwide audience
should help to improve the quality of financial reporting, which bodes well for eventual
harmonization. We believe that when the two standard-setting bodies issue similar
proposals, as in this instance, it reduces uncertainty among preparers and allows them to
better focus resources to comment on the proposals and plan for thenr efﬁ01ent
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implementation. The FASB and the IASB should strive to achieve such close
~ collaboration when formulating all accounting standards on their convergence agenda.

Although the FASB and the IASB are closely aligned on this project, we acknowledge
their different approaches to revaluation of the right-of-use asset. We encourage the
FASB and the IASB to address the difference. We support the current treatment of
property, plant, and equipment under U.S. GAAP that would not permit a company to
revalue aright-of-use asset other than to recognize an impairment loss.

Kok ok ok ok ok ok

The Agencies appreciate your consideration of our comments. We would be pleased to
discuss in more detail our views on the Exposure Draft.

Sincerely, - o . : .
bt T AL NS Yyt
Robert F. Storch T Arthw W.Lindo
Chief Accouritant ‘ Senior Associate Duector and Chief
Federal Deposit Insurance Corporation - Accountant
: Board of Governors of .
the Federal Reserve System ’
jnda Love _ Randall J. BW

Diréctor, Office of Ex_amma‘uon and . Acting Chief Accountant

Insurance , : - Office of the Comptroller of the Currency
National Credit Union Administration A
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Chief Accountant- :
Office of Thrift Supervision
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Rep. Ken Calvert Questions for the Record
House Budget Committee Hearing: The State of the U.S. Economy

Questions for Ben Bernanke
Chairman, Board of Governors of the Federal Reserve System

Question #1:

One area that I believe has a major impact on our nation’s economic recovery is the stability of
the commercial real estate industry. A healthy commercial real estate market provides more than
9 million jobs and generates billions of dollars in federal, state and local tax revenue. However
our commercial real estate market continues to suffer and this has a direct and lasting impact on

the stability of tens of thousands of small businesses and small and mid-size banks.

Despite the October 2009 interagency guidance on Prudent Commercial Real Estate Loan
Workouts, anecdotal evidence shows that bank regulators/examiners are still being inconsistent
with regards to commercial real estate workouts. Regions such as my area of southern California
continue to suffer as property owners seeking to refinance existing loans find access to credit
nearly nonexistent. I continue to hear stories where capital calls on loans are occurring on

property that is near full capacity and where owners are paying their bills.

What else can be done to ensure that creditworthy borrowers, who have the willingness and

capacity to repay their debts, obtain the necessary refinancing or term extension to stay afloat?

Question #2;

The Financial Accounting Standards Board and International Accounting Standards Board have
proposed new accounting rules that would force companies of all sizes to capitalize commercial
real estate leases onto their balance sheets, which could significantly reduce the credit capacity
of many borrowers. Are you concerned with this proposal, especially in light of the current

commercial real estate credit crisis?
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Enclosed is my response to the written question you submitted following the
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Questions for The Honorable Sarah Bloom Raskin, Governor, Board of Governors of the
Federal Reserve System, from Representative Maloney:

1. Representative Maloney requested that the Board comment in writing on the review
process that was conducted in advance of drafting the proposed rule.

The Board’s staff developed surveys of issuers that would be subject to the interchange fee
standards and payment card networks to obtain information regarding issuer costs, interchange
fees, network fees, network exclusivity, and routing restrictions. The surveys also asked for
information regarding fraud-prevention activities, fraud-prevention costs, and fraud losses. The
Board’s staff also arranged multiple public drop-in calls for industry participants to comment on
the draft surveys (some calls had well over 100 participants) and accepted many written
comments on the drafts; this input helped the Board’s staff refine the survey instruments. Based
on the industry input, the Board’s staff also developed a survey of large merchant acquirers. The
Board’s staff distributed that survey on September 13, 2010, with responses due October 12.

The Board’s staff sent the issuer survey to 131 financial organizations with over $10 billion in
assets: 89 responded with data; 13 indicated they did not have debit card programs; 3 declined to
participate; and the Board’s staff did not receive any communication from 26. The Board’s staff
distributed the network survey to all 14 networks that the Board’s staff believes process debit
card transactions and received responses with data from all 14. All 9 of the merchant acquirers
that received the survey responded with data.

As input to the development of the proposed rule, the Board’s staff also held 27 meetings with
industry participants, including issuers, networks, merchant acquirers, merchants, and consumer
representatives, and reviewed 47 written submissions by industry participants to deepen its
understanding of the debit card industry and issues related to the rulemaking.

Regarding your request that I provide a list of studies related to interchange fees, please see the
attached bibliography, which provides an overview of some of the many theoretical and
empirical papers that were referred to regarding interchange fees and payment cards.
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Questions submitted by Rep. Maloney
Hearing: “Understanding the Federal Reserve’s Proposed Rule on Interchange Fees:
Implications and Consequences of the Durbin Amendment” on February 17, 2011.

(1) Rep. Maloney (D-NY) - On pp. 12-14, Rep. Maloney asks that we comment on the "review
process” that was conducted in advance of drafting the proposed rule. In particular, she mentions
the fraud adjustment, and the surveys we conducted.
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Dear Chairwoman:

Enclosed are my responses to the written questions you submitted following the
February 17, 2011, hearing before the Subcommittee on Financial Institutions and
Consumer Credit, 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.
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Questions for The Honorable Sarah Bloom Raskin, Governor, Board of Governors of the
Federal Reserve System, from Representative Capito:

1. Do MasterCard and Visa impose network rules on the ATM industry that are similar to
the rules that raised concerns in the point-of-sale context?

ATM networks differ in material respects from point-of-sale (POS) networks. In an ATM
transaction, the issuer pays, rather than receives, the interchange fee. We understand that one or
both of the major card networks may impose rules on ATM operators that restrict the ATM
operators’ routing choice and limit their ability to impose differential surcharges based on the
network over which the transaction is routed. Such ATM rules, however, may not raise the same
concerns that existed for similar POS network rules, which imposes restrictions on the party that
pays the interchange fee. ~

2. Do MasterCard and Visa impose rules on ATM operators that would require them to
route ATM transactions over their ATM networks?

We understand that at least one of the major card networks imposes routing restrictions that may
require ATM operators to route transactions over that network in certain circumstances.

3. Do you think the Department of Justice should investigate whether the dominant
payment card networks are imposing anticompetitive network rules on the ATM industry?

The Board does not have a view on whether the Department of Justice should investigate
network rules in the ATM industry.



Congressman Shelley Moore Capito
Questions for the Hearing Record for Governor Raskin
February 17. 2011 Hearing on the Debit Interchange Rule

Do MasterCard and Visa impose network rules on the ATM industry that are similar to the rules
that raised concerns in the point-of-sale context?

Do MasterCard and Visa impose rules on ATM operators that would require them to route ATM
transactions over their ATM networks?

Do you think the Department of Justice should investigate whether the dominant payment card
networks are imposing anticompetitive network rules on the ATM industry?
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Dear Congressman:

Enclosed is my response to the written question you submitted following the
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Consumer Credit, Committee on Financial Services. A copy has also been forwarded to
the Committee for inclusion in the hearing record.

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

Sincerely,

Sini Hoon Couhs
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Questions for The Honorable Sarah Bloom Raskin, Governor, Board of Governors of the
Federal Reserve System, from Representative Pearce:

1. During the February 17, 2011 hearing, Representative Pearce asked whether overdraft
costs are “allowable” costs under the proposed rule, and I responded that I would provide
an answer at a later time.

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank ) directs the
Board to consider the incremental costs incurred by an issuer to authorize, clear, and settle a
particular electronic debit transaction, and to not consider other costs incurred by an issuer that
are not specific to a particular electronic debit transaction. Dodd-Frank is silent regarding the
treatment of issuer costs that are specific to a particular electronic debit transaction, but do not
relate to authorizing, clearing, or settling a transaction, such as overdraft costs. The proposed
rule did not include overdraft costs as allowable costs. However, the Board requested comment
on whether to include further additional costs or to construe costs more narrowly. The Board
received many comments regarding the costs the Board should consider as “allowable costs” in
the final rule and we are currently evaluating those comments.



Questions submitted by Rep. Pearce
Hearing: “Understanding the Federal Reserve’s Proposed Rule on Interchange Fees:
Implications and Consequences of the Durbin Amendment” on February 17, 2011.

(2) Rep. Pearce (R-NM) - On pp. 67-69, Rep. Pearce asks about whether overdraft costs are
"allowable" costs under the proposed rule.
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October 13, 2011

The Honorable Bill Posey
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Washington, D.C. 20515
Dear Congressman:

Enclosed are my responses to the written questions you submitted following the
April 14, 2011, hearing before the Subcommittee on Capital Markets and Government
Sponsored Entities. 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,

TS



Questions for The Honorable Scott Alvarez, General Counsel, Board of Governors of the
Federal Reserve System, from Representative Bill Posey:

1. Section 941 of the Dodd-Frank Act requires the “securitizer” to retain an economic
interest in a portion of the credit risk for any asset that the securitizer, through the
issuance of an asset-backed security, transfers, sells, or conveys to a third party. The
securitizer is defined as “a person who organizes and initiates an asset-backed securities
transaction by selling or transferring assets, either directly or indirectly...to the issuer.”
The Agencies concluded that the securitizer was the “sponsor” of the ABS and, in footnote
42 of the NPR, designated the CLO investment advisor as the sponsor of a managed CLO
by declaring that “the CLO manager generally acts as the sponsor by selecting the
commercial loans to be purchased by an agent bank for inclusion in the CLO collateral
pool and then manages the securitized assets once deposited in the CLO structure.” While
an investment advisor is typically involved in the initiation and origination of a CLO, it
does not do so by selling or transferring assets to the issuer. Rather, as noted by the NPR
itself, the manager selects assets to be purchased on behalf of the issuer from many
different sellers. If the plain language expresses Congressional intent to have the seller of
the assets retain the risk, how did the agencies determine that the CLO manager (as
someone that selects the loans to be purchased) should be the retainer of risk? These sound
like very different roles.

On March 31, 2011, the Federal Reserve Board, the Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation, the U.S. Securities and Exchange Commission
(“Commission”), the Director of the Federal Housing Finance Agency, and the Department of
Housing and Urban Development (collectively, the “Agencies™) invited public comment on a
proposal that would implement the risk retention requirements under section 941(b) of the Dodd-
Frank Wall Street Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act”).
Section 941(b) generally provides for the Agencies to apply the risk retention requirement to a
“securitizer” of an asset-backed security (“ABS”), with “securitizer” defined as (A) an issuer of
ABS, or (B) a person who organizes and initiates an ABS transaction by selling or transferring
assets, either directly or indirectly, including through an affiliate, to the issuer (15 U.S.C. § 780-
11(a)(3)). The second prong of the “securitizer” definition is substantially identical to the
definition of a “sponsor” of a securitization transaction in the Commission’s Regulation AB
governing disclosures for ABS offerings registered under the Securities Act of 1933. On this
basis, the Agencies proposed that a “sponsor” of an ABS transaction would be a “securitizer” for
the purposes of section 941(b), in a manner consistent with the definition of that term in the
Commission’s Regulation AB.

The sponsor typically plays an active and direct role in arranging a securitization transaction and
selecting the assets to be securitized. As explained in the preamble to the proposed rules, in the
context of collateralized loan obligations (“CLOs”), the CLO manager generally acts as the
sponsor by selecting the commercial loans to be purchased by an agent bank for inclusion in the
CLO collateral pool, and then managing the securitized assets once deposited in the CLO
structure.

The Board and the other Agencies have received a number of comments on this proposal and are
in the process of carefully considering those comments.
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2. You did not appear to consider the recommendations from the Federal Reserve Study,
which explicitly recommended that the Agencies “consider the potential for other incentive
alignment mechanisms.” In particular, the Fed noted that the CLOs, “alignment is
typically accomplished by compensating the CLO managers using a performance-based fee
structure.” Why were other forms of alignment of interest absent in the Proposed Rules?

Section 941(b) of the Dodd-Frank Act generally requires that the Agencies jointly prescribe
regulations that require a securitizer to retain not less than five percent of the credit risk for any
asset that the securitizer, through the issuance of an ABS, transfers, sells, or conveys to a third
party, unless an exemption from the risk retention requirements for the securities or transaction is
otherwise available. Consistent with section 941(b), the proposed rules generally would require
that a sponsor retain an economic interest equal to at least five percent of the aggregate credit
risk of the assets collateralizing an issuance of ABS. In addition, the proposed rules would allow
flexibility by providing several options sponsors may choose from in meeting the risk retention
requirements. These permissible forms of risk retention are designed to take into account the
heterogeneity of securitization markets and practices, and to reduce the potential for the proposed
rules to negatively affect the availability and cost of credit to consumers and businesses.

As recommended in the Board’s Report to the Congress on Risk Retention,’ the Agencies, in
developing the proposed rules, took into consideration the potential for other incentive alignment
mechanisms to function as an alternative or a complement to the mandated risk retention
requirement. Performance-based fees may help to align the interests of an asset manager, such
as a CLO manager, and investors to a certain degree. However, a CLO manager’s incentives to
ensure proper underwriting of assets are different from those of a securitizer that is required to
retain an economic interest in the credit risk of an asset under the Dodd-Frank Act. The
Agencies have endeavored to create appropriate incentives for both the securitization sponsor
and the originator(s) to maintain and monitor appropriate underwriting standards, respectively,
without creating undue complexity. For example, the proposed rules permit a sponsor of a
securitization to allocate a portion of its risk retention obligation to an originator that contributes
a significant amount of assets to the underlying asset pool.

The Board and the other Agencies have specifically invited comment on whether each of the
proposed forms of risk retention are appropriate and whether there are any kinds of
securitizations for which a particular form of risk retention would not be appropriate. The Board
and the other Agencies will take into consideration all comments in formulating the final rule,
including comments regarding different possibilities for incentive alignment structures between
the various participants in securitization markets.

!' See generally Report to the Congress on Risk Retention, Board of Governors of the Federal Reserve
System, at 8 (October 2010), available at
http://federalreserve.gov/boarddocs/rptcongress/securitization/riskretention.pdf.
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Representative Bill Posey

May 13, 2011

Subcommittee on Capital Matkets and Government Sponsored Enterprises hearing,
“Understanding the Implications and Consequences of the Proposed Rule on Risk

Retention”

April 14, 2011

The following questions should be posed to the FDIC, OCC, Federal Reserve, and SEC:

1)

2)

Section 941 of the Dodd-Frank Act requires the “securitizer” to retain an economic interest
in 2 portion of the credit risk for any asset that the securitizer, through the issuance of an
asset-backed security, transfers, sells, or conveys to a third party. The securitizer is defined
as “a person who organizes and initiates an asset-backed securities transaction by selling or
transferting assets, either directly or indirectly...to the issuer.” The Agencies concluded that
the securitizer was the “sponsor” of the ABS and, in footnote 42 of the NPR, designated the
CLO investment adviser as the sponsor of a managed CLO by declaring that “the CLO
manger generally acts as the sponsor by selecting the commercial loans to be purchased by
an agent bank for inclusion in the CLO collateral pool and then manages the securitized
assets once deposited in the CLO structure.” While an investment adviser is typically
involved in the initiation and origination of a2 CLO, it does not do so by selling or
transferring assets to the issuer. Rather, as noted by the NPR itself, the manager selects
assets to be purchased on behalf of the issuer from many different sellers. If the plain
language expresses Congtessional intent to have the seller of the assets retain the tisk, how .
did the agencies determine that the CLO manager (as someone that selects the loans to be
purchased) should be the retainer of risk? These sound like very different roles.

You did not appear to consider the recommendations from the Federal Reserve Study,
which explicitly recommended that the Agencies “consider the potential for othet incentive
alignment mechanisms.” In particular, the Fed noted that for CLOs, “alignment is typically
accomplished by compensating the CLO managets using a performance-based fee
structure.” Why were other forms of alignment of interest absent in the Proposed Rules?
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Questions for The Honorable J. Nellie Liang, Director, Office of Financial Stability Policy
and Research, Board of Governors of the Federal Reserve System, from Chairman

Neugebauer:

Federal Reserve and Section 113 Determinations

1. In a recent speech, Federal Reserve Board Governor Daniel Tarullo said that the list of
nonbank financial companies that would be deemed systemically significant will be short,
and that the standard for designation set by Congress “should be quite high.” Do you
agree with this position? What is the danger of including many firms in the systemically
significant category?

I believe that the FSOC should designate any nonbank financial company whose material
financial distress or failure would pose a serious threat to financial stability. Whether a firm
meets this standard inevitably involves a judgment on how its distress would be transmitted to
the broader financial system and real economy. The FSOC is still developing its analytical
framework and proposed rule for the designation process, and so it is too soon to know how
many nonbank financial firms the FSOC will designate as systemically important. Firms that are
designated will be subject to enhanced prudential standards, such as capital, leverage, and
liquidity, and supervision by the Federal Reserve. Imposing new standards on firms that do not
pose a systemic risk could require firms to adjust their business practices and raise costs
unnecessarily, which would restrict credit and other financial intermediation services. In
addition, designating firms that do not pose a systemic risk would stretch and divert limited
energies and resources of regulators from the firms that require greater supervisory attention.

2. Could you describe the link between moral hazard and designations of nonbank
financial institutions as systemically significant? Is the Federal Reserve concerned that
designated firms will enjoy a lower cost of funding and other privileges because a
designation appears to confer “too big to fail” status?

Designation itself is unlikely to create moral hazard; moral hazard prevails when nonbank
financial firms expect government support in times of distress because of the serious threat their
failure would have on overall financial stability, independent of designation. Indeed, most firms
appear to be vigorously seeking to avoid designation. The intent and effect of the designation
process and the accompanying enhanced regulatory standards in the Dodd-Frank'Act is to reduce
the systemic risk posed by these firms and reduce their ability to take on excess risk or expect
government support. Under the Dodd-Frank Act, designated institutions will be subject to
prudential standards that will include, among other requirements, enhanced risk-based capital
and leverage requirements, liquidity requirements, and single-counterparty credit limits. The
firms will also be required to submit recovery and resolution plans, to facilitate an orderly
resolution process if necessary.

Global Competitiveness

1. Is there potential for the Volcker provisions in Section 619 to cause less regulated,
“shadow banking system” participants to become primary providers of market liquidity?
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Are the FSOC or the agencies prepared to address this as a potential market or systemic
risk if significant liquidity in U.S. markets is diverted either to less regulated entities or to
non-U.S. markets?

It is reasonable to expect that some portion of the activities that will be prohibited by the Volcker
provisions in Section 619 to migrate from more regulated banking institutions to less regulated
hedge funds or other non-bank institutions. Since most of these non-bank institutions are much
smaller and less complex than the firms affected by Section 619, any risks created by their
participation in providing market liquidity through proprietary investments or trading are much
less likely to present a serious threat to financial stability in the event of a failure of any one firm.
However, the Board and the Council will continue to monitor the systemic risk presented by
these firms and will be prepared to take action through a variety of tools if the risk presented in
aggregate becomes a serious threat to financial stability.

2. Will the Federal Reserve Board conduct an impact study to understand whether the
implementation of the Volcker and Concentration Limit rules will cause U.S. markets to
lose liquidity or place U.S. markets or institutions at a competitive disadvantage in relation
to foreign markets and institutions?

The Board recognizes the importance of limiting the unintended consequences of these rules on
the competitiveness of U.S. markets, and will review and monitor any impact that
implementation has in potentially creating competitive disadvantages for U.S. firms in relation to
foreign markets and institutions. As a member of the FSOC, the Board will encourage the
Council to fully consider the impact of the timing and substance that related rulemaking has on
the competitiveness of U.S. markets, and seek to mitigate that impact wherever feasible. In
addition, the Board (together with other U.S. government regulatory agencies) has been working
to preserve a level playing field that will continue to allow U.S. companies to compete
effectively and fairly in the global economy through ongoing discussions with foreign
supervisory authorities on possible changes to bank capital standards and other international
rules affecting financial markets and firms.

Coordination with FSOC

1. The Dodd-Frank Act created the Office of Financial Research to serve the FSOC by
collecting requisite data from affected entities and assessing certain firms to pay for its and
the FSOC’s work. Why is there a need for an “Office of Financial Stability Policy and
Research” within the Federal Reserve? How will this be funded? Has the Fed made
projections of the costs associated with this new Office, which, I might add, is not mandated
by the Dodd-Frank Act?

The Office of Financial Stability Policy and Research (OFSPR) does not serve the same role as
the OFR; rather, it was created to better coordinate and support the continuing efforts of the
Federal Reserve Board in promoting financial stability. It contributes to the Federal Reserve
System’s multidisciplinary approach to the supervision of large, complex institutions, in
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supporting the Board’s independent responsibilities to evaluate and mitigate risks to the financial
system and banking sectors, and in supporting the Chairman’s participation in the FSOC.
Further, OFSPR is principally staffed by economists that are rotating through from other
divisions of the Board and does not represent a substantial increase in costs.

2. Section 165 requires the firms that the Council has designated as “too big to fail” to file
resolution plans with the Federal Reserve that demonstrate that these firms can be resolved
quickly and in an orderly fashion, presumably for the purpose of showing that these firms
are not, in fact, “too big to fail.” Will these plans be made public? If not, why would these
firms’ creditors or the markets have any reason to think that these plans were credible, and
that creditors’ recoveries would be limited to the assets of the failed firm?

The proposed regulation implementing the resolution plan requirement calls for the submission
of details regarding Covered Companies that are publicly available or otherwise are not sensitive
and could therefore be made public, as well as sensitive confidential information. The Dodd-
Frank Act directs the Federal Reserve and the FDIC to maintain the confidentiality of any non-
publicly available information submitted as part of a resolution plan. This is the type of
information that Covered Companies would not customarily make available to the public and
that a Covered Company’s primary federal regulator typically would have access to and could
review as part of the supervisory process in assessing the overall condition, safety and soundness
of, and compliance with applicable laws and regulation by a Covered Company. Public
disclosure of the sensitive supervisory and proprietary information contained in these resolution
plans would place these firms at a competitive disadvantage and could discourage the firms from
being as candid and complete as possible in their submissions.

The Federal Reserve and the FDIC are working to determine what portions of a resolution plan
may be publicly disclosed without revealing sensitive supervisory, propriety, or competitive
information contained in the plans.



Questions for the Record
Oversight and Investigations Subcommittee Hearing on
“Oversight of the Financial Stability Oversight Council”

J. Nellie Liang, Director, Office of Financial Stability Policy and Research,
Federal Reserve

Federal Reserve and Section 113 Determinations

L

In a recent speech, Federal Reserve Board Governor Daniel Tarullo said that the list of
nonbank financial companies that would be deemed systemically significant will be
short, and that the standard for designation set by Congress “should be quite high.” Do
you agree with this position? What is the danger of including many firms in the
systemically significant category?

Could you describe the link between moral hazard and designations of nonbank
financial institutions as systemically significant? Is the Federal Reserve concerned that
designated firms will enjoy a lower cost of funding and other privileges because a
designation appears to confer “too big to fail” status?

Global Competitiveness

1.

Is there potential for the Volcker provisions in Section 619 to cause less regulated,
“shadow banking system” participants to become primary providers of market liquidity?
Are the FSOC or the agencies prepared to address this as a potential market or
systemic risk if significant liquidity in U.S. markets is diverted either to less regulated
entities or to non-U.S. markets?

Will the Federal Reserve Board conduct an impact study to understand whether the
implementation of the Volcker and Concentration Limit rules will cause U.S. markets to
lose liquidity or place U.S. markets or institutions at a competitive disadvantage in
relation to foreign markets and institutions?

Coordination with FSOC

1.

The Dodd-Frank Act created the Office of Financial Research to serve the FSOC by
collecting requisite data from affected entities and assessing certain firms to pay for its
and the FSOC’s work. Why is there a need for an “Office of Financial Stability Policy
and Research” within the Federal Reserve? How will this be funded? Has the Fed made
projections of the costs associated with this new Office, which, I might add, is not
mandated by the Dodd-Frank Act?

Section 165 requires the firms that the Council has designated as “too big to fail” to file
resolution plans with the Federal Reserve that demonstrate that these firms can be
resolved quickly and in an orderly fashion, presumably for the purpose of showing that
these firms are not, in fact, “too big to fail.” Will these plans be made public? If not,
why would these firms’ creditors or the markets have any reason to think that these
plans were credible, and that creditors’ recoveries would be limited to the assets of the

failed firm?
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Questions for the Honorable Scott Alvarez, General Counsel, Board of Governors of the

Federal Reserve System and Thomas C. Baxter, General Counsel, Federal Reserve Bank of

New York, from Chairman Paul:

1. In testimony before the Subcommittee on June 1, 2011, Federal Reserve Bank of New
York (FRBNY) General Counsel, Thomas Baxter, indicated that the FRBNY’s lending
during the financial crisis was more heavily weighted toward foreign institutions because
New York, as a leading financial center, attracted more foreign institutions. However, this
response did not explain the disproportionate use of Federal Reserve lending facilities by
foreign institutions. Can the Federal Reserve provide statistics on the proportion of foreign
‘institutions relative to U.S. institutions that are part of the Federal Reserve System? Can -
the Federal Reserve explain the factors that contributed to disproportionate borrowing by
foreign institutions, especially in the following lending facilities which provided more than
50% of their total lending to foreign institutions: Commercial Paper Funding Facility,
Mortgage-Backed Securities Purchase Program, Term Auction Facility; and Term
Securities Lending Facility?

As required by the provisions of the International Banking Act of 1978 and the Monetary
Control Act of 1980, branches and agencies of foreign banks operating in the United States
(foreign branches) have long had access to the Federal Reserve’s lending facilities on the same
basis as domestic depository institutions. Foreign branches have a large presence in U.S.
financial markets; in aggregate, they provide substantial amounts of credit to U.S. households
and businesses and are active participants in U.S. fixed-income markets. In aggregate, these
institutions account for about 10 percent of bank credit extended in the United States. Unlike
most domestic banks, foreign branches do not have a large retail deposit base. As a result, they
rely heavily on wholesale funding sources such as large time deposits and repurchase agreements
to fund their assets. For example, these funding sources account for about 70 percent of the total
liabilities of foreign branches. In contrast, large time deposits and repurchase agreements
account for only about 10 percent of the liabilities of U.S. chartered depository institutions. As a
result, foreign branches were particularly vulnerable to the intense liquidity pressures evident
during the crisis when wholesale funding markets were severely disrupted. These institutions
turned to the Federal Reserve’s liquidity programs to address their dollar liquidity pressures and
to avoid fire sales of assets that would otherwise have been necessary. The availability of these
liquidity programs to foreign-owned financial institutions operating in the United States helped
to address the severe strains in U.S. financial markets during the crisis and to support the flow of
credit to U.S. households and businesses.

2. The Federal Reserve created the Term Asset-Backed Securities Loan Facility (TALF),
which was intended to “lend up to $200 billion...to holders of certain AAA-rated ABS
[asset-backed securities].” When TALF data was released in December 2010, they revealed
that 18% of TALF loans were backed by subprime credit card and auto loan securities,
17% were backed by “legacy” (i.e. troubled) commercial real estate securities, and 13%
were backed by student loan securities. Similarly, the Term Securities Lending Facility
(TSLF) was to “lend up to $200 billion...to primary dealers secured...by...securities,
including federal agency debt, federal agency residential-mortgage-backed securities
(MBS), and non-agency AAA/Aaa-rated private-label residential MBS.” Data released for
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the TSLF revealed that 14% of loans were backed by collateral rated below AAA. Over
50% of all collateral posted consisted of agency-backed MBS or CMO (collateralized
mortgage obligations), whose ratings were not published. While it has generally been
assumed that these Agency securities have a AAA rating due to their implicit government
backing, the high collateral-to-loan ratio of the TSLF (4 to 1) implies that these securities
were not in fact performing at a AAA level—not to mention that no one knew what any
mortgage securities were actually worth during the financial crisis. Given that the Federal
Reserve stated to the public that it would accept high-rated collateral in conducting loan
operations through these facilities, yet nonetheless loaned funds against questionable oxr
low-rated collateral, how is the public to trust the public statements made by the Federal
Reserve? In accepting lower grade collateral than the lending facility originally intended,
was there a protocol the Reserve Banks were to follow in accepting lower rated collateral?
If not, how were determinations made about what collateral was acceptable? Additionally,
what surety was given that AAA-rated collateral was truly AAA, especially given the
uncertain quality of many MBS at the time?

The TALF program accepted only AAA-rated securities backed by loan types approved by the
Board of Governors and consistent with the program terms published on the websites of the
Federal Reserve Bank of New York and Board of Governors. In addition to the AAA credit
rating requirement, there were a number of additional requirements designed to ensure the
quality of the collateral pledged to the program. For example, each loan was fully collateralized
and the value of all collateral was discounted in determining the size of the loan it could support;
for non-mortgage-backed ABS, an outside auditor had to attest to the accuracy of the information
provided by the sponsor and issuer of all newly issued collateral regarding compliance with
TALF collateral eligibility requirements; legacy CMBS were subject to an additional internal
credit review by FRBNY staff; and TALF borrowers always had their own money at risk in a
first-loss position if the collateral did not perform to expectations. Partly in response to the
conservative terms offered on the TALF program, about four-fifths of TALF loans have been
repaid early, all outstanding collateral is performing to expectations, and all the outstanding
loans remain well collateralized.

The Federal Reserve established the Term Securities Lending Facility (TSLF) in 2008 as a
means of addressing the pressures faced by primary dealers in accessing term financing. When
collateral markets became illiquid in 2008, primary dealers had increased difficulty obtaining
funding and, therefore, were less able to support broader markets. The details, including the
terms of acceptable collateral, were made public at the very start of the facility. Under this
program, the Federal Reserve temporarily loaned its relatively liquid Treasury securities to
primary dealers in exchange for less liquid securities that were harder to finance during a period
of financial market stress. The TSLF loans were made with recourse to the borrower, meaning
that the borrower was obligated to repay the loan regardless of the value of the collateral. In
addition, the borrower pledged securities as collateral that met certain eligibility criteria, such as
carrying an investment grade rating by major nationally recognized statistical rating
organizations (NRSRO). All U.S. Treasury and U.S. government agency securities posted as
collateral to the TSLF met the TSLF program criteria for collateral. The FRBNY conducts its



-3-

own due diligence and analysis of collateral pledged against loans on a post-lending basis,
primarily reviewing information provided by clearing banks, to ensure that these securities
adhere to the eligibility requirements of the particular lending program in which the loan was
made.

The collateral-to-loan ratio throughout the TSLF program was approximately 106%, not 400% as
noted in the question. This ratio was driven by the haircuts specified on the collateral schedule
and the composition of securities pledged as collateral. This ratio does not provide information
on the performance of the pledged collateral. All credit extended under the TSLF has been fully
repaid, with interest.

3. The Commercial Paper Funding Facility (CPFF) provided 60% of its total lending to
foreign institutions. The CPFF also supplied funding predominantly to large firms, such as
Harley Davidson, Chrysler, Caterpillar, ING, and AIG. To what extent did smaller firms
that issued commercial paper know about and have access to the CPFF? What efforts
were made by the Federal Reserve to ensure that all eligible parties were made aware of
the facility?

The Board of Governors announced the creation of the facility on October 7, 2008 via a public
press statement posted on its website. Information on how to access the facility was made
available on both the FRBNY’s website and the Board’s website. As with other major Federal
Reserve announcements, major media organizations reported on the CPFF to the general public.
Following the initial announcement, FRBNY staff reached out to many CP market participants to
inform them of the CPFF and receive feedback. The outreach included working with the
FRBNY’s Primary Dealers, the Depository Trust & Clearing Corporation (DTCC), the Securities
Industry and Financial Markets Association (SIFMA) and the Commercial Paper Industry
Working Group (CPIWG), who service or represent CP issuers in the market, to ensure
information was disseminated to a wide group of CP market constituents.

The CPFF was open to any CP issuer who met the program eligibility requirements. To register
for the facility, the CP issuer must have been a U.S. issuer issuing U.S. dollar-denominated
commercial paper (including asset-backed commercial paper (ABCP)) that was rated at least A-
1/P-1/F1 by a major NRSRO and, if rated by multiple major NRSROs, rated at least A-1/P-1/F1
by two or more major NRSROs. Only issuers that were active between January 1 and

August 31, 2008 were eligible to issue to the facility. Inactive ABCP issuers were ineligible to
participate in the CPFF from January 2009 on. An issuer was deemed inactive if it did not issue
ABCEP to entities other than the sponsoring institution for any consecutive period of three
months.

Many large firms and a smaller-number of mid-sized firms registered for the program, though
not all chose to issue to the facility. The composition of firms was largely reflective of the
highly rated CP market more generally. Large firms with access to capital markets encompass
the large majority of the CP market. Mid-sized firms have historically represented a much
smaller segment of the highly rated CP market and small firms typically do not issue CP.
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4. The Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility
(AMLF) loaned primarily to two firms, JP Morgan and State Street. Each of the Maiden
Lane facilities was set up to assist a particular institution. To what extent were lending
facilities set up for the benefit of specific firms facing financial difficulties? To what extent
were lending facilities created at the behest of specific firms, either through formal or
informal lobbying?

The AMLF was introduced to help money market mutual funds (MMMFs) meet investors’
demands for redemptions in October 2008. While banking firms were intermediate participants
in the AMLF, it was not established to assist banking firms. Under the AMLF, the Federal
Reserve Bank of Boston lent to financial institutions that in turn used the funds to purchase asset-
backed securities from MMMFs in order to allow MMMFs to meet redemption demands by
customers. Eleven banking entities from six organizations borrowed from the AMLF. These
firms used AMLF loans to finance purchases of assets from nearly 200 money funds. All AMLF
loans were repaid in full, on time, with interest.

The Federal Reserve authorized the establishment of six special facilities to provide assistance to
specific institutions under section 13(3) of the Federal Reserve Act in the pursuit of financial
stability during the crisis. The establishment of these facilities was aimed at stabilizing the
financial system and mitigating the impact of financial stresses on the economy. Two of these
facilities, those set up for Citigroup and Bank of America, ultimately did not require a loan from
the Federal Reserve. '

The loans provided to the four remaining facilities, Maiden Lane LL.C, Maiden Lane II LLC,
Maiden Lane III LLC and AIG Revolving Credit Facility were fully collateralized. Maiden Lane
LLC received a loan from the Federal Reserve Bank of New York of $28.8 billion to purchase
assets from Bear Stearns to support JP Morgan Chase’s acquisition of Bear Stearns. The Bear
Stearns merger with JP Morgan Chase prevented a disorderly failure of Bear Stearns and
potentially severe consequences on market functioning and the economy. Maiden Lane II LLC
received a loan from the Federal Reserve Bank of New York of $19.5 billion to purchase
residential mortgage-backed securities (RMBS) from AIG’s insurance subsidiaries in order to
alleviate capital and liquidity drains on AIG. Maiden Lane III LLC received a loan from the

~ Federal Reserve Bank of New York of $24.3 billion to purchase collateralized debt obligations
(CDOs) from certain counterparties of AIG Financial Products (AIGFP) in exchange for
terminating the related credit default swaps (CDS) contracts between the counterparty and
AIGFP which were contributing to capital and liquidity drains on AIG. The AIG Revolving
Credit Facility (RCF) was a credit line extended by the Federal Reserve Bank of New York for
up to $85 billion to AIG. The RCF, Maiden Lane II LLC and Maiden Lane III LLC prevented a
failure of AIG which would have had widespread consequences for the economy and indirectly
impacted millions of Americans.

5. Given that information pertaining to discount window transactions during the financial
crisis has been disclosed to the public, through the Bloomberg News and Fox News FOIA
requests, without causing any material harm to institutions that used the discount window,
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will the Federal Reserve disclose the details of discount window transactions that occurred
during the financial crisis on the Board’s website in the same manner disclosures were
made of the other facilities and programs conducted by the Federal Reserve during the
crisis? If not, please provide an explanation of why the Federal Reserve will not make such
information available.

The FOIA Service Center page of the Board’s public website makes available to any person
upon request a copy of the records released on March 31, 2011 in the Fox News and Bloomberg
FOIA lawsuits. Any person wishing to obtain a copy may submit a request using the Board’s
electronic FOIA request form, or by calling the Board’s FOIA Service Center. The Board’s
public announcement, describing the records released on March 31, 2011 and the method for
obtaining copies can be found at:

http://www.federalreserve.gov/generalinfo/foia/servicecenter.cfm.

The March 31, 2011 releases resulted from litigation under the Freedom of Information
Act (“FOIA”). Because FOIA requires disclosure of documents, as opposed to the
underlying data or information, the Board made responsive documents available to the
requesters and the public as noted above.

The Board’s December 1, 2010 disclosures of section 13(3) lending information were
made pursuant to section 1109(c) of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”), which requires publication of specified information
“on [the Board’s] website ....” 124 Stat. 2129.

The Federal Reserve’s discount window has been an important source of liquidity for
depository institutions, especially during times of financial stress. Discount window
credit is a common and important tool among central banks around the world and one of
the most important tools during a financial crisis. Unlike grant programs, the discount
window involves the extension of credit on a fully secured basis. To date, the Federal
Reserve has never lost money on discount window lending.

Depository institutions have argued that public disclosure of information regarding
borrowing at the discount window will discourage use of the discount window. They
contend that, because both healthy and troubled depository institutions access the
discount window, the public may misconstrue use of the discount window as a sign of
financial weakness. Indeed, disclosure of access to credit from the Bank of England by
Northern Rock led to runs on that institution. In accordance with the Dodd-Frank Act,
the Board will disclose information regarding borrowings through the discount window,
including the identity of the borrowers, amount borrowed, terms of the borrowing and
collateral information, no later than eight quarters following any discount window
transaction entered into after July 21, 2010.

The Board believes that the disclosure of discount window borrowing after a reasonable
delay appropriately balances the need to hold the Federal Reserve accountable for its
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lending activities with the concerns about the viability of discount window. We will
continue to inform Congress of any concerns that arise as we implement this provision.

6. Given that information pertaining to certain “covered transactions”, a definition which
includes open market operations, will have to be disclosed to the public under the
provisions of the Dodd-Frank Act, will the Federal Reserve disclose the details of open
market operations that took place during the financial crisis and before the passage of
Dodd-Frank, such as Single-Tranche Open Market Operations? If not, please provide an
explanation of why the Federal Reserve will not make such information available.

As required by section 1109(c) of the Dodd-Frank Act, on December 1, 2010, the Board
published detailed information on transactions conducted under the Federal Reserve’s Agency
Mortgage-Backed Securities Program, which were undertaken prior to the enactment of the
Dodd-Frank Act pursuant to the System’s open market operation (OMO) authority.

In addition, the Federal Reserve has released significant information about single-tranche OMOs,
which were conducted with the intention of mitigating heightened liquidity stress that was
occurring in funding markets during the financial crisis in 2008. The program itself had been
disclosed publicly at the time of its inception, each auction was announced to the public on the
website of the FRBNY at the same time it was announced to the primary dealers, and each
auction’s aggregated results were immediately posted to the same website. Additional
aggregated information on the single tranche OMO program was included in the Board’s H.4.1
weekly data release on the condition of the Federal Reserve Banks and in the System Open
Market Account annual report for 2009. Information on single-tranche OMO transactions has
also been made public in connection with the Fox FOIA litigation. On July 6, 2011, the Board
published additional data concerning the program, including trade and settlement dates,
counterparty names, amounts, and rates for all transactions under the program. This information
may be found at: http://www.federalreserve.gov/monetarypolicy/bst_tranche.htm

7. Will the details of the “QE2” program and ongoing rollovers of maturing MBS into
Treasury debt securities be disclosed to the public? If not, please provide an explanation of
why the Federal Reserve will not publicize such information.

The Federal Reserve has provided to the public a substantial amount of information concerning
the program to purchase longer-term Treasury bonds. The Federal Open Market Committee
announced on November 3, 2010 that, in order to promote a stronger pace of economic recovery
and to help ensure that inflation, over time, is at levels consistent with its mandate, the
Committee would purchase a further $600 billion of longer-term Treasury securities by the end
of the second quarter of 2011, at a pace of about $75 billion per month. The FOMC’s
announcement can be found at:
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http://www.federalreserve.gov/newsevents/press/monetary/20101103a.htm. The program is part
of the FOMC'’s open market operations (“OMO”).!

Moreover, the current holdings of SOMA, including maturity date, CUSIP, coupon, par
value and other information regarding securities held in SOMA can be found at:

http://www.newyorkfed.org/markets/soma/sysopen_accholdings.html.

In the Dodd-Frank Act, Congress gave careful consideration to the public’s interest in greater
transparency in OMO transactions and to the legitimate expectations of confidentiality of parties
to OMO transactions and the potential effects that premature disclosure of counter-party
information could have on the Federal Reserve’s ability to execute OMO transactions efficiently
and at the best price. In striking this balance, Congress concluded that the Board should be
permitted to delay the release of information about OMO fransactions. In accordance with the
Dodd-Frank Act, the Board will disclose counter-party information with respect to OMO
transactions, including the reinvestments of maturing MBS into Treasury securities, conducted
after July 21, 2010, no later than eight quarters after the transactions.

8. The documents released by the Federal Reserve in response to the Freedom of
Information Act requests from Bloomberg News and Fox News contained large amounts of
information that was redacted. The Federal Reserve has indicated that the information
was determined not responsive to the FOIA requests and was therefore redacted. Is the
Federal Reserve willing to release all of these records in their original form to the House
Committee on Financial Services? If not, please explain why.

In providing to Bloomberg News and Fox News the documents at issue in their FOIA litigation,
the Board redacted from those documents certain information that was not sought by the
requests. Should the Board receive a request from the House Committee on Financial Services
for the unredacted documents at issue in the Bloomberg/Fox FOIA litigation, it will work with
the Committee, as it has in the past in response to other similar requests, to assist the Committee
in accessing the information it needs.

! Additional details regarding the program, including the Trading Desk at the Federal Reserve Bank of New
York’s plans for distributing purchases of Treasury securities for the System Open Market Account
(“SOMA"), were made available November 3, 2010 on the Federal Reserve Bank of New York’s website

J/[www.newyorkfed.org/markets/opolicy/operating_policy 101103.html. The Federal Reserve Bank
of New York currently publishes a list of FAQs regarding the purchase program which provides
information such as: the maturity sectors of Treasury securities the Desk planned to purchase, how much
the Desk planned to purchase in each issue, how much the Desk planned to purchase each month in
Treasury securities, and other information. The FAQs can be found at:

http://www.newyorkfed.org/markets/Ittreas fag.html,
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9. In the documents disclosed by the Federal Reserve on discount window transactions, it
appears that banks, especially primary dealers, used the discount window like a revolving
line of credit, essentially acquiring longer term funding through what is typically an
overnight program. Why was the discount windew used in such a fashion even when
emergency lending facilities were set up to provide longer term financing through
programs such as the TSLF or PDCF?

The Term Securities Lending Facility (TSLF) and the Primary Dealer Credit facility (PDCF)
were liquidity facilities set up during the financial crisis for primary dealers. Under the TSLF,
primary dealers engaged in temporary swap transactions with the Federal Reserve Bank of New
York in which the dealer received Treasury securities and pledged other high-quality securities
as collateral. The swaps were priced through competitive auctions and had maturities of 28 days.
The PDCF extended overnight loans to primary dealers against collateral that was eligible for tri-
party repurchase agreements. Primary dealers were discouraged from using the PDCF as a
source of longer-term funds by usage fees that rose with the frequency of borrowing. All credit
extended under both the TSLF and the PDCF has been fully repaid, with interest.

Discount window loans (primary, secondary, and seasonal credit) are available only to
depository institutions, that is, commercial banks, thrifts, credit unions, and U.S. branches and
agencies of foreign banks. None of the primary dealers at this time or over the past few years
were depository institutions, so none of the primary dealers have had access to the discount
window. Although there is no prohibition against primary dealers being depository institutions,
currently all primary dealers are broker dealers. In several cases, however, the broker-dealer
subsidiaries of bank holding companies are primary dealers. In such cases, the commercial bank
subsidiary of the holding company is eligible to borrow from the discount window and the
primary dealer /broker-dealer subsidiary would have been able to borrow from the other lending
facilities established for the primary dealers.

Easing the terms on primary credit (discount window) loans was one of the first steps the Federal
Reserve took in response to the financial crisis. The easing was intended to increase the liquidity
of depository institutions and thereby support their ability to lend to businesses and households.
On August 17, 2007, the Federal Reserve narrowed the spread of the primary credit rate over the
FOMC’s target rate from 100 basis points to 50 basis points, and lengthened the maximum
maturity from overnight to 30 days. On March 16, 2008, the Federal Reserve lowered the spread
to 25 basis points and extended the maximum maturity to 90 days. The easing of terms on
discount window borrowing was part of the Federal Reserve’s broader efforts to address strains
in term funding markets and the liquidity strains in financial markets. As financial market
conditions improved, the Federal Reserve normalized the terms on primary credit. Over the first
few months of 2010, the Federal Reserve returned the typical maximum maturity on primary
credit to overnight and widened the spread of the primary credit rate over the top of the FOMC’s
range for the federal funds rate to 50 basis points. By June 2010, borrowing had again fallen
near zero.
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10. What was the necessity of setting up Single-Tranche Open Market Operations (ST
OMO) and programs such as the TSLF when they accomplished essentially the same task
of providing 28-day credit? Was the existence of these separate operations due to the fact
that the TSLF allowed the Fed to purchase secondary credit and not just primary credit,
something not legally permissible under the ST OMO conducted through the Fed’s open
market operation authority?

Both the single-tranche (ST) OMO and the TSLF programs were aimed at relieving strains in the
term funding markets. Since these strains were quite significant, the Federal Reserve provided
more than one way to help alleviate the pressures. Both programs addressed term funding
pressures for the primary dealers, though the mechanics were different, as was the list of eligible
securities. ‘

Mechanically, the ST OMO allowed primary dealers to bid at auction for direct 28-day financing
of any of their OMO-eligible securities (i.e., U.S. Government securities and U.S. agency issued
or guaranteed securities); they pledged their securities and received funds in exchange. With
TSLF, however, the dealers bid at auction to essentially swap their program-eligible securities
for U.S. Treasury securities, which they then had to finance in the market. Presumably it was
easier for them to find term financing for the U.S. Treasury securities they received than it was
for them to finance the securities they pledged into the program. So, after winning a TSLF
auction, the primary dealer would still have to obtain financing for the U.S. Treasury securities
they received from the FRBNY. .

There are other key differences between the ST OMO and TSLF programs.

The ST OMO program relied on standard legal authorities for open market operations, and
transactions under this program were very similar to the shorter-term repo operations long
conducted by the Federal Reserve in implementing monetary policy. Under this program,
primary dealers could deliver as collateral any of the types of securities--Treasuries, agencies,
and agency MBS--that are typically accepted in open market operations.

The legal authority for a key part of the TSLF--the so-called “schedule 2 TSLF operations--
relied partly on the Federal Reserve’s emergency lending authority in section 13(3) of the
Federal Reserve Act. Under TSLF, primary dealers could borrow Treasury securities from the
Federal Reserve for a period of 28 days. In contrast to the ST OMO program, under the TSLF
primary dealers could pledge as collateral a range of highly rated private securities. Rates and
amounts borrowed by individual primary dealers under the TSLF were determined through
competitive auctions. Initially, the securities accepted as collateral in TSLF operations were
limited to AAA-rated securities. Later as the crisis intensified in September of 2008, the range
of collateral accepted was expanded to include all investment-grade securities. The ability of
primary dealers to finance private investment-grade securities through the TSLF was very
important in addressing the disruptions in financial markets during the crisis.
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11. Can the Federal Reserve provide to the Committee a graph and/or spreadsheet for
each of the emergency lending facilities (including the ST OMO) showing the high, low,
and average rates charged in the facility over its lifetime in conjunction with the prevailing
market rate for the same type of transaction over the same period?

Please see attached response for this question.



Attachments in response to Question 11



The TALF was created to assist financial markets in accommodating the credit needs of
consumers and businesses of all sizes by facilitating the issuance of asset-backed securities
(ABS) collateralized by a variety of consumer and business loans; it was also intended to
improve market conditions for ABS more generally. Under the TALF, nonrecourse loans were
issued to holders of eligible ABS, which serve as collateral for the loan.

The TALF loan interest rates consisted of a base rate and a spread. The base rates were
chosen to line up with the interest rate paid by the ABS to minimize basis risk. The spreads were
chosen to compensate the Treasury and Federal Reserve for risk. In some cases, the spreads
were also adjusted to reflect differences in the average level of the base rates; in particular, the
prime rate exceeds Libor, which exceeds the federal funds rate. The interest rate spreads on
TALF loans were set below spreads on highly-rated ABS prevailing during the early stages of
financial crisis, but well above spreads during more normal market conditions to provide
borrowers with an incentive to voluntarily repay once market conditions normalized. Over the
course of the program, markets have improved and; subsequently, spreads on some TALF
collateral asset classes have fallen below the TALF lending rate. As of August 2011, of the
$71 billion in total TALF loans originally extended, only $11.6 billion remains outstanding.
This steep reduction is almost entirely related to voluntary borrower prepayments.

The interest rate on TALF loans varies by the type of collateral securing the loan (and in
some cases by the term of the loan):

ABS backed by federally guaranteed student loans: 50 basis points over 1-month Libor.
. & SBA Pool Certificates: federal funds target rate plus 75 basis points.

e SBA Development Company Participation Certificates:
o Three-year TALF loans: 50 basis points over the 3-year Libor swap rate.
o Five-year TALF loans: 50 basis points over the 5-year Libor swap rate.

o Commercial mortgage-backed securities:
o Three-year TALF loans: 100 basis points over the 3-year Libor swap rate.
o Five-year TALF loans: 100 basis points over the 5-year Libor swap rate.

e Other eligible fixed-rate ABS:

o Three-year TALF loans: 100 basis points over the 1-year Libor swap rate for
securities with a weighted average life less than one year, 100 basis points over
the 2-year Libor swap rate for securities with a weighted average life greater than
or equal to one year and less than two years, 100 basis points over the 3-year
Libor swap rate for securities with a weighted average life of two years or greater.

e Private student loan ABS bearing a prime-based coupon: the higher of 1 percent and the
rate equal to the Prime rate minus 175 basis points.
o Other eligible floating-rate ABS: 100 basis points over 1-month Libor.

Following is a breakdown of the interest rates on TALF loans at the time of issuance (most
TALF loans have been repaid early as financial market conditions improved and borrowers
switched to market-based funding):

e 62 percent of TALF loans were fixed-rate, with interest rates ranging from 1.78% to
3.87%



e 29 percent of TALF loans were floating-rate, at 100 basis points over 1-month Libor

e 4 percent of TALF loans were floating-rate, at the federal funds target rate plus 75 basis
points

e 5 percent of TALF loans were floating-rate, at the higher of 1 percent and the rate equal
to the Prime rate minus 175 basis points. Since the inception of the TALF, the Prime rate
minus 175 basis points has been constant at 150 basis points.

At the time TALF loans were issued there was no active market for financing these types
of ABS. In addition, TALF loans have unique features--they have restricted and fixed maturities
(3- or 5-year), are non-recourse to the borrower, and have customized risk-based haircuts based
on the nature of the underlying collateral. As a result, comparable loan products to the TALF do
not exist in the market.

We provide credit spreads on the TALF collateral asset classes for which we have been
able to find data. The spreads may be used as proxies for prevailing market rates. However,
these spreads are very imperfect proxies since they reflect the market pricing of the collateral, as
opposed to market rates for loans with TALF terms and conditions. For example, credit spreads
are an indication of the market perception of the riskiness of a security and as such do not
incorporate the additional credit protection provided by the haircuts applied to TALF loan
collateral. This is particularly notable for legacy CMBS, for which the haircuts started at a
minimum of 15% of par (see below for TALF haircut rates). Furthermore, the maturity dates of

TALF collateral may have been shorter or longer than the related TALF loan.

TALF Haircuts
ABS Average Life (years)
Sector Subsector 0- 1- 2- 3- 4- 5- 6-<7
<l |2 |<3 |<4 |<5 |<6
Auto Prime retail lease 10% | 11% | 12% | 13% | 14%
Auto Prime retail loan 6% |7% [8% |9% | 10%
Auto Subprime retail loan 9% | 10% | 11% | 12% | 13%
Auto Motorcycle/ 7% 8% | 9% |10% | 11%
other recreational vehicles
Auto Commercial and government fleets | 9% | 10% | 11% | 12% | 13%
Auto Rental fleets 12% | 13% | 14% | 15% | 16%
CMBS Legacy 15% | 15% | 15% | 15% | 15% | 16% | 17%
Credit Card Prime 5% [5% | 6% | 7% | 8%
Credit Card Subprime 6% |7% |8% |9% | 10%
Equipment Loans and Leases 5% 16% 7% | 8% |9%
Floorplan Auto 12% | 13% | 14% | 15% | 16%
Floorplan Non-Auto 11% | 12% | 13% | 14% | 15%
Premium Finance | Property and casualty 5% 6% | 7% | 8% | 9%
Servicing Residential mortgages 12% | 13% | 14% | 15% | 16%
Advances
Small Business SBA Loans 5% |5% |5% |5% [5% |[6% |6%
Student Loan Private 8% 9% |10% | 11% | 12% | 13% | 14%
Student Loan Government guaranteed 5% | 5% |5% [5% |5% | 6% |6%




TALF loan rate spreads and comparable market interest rate spreads
Loans backed by Commercial Mortgage-Backed Securities (CMBS)

TALF Loan Type (CMBS): 3-¥Yr Fixed 5-Yr Fixed

TALF Loan Ratg_Lc=MBS]: 3-Yr LIBOR Swap rate + 100 basis points 5-Yr LIBOR Swap rate + 100 basis points

il Super Senior 3-YrAAA CMBS rate | ‘SuperSenior5-Yr AAA CMBS rate

choDater il .. -3-YrLIBORSwaprate . . . T ~ -5:YrLIBORSwaprate i

02/27/09 600 1300
03/27/09 400 1100
04/24/09 375 1025
05/29/09 300 600
06/26/09 300 650
07/31/09 250 400
08/28/09 260 425
09/25/09 260 405
10/30/09 235 350
11/27/09 245 370
12/25/09 240 330
01/29/10 225 300
02/26/10 225 275
03/26/10 200 2 275
04/30/10 200 270
05/28/10 210 285
06/25/10 210 280
07/30/10 195 245
08/27/10 165 230
09/24/10 155 210
10/29/10 205 290
11/26/10 195 270
12/31/10 195 275
01/28/11 190 260
02/25/11 175 235
03/25/11 180 230
04/29/11 170 215
05/27/11 180 235
06/24/11 200 255




TALF loan rate spreads and comparable market interest rate spreads
Loans backed by Commercial Mortgage-Backed Securities (CMBS)

TALF Loan Type (CMBS): 3-Yr Fixed 5-Yr Fixed

TALF Loan Rate (CMBS): 3-Yr LIBOR Swap rate + 100 basis points 5-Yr LIBOR Swap rate + 100 basis points

. . " superSenior 3-YrAAACMBSrate - | SuperSenior5-YrAAACMBSrate =

W Dates e T EE s 3 P IBOR Swapirate L sl L S5 YR LIBOR Swapirate: i oo

02/27/09 600 1300
03/27/09 400 1100
04/24/09 375 1025
05/29/09 300 600
06/26/09 300 650
07/31/09 250 400
08/28/09 260 425
09/25/09 260 405
10/30/09 235 350
11/27/09 : 245 370
12/25/09 240 330
01/29/10 225 300
02/26/10 225 275
03/26/10 200 275
04/30/10 200 270
05/28/10 210 285
06/25/10 210 280
07/30/10 . 195 245
08/27/10 165 230
09/24/10 155 210
10/29/10 205 290
11/26/10 195 270
12/31/10 195 275
01/28/11 190 260
02/25/11 175 235
03/25/11 180 230
04/29/11 170 215
05/27/11 180 235
06/24/11 200 255




TALF loan rate spreads and comparable market interest rate spreads
Loans backed by Prime Auto Asset-Backed Securities (ABS)

TALF Loan Type (Prime Auto):

3-Yr Fixed w/ avg life >=2 years
3-Yr LIBOR Swap rate + 100 basis points

3-Yr Floating
1-Mo LIBOR rate + 100 basis points

TALF Loan Rate (Prime Auto):

- 3-Yr Auto (Prime) AAA fixed-rate ABS rate

" 3-¥r Auto (Prime) AAA floating-rate ABS rate

Date -3-Yr LIBOR Swap rate (basis points) Date - 1-Mo LIBOR rate (basis points): =~
2/27/09 350 2/26/09 510
3/31/09 300 3/26/09 427
4/30/09 225 4/30/09 377
5/29/09 200 5/28/09 367
6/30/09 165 6/25/09 346
7/31/09 120 7/30/09 309
8/31/09 80 8/27/09 257
9/30/09 65 9/24/09 226
10/30/09 50 10/29/09 218
11/30/09 55 11/25/09 192
12/31/09 50 12/31/09 233
1/29/10 35 1/28/10 187
2/26/10 25 2/25/10 168
3/31/10 20 3/25/10 176
4/30/10 20 4/29/10 167
5/28/10 30 5/27/10 166
6/30/10 20 6/24/10 130
7/30/10 20 7/29/10 94
8/31/10 17 8/26/10 88
9/30/10 22 9/30/10 84
10/29/10 25 10/28/10 77
11/30/10 30 11/25/10 101
12/31/10 28 12/30/10 135
1/31/11 28 1/27/11 129
2/28/11 25 2/24/11 146
3/31/11 35 3/31/11 168
4/29/11 33 4/28/11 141
5/31/11 28 5/26/11 120
6/30/11 27 6/30/11 123




TALF loan rate spreads and comparable market interest rate spreads
Loans backed by Credit Card Asset-Backed Securities (ABS)

TALF Loan Type (Credit Cards):
TALF Loan Rate (Credit Cards):

3-Yr Fixed w/ avg life >=2 years
3-Yr LIBOR Swap rate + 100 basis points

3-Yr Floating
1-Mo LIBOR rate + 100 basis points

Spread Date

_3-Yr AAA Credit Card ﬁxed-r_afe ABS rate
- 3-Yr LIBOR Swap Rate (asis points)

3-Yr AAA Credit Card floating-rate ABS rate -
-1-Mo LIBOR rate (basis points) .

2726/09

3/26/09

4/30/09

5/28/09

6/25/09

7/30/09

8/27/09

9/24/09

10/29/09

11/25/09

12/31/09

1/28/10

2/25/10

3/25/10

4/29/10

5/27/10

6/24/10

7/29/10

8/26/10

9/30/10

10/28/10

11/25/10

12/30/10

1/27/11

2/24/11

3/31/11

4/28/11

5/26/11

6/30/11

250
290
220
130
120
105
60
45
35
45
35
25
25
25
20
30
20
17
14
25
25
27
27
25
24
25
21
20
19

02/27/09
03/31/09
04/30/09
05/29/09
06/30/09
07/31/09
08/31/09
09/30/09
10/30/09
11/30/09
12/31/09
01/29/10
02/26/10
03/31/10
04/30/10
05/28/10
06/30/10
07/30/10
08/31/10
09/30/10
10/29/10
11/30/10
12/31/10
01/31/11
02/28/11
03/31/11
04/29/11
05/31/11
06/30/11

290
320
260
150
145
130
85
65
55
75
60
40
40
30
25
35
30
25
22
24
27
27
27
24
24
22
21
18
16




TALF loan rate spreads and comparable market interest rate spreads
Loans backed by Equipment Loan Asset-Backed Securities (ABS)

TALF Loan Type (Equipment):* 3-Yr Fixed w/ avg life >=2 years
TALF Loan Rate (Equipment): 3-Yr LIBOR Swap rate + 100 basis points
S e b 3Yr AAAEquipment (large) fixed-rate ABS rate
_SpreadDate . | °' -3-YrlIBORswaprate (basis points) =

2/27/09 450

3/31/09 425

4/30/09 400

5/29/09 325

6/30/09 300

7/31/09 175

8/31/09 140

9/30/09 120

10/30/09 90

11/30/09 95

12/31/09 85

1/29/10 65

2/26/10 55

3/31/10 40

4/30/10 40

5/28/10 45

6/30/10 45

7/30/10 45

8/31/10 45

9/30/10 40

10/29/10 45

11/30/10 60

12/31/10 60

1/31/11 60

2/28/11 55

3/31/11 60

4/29/11 60

5/31/11 47

6/30/11 45

* All TALF loans against equipment ABS were fixed-rate, therefore only the fixed 3 Year rate is provided.



TALF loan rate spreads and comparable market Interest rale spreads
Loans backed by Private Student Loan Asset-Backed Securitles (A85)

Loans);

TALF Loan Type (Private Student 3-¥r [other coupon] Floating: 5-Yr [other coupen) Floating:
TALF Loan Rates [Private Stud 1:Mo LIBOR rate + 100 basls polnts 1:Mo LIBOA rate + 100 basls polnls
A 3-¥ePrivate Credit Student Loan AAA floating-rate ABS rate - [~ 7-yr Private Credlt Student Loan ARA floating-rate ABS rate.
; 2L EATRRNS o3 M LBORE - S 1 RS - 1-Ma LIBOR SRl
o2/27/09 1000 1000
03/27/09 1000 1000
042909 500 1000
0s/29/0% 700 200
06/26/09 700 B0
a7/31/09 600 700
c8/28/09 500 &0
09/25/09 s00 600
10/29/09 328 428 10/30/09 450 550
11/25/09 325 45 11/27/039 450 $50
12f31/09 32 45 12f25/09 450 550
1/28/10 215 400 o1/23/10 400 515
2/25/10 175 250 02/26/10 300 31s
afzsj10 179 54 03/26/10 300 s
4f23/10 184 259 04/30/10 300 a7s
sf27/10 204 2719 05/28/10 300 s
6/24/10 ; 204 279 06/25/10 300 315
7/23/10 197 m 07/30/10 300 s
8/26/10 180 255 08/27/10 300 s
9/30/10 179 254 09/24/10 300 375
10/28/10 179 254 10/29/10 300 375
1/25/10 179 254 13/26/10 300 s
12/30/10 180 258 12/31/10 300 375
12711 155 230 01/28/11 75 350
2/24/11 156 m 0z/15/11 275 350
3/ 130 05 03/25/11 275 s
4f28/11 7 152 04/29/11 200 s
5/26/11 45 120 05/27/11 170 245
6/30/11 45 120 06/24/11 170 45




TAF loan rates and comparable market interest rate

TAF auction dates
Percent

Date

TAF loan
term (days)

28- and 35-Day TAF Loans

17-Dec-07
20-Dec-07
14-Jan-08
28-Jan-08
11-Feb-08
25-Feb-08
10-Mar-08
24-Mar-08
7-Apr-08
21-Apr-08
5-May-08
19-May-08
2-Jun-08
16-Jun-08
30-Jun-08
14-Jul-08
28-Jui-08
12-Aug-08
25-Aug-08

9-Sep-08"

22-Sep-08
20-0ct-08
17-Nov-08
15-Dec-08
12-Jan-09
9-Feb-09
9-Mar-09
6-Apr-09
4-May-09
1-Jun-09
29-Jun-09
27-Jul-09
24-Aug-09
21-Sep-09
19-Oct-09
16-Nov-09
14-Dec-09
11-Jan-10
8-Feb-10
8-Mar-10

28
35
28
28
28
28
28
28
28
28

. 28

28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28

TAF loan rate

4.65
4.67
3.95
3.12
3.01
3.08
2.80
2.62
2.82
2.87
2.22
2.10
2.26
2.36
2.34
2.30
2.35
2.45
2.38
2.53
3.75
1.11
0.51
0.28
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.50

Market rate

4.97 1-month Libor
4.90 1-month Libor
4,08 1-month Libor
3.28 1-month Libor
3.14 1-month Libor
3.12 1-month Libor
2.94 1-month Libor
2.61 1-month Libor
2.72 1-month Libor
2.90 1-month Libor
2.70 1-month Libor
2.45 1-month Libor
2.46 1-month Libor
2.48 1-month Libor
2.46 1-month Libor
2.46 1-month Libor
2.46 1-month Libor
2.46 1-month Libor
2.47 1-month Libor
2.49 1-month Libor
3.18 1-month Libor
3.75 1-month Libor
1.47 1-month Libor
0.88 1-month Libor
0.34 1-month Libor
0.45 1-month Libor
0.56 1-month Libor -
0.48 1-month Libor
0.41 1-month Libor
0.32 1-month Libor
0.31 1-month Libor
0.29 1-month Libor
0.26 1-month Libor
0.25 1-month Libor
0.25 1-month Libor
0.24 1-month Libor
0.23 1-month Libor
0.23 1-month Libor
0.23 1-month Libor
0.23 1-month Libor



84-Day TAF Loans

11-Aug-08
8-Sep-08
6-Oct-08
3-Nov-08
1-Dec-08
29-Dec-08
26-Jan-09
23-Feb-09
23-Mar-09
20-Apr-09
18-May-09
15-Jun-09

13-Jul-09

10-Aug-09
8-Sep-09

Other TAF Loans
10-Nov-08
24-Nov-08

5-Oct-09
2-Nov-09
30-Nov-09

84
84
85
84
84
83
84
84
84
84
84
84
84
84
84

Forward
Forward
70
70
42

2.75
2.67
1.39
0.60
0.42
0.20
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25

0.53
0.38
0.25
0.25
0.25

2.80 3-month Libor
2.82 3-month Libor
4.29 3-month Libor
2.86 3-month Libor
2.22 3-month Libor
1.46 3-month Libor
1.18 3-month Libor
1.25 3-month Libor
1.22 3-month Libor
1.10 3-month Libor
0.79 3-month Libor
0.61 3-month Libor
0.51 3-month Libor
0.46 3-month Libor
0.30 3-month Libor

2.10 2-month Libor
2.03 2-month Libor
0.25 2-month Libor
0.26 2-month Libor
0.24 2-month Libor



Interest [discount] rate on ABCP purchased under the CPFF and comparable market interest rate

Daily
Percent
CPFF 90-day
Date ABCP rate AA ABCP rate

27-0ct-08 3.88 3.85
28-0ct-08 3.89 3.75
29-Oct-08 3.84 3.53
30-Oct-08 3.74 3.65
31-Oct-08 3.60 3.38
3-Nov-08 3.61 3.06
4-Nov-08 3.60 2.30
5-Nov-08 3.55 3.09
6-Nov-08 3.54 2.03
7-Nov-08 3.54 2.69
10-Nov-08 3.53 2.67
12-Nov-08 3.47 2.02
13-Nov-08 3.52 1.97
14-Nov-08 3.54 2.15
17-Nov-08 3.51 2.10
18-Nov-08 3.47 1.93
19-Nov-08 3.47 2.28
20-Nov-08 3.42 3.13
21-Nov-08 3.49 2.30
24-Nov-08 3.49 3,22
25-Nov-08 3.48 242
26-Nov-08 3.42 3.04
28-Nov-08 3.41 2.10
1-Dec-08 3.42 1.89
2-Dec-08 3.39 1.77
3-Dec-08 3.37 1.92
4-Dec-08 3.33 2.05
5-Dec-08 3.32 1.95
8-Dec-08 3.29 2.77
9-Dec-08 3.30 1.53
10-Dec-08 3.25 1.70
11-Dec-08 3.25 1.29
12-Dec-08 3.25 0.77
15-Dec-08 3.31 1.14
16-Dec-08 3.33 0.76
17-Dec-08 3.18 0.59
18-Dec-08 3.20 0.94
19-Dec-08 3.19 0.47
22-Dec-08 3.21 0.52
23-Dec-08 3.21 1.09
24-Dec-08 3.22 1.63
26-Dec-08 3.22 1.50
29-Dec-08 3.21 1.22
30-Dec-08 3.18 0.88
31-Dec-08 3.18 0.55
2-Jan-09 3.18 0.61
5-Jan-09 3.18 0.50
6-Jan-09 3.18 0.65
7-Jan-09 3.19 0.60
8-Jan-09 3.18 0.48
9-Jan-09 3.1§ 0.61
12-Jan-09 3.18 0.50
13-Jan-09 3.16 0.45
14-Jan-09 3.16 0.51
15-Jan-09 3.17 0.62
16-Jan-09 3.19 0.77
20-Jan-09 3.18 1.76

21-Jan-09 3.19 0.65



22-Jan-09
23-Jan-09
26-Jan-09
27-Jan-09
28-Jan-09
29-Jan-09
30-Jan-09
2-Feb-09
3-Feb-09
4-Feb-09
5-Feb-09
6-Feb-09
9-Feb-09
10-Feb-09
11-Feb-09
12-Feb-09
13-Feb-09
17-Feb-09
18-Feb-09
19-Feb-09
20-Feb-09
23-Feb-09
24-Feb-09
25-Feb-09
26-Feb-09
27-Feb-09
2-Mar-09
3-Mar-09
4-Mar-08
5-Mar-09
6-Mar-09
9-Mar-09
10-Mar-09
11-Mar-09
12-Mar-09
13-Mar-09
16-Mar-09
17-Mar-09
18-Mar-09
19-Mar-09
20-Mar-09
23-Mar-09
24-Mar-09
25-Mar-09
26-Mar-09
27-Mar-09
30-Mar-09
31-Mar-09
1-Apr-09
2-Apr-09
3-Apr-09
6-Apr-09
7-Apr-09
8-Apr-09
9-Apr-09
13-Apr-09
14-Apr-09
15-Apr-09
16-Apr-09
17-Apr-09
20-Apr-09
21-Apr-09
22-Apr-09
23-Apr-09

3.21
3.23
3.24
3.24
3.22
3.22
3.23
3.26
3.25
3.25
3.25
3.27
3.26
3.27

3.27.

3.27
3.26
3.27
3.27
3.27
3.24
3.23
3.23
3.24
3.25
3.25
3.25
3.25
3.25
3.25
3.25
3.27
3.26
3.26
3.25
3.25
3.24
3.23
3.23
3.22
3.23
3.23
3.24
3.25
3.24
3.23
3.23
3.23
3.22
3.22
3.22
3.22
3.21
3.20
3.20
3.20
3.20
3.19
3.19
3.19
3.19
3.19
3.20
3.20

0.62
0.68

238

0.77
0.89
0.95
0.79
0.88
0.76
0.70
0.90
0.74
0.80
0.67
0.73

" 0.88

0.81
0.94
0.87
1.00
0.77
0.85
0.83
0.82
0.90
1.05
0.71
0.95
0.88
0.83
0.85
0.88
0.90
0.83
0.75
0.76
0.74
0.85
0.79
0.90
0.78
0.96
0.93
0.80
0.65
0.60
1.08
3.23
0.80
0.78
0.67
0.75
0.75
0.74
0.90
0.66
0.74
0.97
0.79
0.83
0.74
0.63
1.05
0.64



24-Apr-09
27-Apr-09
28-Apr-09
29-Apr-09
30-Apr-09
1-May-09
4-May-09
5-May-09
6-May-09
7-May-09
8-May-09
11-May-09
12-May-09
13-May-09
14-May-09
15-May-09
18-May-09
19-May-09
20-May-09
21-May-09
22-May-09
26-May-09
27-May-09
28-May-09
29-May-09
1-jun-09
2-Jun-09
3-Jun-09
4-Jun-09
S-Jun-09
8-Jun-09
9-jun-09
10-Jun-09
11-Jun-09
12-Jun-09
15-Jun-09
16-Jun-09
17-Jun-09
18-Jun-09
19-Jun-09
22-jun-09
23-jun-09
24-Jun-09
25-jun-09
26-Jun-09
29-Jun-09
30-Jun-09
1-Jul-09
2-Jul-09
6-jul-09
7-Jul-09
8-Jul-09
9-Jul-09
10-Jul-09
13-Jul-09
14-)ul-09
15-Jul-09
16-Jul-09
17-Jul-09
20-4ul-09
21-Jul-09
22-Jul-09
23-Jul-09
24-Jul-08

3.20
3.20
3.19
3.20
3.20
3.19
3.21
3.20
3.21
3.21
3.21
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.21
3.20
3.21
3.21
3.20
3.20
3.21
3.20
3.21
3.22
3.23
3.23
3.22
3.22
3.21
3.21
3.22
3.22
3.23
3.24
3.23
3.24
3.24
3.23
3.22
3.22
3.22
3.22
3.22
3.21
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.19
3.19
3.20
3.19
3.20
3.20

0.64
3.00
0.57
2.90
3.01
0.65
0.59
0.56
0.59
0.50
0.59
0.59
0.55
0.43
0.54
0.70
0.48
0.42
0.46
0.38
0.51
0.46
0.39
0.35
0.35
0.45
0.40
0.36
0.38
0.45
0.49
0.40
0.46
0.39
0.37
0.48
0.40
0,52
0.43
0.44
0.40
0.45
0.45
0.53
0.38
0.38
0.53
0.50
0.43
0.36
0.37
0.36
0.37
0.37
0.42
0.35
0.42
0.41
0.38
0.39
0.34
0.33
0.39
0.34



27-Jul-09
28-jul-09
29-Jul-09
30-Jul-09
31-Jul-09
3-Aug-09
4-Aug-09
S-Aug-09
6-Aug-09
7-Aug-09
10-Aug-09
11-Aug-09
12-Aug-09
13-Aug-09
14-Aug-09
17-Aug-09
18-Aug-09
19-Aug-09
20-Aug-09
21-Aug-09
24-Aug-09
25-Aug-08
26-Aug-09
27-Aug-09
28-Aug-09
31-Aug-09
1-Sep-09
2-Sep-09
3-Sep-09
4-Sep-09
8-Sep-09
9-Sep-09
10-Sep-09
11-Sep-09
14-Sep-09
15-Sep-09
16-Sep-09
17-Sep-09
18-Sep-09
21-Sep-09
22-Sep-08
23-Sep-09
24-Sep-09
25-Sep-09
28-Sep-09
29-Sep-09
30-Sep-09
1-Oct-09
2-0ct-09
5-Oct-09
6-Oct-09
7-0ct-09
8-Oct-09
9-Oct-09
13-Oct-09
14-Oct-09
15-Oct-09
16-Oct-09
19-Oct-09
20-Oct-09
21-Oct-09
22-Oct-09
23-0ct-09
26-Oct-09

3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.20
3.19
3.19
3.19
3.19
3.18
3.19
3.19
3.19
3.19
3.19
3.19
3.19
3.19
3.18
3.18
3.18
3.17
3.17
3.18
3.17
3.17
3.17
3.17
3.17
3.17
3.17
3.18
3.18
3.18
3.18
3.18
3.17
3.17
3.17
3.17
3.16
3.16
3.14
3.16

3.15

3.15
3.16
3.16
3.16
3.15
3.15
3.15
3.17
3.17
3.17
3.16
3.16

3,16

0.36
0.38
0.35
0.37
0.31
0.38
0.31
0.38
0.34
0.30
0.31
0.34
0.37
0.33
0.30
0.30
0.31
0.34
0.32
0.29
0.30
0.30
0.35
0.29
0.42
0.29
0.28
0.29
0.26
0.24
0.32
0.31
0.26
0.26
0.27
0.32
0.27
0.24
0.26
0.27
0.29
0.28
0.27
0.31
0.28
0.31
0.35
0.27
0.29
0.27
0.25
0.27
0.31
0.31
031
0.28
0.29
0.26
0.27
0.26
0.28
0.25
0.32
0.27



27-Oct-09
28-Oct-09
29-Oct-09
30-0ct-09
2-Nov-09
3-Nov-09
4-Nov-09
5-Nov-09
6-Nov-09
9-Nov-09
10-Nov-09
12-Nov-09
13-Nov-09
16-Nov-09
17-Nov-09
18-Nov-09
19-Nov-09
20-Nov-08
23-Nov-09
24-Nov-09
25-Nov-09
27-Nov-09
30-Nov-09
1-Dec-09
2-Dec-09
3-Dec-09
4-Dec-09
7-Dec-09
8-Dec-09
9-Dec-09
10-Dec-09
11-Dec-09
14-Dec-09
15-Dec-09
16-Dec-09
17-Dec-09
18-Dec-09
21-Dec-09
22-Dec-09
23-Dec-09
24-Dec-09
28-Dec-09
29-Dec-09
30-Dec-09
31-Dec-08
4-jan-10
5-Jan-10
6-Jan-10
7-Jan-10
8-Jan-10
11-fan-10
12-jan-10
13-Jan-10
14-Jan-10
15-Jan-10
19-Jan-10
20-Jan-10
21-Jan-10
22-Jan-10
25-Jan-10

3.16
3.16
3.16
3.16
3.16
3.15
3.16
3.15
3.15
3.15
3.15
3.15
3.14
3.14
3.14
3.14
3.14
3.13
3.13
3.13
3.13
3.13 ND
3.14
3.14
3.14
3.15
3.15
3.15
3.15
3.15
3.15
3.15
3.16
3.18
3.17
3.16
3.16
3.16
3.16
3.16
3.16
3.17
3.18
3.17
3.17
3.16
3.16
3.16
3.15
3.15
3.15
3.14
3.14
3.14
3.14
3.14
3.14
3.14
3.15
3.15

0.28
0.28
0.25
0.25
0.27
0.25
0.25
0.25
0.23
0.24
0.26
0.23
0.23
0.26
0.24
0.23
0.26
0.30
0.24
0.23
0.20

0.26
0.27
0.22
0.40
0.23
0.24
0.22
0.23
0.23
0.25
0.27
0.22
0.25
0.23
0.24
0.23
0.26
0.22
0.26
0.30
0.25
0.25
0.30
0.24
0.22
0.22
0.20
0.25
0.24
0.25
0.26
0.22
0.20
0.22
0.20
0.20.
0.22
0.23



Interest [discount] rate on unsecured CP purchased under the CPFF* and comparable market interest rates
Daily
Percent

Note: On many days there was not sufficient commercial paper issuance to calculate market rates
* Includes 1.00% surcharge on unsecured commercial paper

CPFF 90-day AA non- 90-day AA
Date CP rate™ financial CPrate financial CPrate
27-Oct-08 2.88 195 2.55
28-0ct-08 2.89 2,18 2.89
29-0ct-08 2.84 1.95 2.84
30-Oct-08 2.74 2.74
31-Oct-08 2.60 195 2.60
3-Nov-08 2.61 2.03
4-Nov-08 2.60 1.75
5-Nov-08 2.55 1.81
6-Nov-08 2.54 1.61
7-Nov-08 2.54 1.40
10-Nov-08 253 1.44
12-Nov-08 2.47 1.40
13-Nov-08 2.52 1.40 1.66
14-Nov-08 2.54 1.40 1.19
17-Nov-08 2.51 132
18-Nov-08 2.47 1.31 1.34
19-Nov-08 247 1.27
20-Nov-08 2.42 1.22
21-Nov-08 2.49 1.28 1.59
24-Nov-08 2.49 2.03
25-Nov-08 2.48 1.29 1.70
26-Nov-08 2.42 1.22
28-Nov-08 2.41 1.30
1-Dec-08 2.42 1.22 1.48
2-Dec-08 2.39 1.42
3-Dec-08 2.37 1.34
4-Dec-08 2.33 135
5-Dec-08 232 1.10
8-Dec-08 2.29 0.50
9-Dec-08 2.30
10-Dec-08 2.25
11-Dec-08 2.25
12-Dec-08 2.25
15-Dec-08 2.31
16-Dec-08 233
17-Dec-08 2,18
18-Dec-08 2.20
19-Dec-08 2.19 0.25
22-Dec-08 2.21
23-Dec-08 2.21 0.44
24-Dec-08 2,22
26-Dec-08 2.22
29-Dec-08 ) 2.21
30-Dec-08 : 2.18
31-Dec-08 2.18
2-Jan-08 2.18 0.40
5-Jan-09 2,18 0.20
6-Jan-09 2.18 0.22
7-Jan-09 2,19 0.29 0.54
8-Jan-09 2.18 0.30 0.28
9-Jan-09 2.18 0.25
12-Jan-09 2.18 0.29 0.49
13-Jan-09 2.16 0.26 0.49
14-Jan-09 2.16 0.27 0.46

15-Jan-09 2.17 0.29 0.91



16-Jan-09
20-Jan-09
21-Jan-09
22-Jan-09
23-Jan-09
26-Jan-09
27-Jan-09
28-Jan-09
29-Jan-09
30-Jan-09
2-Feb-09
3-Feb-09
4-Feb-09
5-Feb-09
6-Feb-09
9-Feb-09
10-Feb-09
11-Feb-09
12-Feb-09
13-Feb-09
17-Feb-09
18-Feb-09
19-Feb-09
20-Feb-09
23-Feb-09
24-Feb-09
25-Feb-09
26-Feb-09
27-Feb-09
2-Mar-09
3-Mar-09
4-Mar-09
5-Mar-09
6-Mar-09
9-Mar-09
10-Mar-09
11-Mar-09
12-Mar-09
13-Mar-09
16-Mar-09
17-Mar-09
18-Mar-09
19-Mar-09
20-Mar-09
23-Mar-09
24-Mar-09
25-Mar-09
26-Mar-09
27-Mar-09
30-Mar-09
31-Mar-09
1-Apr-09
2-Apr-08
3-Apr-09
6-Apr-09
7-Apr-09
8-Apr-09
9-Apr-08
13-Apr-09
14-Apr-09
15-Apr-09
16-Apr-09
17-Apr-09
20-Apr-09

219
2.18
219
2.21
2.23
2.24
2.24
2.22
2.22
2.23
2.26
2.25
2.25
2.25
2.27
2.26
2.27
2.27
2.27
2.26
2.27
2.27
2.27
2.24
2.23
223
2.24
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.27
2.26
2.26
2.25
2.25
2.24
2.23
2.23
2.22
2.23
2.23
2.24
2.25
2.24
2.23
2.23
2.23
2.22
2.22
2.22
2.22
2.21
2.20
2.20
2.20
2.20
2.19
2.19
2.18
219

0.33
0.34
0.35
0.29
0.27

0.42
0.42
0.35
0.36

0.43
0.43
0.49
0.42
0.65

0.50

0.41

0.51

0.51
0.37
0.34

0.35

0.44

0.37
0.37
0.35
0.23

0.34
0.35
0.50
035
0.30
0.50
0.45
0.34
0.35
0.50
0.30
0.31

0.30
0.30
0.22
0.20
0.21
0.29

0.50
0.62

1.04
215
2.04
2.14
2,21
2.24
0.61
0.55
0.65
0.43
0.70
0.62
0.70
0.70
0.80
0.68
0.69
0.73
0.61
0.60
0.74
0.63
0.92
0.60
0.77
0.64
0.67
0.72
0.68
0.60
0.61
0.65
0.66
0.75
0.64
0.71
0.66
0.64
0.45
0.59
0.60

0.55

0.58
0.40
0.56

0.55
031
0.54
0.53
0.50
0.30
0.54
0.45
0.49
0.53
0.52



21-Apr-09
22-Apr-09
23-Apr-09
24-Apr-09
27-Apr-09
28-Apr-09
29-Apr-09
30-Apr-09
1-May-09
4-May-09
5-May-09
6-May-09
7-May-09
8-May-09
11-May-09
12-May-09
13-May-09
14-May-09
15-May-09
18-May-09
19-May-09
20-May-09
21-May-09
22-May-09
26-May-09
27-May-09
28-May-09
29-May-09
1-Jun-09
2-Jun-09
3-Jun-09
4-Jun-09
5-Jun-09
8-Jun-09
9-Jun-09
10-Jun-09
11-Jun-09
12-Jun-09
15-Jun-09
16-Jun-09
17-Jun-09
18-Jun-09
19-Jun-09
22-jun-09
23-Jun-09
24-)Jun-09
25-Jun-09
26-Jun-09
29-Jun-09
30-Jun-09
1-Jul-09
2-Jul-09
6-Jul-09
7-Jul-09
8-Jul-09
9-Jul-09
10-Jui-09
13-Jul-09
14-Jul-09
15-jul-09
16-Jul-09
17-Jul-09
20-Jul-09
21-jul-09

2.19
2.20
2.20
2.20
2.20
2.19
2.20
2.20
2.19
2.21
2.20
2.21
2.21
221
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2,20
2.20
2.21
2.20
2.21
2.21
2.20
2.20
2.21
2.20
2.21
2.22
2.23
2.23
2.22
2.22
2.21
2,21
2.22
2,22
2.23
2.24
2.23
2.24
2.24
2.23
2.22
2.22
2.22
2.22
2.22
2.21
2.20
2.20
2.20
2,20
2.20
2.20
2.20
2.20
2.18
219
2.20

0.28

0.20
0.20

0.22

0.27
0.27
0.19
0.20

0.20

0.20
0.23
0.23
0.21
0.23
0.25

0.20
0.35
0.26
0.25
0.21
0.21

0.25

0.25
0.30
0.36

0.34
0.25
0.26
0.26
0.26
0.22
0.23
0.34
0.24
0.32
0.35

0.26

0.25
0.22

0.26

0.35
0.48
0.40
0.51
0.53
0.55
0.49
0.53
0.52
0.50
0.49
0.50
0.42
0.36
0.28
0.43
0.35
0.39
0.35
0.36
0.40
0.28
0.26
0.23
0.28
0.35
031
0.40
0.30
0.36
0.33
0.34
0.33
0.33
0.32
0.32
0.35
0.24
0.33
0.31
0.50
0.40
0.32
0.63
0.37
0.34
0.38
0.34
0.33
0.35
0.42
0.30
0.35
0.35
0.34
0.33
0.44
031
0.31
0.32
0.28
0.35
0.31
0.29



22-Jul-09
23-Jul-09
24-Jul-09
27-Jul-09
28-Jul-09
29-Jul-09
30-Jul-09
31-Jul-09
3-Aug-09
4-Aug-09
5-Aug-09
6-Aug-09
7-Aug-09
10-Aug-09
11-Aug-09
12-Aug-09
13-Aug-09
14-Aug-09
17-Aug-09
18-Aug-09
19-Aug-09
20-Aug-09
21-Aug-09
24-Aug-09
25-Aug-09
26~-Aug-09
27-Aug-09
28-Aug-09
31-Aug-09
1-Sep-09
2-Sep-09
3-Sep-08
4-Sep-09
8-Sep-09
9-Sep-09
10-Sep-09
11-Sep-09
14-Sep-09
15-Sep-09
16-Sep-09
17-Sep-09
18-Sep-09
21-Sep-09
22-5ep-09
23-Sep-09
24-Sep-09
25-Sep-09
28-Sep-09
29-Sep-09
30-Sep-09
1-Oct-09
2-0ct-09
5-0ct-09
6-0Oct-09
7-Oct-09
8-Oct-09
9-Oct-09
13-Oct-09
14-Oct-09
15-Oct-09
16-Oct-09
19-Oct-09
20-Oct-09
21-Oct-09

2.19
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.20
2.19
2.19
219
2.19
2.18
2.19
2.19
2.19
2.19
2.19
2.19
2.19
219
2.18
218
2.18
217
217
2.18
217
217
2.17
2.17
217
217
2.17
2.18
2.18
2.18
2.18
2,18
2.17
217
217
217
2.16
2.16
214
2.16
215
2.15
2.16
2.16
2.16
2.15
2.15
2.15
2.17
2.17
217

0.26
0.22
0.25

0.21
0.24
0.33

0.26
0.25
0.22
0.21

0.19
0.15
0.18
0.17

0.19
0.19
0.16

0.20
0.20

0.18
0.17
0.21
0.22

0.20
0.22
0.23

'0.20

0.23
0.19
0.21
0.22
0.18

0.18
0.18
0.18

033
031
0.31
0.31
0.30
0.30
0.30
0.30
0.30
0.34
0.30
0.30
0.30
0.30
0.29
0.28
0.26
0.28
0.28
0.26
0.28
0.29
0.35
0.27
0.29
0.23
0.26
0.29
0.26
0.24
0.26
0.23
0.25
0.25
0.24
0.25
0.25
0.24
0.25
0.24
0.22
0.21
0.22
0.21
0.23
0.23
0.20
0.21
0.21
0.17
0.23
0.22
0.22
0.23
0.21
0.20
0.21
0.21
0.18
0.20
0.22
0.19
0.22
0.23



22-0ct-09
23-0ct-09
26-0ct-09
27-0ct-09
28-0ct-09
29-Oct-08
30-0ct-09
2-Nov-09
3-Nov-09
4-Nov-09
5-Nov-09
6-Nov-09
9-Nov-09
10-Nov-09
12-Nov-09
13-Nov-09
16-Nov-09
17-Nov-09
18-Nov-09
19-Nov-09
20-Nov-09
23-Nov-09
24-Nov-09
25-Nov-09
27-Nov-09
30-Nov-09
1-Dec-09
2-Dec-09
3-Dec-09
4-Dec-09
7-Dec-09
8-Dec-09
9-Dec-09
10-Dec-09
11-Dec-09
14-Dec-09
15-Dec-09
16-Dec-09
17-Dec-09
18-Dec-09
21-Dec-09
22-Dec-09
23-Dec-08
24-Dec-09
28-Dec-09
29-Dec-09
30-Dec-09
31-Dec-09
4-Jan-10
5-Jan-10
6-Jan-10
7-Jan-10
8-Jan-10
11-Jan-10
12-jan-10
13-Jan-10
14-Jan-10
15-Jan-10
19-Jan-10
20-Jan-10
21-jan-10
22-Jan-10
25-Jan-10

2.16
2.16
2.16
2.16
2.16
2.16
2.16
2.16
2,15
2.16
2.15
2.15
2,15
215
2.15
2.14
2.14
214
214
2.14
213
2.13
2.13
2,13
2.13
2.14
2.14
214
215
2,15
215
215
2.15
215
215
2.16
2.18
217
2.16
2.16
216
2.16
2.16
2.16
2.17
2.18
217
217
2.16
2.16
2.16
2.15
2.15
2.15
2.14
2.14
214
2.14
214
2.14
214
2.15
2.15

0.16
0.15

0.24
0.15
0.14
0.14
0.15
0.15
0.15

0.14
0.18

0.15

0.14

0.14

0.14
0.12
0.18
0.16
0.18

0.17
0.17
0.18
0.18

0.16
0.14
0.14
0.13

0.07

0.21
0.22
0.22
0.25
0.23
0.22
0.21
0.20
0.18
0.22
0.19
0.22
0.19
0.21
0.19
0.20
0.20
0.21
0.17
0.22
0.17
0.17
0.19
0.19
0.19
0.19
0.20
0.20
0.20
0.20
0.20
0.20
0.21
0.18
0.21
0.21
0.20
0.21
0.19
0.20
0.18
0.18
0.20
0.19
0.25
0.20
0.14

0.15
0.16
0.18
0.20
0.20
0.16
0.15
0.17
0.16
0.16
0.17
0.17
0.16
0.18
0.19



Estimated TSLF loan rate* and comparable market interest rate
Dates on which TSLF loans were made
Percent

* Estimated TSLF loan rate = auction-based TSLF lending fee + 1-month term GC repo rate

TSLF Collateral TSLF loan Auction-based 1-month term Estimated TSLF I-month term
Date Schedule term (days) TSLF lending fee GC repo rate Lending Rate* MBS repo rate
28-Mar-08 2 28 0.33 2.00 233 2.35
4-Apr-08 1 28 0.16 2.00 2.16 2.30
11-Apr-08 2 28 0.25 1.90 2.15 2.40
18-Apr-08 1 28 0.10 1.90 2.00 2.15
25-Apr-08 2 28 0.25 1.90 2.15 2.15
2-May-08 1 28 » 0.10 1.85 1.95 1.90
9-May-08 2 28 0.25 1.85 2.10 1.95
16-May-08 1 28 0.10 1.95 2.05 2.00
23-May-08 2 28 0.25 1.85 2.10 2.00
30-May-08 1 28 0.10 1.90 2.00 2.20
6-lun-08 2 31 0.25 1.90 2.15 2.00
13-Jun-08 1 28 0.10 1.95 2.05 2.05
20-Jun-08 2 28 0.25 1.95 2.20 2.20
27-Jun-08 1 28 0.11 2.00 2.11 2.35
7-Jul-08 2 25 0.25 2.00 2.25 2.10
11-Jul-08 1 28 0.10 2.00 210 2.2q
18-Jul-08 2 28 0.25 1.95 2.20 2.25.
25-Jul-08 1 28 . 0.12 2.00 2.12 2.20
1-Aug-08 2 28 0.25 1.90 2.15 2.30
8-Aug-08 1 28 0.13 1.95 2.08 2.20
15-Aug-08 2 28 0.25 2.00 2.25 2.25
22-Aug-08 1 28 0.14 1.95 2.09 2.20
29-Aug-08 2 28 0.25 1.95 2.20 2.20
5-Sep-08 1 28 0.15 1.95 2.10 2.10
12-Sep-08 2 28 0.25 2.00 2.25 2.15
18-Sep-08 2 28 3.00 1.75 4.75 2.15
18-Sep-08 2 14 2.50 1.75 4.25 2.15
19-Sep-08 1 . 28 151 1.75 3.26 2.15
25-Sep-08 2 7 0.25 1.75 2.00 2.30
26-Sep-08 2 27 - 1.02 2.00 3.02 2.30
2-Oct-08 2 28 1.51 1.50 3.01 2.00
3-Oct-08 1 28 0.42 1.35 1.77 2.00
10-Oct-08 2 27 3.05 0.75 3.80 1.65
16-Oct-08 2 28 3.22 0.75 3.97 2.25
17-Oct-08 1 28 0.46 1.00 1.46 2.00
23-0ct-08 2 28 0.50 1.10 1.60 1.90
30-0ct-08 2 29 0.38 0.50 0.88 0.85
31-Oct-08 1 28 0.12 0.50 0.62 1.25
6-Nov-08 2 28 0.25 0.55 0.80 1.40
13-Nov-08 2 28 0.25 0.25 0.50 1.05
14-Nov-08 1 28 0.10 0.25 0.35 0.75
20-Nov-08 2 28 0.25 0.45 0.70 0.85
25-Nov-08 2 7 0.50 0.25 0.75 0.75
28-Nov-08 2 28 0.25 0.45 0.70 0.65
28-Nov-08 1 28 0.10 0.45 0.55 0.65
4-Dec-08 2 29 0.31 0.25 0.56 0.30
11-Dec-08 2 28 0.25 0.20 0.45 0.75
12-Dec-08 1 28 0.10 0.20 0.30 0.80
18-Dec-08 2 28 0.25 0.20 0.45 0.80



23-Dec-08
26-Dec-08
26-Dec-08
2-Jan-09
8-Jan-09
9-Jan-09
15-Jan-09
22-Jan-09
23-Jan-09
29-Jan-09
5-Feb-09
6-Feb-09
12-Feb-09
19-Feb-09
20-Feb-09
26-Feb-09
5-Mar-09
6-Mar-09
12-Mar-09
19-Mar-09
20-Mar-09
26-Mar-09
2-Apr-09
9-Apr-09
16-Apr-09
23-Apr-09
7-May-09
22-May-09
5-Jun-09
19-Jun-09
2-Jul-09
17-1ul-09

N NN NNMNMNNNNMNNMNNMNRPRPNRNRNMNNRNNRNNRLSNNERENDNDNREN

13
28
27
27
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
28
21
28
21
29
29
28
27
28
15
28

0.50
0.10
0.25
0.25
0.25
0.10
0.25
0.25
0.10
0.25
0.25
0.10
0.25
0.25
0.10
0.25
0.25
0.10
0.25
0.25
0.11
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25
0.25

0.10
0.25
0.25
0.05
0.10
0.15
0.20
0.20
0.20
0.15
0.25
0.25
0.25
0.25
0.30
0.30
0.25
0.25
0.25
0.20
0.25
0.20
0.20
0.15
0.15
0.15
0.15
0.15
0.15
0.15
0.15
0.15

0.60
0.35
0.50
0.30
0.35
0.25
0.45
0.45
0.30
0.40
0.50
0.35
0.50
0.50
0.40
0.55
0.50
0.35
0.50
0.45
0.36
0.45
0.45
0.40
0.40
0.40
0.40
0.40
0.40
0.40
0.40
0.40

0.35
0.35
0.35
0.25
0.15
0.15
0.30
0.30
0.30
0.30
0.35
0.35
0.35
0.35
0.40
0.40
0.35
0.35
0.35
0.25
0.25
0.20
0.25
0.20
0.15
0.15
0.15
0.15
0.15
0.20
0.15
0.15



PDCF joan rates and comparable market interest rate
Dates on which PDCF loans were made

Percent
PDCF Overnight . Overnight

Date interest rate GCrepo rate MBS repo rate
17-Mar-08 3.25 2.00 2.95
18-Mar-08 2.50 0.95 2.85
19-Mar-08 2.50 0.34 2.05
20-Mar-08 2.50 0.51 2.30
24-Mar-08 2.50 0.47 2.10
25-Mar-08 2.50 0.93 2.35
26-Mar-08 2.50 0.46 1.80
27-Mar-08 2.50 0.72 2.00
28-Mar-08 2.50 2.15 2.60
31-Mar-08 2.50 1.43 2.40
1-Apr-08 2.50 2.36 2.60
2-Apr-08 2.50 2.39 2.40
3-Apr-08 2.50 2.39 2.40
4-Apr-08 2.50 2.21 2.20
7-Apr-08 2.50 2.28 2.20
8-Apr-08 2.50 2.15 2.20
9-Apr-08 2.50 2.04 2.05
10-Apr-08 2.50 2.28 2.20
11-Apr-08 . 2.50 2.25 2.10
14-Apr-08 2.50 2.22 2.30
15-Apr-08 2.50 2.15 2.15
16-Apr-08 2.50 2.15 2.20
17-Apr-08 2.50 2.15 2.20
18-Apr-08 2.50 2.19 2.20
21-Apr-08 2.50 2.13 2.20
22-Apr-08 2.50 2.01 2.10
23-Apr-08 2.50 1.88 1.95
24-Apr-08 2.50 2.03 2.00
25-Apr-08 2.50 1.90 1.95
28-Apr-08 2.50 1.88 1.90
29-Apr-08 2.50 2.02 2.10
30-Apr-08 2.25 1.96 2.00
1-May-08 2.25 1.86 1.90
2-May-08 2.25 . 1.85 1.90
5-May-08 2.25 1.89 1.90
6-May-08 2.25 1.90 1.90
7-May-08 2.25 1.87 1.90
8-May-08 2.25 . 1.98 1.95
9-May-08 2.25 2.01 1.95
12-May-08 2.25 2.03 1.95
13-May-08 2.25 2.01 1.95
14-May-08 2.25 1.93 1.95
15-May-08 2.25 2.05 2.00

16-May-08 2.25 1.98 2.10



19-May-08
20-May-08
21-May-08
22-May-08
23-May-08
27-May-08
28-May-08
29-May-08
30-May-08
2-jun-08
3-Jun-08
4-Jun-08
5-Jun-08
6-Jun-08
9-Jun-08
10-Jun-08
11-jun-08
12-jun-08
13-Jun-08
16-Jun-08
17-Jun-08
18-jun-08
19-jun-08
20-jun-08
23-jun-08
24-jun-08
25-Jun-08
26-jun-08
27-Jun-08
30-Jun-08
1-Jul-08
11-Jul-08
24-jul-08
11-Sep-08
15-Sep-08
16-Sep-08
17-Sep-08
18-Sep-08
19-Sep-08
22-Sep-08
23-Sep-08
24-Sep-08
25-Sep-08
26-Sep-08
29-Sep-08
30-Sep-08
1-Oct-08
2-Oct-08
3-Oct-08
6-0ct-08

2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25

. 2.25

2.25
2.25
2.25

1.98
2.01
1.97
2.08
2.09
2.16
2.24
2.34
2.19
2.22
2.12
2.05
2.04
2.02
2.07
2.11
2.12
2.10
2.12
2.19
2.02
1.96
1.94
1.99
1.97
1.94
1.1
1.97
211
1.72
2.10
193
1.96
2.06
1.66
1.03
0.25
0.76
1.82
1.75
0.68
0.26
0.31
1.08
0.88
0.33
0.76
0.23
0.11
0.15

1.0
1.90
1.90
2.00
2.10
2.20
2.25
2.35
2.20
2.20
2.10
2.00
1.95
1.95
1.85
2.05
2.05
2.00
2.00
2.10
1.5
2.00
1.90
1.95
1.95
2.00
2.00
2.10
2.40
3.15
2.15
2.00
2.05
2.10
3.50
2.25
2.25
2.25
2.50
2.50
1.90
1.90
1.25
1.25
1.55
1.55
1.55
0.45
0.45
0.55



7-Oct-08
8-Oct-08
9-Oct-08
10-Oct-08
14-Oct-08
15-Oct-08
16-Oct-08
17-Oct-08
20-Oct-08
21-Oct-08
22-Oct-08
23-Oct-08
24-0ct-08
27-0ct-08
28-0Oct-08
29-Oct-08
30-Oct-08
31-Oct-08
3-Nov-08
4-Nov-08
5-Nov-08
6-Nov-08
7-Nov-08
10-Nov-08
12-Nov-08
13-Nov-08
14-Nov-08
17-Nov-08
18-Nov-08
19-Nov-08
20-Nov-08
21-Nov-08
24-Nov-08
25-Nov-08
26-Nov-08
28-Nov-08
1-Dec-08
2-Dec-08
3-Dec-08
4-Dec-08
5-Dec-08
8-Dec-08
9-Dec-08
10-Dec-08
11-Dec-08
12-Dec-08
15-Dec-08
16-Dec-08
17-Dec-08
18-Dec-08

2.25
1.75
175
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25

1.25 -

1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
1.25
0.50
0.50
0.50

0.36
0.10
0.21
0.10
0.10
0.12
0.11
0.11
0.31
0.96
1.01
1.03
0.82
0.96
0.86
0.21
0.20
0.15
0.26
0.16
0.14
0.14
0.18
0.15
0.17
0.26
0.17
0.19
0.27
0.30
0.28
0.49
0.58
0.40
0.34
0.25
0.30
0.29
0.20
0.17
0.03
0.02
0.02
0.01
0.03
0.08
0.08
0.10
0.05
0.03

1.65
1.25
1.25
1.25
1.25
1.25
0.75
0.75
0.75
1.05
1.10
1.15
1.05
1.20
0.85

-0.30

0.15
0.25
0.20
0.05
0.10
0.10
0.10
0.15
0.15
0.15
0.10
0.15
0.25
0.25
0.40
0.60
0.50
0.25
0.30
0.30
0.30
0.20
0.10
0.10
0.03
0.05
0.05
0.05
0.10
0.10
0.10
0.05
0.05
0.05



19-Dec-08
22-Dec-08
23-Dec-08
24-Dec-08
26-Dec-08
29-Dec-08
30-Dec-08
31-Dec-08
2-Jan-09
5-Jan-09
6-Jan-09
7-Jan-09
8-lan-09
9-Jan-09
12-Jan-09
13-Jan-09
14-Jan-09
"15-Jan-09
16-Jan-09
20-Jan-09
21-Jan-09
22-Jan-09
23-Jan-09
26-Jan-09
27-Jan-09
28-Jan-09
29-Jan-09
30-Jan-09
2-Feb-09
3-Feb-09
4-Feb-09
5-Feb-09
6-Feb-09
9-Feb-09
10-Feb-09
11-Feb-09
12-Feb-09
13-Feb-09
17-Feb-09
18-Feb-09
19-Feb-09
20-Feb-09
23-Feb-09
24-Feb-09
25-Feb-09
26-Feb-09
27-Feb-09
2-Mar-09
3-Mar-09
4-Mar-09

0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50

0.04
0.05
0.06
0.07
0.08
0.06
0.05
0.03
0.07
0.07
0.05
0.04
0.06
0.07
0.06
0.07
0.17
0.21
0.28
0.21
0.19
0.26
0.24
0.17
0.12
0.19
0.23
0.26
0.30
0.23
0.24
0.29
0.26
0.26
0.26
0.26
0.28
0.30
0.33
0.25
0.26
0.28
0.25
0.24
0.24
0.29
0.26
0.31
0.27
0.26

0.10
0.10
0.10
0.10
0.10
0.05
0.05
0.05
0.05
0.10
0.05
0.10
0.10
0.05
0.05
0.10
0.25
0.25
0.30
0.30
0.25
0.30
0.30
0.25
0.15
0.20
0.30
0.25
0.30
0.30
0.25
0.30
0.30
0.25
0.20
0.20
0.25
0.30
0.30
0.30
0.20
0.25
0.25
0.25
0.20
0.25
0.25
0.25
0.20
0.25



5-Mar-09
6-Mar-09
9-Mar-09
10-Mar-09
11-Mar-09
12-Mar-09
13-Mar-09
16-Mar-09
17-Mar-09
18-Mar-09
19-Mar-09
20-Mar-09
23-Mar-08
24-Mar-09
25-Mar-09
26-Mar-09
27-Mar-09
30-Mar-09
31-Mar-09
1-Apr-09
2-Apr-09
3-Apr-09
6-Apr-09
7-Apr-09
8-Apr-09
9-Apr-09
13-Apr-09
14-Apr-09
15-Apr-09
16-Apr-09
17-Apr-09
20-Apr-09
21-Apr-09
22-Apr-09
23-Apr-09
24-Apr-09
27-Apr-09
28-Apr-09
29-Apr-09
30-Apr-09
1-May-09
4-May-09
5-May-09
6-May-09
7-May-09
8-May-09
11-May-09
12-May-09

0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50

0.29
0.26
0.28
0.28
0.26
0.26
0.11
0.25
0.23
0.19
0.22
0.22
0.25
0.22
0.17
0.13
0.15
0.15
0.17
0.24
0.22
0.17
0.16
0.15
0.19
0.17
0.17
0.17
0.12
0.13
0.15
0.15
0.14
0.14
0.15
0.14
0.14
0.14
0.14
0.16
0.23
0.24
0.23
0.21
0.21
0.18
0.20
0.16

0.25
0.25
0.25
0.25
0.20
0.20
0.10
0.20
0.20
0.15
0.20
0.15
0.20
0.20
0.10
0.10
0.10
0.15
0.20
0.20
0.15
0.10
0.10
0.10
0.15
0.15
0.15
0.10
0.10
0.05
0.10

0.15

0.10
0.10
0.10
0.05
0.10
0.10
0.10
0.15
0.20
0.20
0.20
0.15
0.15
0.15
0.10
0.15



AMLF loan rate and comparable market interest rates

Dates on which AMLF loans were made

Percent

Date
22-Sep-08
23-Sep-08
24-Sep-08
25-Sep-08
26-Sep-08
29-Sep-08
30-Sep-08

1-Oct-08
2-Oct-08
3-Oct-08
6-Oct-08
7-Oct-08
8-Oct-08
9-Oct-08
10-Oct-08
14-Oct-08
15-Oct-08
16-Oct-08
21-Oct-08
22-Oct-08
24-Oct-08
4-Nov-08
13-Nov-08
21-Nov-08
26-Nov-08
1-Dec-08
8-Dec-08
6-Jan-09
16-Jan-09
22-Jan-09
26-Jan-09
27-Jan-09
28-Jan-09
29-Jan-09
30-Jan-08
3-Feb-09
4-Feb-09
12-Feb-09
23-Feb-09
26-Feb-09
5-Mar-09
12-Mar-09
24-Apr-09

AMLF
Interest Rate
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
2.25
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.75
1.25
1.25
1.25
1.25
1.25
1.25
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50
0.50

30-day term 90-day term
federal funds rate federal funds rate
1.98 1.92
193 1.86
1.90 1.80
1.89 1.79
1.81 1.67
1.81 1.58
1.81 1.70
1.74 1.63
1.56 1.47
141 1.42
1.38 1.32
1.61 1.36
1.50 1.24
1.46 1.24
1.32 1.14
1.29 1.18
1.23 1.10
1,21 1.10
1.07 1.07
1.10 1.00
1.05 0.89
0.51 0.63
0.42 0.54
0.42 0.46
0.42 0.41
0.40 0.40
0.24 0.34
0.15 0.21
0.14 0.19
0.17 0.23
0.16 0.25
0.16 0.24
0.16 0.22
0.16 0.22
0.16 0.27
0.23 0.26
0.24 0.28
0.23 0.26
0.22 0.24
0.22 0.25
0.23 0.26
0.22 0.26
0.15 0.19

30-day AA

ABCP rate

4.57
3.70
3.68
3.72
5.55
4.23
6.05
4.19
4.08
4.06
4.03
5.45
4.43
4.33
4.77
4.43
4.70
3.95
3.51
3.19
2.97
1.95
131
1.25
1.39
1.72
1.68
0.60
0.53
0.60
0.51
0.56
0.52
0.55
0.58
0.54
0.49
0.82
0.72
0.95
0.80
0.71
0.47

90-day AA
ABCP rate
3.52
3.27
4.20
3.80
5.25
4.06
4.41
4.22
4.49
4.38
4.20
4.66
4.85
4.66
4.55
4.49
4,48
4.23
3.75
3.31
3.10
2.30
1.97
2.30
3.04
1.89
2.77
0.65
0.77
0.62
2.38
0.77
0.89
0.95
0.79
0.76
0.70
0.88.
0.85
0.90
0.83
0.75
0.64



30-Apr-08
5-May-09
6-May-09
7-May-09
8-May-09

0.50
0.50
0.50
0.50
0.50

0.15
0.20
0.20
0.20
0.19

0.20
0.21
0.21
0.21
0.21

0.85
0.62
0.55
0.51
0.48

3.01
0.56
0.59
0.50
0.59



Single-tranche open market operation auction statistics and comparable market interest rates
Dates on which ST OMOs were conducted

Percent
Auction stop-out  Weighted avg.  4-week Treasury  1-month MBS
Date Term (days) rate auction rate bill yield repo rate

7-Mar-08 28 2.75 2.84 1.64 2.80
11-Mar-08 28 2.60 2.67 1.79 2.80
18-Mar-08 28 2.25 2.32 0.46 2.10
25-Mar-08 28 2.38 2.40 0.82 2.35
4-Apr-08 23 2.35 2.36 1.47 2.30
8-Apr-08 28 2.26 2.27 1.29 2.30
15-Apr-08 28 2.15 2.17 0.84 2.15
22-Apr-08 28 2.10 2,13 0.59 2.20
29-Apr-08 28 2.06 2.10 1.11 2.20
6-May-08 28 2.01 2.04 1.33 1.90
13-May-08 28 2.03 2.05 1.74 2.00
20-May-08 28 2.02 2.03 1.90 2.00
27-May-08 28 2.05 2.06 1.90 2.00
3-Jun-08 28 2.15 2.15 1.90 2.05
10-Jun-08 28 2.20 2.23 1.90 2.00
17-Jun-08 28 2.20 2.23 1.78 2.10
24-Jun-08 28 2.12 2.20 1.46 2.20
1-Jul-08 28 2.12 2.15 1.73 2.20
8-1ul-08 28 2.16 2.18 1.78 2.10
15-Jul-08 28 2.16 2.17 1.26 2.15
22-Jul-08 28 2.18 2.20 1.39 2.25
29-Jul-08 28 2.18 2.19 1.66 2.20
5-Aug-08 28 2.19 2.21 1.56 2.15
12-Aug-08 28 2.24 2.25 1.70 2.20
19-Aug-08 28 2.21 2.23 1.74 2.25
26-Aug-08 28 2.18 2.22 1.66 2.15
2-Sep-08 28 2.18 2.21 1.61 2.20
9-Sep-08 28 2.17 2.25 1.49 2.15
16-Sep-08 28 2.37 2.49 0.26 2.15
23-Sep-08 28 2.67 3.02 0.36 2.30
30-Sep-08 28 2.31 2.45 0.76 2.30
7-Oct-08 28 3.26 3.51 0.31 1.45
14-Oct-08 28 ) 2.00 2.47 0.11 1.40
21-Oct-08 28 1.75 1.88 0.46 1.85
28-0Oct-08 28 1.10 1.52 0.18 1.45
4-Nov-08 28 0.75 0.99 0.15 1.65
10-Nov-08 28 0.55 0.85 0.10 1.30
18-Nov-08 28 0.40 0.66 0.09 0.95
25-Nov-08 28 0.55 0.65 0.04 0.75
2-Dec-08 28 0.30 0.45 0.03 0.85
9-Dec-08 28 1.16 1.18 0.03 0.25
16-Dec-08 28 0.26 0.58 0.01 1.00
23-Dec-08 28 0.10 0.25 0.01 0.35

30-Dec-08 28 0.01 0.10 0.02 0.90
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Questions for the Record from Chairman Ron Paul (TX-14)
Subcommittee on Domestic Monetary Policy and Technology
Committee on Financial Services, U.S. House of Representatives

Hearing held on June 1, 2011, entitled
“Federal Reserve Lending Disclosure: FOIA, Dodd-Frank, and the Data Dump”
Witnesses: Scott G. Alvarez, General Counsel, Board of Governors, Federal Resetve System
Thomas C. Baxter, General Counsel, Federal Reserve Bank of New York

In testimony before the Subcommittee on June 1, 2011, Federal Reserve Bank of New York
(FRBNY) General Counsel, Thomas Baxter, indicated that the FRBNY’s lending during the financial
ctisis was more heavily weighted toward foreign institutions because New York, as a leading financial
center, attracted more foreign institutions. However, this response did not explain the
disproportionate use of Federal Reserve lending facilities by foreign institutions. Can the Federal
Reserve provide statistics on the proportion of foreign institutions relative to U.S. institutions that
are part of the Federal Reserve System? Can the Federal Reserve explain the factors that contributed
to disproportionate borrowing by foreign institutions, especially in the following lending facilities
which provided more than 50% of their total lending to foreign institutions: Commercial Paper
Funding Facility, Mortgage-Backed Securities Purchase Program, Term Auction Facility; and Term
Securities Lending Facility? (MA)

The Federal Resetve created the Term Asset-Backed Securities Loan Facility (TALF), which was
intended to “lend up to $200 billion...to holders of certain AAA-rated ABS [asset-backed
securities].” When TALF data was released in December 2010, they revealed that 18% of TALF
loans were backed by subprime credit card and auto loan securities, 17% were backed by “legacy”
(i.e. troubled) commercial real estate securities, and 13% were backed by student loan securities.
Similarly, the Term Securities Lending Facility (ISLF) was to “lend up to $200 billion...to primary
dealers secured...by...securities, including federal agency debt, federal agency residential-mortgage-
backed securities (MBS), and non-agency AAA/Aaa-rated private-label residential MBS.” Data
released for the TSLF revealed that 14% of loans were backed by collateral rated below AAA. Over
50% of all collateral posted consisted of agency-backed MBS or CMO (collateralized mortgage
obligations), whose ratings were not published. While it has generally been assumed that these
Agency securities have a AAA rating due to their implicit government backing, the high collateral-to-
loan ratio of the TSLF (4 to 1) implies that these securities were not in fact performing at a AAA
level—not to mention that no one knew what any mortgage securities were actually worth during the
financial crisis. Given that the Federal Reserve stated to the public that it would accept high-rated
collateral in conducting loan operations through these facilities, yet nonetheless loaned funds against
questionable or low-rated collateral, how is the public to trust the public statements made by the
Federal Reserve? In accepting lower grade collateral than the lending facility originally intended, was
there a protocol the Reserve Banks were to follow in accepting lower rated collateral? If not, how
were determinations made about what collateral was acceptable? Additionally, what surety was given
that AAA-rated collateral was truly AAA, especially given the uncertain quality of many MBS at the
time? (MA)



The Commercial Paper Funding Facility (CPFF) provided 60% of its total lending to foreign
institutions. The CPFF also supplied funding predominantly to latge firms, such as Harley Davidson,
Churysler, Caterpillar, ING, and AIG. To what extent did smaller firms that issued commercial paper
know about and have access to the CPFF? What efforts were made by the Federal Reserve to ensure
that all eligible parties were made aware of the facility? (MA)

The Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility (AMLF) loaned
primarily to two firms, JP Morgan and State Street. Each of the Maiden Lane facilities was set up to
assist a particular institution. To what extent were lending facilities set up for the benefit of specific
firms facing financial difficulties? To what extent were lending facilities created at the behest of
specific firms, either through formal or informal lobbying? (MA)

Given that information pertaining to discount window transactions during the financial crisis has
been disclosed to the public, through the Bloomberg News and Fox News FOIA requests, without
causing any material harm to institutions that used the discount window, will the Federal Reserve
disclose the details of discount window transactions that occurred during the financial crisis on the
Board’s website in the same manner disclosures were made of the other facilities and programs
conducted by the Federal Reserve during the crisis? If not, please provide an explanation of why the
Federal Reserve will not make such information available. (LEGAL)

Given that information pertaining to certain “covered transactions”, a definition which includes open
market operations, will have to be disclosed to the public under the provisions of the Dodd-Frank
Act, will the Federal Reserve disclose the details of open market operations that took place during
the financial crisis and before the passage of Dodd-Frank, such as Single-Tranche Open Market
Operations? If not, please provide an explanation of why the Federal Reserve will not make such
information available. (LEGAL)

Will the details of the “QE2” program and ongoing rollovers of maturing MBS into Treasury debt
securities be disclosed to the public? If not, please provide an explanation of why the Federal
Reserve will not publicize such information. (LEGAL)

The documents released by the Federal Reserve in response to the Freedom of Information Act
requests from Bloomberg News and Fox News contained large amounts of information that was
redacted. The Federal Reserve has indicated that the information was determined not responsive to
the FOIA requests and was therefore redacted. Is the Federal Reserve willing to release all of these
records in their original form to the House Committee on Financial Services? If not, please explain
why. (LEGAL)

In the documents disclosed by the Federal Reserve on discount window transactions, it appeats that

banks, especially primary dealers, used the discount window like a revolving line of credit, essentially

acquiring longer term funding through what is typically an overnight program. Why was the discount
window used in such a fashion even when emergency lending facilities were set up to provide longer
term financing through programs such as the TSLF or PDCF? (MA)



10. What was the necessity of setting up Single-Tranche Open Market Operations (ST OMO) and

11.

programs such as the TSLF when they accomplished essentially the same task of providing 28-day
credit? Was the existence of these separate operations due to the fact that the TSLF allowed the Fed
to purchase secondary credit and not just primary credit, something not legally permissible under the
ST OMO conducted through the Fed’s open market operation authority? (MA)

Can the Federal Reserve provide to the Committee a graph and/or spreadsheet for each of the
emergency lending facilities (including the ST OMO) showing the high, low, and average rates
charged in the facility over its lifetime in conjunction with the prevailing market rate for the same
type of transaction over the same period? (MA)
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August 12, 2011

The Honorable Steve Stivers
House of Representatives
Washington, D.C.- 20515
Dear Congressman:

I am enclosing my responses to the questions you submitted in connection with
the June 16, 2011, hearing on “Financial Regulatory Reform: The International Context.”
A copy of my responses has been forwarded to the Chief Clerk of 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 Tarullo, Governor, Board of Governors of the Federal
Reserve System, from Representative Stivers:

1. European regulators instituted risk retention rules on January 1, 2011. They are
materially different from the Notice of Proposed Rulemaking (NPR) in the U.S. Tam
concerned this will create roadblocks for U.S. issuers who would like to access European
investors, as well as roadblocks for European issuers who would like to access U.S.
investors. What consideration was given to rules around the world? What is the scope for
the inclusion of some sort of mutual recognition or other acceptance of existing rules in
Europe?

The European Union’s risk retention requirements are embodied in Article 122a of the Capital
Requirements Directive (CRD) (the “EU risk retention rules™). The EU risk retention rules, -
similar to section 941 of The Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”), generally require that an originator, sponsor, or original lender retains at
least a five percent interest in a securitization transaction.

The EU risk retention rules and the Dodd-Frank Act take different implementation approaches to
risk retention. However, the EU risk retention rules take an “investor-based” approach, where
investors--that is, the buyers of asset-backed securities--have the responsibility to ensure that a
‘sponsor, originator, or original lender retains no less than five percent of the nominal value of the
securitized exposures. In contrast, the Dodd-Frank Act directs relevant federal agencies to
prescribe regulations that apply to securitizers.

The agencies issued the Notice of Proposed Rulemaking (NPR) to implement the risk retention
requirements on March 30, 2011. The comment period was extended to August 1,2011. The
NPR proposes that U.S. sponsors issuing asset-backed securities abroad comply with the U.S.
retention requirements in order to prevent arbitrage of regulatory regimes. Similarly, European
sponsors who issue securities in the U.S. would generally have to comply with the U.S. risk
retention requirements, unless a foreign transaction has limited connections with the United
States and U.S. investors, and qualifies for the proposed safe harbor.

The agencies are in the process of receiving and reviewing comments, including comments
related to the safe harbor for foreign-related transactions. The agencies will consider
commenters’ concerns and suggestions on how to address cross-border issues in a consistent
manner.

2. Itis clear that analysis was done for some aspects for the risk retention proposal.
However, I am concerned there has not been much attention to what the proposal means
for borrowers, housing markets, or for the economy in general. There is also little to no
discussion of other major issues in housing markets, such as the resolution of the GSEs and
changes to capital standards, and how all of these interact with the retention proposal.
Would you discuss the process by which data was collected and analyzed, and also explain
why the NPR shows little evidence of an economic impact analysis of the proposed rules?
Do you think that uncertainty of regulation is a major factor holding back lending,
securitization, and housing market more generally?
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As mentioned, section 941 requires that the relevant agencies prescribe regulations that require
securitizers generally to retain at least a five percent interest in securitized assets. In addition,
the Dodd-Frank Act directs the regulators to define “qualified residential mortgages” (QRM)
which are exempt from risk retention. In defining the QRM, the Dodd-Frank Act directs
regulators to “take into consideration underwriting and product features that historical loan
performance data indicate result in a lower risk of default.”

In considering how to define QRM for purposes of the NPR, the relevant agencies relied in part
on the large body of academic and practitioner literature on mortgage risk management. The
NPR contained references to several of the more recently published studies. The overwhelming
consensus of this literature is that a borrower’s equity in a property and credit score, along with a
few other factors, are key predictors of default. In addition to the existing literature, the
proposed rule also relied on work done by analysts at various agencies using proprietary datasets
that may not be available to academics or practitioners. Using data supplied by Lender
Processing Servicers Applied Analytics covering the bulk of mortgages originated in the U.S.
since 2005, the agencies analyzed the key variables associated with default. As an example, the
NPR contains a graph showing default rates by loan-to-value (LTV) ratios based on these data;
this graph shows that at LTVs above 80 percent, default rates jump significantly. Similarly,
analysts from the Federal Housing Finance Agency (FHFA) used data on mortgages guaranteed
by the government-sponsored enterprises (GSEs) to compute the additional default rates
associated with relaxing various QRM criteria. All of this analysis was considered by the
agencies in the QRM definition contained in the NPR, and was discussed in the preamble to the
proposed rule.

The proposal also aimed to minimize the excess costs to borrowers falling outside the narrow
QRM definition. The proposed QRM definition was not designed to be a minimum underwriting
standard for prime mortgages. The rationale for keeping the proposed definition of QRM narrow
was that loans would not be stigmatized for falling outside the definition and thus that the market
for non-QRMs could remain liquid with little or no pricing difference between QRMs and non-
QRMs related just to risk retention. In addition, the menu of risk retention options in the NPR is
designed to accommodate a variety of market practices, seeking to make it relatively manageable
for issuers to satisfy the risk retention requirement. Finally, it is noteworthy that the few private-
label mortgage-backed securities (MBS) deals that have come to market since the financial crisis
featured substantial risk retention. As the market revives further and investors once again begin
purchasing private-label MBS, it is likely they will continue to demand significant risk retention
by issuers regardless of the security’s status as a QRM deal. Indeed, meaningful risk was
routinely retained by issuers prior to the surge in MBS issuance that started around 2004,
although this retention was often opaque and the form and amount varied across issuers.

The agencies carefully considered a variety of mortgage characteristics that are associated with
higher rates of default and the potential impact of the proposed rules on lending. Given the
complexity of the risk retention rules, the NPR asked for detailed comments on the proposed
rules’ impact on the market, housing prices and lending rates. These comments will be carefully
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considered prior to completion of the rule-making process. In addition, the agencies have noted
their intent to return to this rule when the GSEs exit conservatorship and the role for private
capital in the mortgage market becomes clearer.

3. The risk retention nofice of proposed rulemaking (NPR) includes a so-called “premium
capture.” As proposed, this would force securitization issuers to hold back all profit
earned at the time a securitization was done, and force it to be held back until all bonds in
the deal are paid off, which could be 15 or 30 years down the road. The reaction to this
proposal has been negative, with concerns that securitization won’t happen if they cannot
be profitable (just like any other business). Could you explain where the proposal came
from, why it is expected that securitizers will essentially do their business without profit,
why you supported it, and how you plan to fix it?

It is the agencies’ expectation that issuers will be able to continue to profitably issue ABS and
MBS and, in general, not trigger the premium capture provision of the rule. This provision seeks
to prevent circumvention of the retention requirement.

More specifically, the premium capture account attempts to ensure that the risk retention
required by the Dodd-Frank Act is economically meaningful by aligning the compensation of a
sponsor with that of a balance sheet lender in order to encourage the sponsor to receive its profit
over time. As a result, a portion of the sponsor’s profit would be tied to the performance of the
underlying collateral, instead of the sponsor earning all of its profits upfront in a riskless manner
at the time when the transaction is closed.

The agencies have requested comments on all aspects of the risk retention proposal, including
premium capture, and will carefully consider all comments as they move forward with finalizing
the risk retention rule. '
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Financial Regulatory Reform: The International Context
Questions to be submitted for the record by Rep. Stivers
June 16, 2011

Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh

European regulators instituted risk retention rules on January 1, 2011. They are
materially different from the notice of proposed rulemaking (NPR) in the US. Tam
concerned this will create roadblocks for US issuers who would like to access European
investors, as well as roadblocks for European issuers who would like to access US
investors. What consideration was given to rules around the world? What is the scope
for the inclusion of some sort of mutual recognition or other acceptance of existing rules
in Europe? ‘

Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh

It is clear that analysis was done for some aspects for the risk retention proposal.
However, I am concerned there has not been much attention to what the proposal means
for borrowers, housing markets, or for the economy in general. There is also little to no
discussion of other major issues in housing markets, such as the resolution of the GSEs
and changes to capital standards, and how all of these interact with the retention
proposal. Would you discuss the process by which data was collected and analyzed, and
also explain why the NPR shows so little evidence of an economic impact analysis of the
proposed rules? Do you think that uncertainty of regulation is a major factor holding
back lending, securitization, and housing market more generally?

Addressed to the first panel: Chairman Bair, Under Secretary Brainard, Chairman
Gensler, Chairman Schapiro, Governor Tarullo, Comptroller Walsh

The risk retention notice of proposed rulemaking (NPR) includes a concept called
“premium capture.” As proposed, this would force securitization issuers to hold back all
profit earned at the time a securitization was done, and force it to be held back until all
bonds in the deal are paid off, which could be 15 or 30 years down the road. The reaction
to this proposal has been negative, with concern that securitization won’t happen if they
cannot be profitable (just like any other business). Could you explain where this proposal
came from, why it is expected that securitizers will essentially do their business without
profit, why you supported it, and how you plan to fix it?
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FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 2055/

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 incluéion in the hearing
record.

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

Sincerely,

M A

Michael S. Gibson
Senior Associate Director
Division of Research and Statistics

Enclosure



Questions for Dr. Michael S. Gibson, Senior Associate Director, Division of Research and
Statistics, Board of Governors of the Federal Reserve System, 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 information
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; (i1) 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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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?

[s it your intent to apply margin to non-financial end users and their captive finance
affiliates?

Will the prudential regulators allow the flexible use of noncash collateral for purposes of
margin as directed in the statute?

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?

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 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’?
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The Honorable Jack Reed
United States Senate
Washington, D.C. 20510
Dear Senator:

Enclosed is my response to the written question you submitted following the
June 15, 2011, hearing before the Senate 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,

7]

Michael R. Foley
Senior Associate Director
Division of Banking Supervision and Regulation
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Questions for Mr. Michael Foley, Senior Associate Director, Division of Banking
Supervision and Regulation, Board of Governors of the Federal Reserve System, from
Senator Reed:

1. What is the purpose of the Commercial Bank Examination Manual? While certain
sections were updated in April (which was identified as “Supplement 35”), it appears that
there has been no comprehensive review and update of the entire manual. Does the
Federal Reserve intend to conduct a comprehensive re-write of this manual?

The purpose of the Commercial Bank Examination Manual is to organize and formalize
examination policies, objectives, and procedures that provide guidance to the examiner, and to
enhance the quality of examinations and consistent application of examination processes and
procedures. The manual also is intended to guide examiners in their efforts to encourage banks
to improve their own internal risk management and compliance procedures, and to correct
situations where there are deficiencies in, or a lack of compliance with, existing laws,
regulations, supervisory guidance, or internal procedures.

The manual is not frequently rewritten because the extensive amount of time that this would
take, coupled with a lengthy publication process, would result in the manual being substantially
out of date. Instead, to keep the manual as current as possible, it is typically updated with
semiannual supplements (in the spring and fall of each year), and special supplements may be
issued if needed. For example, supplement 35, which updated nearly twenty sections,
represented the 35M update to the Commercial Bank Examination Manual since the most recent
comprehensive rewrite in 1994. With each supplement, staff members in the Federal Reserve
Board’s Division of Banking Supervision and Regulation (BS&R) incorporate newly issued
policies, guidance, legal interpretations, changes to regulations, and other supervisory material
relevant to state member banks. In addition, BS&R staff members remove inactive information
from the entire manual with each supplement.
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Enhancing Safety and Soundness: Lessons Learned and

Opportunities for Continued Improvement
June 15, 2011

Questions for Mr. Michael Foley, Senior Associate Director, Banking Supervision and
Regulation Division, Board of Governors of the Federal Reserve System, from Senator

Reed:

1. What is the purpose of the Commercial Bank Examination Manual? While certain
sections were updated in April (which was identified as “Supplement 35”), it appears that
there has been no comprehensive review and update of the entire manual. Does the
Federal Reserve intend to conduct a comprehensive re-write of this manual? Why or why
not?
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Opportunities for Continued Improvement
June 15, 2011

Questions for Mr. Michael Foley, Senior Associate Director, Banking Supervision and
Regulation Division, Board of Governors of the Federal Reserve System, from Senator
Merkley:

Question 1: Examination Staffing

Recent reports indicate the federal banking agencies are increasing their onsite examination
teams at the largest banks. For each of the six largest banking organizations that your agency
respectively supervises today, please detail: a) how many examiners you have had dedicated to
supervising each such organization for each year beginning in 2005 through the present; b)
whether those examiners resided on-site at the firm’s headquarters permanently, whether those
examiners resided on-site occasionally for examination periods, or whether those examiners
remained at the agency (and if so, which office/Reserve Bank); and c) what the principal
responsibilities of those examiners were (for example, data analysis of risk models, supervising
management compliance with policies and procedures, etc.).

For those 6 largest banking organizations, please also quantify the number of personnel at each
banking organization working in the risk management group, or the internal audit department.

Question 2: Examination Staffing

Please provide specific detail regarding the methodology you used/use for determining how
many examiners you dedicate to firms you supervise. Please provide other information relevant
to staffing levels and practices for your examinations, such as the FTE examination hours
applicable per $10 billion of assets at the 10 largest banking organizations and the FTE
examination hours applicable for $10 billion of assets at all other banking organizations.

Question 3: Examination Staffing

During the 2005 through 2010 period, please detail the dates on which peer reviews or other

internal reviews were conducted within your organizations that evaluated the sufficiency of

examination staffing for the six largest institutions under your supervision. Please state the
staffing conclusions for each such peer review.
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Question 4: Interagencg Cooperation

Senior examiners have indicated that the largest banking organizations run their businesses
without respect to the legal entity involved, and that specific business operations can straddle
entities with different regulatory jurisdictions. In light of Dodd-Frank, how has the
communication among agencies changed? When multiple regulators oversee a banking
organization, what procedures do you have in place to review and follow-up on concerns raised
by one regulator when such concerns may touch upon oversight conducted by other regulators or
the entire firm?

Questions 5: Investigations

The HUD Inspector General has recently issued findings that at least one major financial
institution has obstructed a state attorneys general investigation and a HUD investigation into
foreclosure and servicing abuses. What specific steps have you taken to ensure that all
institutions under your supervision are complying with both your supervision and with relevant
investigations by other regulatory agencies and law enforcement officials?

Question 6: Documentation Oversight

Following the robo-signing scandal and the difficulty some banks have had documenting the
claim of ownership on mortgages on which they are pursuing foreclosure, what steps have you
taken to increase oversight of documentation requirements at large complex financial
institutions?

Question 7: International

What systems do you have in place or do you envision needing to ensure the proper supervision
of large complex foreign financial institutions which either operate in the 