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THURSDAY, JULY 15, 2010

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.
The Committee convened, at 9:06 a.m. in room 538, Dirksen Sen-
ate Office Building, Christopher J. Dodd, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DopD. The Committee will come to order this morn-
ing. Let me welcome all who are here this morning, and particu-
larly, and I would be remiss if I didn’t begin my remarks by wel-
coming the former Chairman of this Committee. At any point you
want to come up here and sit in this chair, Paul, you are welcome
to it.

[Laughter.]

Chairman DopD. I will tell you, Paul and I love to tell this——

Mr. SARBANES. Thank you very much, but no thanks.

Chairman DopDD. Paul and I love to tell the story. Several years
ago now, I was sitting in the chair that Tim Johnson sits in and

o))
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Chairman Sarbanes was sitting in this chair with a gavel in his
hand and there was a rather chaotic hearing one day. I can’t re-
member the subject matter, but the room was exploding with chaos
of one kind or another and Paul had already made the decision to
retire from a very distinguished career in the U.S. Congress.

In the midst of the chaos—I will never forget this moment—he
took his right arm and put it around my shoulder and with his left
hand swept across the room and he said, “Just think, in 6 months,
all of this is yours.”

[Laughter.]

Chairman DoDD. And little did I know how prophetic that would
be in terms of what has happened over the years.

I am going to break tradition a little bit here because these are
busy days, obviously, and here we have very distinguished friends
and colleagues here. So normally, we would begin with an opening
statement and Senator Shelby would make one, but in consultation
with my friend from Alabama, what I would like to do is invite our
colleagues who are here to introduce the witnesses and then we
will make some opening statements ourselves here and then we
will get to our witnesses. So if you will bear with us, the three very
distinguished nominees this morning, we will proceed in that man-
ner, if that is possible.

Dianne, why don’t we begin with you, and then, Ben, I will go
to you. And Paul, with respect to you, you have got a little more.
We are not in session. You don’t have to worry about votes this
morning or other committee hearings. So I will go to you as the
third introducer.

Senator CARDIN. Mr. Chairman, I would really yield to the
former Chairman before me.

Chairman DobDD. All right. You have got a vote here yet, Ben.
Paul doesn’t. So I want to make sure we take care of you.

Dianne, go ahead.

STATEMENT OF DIANNE FEINSTEIN, SENATOR FROM THE
STATE OF CALIFORNIA

Senator FEINSTEIN. Thank you very much, Mr. Chairman, Sen-
ator Shelby, Senator Reed. It is a great pleasure for me to be here
this morning to express my strong support for Dr. Janet Yellen,
President Obama’s nominee for Vice Chairman of the Federal Re-
serve.

I know Dr. Yellen. She has dedicated her life to understanding
the complex field of economics. Her background makes her a strong
candidate for Vice Chairman at a time when the country is recov-
ering from the economic crisis.

Dr. Yellen graduated Summa Cum Laude from Brown in 1967.
She earned a Doctorate in Economics from Yale in 1971. She began
her teaching career as an Assistant Professor at Harvard, where
she taught from 1971 to 1976. From 1977 to 1978, she served as
Economist at the Federal Reserve Board of Governors. In 1979, she
moved on to another teaching position, this time at the London
School of Economics.

In 1980, Dr. Yellen began as Assistant Professor at the Univer-
sity of California-Berkeley, and she has been there ever since.
Today, she is Professor Emeritus of Business and Economics.
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Twice, she has been awarded Teacher of the Year at UC-Berkeley’s
Haas School of Business.

During her time at Berkeley and elsewhere, Dr. Yellen has pub-
lished numerous research works. They included the noted, Waiting
for Work: A Study of Unemployment, completed with her husband,
George Akerlof, a Nobel Prize winning economist who is here with
Janet today. Her work has been published in the Journal of Eco-
nomics, Business Economics, and the Brookings Papers on Eco-
nomic Policy, among other publications.

Dr. Yellen has also held a number of other academic and advi-
sory positions. These include serving as a Research Associate in
Monetary Economics at the National Bureau of Economic Research,
a member of the Advisory Board on Economic Activity at Brook-
ings, and an advisor to the Congressional Budget Office.

Her research has focused on unemployment, monetary policy,
and international trade. This combination of expertise will be bene-
ficial as she weighs issues with our rising debt and high unemploy-
ment levels. We were just talking about that on the side waiting
for my colleagues.

From 1994 to 1997, Dr. Yellen sat on the Board of Governors of
the Federal Reserve. There, she focused on consumer credit and
small business lending, two areas vital to our current recovery. In
1997, she left the Federal Reserve to Chair the Council of Economic
Advisors during the Clinton administration.

And since 2004, she has led the Federal Reserve Regional Dis-
tricts from San Francisco. In this post, she has closely monitored
the regional economy and provided valuable input on the direction
of Federal Reserve monetary policy.

Along the way, she has received numerous awards and com-
mendations. These include the Wilbur Cross Medal from Yale in
1997, fellowships at the Yale Corporation and the National Acad-
emy of Arts and Sciences, the Maria and Sidney Rolfe Award for
National Economic Service by the Women’s Economic Roundtable,
an honorary Doctor of Laws from Brown. Dr. Yellen’s substantial
resume speaks for itself.

Her confirmation would add another professionally trained econo-
mist to the Federal Reserve Board. This is important, because with
Vice Chairman Kohn’s departure, Chairman Bernanke would be
the Board’s only trained economist.

Bottom line: Janet Yellen has the depth of knowledge and experi-
ence required to make the important decisions that could possibly
have a strong positive and profound impact on our economy. I
heartily recommend her to this Committee.

Chairman DoDD. Senator, thank you very, very much.

Senator FEINSTEIN. Thank you. Happy to do it.

Chairman DoDD. That was a fine introduction. We are more than
happy to have you stay with us, if you care to, but we also know
what schedules are like, so

Senator FEINSTEIN. If I could be excused, I would appreciate it.

Chairman DoDD. You are excused.

Senator FEINSTEIN. Thank you.

Chairman DobD. We thank you for coming.

Dr. Diamond, let me just tell you, Senator Kerry has an opening
statement for you which I will include in the record, and a very
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gracious statement about your remarkable qualifications, as well,
to assume this position. So I will put that in the record, but we
want to thank you very much for being here, as well.

Chairman DoDD. Let me turn to my two colleagues.

STATEMENT OF BENJAMIN L. CARDIN, SENATOR FROM THE
STATE OF MARYLAND

Senator CARDIN. Thank you very much, Chairman Dodd and
Ranking Member Shelby and the Members of the Committee.

First, let me thank and welcome all three of the nominees for the
Federal Reserve Board of Governors. We very much appreciate
your willingness to serve our nation during this very difficult time.
And we also welcome your families, because we know this is a joint
effort that will require the sacrifices of the family and we thank
you very much for your willingness to step forward on these very
important responsibilities.

I am particularly pleased, along with my colleague, Senator Sar-
banes, to introduce to the Committee Sarah Bloom Raskin. We are
very proud of her service and we are very proud that she is willing
to put her name forward for the Federal Reserve Board of Gov-
ernors. She is joined by her husband, Jamie, who is a State Sen-
ator in Maryland with a very distinguished career, and their three
children.

Sarah is a 1986 graduate of Harvard Law School. Sarah also
graduated from Amherst College in 1983, where she graduated
Magna Cum Laude in Economics and a Phi Beta Kappa.

In 2007, Sarah was appointed Commissioner of Financial Regula-
tion for the State of Maryland. In that role, she has done an out-
standing job of improving consumer protection and supporting
banks through the challenges of the financial crisis. She has been
praised by the Maryland Bankers Association and the Maryland
Consumer Rights Coalition for her fair, balanced approach to regu-
lation in our State. Mr. Chairman, that is no easy task, to get both
the bankers and the consumers to believe that you are doing the
right thing and I applaud her for her balanced leadership in our
State of Maryland.

Her leadership has been significant for Marylanders working on
foreclosure prevention during the financial crisis, improving legisla-
tion related to payday lending abuses, and stopping unscrupulous
debt collection agencies. These skills, I think, will serve her well
in regards to the Federal Reserve Board of Governors.

She has spent much of her career in public service, including
serving as Banking Counsel to the Senate Banking Committee
under Senator Sarbanes, worked at the Federal Reserve Bank of
New York, and helped with the Joint Economic Committee in Con-
gress.

As a member of the Federal Reserve, I am certain she will con-
tinue her commitment of keeping our banks safe and sound. Her
dedication and work ethic are tremendous assets to our nation dur-
ing these critical times and I wholeheartedly recommend her con-
firmation to the Committee.

Chairman Dobpbp. I thank you, Senator, very, very much.

As you know, Senator Mikulski, by the way, was unable to be
here this morning but sent a very strong letter or statement in
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support, Ms. Raskin, of your nomination, as well, and so we thank
her for that, and I will include that in the record, as well.
Chairman DoDD. Paul, welcome back to the familiar haunts.

STATEMENT OF PAUL SARBANES, FORMER SENATOR FROM
THE STATE OF MARYLAND

Mr. SARBANES. Thank you very much, Mr. Chairman. I am
pleased to be back with you, my good friend, Senator Shelby, Sen-
ator Corker, Senator Gregg, and Jack Reed. We used to sit up
there and conspire together, I have to admit here.

I am pleased to join with Senator Cardin and Senator Mikulski
sending in a letter in very strong support of Sarah Bloom Raskin
to go on the Federal Reserve Board. This is a terrific appointment
and it really comes at the right time, given the responsibilities that
the Fed is assuming in the legislation as well as the many other
responsibilities it already has.

I am not going to repeat the biographical statement that Senator
Cardin made, but I just want to make just a few quick observa-
tions.

Sarah has been an outstanding Commissioner of Financial Regu-
lation for the State of Maryland over the last 3 years. In the 1990s,
she served for 5 years, roughly 5 years, on the staff of the Banking
Committee, where she was an outstanding member of the staff,
very measured in her judgment, extremely hard working, very
smart, and very able to deal with people across the board. She was
part of a terrific staff, including, incidentally, Kathy Casey, who
went from the Committee staff to the SEC and is serving there now
with distinction.

I want to take just a moment of the Committee’s time to quote
from some letters that have come in in support of Sarah because
I think it gives you some sense of the breadth of support for her.

The Commissioners of the Conference of State Bank Supervisors
has written to Chairman Dodd and Ranking Member Shelby, and
I will just quote one paragraph from this:

As Maryland Banking Commissioner, Commissioner Raskin has played a
hands-on role as a banking and financial service regulator during a chal-
lenging period, bringing leadership to her agency and to Maryland’s bank-
ing and financial industry. The Conference of State Bank Supervisors and
its membership have benefited from her leadership role as a member of our
Board of Directors and as Chair of our Legislative Committee. Additionally,
she chaired our regulatory restructuring task force. Commissioner Raskin
also was appointed to the Federal Financial Institutions Examination
Council’s State Liaison Committee, where she has effectively represented

State banking regulators in joint efforts with the Federal banking agencies
on a broad range of regulatory and supervisory issues.

So she has assumed in just a 3-year period of time an important
leadership role within the Conference of State Bank Supervisors
and I think that speaks well to her talents and her abilities.
The President and CEO of the Conference of State Bank Super-
visors closes his letter saying:
Commissioner Raskin enjoys the full personal and professional support of

her fellow Commissioners across the country. We hope that the Committee
and the full Senate will act quickly in confirming her.
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The Independent Community Bankers, whom we, of course, all
know and with whom we have interacted on a range of issues over
the years, Camden Fine has written to the Committee:

Ms. Raskin’s service as Maryland Commissioner of Financial Regulation
has given her a practical understanding of the operational concerns of com-
munity bankers as they serve their communities and comply with regu-
latory demands. She appreciates the vital role that community banking
plays in the economic life of small and mid-sized communities. Ms. Raskin
serves on the Board of the Conference of State Bank Supervisors, chairs the
Federal Legislative Committee, the Regulatory Restructuring Task Force.

And then he goes on to close by saying:

I hope that Ms. Raskin can be confirmed quickly so that the Board may
have the benefit of her experience as they navigate the remainder of the
economic recovery.

And finally, a statement by Kathleen Murphy, who is the Presi-

dent of the Maryland Bankers Association, says, in part:
Commissioner Raskin has been accessible to the Association and member
banks on a variety of important issues. She has worked with the Associa-
tion and the industry to achieve numerous changes in Maryland law that
have made the State Banking Charter stronger and more competitive. Com-
missioner Raskin’s belief in a vibrant State banking system, as well as her
experience with the Federal Reserve Bank of New York, the U.S. Senate
Banking Committee, have led her to assuming the chairmanship of the Leg-
islative Committee of the Conference of State Banks.

In addition to all of this, as my colleague pointed out, Senator
Cardin, Sarah got the award, Consumer Advocate of the Year
Award, from the Maryland Consumer Rights Coalition. So she has
obviously shown an ability to come up with some very practical so-
lutions to some very difficult problems.

Mr. Chairman and Senator Shelby and other Members of the
Committee, I simply close with this observation. We depended on
Sarah very much when she was on the staff of the Committee. She
was really one of our very top people. She brought terrific analyt-
ical abilities to her work. She had measured and good judgment.
She had the capacity to work very well with others. I think she is
going to be a very important addition to the Federal Reserve Board
and I really commend her to you in a very strong and unqualified
manner.

Chairman DoDD. Senator, we thank you very, very much for that
recommendation.

Of course, all of us here who have been here for a little while
remember Sarah very much as a part of the Committee staff, and
I am sure, I don’t know if you ever thought one day sitting here
that you might be sitting there, so welcome back to the other side
of the table. We are delighted to have you with us this morning.

I am going to take a few minutes for some opening comments.
Then I will turn to Senator Shelby for any opening comments he
may have. And then I will ask any of my colleagues, those who are
here, obviously, now, if they want to make any opening statements.
And then we will swear in our witnesses and proceed with some
questioning for them.

But I thank Senator Sarbanes. We thank you, and Senator
Cardin, thank you very much for coming by this morning.

None of us could ever plan these things this way, but obviously
the coincidence of having the three nominees here this morning
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and at some point later today we will be voting on the financial
regulatory reform bill, in a sense, so it is all coming together, iron-
ically in some ways, in having the three of you here as such a crit-
ical part ultimately of whether or not we are able to get back on
our feet again and how well the Federal Reserve is able to act and
deal with these issues.

So today, as has been pointed out, we are considering five very
highly qualified nominees. There are two others we will be consid-
ering later this morning on the panel. On the first panel are three
candidates, as we have all noted here, to serve as the Federal Re-
serve Board of Governors, one of whom has been nominated to a
4-year term as Vice Chairman of the Board. The Committee will
also consider a second panel of two candidates to serve as Inspec-
tors General. The first will serve for the Export-Import Bank of the
United States and the other for the Federal Housing Finance Agen-
cy.
The Committee considers today the nominations of three Federal
Reserve Board Governors. These positions are extraordinarily im-
portant because of the critical role the Federal Reserve plays in our
economy, be it through the exercise of monetary policy, the super-
vision of financial institutions, oversight of the payment system, or
as lender of the last resort. As arbiter of our nation’s monetary pol-
icy, the Federal Reserve is charged with promoting full employ-
ment and maintaining price stability. The decisions it makes about
the money supply and interest rates have profound effects on the
performance of the real economy.

Under the financial reform legislation that Congress is poised to
consider, the Federal Reserve’s supervisory functions will be sig-
nificantly enhanced. It will be incumbent, obviously, then, on the
Federal Reserve to establish a set of robust prudential standards,
including capital and liquidity, to govern the activities of the na-
tion’s large interconnected banking organizations. The Federal Re-
serve will be charged with overseeing the functioning of these com-
plex organizations and identifying and addressing the type of ex-
cessive risk taking that led this country to the verge of economic
collapse.

And as we have seen during the financial crisis, the Federal Re-
serve’s role as lender of the last resort is pivotal to limiting the
threats to our financial system. And while the financial reform leg-
islation imposes new conditions on the Federal Reserve’s emer-
gency lending authority, conditions that Senator Shelby and I
worked on together, the Fed will still retain the awesome power to
put billions of dollars of taxpayer money on the line. Given its posi-
tion in our economic system, much depends, obviously, then, on
how well the Fed carries out its varied responsibilities.

In terms of performance, the Fed’s track record, I will say po-
litely, has been mixed. While in my opinion the Fed managed the
crisis superbly, it clearly, in my view, fell down on the job during
the period before the financial crisis. The Fed had authority under
HOEPA that, if used, could have prevented, in my view, the serious
deterioration in mortgage underwriting standards and the abusive
and fraudulent lending practices. In my view, the Fed declined to
exercise its authority until well after hundreds of billions of dollars
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of overvalued, unsuitable mortgages had been originated,
securitized, and distributed to important financial institutions.

The Fed also had supervisory authority over bank holding com-
panies, but events have revealed that its supervision was inad-
equate, again, to put it mildly. Large bank holding companies were
allowed to accumulate significant leveraged exposures to mortgage-
related assets. The losses they suffered when the housing price
bubble burst helped create the financial crisis from yet we have yet
to recover.

Because of these failures, the first draft of our Committee’s fi-
nancial reform bill created both a new Consumer Financial Protec-
tion Agency and a Consolidated Banking Supervisor. To be very
blunt, that draft bill contemplated removing all of the Fed’s author-
ity in areas where it had performed poorly, leaving it with the re-
sponsibility primarily over monetary policy.

However, as we worked our way through over the last year or so
with the legislation, it became clear that the political will of the
Congress was to retain and strengthen the Fed’s supervisory role.
The Federal Reserve will be part of the Financial Stability Over-
sight Council, which will function as an early warning system, re-
sponsible for spotting and mitigating threats to overall financial
stability.

As I stated at the outset of these remarks, the Fed will have re-
sponsibility for devising and imposing heightened capital, liquidity,
and other standards for large bank holding companies and des-
ignated non-bank financial companies. It will help enforce the so-
called Volcker Rule, which prohibits proprietary trading and limits
investment in hedge funds and private equity funds at banks and
bank holding companies. And it will have a role in supervising sys-
temically important financial utilities, such as clearinghouses, that
are important to the stability of the payment system.

Moreover, the Fed will continue to play a very key role in helping
the economy recover from the effects of the financial crisis. And
while the economy is growing, it is not growing fast enough, I be-
lieve all would acknowledge, to help millions of Americans who lost
their jobs as a result of this crisis. The seasonally adjusted Civilian
Unemployment Rate declined from 9.7 percent in May to 9.5 per-
cent in June, but remains far too high. Business investment de-
mand, as measured by data on fixed non-residential investment, re-
mains subdued because of excess capacity. And while headline
price indices continue to increase at about 2 percent, year on year,
other measures of price change suggest that we are moving toward
price deflation. In May, the core CPI increased by just 0.9 percent.

It is evident, then, that the economy is going to need all the help
the Fed can provide over the coming years. Put simply, the Federal
Reserve is at the forefront of maintaining financial stability. Con-
gress is entrusting the Federal Reserve with tremendous respon-
sibilities, all of which the Fed, I might point out, has sought in this
process. Now the Fed must step up and use these new powers to
serve obviously the greater good of our nation.

We have before us today a slate of very, very accomplished can-
didates, and I mean that very sincerely. I have sat in this Com-
mittee for 30 years and I can’t think of another panel I have seen
that has come before us as qualified as this panel is to take on
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these responsibilities, and I can’t thank you enough for your will-
ingness to do so and to step up and go through the arduous task
in front of us. Our job, obviously, is to assess whether they are up
to the task of serving on the Federal Reserve Board at this critical
time, and I look forward this morning to discussing their views
with us on these issues.

I am going to apologize in advance. I am going to be in and out
in this process this morning because we are going to be considering
on the floor the financial regulatory reform bill this morning, as
well, so I need to be there, as well. So I will be coming back and
forth, and Tim Johnson and Jack Reed and Sherrod, and I am con-
fident maybe others on our minority side will step in, as well, and
be here for this process.

But again, I thank all three of you. I notice that two of you, of
course, had the benefit of a Connecticut education and a third has
a daughter named Grace, so you are in pretty good stead with me
to begin the process, having a daughter named Grace, as well.

[Laughter.]

Chairman DoDD. With that, let me turn to Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

The Federal Reserve faces, as all of you know, some of the great-
est challenges it has ever confronted. The economy is highly vul-
nerable and there is little clarity with respect to the best way for-
ward. The banking system struggles to emerge from the financial
griﬁis and hundreds of institutions will likely fail before we recover
ully.

During the crisis, the Fed created massive new liabilities and
ballooned its balance sheet from $850 billion to more than $2.3 tril-
lion. Earlier this year, the Fed talked mostly about its strategy for
removing its extraordinary support measures. Lately, as the econ-
omy seems to have hit another soft patch, discussion at the Fed
has been a mixed bag. Some fear inflation, while others fear defla-
tion. Some talk of unwinding the Fed’s massive asset holdings
while others talk about even more asset purchases, further bal-
looning the Fed’s balance sheet.

The nominees for positions on the Federal Reserve Board, if ap-
proved, will face difficult and important decisions for the American
economy. And while there are before us three talented and experi-
enced candidates, I believe that some inquiry is in order, Mr.
Chairman, to determine whether their qualifications are aligned
with the positions for which they have been nominated. The work
of the Federal Reserve is highly specialized and demands the best
qualified and most capable people in the country that we can
produce.

I will be interested to learn today if the nominees before us meet
that standard. I will also want to be assured that these nominees
will work to increase the Board’s transparency, both to the public
and to Congress.

Many of my colleagues believe that the Fed’s relationship with
Congress needs some mending. The Fed in the recent crisis was
overly opaque and not receptive to providing information to Con-
gress or the public. The Fed often seems more interested in seeking
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additional power and authority, even though it failed to use its cur-
rent authorities in the run-up to the crisis, a lot of us believe.

Ironically, despite its recent failures, the Fed could soon be re-
warded, as Senator Dodd said, with expanded authorities and pow-
ers under the Dodd-Frank bill. With that in mind, I would want
to hear what lessons have been learned and how the nominees in-
tend to use those lessons as members of the Board.

The nominees, I believe, should identify what they learned about
monetary policy, transparency, accountability, and financial regula-
tion during the recent crisis. I will also be interested to learn
where each of the nominees would draw the line between monetary
and fiscal policy, a distinction that was blurred by the Fed during
the recent crisis. Finally, each nominee should share their views,
I believe, on credit channeling by the Federal Reserve to preferred
and specific segments of financial markets, which amounts, I be-
lieve, to the Fed picking winners and losers.

Our second panel, and Mr. Chairman, if you will indulge me, I
want to mention this, includes the President’s nominee to be the
Inspector General of the Federal Housing Finance Administration.
And while we welcome this nomination, I would like to point out,
Mr. Chairman, that nearly 2 years after passage of GSE legisla-
tion, we still have not received a nominee to head the Federal
Housing Finance Administration. Both GSEs, as we all know, are
in conservatorship, being run by the Federal Housing Finance Ad-
ministration. Taxpayers have already lost $150 billion and count-
ing on the bailouts of these organizations. Two years would be
much too long under normal circumstances, but under the current
circumstances, I think it is inexcusable.

By law, the Federal Housing Finance Administration is supposed
to put the failed mortgage lenders into a safe and sound condition
and to preserve their value. But to accomplish this goal, the Fed-
eral Housing Finance Administration acts with all the powers of
the shareholders, directors, and officers of the entities. Con-
sequently, only the Inspector General is examining the practices of
the conservator.

I look forward to hearing later on from Mr. Linick, if we are
here, on his plans for providing the Committee and the American
people with long-overdue oversight of FHFA, especially as it relates
to the conservatorship of Fannie Mae and Freddie Mac.

Thank you, Mr. Chairman.

Chairman DopD. Thank you very much, Senator Shelby.

Senator Reed?

STATEMENT OF SENATOR JACK REED

Senator REED. Well, thank you very much, Mr. Chairman.

I want to welcome the nominees that the President has chosen
very well and very wisely. You have got extraordinarily talented in-
dividuals with long years of experience. Dr. Yellen, of course, is a
Brown graduate. We have to say no more.

[Laughter.]

Senator REED. Mr. Diamond is an expert in economics from Yale
University as an undergraduate, couldn’t get into Brown.

[Laughter.]



11

Senator REED. And then Ms. Bloom Raskin is a graduate of Har-
vard Law School, so nice to see, like me, you found a job.

But we are here at a critical moment, and there are those that
suggest that things are coming along and we have to start focusing
on sort of the great pivot away from support of the economy. But
for the thousands and thousands of unemployed Rhode Islanders,
nothing has changed much and we have to keep our eyes focused
on unemployment, and the Fed, for many reasons, is the most sig-
nificant actor in this situation, continuing to support policies that
will put people back to work.

There is some encouraging news today. Claims seem to have fall-
en much more than expected, so that is a good sign. We have been
increasing jobs over the last several months. But until we have a
solid growth in employment that is sustainable and recognized by
people, not here and on Wall Street but on Main Street, then we
haven’t done the job. So I would urge you in all your deliberations
to keep that thought foremost in mind.

There are also some areas of innovation that might be embraced.
I have been suggesting a work-share plan in which the unemploy-
ment funds are sort of used not to totally subsidize someone, but
to help a business maintain partial employment if they maintain
benefits. Chairman Bernanke has embraced that principle. Several
States recently, including Oklahoma, have adopted it. So there are
innovative ways we can make our funds go further and help more
people. I hope we do that.

As we have all discussed, the Chairman and the Ranking Mem-
ber, with the new Dodd-Frank bill that is just about to be passed,
significant responsibilities will be given to the Federal Reserve.
One of them will be, for the first time, there will be a Vice Chair-
man of Supervision on the Federal Reserve Board whose charge
will be to look carefully at the regulatory arrangements that are in
place. And now, as one of the chief voices on the proposed Financial
Oversight Council, this person and the Board in toto will be ex-
traordinarily important.

So you are coming onto the Federal Reserve Board at a critical
moment, and I am very confident because of your skill and your
dedication that you will do a superb job.

One final point. I think these confirmation proceedings are inter-
esting. I am sure you find them interesting. But it does send a very
strong message that through the Senate, you ultimately are ac-
countable to the people of the United States, and I would like to
send that same message to the individuals who operate as the
President of the Federal Reserve Bank in New York, because that
position is one of the most significant regulatory positions in the
country. To have any confusion about who he or she may work for,
I think, is a mistake, so I will continue to pursue that effort.

Thank you all.

Chairman DobpD. Thank you very much.

Before I turn to Senator Gregg, let me just mention, I inquired
of staff as to why we haven’t had someone come over from FHFA
and let me use the opportunity here. I presume there is someone
from the Administration in the audience. It is long overdue. The
idea originally was to have the head of FHEO to run that, and they
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did for a while, but it is a vacant seat and they ought to get it
filled. So I appreciate Senator Shelby raising that point.
Judd, good to have you here this morning.

STATEMENT OF SENATOR JUDD GREGG

Senator GREGG. Thank you, Mr. Chairman, and it is good to be
here to participate in this hearing with three people who I think
are exceptional. I appreciate the President’s choices here and I ap-
preciate your willingness to serve. It is nice to have folks of your
talent and ability coming into the responsibility of the job of the
Federal Reserve.

As we move forward over the next 3, 5, 10 years, the Federal Re-
serve’s role is going to become even more and more critical. Regret-
tably, this country is on a track to fiscal insolvency under the
present spending activities of the Congress and the debt which we
are adding, and really, the only stabilizing force right now is the
Federal Reserve because the Congress is totally irresponsible. And
so your role is going to become more and more important in the
role of—you can’t correct our failures, but at least you can point
them out and hopefully maintain the stability of the currency while
we try to sort out the problems of domestic fiscal policy.

So this is going to be one of the most critical periods in the his-
tory of the Federal Reserve, over the next five to 10 years and I
appreciate the fact that talented people like yourself are going to
be there. Thank you.

Chairman DobpD. Well, very good. I am going to ask all three of
our witnesses to rise——

Senator BROWN. Mr. Chairman?

Chairman DoDD. Oh, I am sorry. Senator Brown, I apologize.

Senator BROWN. I am not that new still, Mr. Chairman.

Chairman DoDD. No, you are new enough, so go ahead. You went
to Yale anyway.

[Laughter.]

STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. And I don’t have that much to say, either, Mr.
Chairman, but thank you. I appreciate the three nominees and I
echo Senator Gregg’s comments about how happy we are with the
President’s appointments and the quality of appointments and your
willingness to do public service.

I want to briefly—obviously, I got the hint, Mr. Chairman—very
briefly mention two things that are not necessarily historically in
the sort of well-defined—not historically a part of the Fed’s, the
well-defined part of the Fed’s job description. One is, as I men-
tioned in my office to the three of you, is manufacturing.

You know, this country 30 years ago, about a third of our GDP
was manufacturing. About 11 percent was financial services.
Today, those numbers are almost flipped, and we know what hap-
pened in a lot of ways. We obviously know what happened in the
financial crisis. We also know what happened to particularly small
town and medium-sized industrial town America and those cities of
20,000 to 50,000 that dot our landscapes, particularly in the Mid-
west, but really all over, where a plant closes or two plants close
and the devastation to the town is long lasting. The young people
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that get educations leave those communities because we don’t offer
them the kind of job opportunities in so many ways.

So I would hope—and I think if you look in an historical context,
what happens when a country turns to financial services and away
from making things, and whether making things is agriculture or
transportation or especially manufacturing, look what happens to
the middle class. Look what happens to the long-term prosperity of
the nation. So I hope you will consider that in your deliberations.

The other thing that I wanted to mention is, and I have noticed
this during the debate on the unemployment insurance bill. I go to
the Senate floor almost every day and read letters from constitu-
ents, many of whom have been employed for 25 years, often with
the same employer, paid into unemployment for years, been laid off
for a year and a half, are losing their job skills in many ways. We
have been reading more and more about that.

And I mention that because I think that many people in your po-
sition and my position talk a lot about numbers. Ninety-thousand
Ohioans will lose their unemployment if we don’t act next week, as
I think we will. We cite all the numbers we do, but we don’t often
enough put a human face on what we do. And I hope that you find
a way in the generally insulated jobs that you all have and the in-
sulated jobs that we have, and we are guilty of this too often, of
putting a face on the kinds of human suffering that you see come
across your desk in the form of statistics.

I know that is a challenge sometimes, but whether—I know the
President gets ten letters every day that he reads from people
around the country. You aren’t the focus of letter writers from peo-
ple that have stories to tell, obviously, as much as the White House
or as much as your offices, but I encourage you to find ways to do
that so that as you formulate public policy, it really is more than
just numbers and statistics and theories and practice and all of
that, because I think it will serve our country well. I know from
my conversations with you, you have that inclination, that pro-
clivity anyway, and I hope you will find a way to drive it home
even more in the months ahead.

I wish you well in this hearing and wish you well as you assume
your jobs, which I assume that you will. Thanks.

Chairman DoDD. Senator, thank you very much. My apologies
again.

Now, we will ask you to stand, if I can, all three, and raise your
right hands, if you will. I will ask you, do you swear or affirm that
the testimony you are about to give is the truth, the whole truth,
and nothing but the truth, so help you, God?

Ms. YELLEN. I do.

Mr. DiamonD. I do.

Ms. RAskIN. I do.

Chairman DoDD. And do you agree to appear and testify before
any duly constituted Committee of the U.S. Senate?

Ms. YELLEN. I do.

Mr. DiamonD. I do.

Ms. RaskiN. I do.

Chairman DobpD. I thank all three of you.
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Before turning to you for your statements, let me ask you, and
I will begin with you, Dr. Yellen, any family members here at all
you would like to recognize?

Ms. YELLEN. Thank you. My husband, George Akerlof, and my
son, Robert Akerlof.

Chairman DoDD. Very good. Glad to have you with us.

Dr. Diamond?

Mr. DiAMOND. My wife, Kate, and my son, Andy, are here.

Chairman DoDD. Very good, as well.

Ms. Raskin?

Ms. RaSKIN. I will introduce my husband, Jamie, and my three
teenagers, Hannah, Tommy, and Tabitha. My parents are here
from Connecticut——

Chairman DobDD. Good.

Ms. RASKIN.——my mother, Arlene, my brother, Kenneth——

N Chairman DoDD. Very smart to bring those from Connecticut
ere.

[Laughter.]

Ms. RASKIN. My sister-in-law Erica

Chairman DoDD. Is anyone from the Raskin family not here in
this room today?

[Laughter.]

Ms. RASKIN.——my father-in-law, his wife, and my niece and
nephew and another sister-in-law.

[Laughter.]

Chairman DoDD. You have done very well. I hope you didn’t miss
anyone. That is all I can tell you. The ones you have mentioned
won’t care. The ones you have forgotten will never forget that you
have avoided them.

[Laughter.]

Senator SHELBY. Five years on the Committee helps.

Chairman DoDD. Yes, her 5 years on the Committee, being here.
Well, very, very good, and what we are going to do is begin with
you, Dr. Yellen, your opening statement.

Now, normally, having read over your statements last evening,
normally, I ask that the people try to restrain their remarks to 5
minutes apiece, but having read your statements, I want to urge
you to speak for 5 minutes apiece. Rather brief statements, well ad-
vised, I think, by some. Don’t make too long an opening statement.

So we will begin with you, Dr. Yellen, and let me just say to my
colleagues, as well, for the purpose of the record here, any state-
ments that Members of this Committee have, we will include in the
record, and any additional questions they don’t get to ask here this
morning will also be included. We would ask the nominees, as
quickly as you possibly could, to respond to those questions.

I believe it will be the appetite of this Committee to want to
move along as quickly as we can, recognizing we have a relatively
short amount of time left in this session of Congress, and I believe
it will be the desire to want to move these nominees along, barring
something that we are unfamiliar with. So on the assumption of
that being the case, we would ask you to be as responsive as you
can as quickly as you can.

And with that, Dr. Yellen, thank you once again. We are de-
lighted to have you back here with us, and again, I can’t begin to
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thank you. I loved last night reading over your publications and
that you worked on with your husband on some very interesting
subject matters and topics. In fact, I made check marks on a few
of them that don’t really relate to this Committee’s jurisdiction, but
I would be very interested in going over and reading, so I thank
you very much.

STATEMENT OF JANET L. YELLEN, OF CALIFORNIA, TO BE A
MEMBER AND VICE CHAIR OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM

Ms. YELLEN. Thank you. Chairman Dodd, Senator Shelby, and
Members of the Committee, I am honored to appear before you as
President Obama’s nominee to serve as a member and Vice Chair
of the Board of Governors of the Federal Reserve System. If I am
confirmed to these positions, I look forward to working with this
Committee in the coming years.

I am wholeheartedly committed to pursuing the Federal Re-
serve’s Congressionally mandated goals of maximum employment
and price stability and to strengthening our program of supervision
and regulation, building on the lessons learned during the financial
crisis. We must work together and in cooperation with central
banks and governments around the world to mitigate systemic risk
in the financial and payment systems so that our country never
again suffers such a devastating episode of financial instability.

We have learned a harsh lesson about the dire consequences a
financial crisis has for ordinary Americans in the form of lost jobs,
lost homes, lost wealth, and lost businesses. And those of us
charged with overseeing the financial system should always keep
this human cost in mind.

I have served since 2004 as President and Chief Executive Offi-
cer of the Federal Reserve Bank of San Francisco, and before that,
from 1994 through 1997, as a member of the Federal Reserve
Board. Through this service, I have gained experience in every one
of the Federal Reserve’s areas of responsibility, including monetary
policy, banking supervision and regulation, consumer and commu-
nity affairs, and the operation of payment system. I believe this ex-
tensive background equips me to work under Chairman Bernanke
as a leader of the Federal Reserve System as we strive to carry out
the missions Congress has assigned to us.

Over the next few years, the Fed must craft policies that ensure
that our economy accelerates its progress along the recovery path
it has begun to trace. With unemployment still painfully high, job
creation must be a high priority of monetary policy. But we must
also avoid any threats to price stability. That means that when the
appropriate time comes, we must withdraw the extraordinary mon-
etary accommodation now in place in a careful and deliberate fash-
ion.

My approach going forward, as in the past, will be to bring a
thoughtful and independent voice to the Federal Open Market
Committee deliberations on monetary policy, drawing on the in-
sights of business and community leaders throughout the country
and thoroughly analyzing macroeconomic trends that affect the eco-
nomic outlook and the risks to our forecasts.
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In my view, Congress has wisely granted the Federal Reserve the
freedom to make independent monetary policy decisions in pursuit
of Congressionally mandated goals based on a forward-looking per-
spective and the best judgments of the Federal Open Market Com-
mittee participants. I believe that experience in the United States
and around the globe demonstrates that central bank independence
in monetary policy produces clear societal benefits. When central
banks are independent, economies perform better, inflation is lower
and more stable, and long-term interest rates are lower and less
volatile. In other words, an independent central bank is best
equipped to promote both price stability and high levels of growth
in employment.

I should stress, though, that independence brings with it both re-
sponsibility and accountability. The Federal Reserve is fully ac-
countable to Congress, and that is how it should be. That means
the Fed must explain its actions, outlook, and strategy and provide
the information necessary for Congress and the public to under-
stand and evaluate its policy decisions.

I strongly support Fed independence in monetary policy and I am
committed to enhancing the transparency that is essential to ac-
countability and democratic legitimacy.

Senator JOHNSON. [Presiding.] Mr. Diamond?

STATEMENT OF PETER A. DIAMOND, OF MASSACHUSETTS, TO
BE A MEMBER OF THE BOARD OF GOVERNORS, FEDERAL
RESERVE SYSTEM

Mr. DiAMOND. Senator Johnson, Ranking Member Shelby, Mem-
bers of the Committee, I am honored to have been nominated by
President Obama to be a member of the Board of Governors of the
Federal Reserve System. I am grateful to this Committee for sched-
uling this hearing.

If I am confirmed by the Senate, I will work to the best of my
abilities to fulfill the responsibilities of this office. Those respon-
sibilities have always been significant. The experience of the recent
financial crisis and the financial reform legislation have underlined
the multiple jobs the Fed has in working to fulfill the dual man-
date of high employment and price stability. The Fed will have
major work to do to implement the tasks that the legislation will
be placing at the Fed. I would be honored and pleased to be able
to be part of the process of responding to this challenge.

I studied both mathematics and economics as an undergraduate
at Yale University. I received my Ph.D. in Economics from the
Massachusetts Institute of Technology in June 1963. Since then, I
have been a faculty member, first at the University of California
at Berkeley, and since 1966 at MIT. Throughout this period, I have
taught and done research in economics.

My primary focus in both teaching and research has been eco-
nomic theory, particularly general equilibrium theory, macro-
economics, search theory, and public finance. Within public finance,
my primary focus has been on taxes, pensions, and social insur-
ance, particularly Social Security. I have done both theoretical
analyses and policy analyses. I have also done research in other
areas, including behavioral economics and law and economics. I
took classes at Harvard Law School as part of my preparation for
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doing research in law and economics. I believe in being well
grounded in a subject when doing research or policy analysis.

In addition to microeconomics, macroeconomics, and public fi-
nance, I have also taught money and banking and law and econom-
ics. Being a member of two economics departments with great colle-
gial interactions, I have gained a wide knowledge of a variety of
economic topics as well as detailed knowledge in my areas of exper-
tise. As a consequence, I have considerable awareness of the devel-
opment of economic analyses of monetary policy and its impacts on
both inflation and employment, as well as studies of the deter-
minants of financial crises.

A central theme in my research career has been how the econ-
omy deals with risks, both risks at the individual level and risks
that affect the entire economy. In all of my central research areas,
I have thought about and written about the risks in the economy
and how markets and Government can combine to make the econ-
omy function better for the people there. If confirmed, this back-
ground should be very helpful at the Federal Reserve as part of the
process of addressing our heightened awareness of the dangers of
systemic risks. My background in behavioral economics and law
and economics give me high awareness of the issues involved in
consumer protection and in increasing financial literacy.

If confirmed, I would welcome the opportunity to help address
the important issues that have been raised by the financial crisis
as well as the longstanding issues and concerns that the Federal
Reserve faces, bringing my research experience and expertise to
bear on these difficult and important issues. Thank you.

Senator JOHNSON. Ms. Bloom Raskin?

STATEMENT OF SARAH BLOOM RASKIN, OF MARYLAND, TO BE
A MEMBER, FEDERAL RESERVE SYSTEM

Ms. RASKIN. Senator Johnson, Senator Shelby, Senator Brown,
and to all the able staff who are sitting in the seats I remember
so well, as a former Banking Counsel to your Committee, I cannot
quite express what an honor it is to appear before you today. I
never dreamed one day I would be here as a nominee to the Fed-
eral Reserve Board, or maybe I did dream it at some point, but I
certainly never believed it.

I must thank, first of all, Senator Sarbanes, who has been an ex-
traordinary mentor to me over the course of my career and has
shown me how one can be passionately committed both to the pub-
lic interest and to one’s family at the same time.

It is a great and humbling honor to be nominated by President
Obama to the Federal Reserve Board and I am very grateful. If
confirmed, I will participate in the essential and difficult work of
restraining inflation and maintaining price stability, maximizing
sustainable employment and economic growth, and trying to con-
tinually reconcile and harmonize these goals.

This is a challenging moment for the Federal Reserve. Every
Member of this Committee knows that even though the worst of
the crisis is over, it remains a precarious time for far too many of
our families and businesses. The Fed must do its part to restore
the underlying strength and vibrancy of the American economy.
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As Maryland’s Commissioner of Financial Regulation over the
last 4 years, I have worked day and night to counter the dev-
astating effects on our communities of the national banking and li-
quidity crisis, the terrible spikes of home foreclosures, and high un-
employment and underemployment. At the same time, as a front-
line banking regulator, I have worked to revise and replace ineffec-
tual and counterproductive State regulations that do not put the
Government properly on the side of economic progress for our peo-
ple. If I am confirmed, my experience working through this crisis
at the State level will deeply inform my actions as a member of the
Federal Reserve Board.

The proper conduct of monetary policy by our central bank is es-
sential to calming the waves of financial instability that have en-
gulfed so many of our communities, businesses, and households.
Over the course of the last generation, the Federal Reserve has
achieved price stability and successfully anchored long-term infla-
tionary expectations. This achievement is critical to our economic
strength and it remains a central institutional objective that I sub-
scribe to wholeheartedly.

But it is only a partial victory when many American households
continue to face the perils of unemployment and many small busi-
nesses struggle with weakened consumer demand and reduced ac-
cess to credit. We need to strengthen this recovery by expanding
its foundations. This means that in addition to maintaining stable
inflationary expectations and keeping a vigilant eye on the emer-
gence of new bubbles, the Fed must seek to fulfill the other part
of its statutory mandate by addressing unemployment, which has
pervasive social costs.

In my State, I have seen these costs in the loss of productive ca-
pacity, a weakened housing market, increased strain on State and
local resources and services, and a nervous reluctance on the part
of many businesses and banks to invest and make loans. The Fed
must work for a broad and sustained recovery that not only con-
trols inflation, but facilitates growth and more robust business
lending by banks.

In sum, I know that there is a lot of hard work to do at the Fed.
If you choose to confirm me, I will bring all of the experience,
knowledge, and commitment I have gained over the course of my
career to the task of fulfilling Congress’s statutory expectations,
and I will maintain the standards of professionalism, independ-
ence, and probity that I have always tried to uphold in my career
and that, to my mind, are exemplified by the work of this Com-
mittee.

Thank you for the honor of hearing me today. I will be happy to
respond to any and all questions you may have, verbally or prompt-
ly in writing, throughout this process and, indeed, throughout my
tenure at the Fed, if I am fortunate enough to be confirmed.

Senator JOHNSON. Thank you.

In light of the fact that Senator Shelby has to go other places,
I defer to Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman. Those other places
just follow Senator Dodd to the floor and see what he is saying
about this package.

[Laughter.]
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Senator SHELBY. But we must go in a few minutes.

I have a number of questions for the record, but I have a ques-
tion for each one of you. I will start with you, President Yellen.
President Yellen, the Fed’s 12th District, which is your responsi-
bility, has experienced a large number of bank failures, some 65 in-
stitutions, at an estimated loss of around $28 billion, I have been
told, since 2004. Your district experienced failures of important
firms with national implications. Further, the housing sector in
your district displayed speculative excesses in the run-up to the cri-
sis.

Regarding your tenure as President of the 12th District, I have
two questions. First, what role do you believe a breakdown in regu-
latory oversight played in the failure of the institutions in your dis-
trict? And second, were you raising any warning flags with respect
to speculative excesses or lax monetary policy during that period?

Ms. YELLEN. So the first question was did a breakdown in

Senator SHELBY. Do you believe a breakdown in regulatory over-
sight—what role do you believe that a breakdown in regulatory
oversight played in the failure of the institutions in your district?

Ms. YELLEN. Working with other regulators, I think that our reg-
ulatory oversight was careful and appropriate, but I believe
that

Senator SHELBY. Excuse me. You say it is careful and appro-
priate? Most people believe

Ms. YELLEN. Given the——

Senator SHELBY.——it was lax and inappropriate.

Ms. YELLEN. Well, I—in the institutions that have failed in my
district are mainly community banks

Senator SHELBY. OK.

Ms. YELLEN.——with high exposure to commercial real estate.

Senator SHELBY. OK.

Ms. YELLEN. And when I say careful and appropriate, I mean
that as early as 2001, people in the Federal Reserve System and
particularly in my bank were at the forefront of focusing on high
concentrations that existed in the banks we supervised in commer-
cial real estate. We saw that these exposures and concentrations
could be a source of vulnerability and we monitored this carefully
throughout.

I would say, the first briefing I ever received from my banking
supervision staff when I joined the Federal Reserve Bank of San
Francisco was on commercial real estate. They pinpointed it as a
vulnerability, and for the 65-odd banks in my nine-State region,
really, this is what is driving problems.

I would say that the regulatory response was insufficient over a
period of years. I believe guidance came out in 2006, I believe it
was, to the supervisors and to banks stating essentially that banks
with high exposures needed to carefully manage risks around these
exposures. I think what we have learned in hindsight is it was very
hard for all of the regulators involved to take away the punch bowl
in a timely way, and as the supervisors in the field, we didn’t really
have the ability to either limit concentrations or, for example, to
demand that banks hold higher capital against these concentra-
tions.
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I would describe the guidance that came out as weak and the
material loss reviews that have been done of the institutions that
we supervise essentially say that this was the pitfall, and I would
hope that going forward, one thing we have learned from this crisis
is there is a need for all of us in regulation to act in a timely way
to take away the punch bowl and to require more stringent capital
requirements.

Senator SHELBY. Thank you.

Commissioner Raskin, in testimony before the Congressional
Oversight Panel for the TARP, you said, “In the run-up to this fi-
nancial crisis, both Wall Street and monetary policy were spiking
the punch bowl.” Those are your words. I presume from your com-
ment that you believe that monetary policy was too loose for too
long prior to the crisis. At what point would you have changed
course? And what do you base your judgment on? And as Dr.
Yellen has said, what have you learned, you know, what have we
all learned but especially assuming you are confirmed as Member
of the Board of Governors of the Fed, what has the Fed learned?

Ms. RASKIN. Thank you, Senator Shelby. I think that there have
been a number of lessons learned, and there is clearly a lot of
blame to go around.

In terms of the Federal Reserve, I think that the Federal Reserve
has been subject to substantial and I believe justified criticism re-
garding the run-up to the failure. There, I believe, were failures
both on the regulatory side and on the monetary policy side.

From the regulatory perspective, I think that there was not a
sufficient focus given to the importance of capital and the impor-
tance of building up capital and robust capital during good times.
We now know how difficult it is to find capital when times are not
so good.

I also think that there was an inappropriate treatment, regu-
latory treatment given to off-balance-sheet assets. And as we now
know, those assets should have been more adequately capitalized,
and they were not.

So I think there was quite a bit of misjudgment regarding asset
quality, including the quality of mortgage-backed securities, up to
the run-up through the crisis on the regulatory side. So I think
there are a lot of lessons there that are worth repeating and cor-
recting.

From the monetary policy side, which you also mentioned in that
quote, I think the extent of the bubble, the housing bubble that
was developing, was not appropriately monitored or taken seri-
ously. And for those of us on the ground level, we saw quite a num-
ber of disturbing trends in housing markets, including sometimes
weak regulation of the mortgage side of origination.

So clearly there were signs, also signs of predatory behaviors
that were fueling this bubble, and it would have been good if the
Federal Reserve Board had been able to see some of the deter-
minants of that bubble.

Senator SHELBY. Thank you.

Professor Diamond, in an interview with Macroeconomic Dynam-
ics, a publication, in 2007 you stated the following, and I quote: “I
am a card-carrying behavioral economist, and I think that matters
in both micro and macro.”
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Do you believe, Dr. Diamond, that behavioral economics can be
applied to the regulatory functions of the Federal Reserve? And if
so, in what ways? And should you? Or should we?

Mr. DiaMOND. Yes, I think it is very important, and the clearest
example, and something I learned in the background information
that the Fed has given me in preparation for the hearings and, if
confirmed, carrying on, there was discussion of the treatment of
disclosure with financial contracts. And they told me that their at-
titude toward disclosure had been to basically make sure every-
thing was disclosed in the sense that a lawyer could see it was ac-
curate. And they had learned the lesson, and now they were focus-
ing on disclosure in a way that the person engaging in a financial
contract, the man in the street, could understand what the finan-
cial contract was going to do.

Behavioral economics draws heavily on cognitive psychology, and
cognitive psychology is very aware of the difficulty for inexperi-
enced people in interpreting complicated elements. And this, I can
add, is one of the things I also studied when I was taking classes
at Harvard Law School, the issue of contracts that are hard to un-
derstand, contracts that are not available for negotiation. I think
the behavioral economics aspect on the regulatory side is very im-
portant.

Senator SHELBY. Mr. Chairman, I have a number of questions
that I would like to submit for the record. I appreciate you defer-
ring to me a minute ago. I have got to go to the floor. Thank you.

Senator JOHNSON. Dr. Yellen, Dr. Diamond, and Ms. Bloom
Raskin, what do each of you believe will be the greatest challenge
for the Fed while implementing the Wall Street reform legislation?
Dr. Yellen?

Ms. YELLEN. Thank you, Senator Johnson. We have enormous re-
sponsibilities that will be given to us under this legislation. The
first key challenge will be to improve our supervision particularly
of the largest and most complex bank holding companies based on
what happened in this crisis and the lessons that we have learned.
And that is something that is already taking place, partly building
on what we learned from, I think, the very successful stress tests
that were conducted of the 19 largest banking organizations last
spring. I think what we learned is that taking an approach to bank
supervision that involves horizontal simultaneous reviews of large
organizations using multidisciplinary teams, including economists,
we learn a great deal about the true situation and comparative sit-
uation in large banking organizations. And this is a strategy and
tool where we are employing on a systemwide basis to ramp up our
supervision of these institutions.

Going forward, we are being asked in this bill, appropriately so,
to raise capital standards and liquidity standards for these institu-
tions to take account of their impact on financial stability as well
as to improve our understanding of the risks in the financial sys-
tem and how they can impact these institutions. And we are work-
ing very hard to make that improvement.

More broadly, the bill creates an oversight council in which the
Federal Reserve is expected to work collaboratively with other reg-
ulators to assess and monitor potential threats to financial stability
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that may occur anywhere in the financial system, and I think it
will be a challenge for us to enhance our work in that area.

So these are among the challenges I see for us and tasks coming
from this legislative agenda.

Senator JOHNSON. Dr. Diamond, do you have any additional in-
sights?

Mr. DIAMOND. Yes, I do. If you look back over the last few dec-
ades, we have seen an astonishing change in the financial environ-
ment. Financial engineering has produced a vast array of new in-
struments, and we have also seen an enormous growth in hedge
funds, new institutions engaging in using the new instruments.
And the financial engineering we have seen has done a great deal
of good, but in the crisis has done a great deal of harm. And a big
part of that problem was not just the regulators, but also the finan-
cial institutions themselves did not understand the risks they were
taking on and the risks associated with the interconnections of the
different financial institutions.

Going forward, I think we are going to see more change. That is
the way the world goes, particularly the American way, and it is
important that we not ask the simple question how could we have
prevented the last crisis and put in place a Maginot Line for deal-
ing with the last crisis but, rather, we monitor how things are
evolving and how regulation and consultation and discussion with
financial players can adapt to the changing circumstance so we do
not get another crisis which is not the same old crisis but a brand-
new and equally horrible crisis.

d(Signator JOHNSON. Ms. Bloom Raskin, do you have anything to
add?

Ms. RaSKIN. Yes, I would add a bit. I think that as you rightfully
point out and observe, implementing the legislation is going to be
a huge challenge. What in essence the Federal Reserve is going to
have to step up to the plate to do is to really put in place an en-
hanced, consolidated supervisory plan for our largest institutions
and those institutions that are deemed to be systemically signifi-
cant. And when we talk about enhanced, consolidated supervision,
it is really something quite robust. It is a set of regulatory meas-
ures that include capital and leverage, corporate governance, inter-
nal controls, proper risk management systems, and these are all
items that are extremely complicated for the most complicated in-
stitutions.

So I think the work really cannot be underestimated here. I
think that there is going to be quite a bit of organizational work,
too, that will need to be done internally at the Federal Reserve to
make this done correctly.

Senator JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair, and thank
you to the panel.

I want to start with just a general issue and see if any of you
have thoughts you would like to share. There is an ongoing debate
here in Washington about deficit reduction versus monetary and
fiscal stimulus. And, in essence, it could be reduced a little bit to
how do you steer on the one side to make sure that you do not have
a Greek-like debt crisis, and on the other side how you do not end
up with a decade-long, Japan-style recession? And so any insights
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on the relevance of the experience of those two nations or insights
for how we should manage our way through to a healthier econ-
omy.

Ms. YELLEN. I will begin. I think we have an outlook at this
point where we seem to be in recovery but the recovery is not pro-
ceeding at a pace that is sufficient to bring down unemployment
very rapidly. And so it is clear that it is appropriate—long-term un-
employment is very high, it is clear that it is appropriate for us to
be asking what to do.

I would say as Congress considers the option for further fiscal
stimulus now, which is natural given the outlook, I would empha-
size that it is very important and Congress will have more flexi-
bility to move in the short run to support the economy if simulta-
neously it can put in place and show credibility on taking the
measures that are necessary to attack the long-term deficit, which
I think is widely understood to be an unsustainable situation that
requires painful policy action.

So if simultaneously Congress were able to put in place meaning-
ful measures that would phase in over time to address medium-
and longer-term deficit issues, I believe that would create greater
scope in the shorter term for Congress to also contemplate, if you
consider it appropriate, actions to address short-term weakness in
the economy.

Senator MERKLEY. Thank you.

Ms. RASKIN. Senator Merkley, I think your reference to Japan ac-
tually is noteworthy because I think there are a couple lessons
there that we need to keep in mind, one having to do with the fact
that, you know, Japan’s recovery was probably slower than they
would have liked, certainly, and it had something to do with not
having a strong, robust resurgence of bank lending. The banking
sector stayed weak there for quite a number of years. So I think
that is something that we want to keep in mind here, especially as
we have not yet seen an uptick in bank lending, the kind of uptick
that we would like to see to actually spur growth. So I think that
is one possible lesson of Japan, and then the other being just the
general stop-go nature of that recovery, the importance to sort of
think through a more sustained way of moving forward.

Senator MERKLEY. Well, you mentioned lending so let me use
that as a segue, because I think many of my colleagues have the
same experience that I have had of going home and hearing from
every business group, every set of small business owners how dif-
ficult it is to obtain lending. Just this morning I have a group cof-
fee, an Oregon coffee, and indeed the first small business owner
talked about the difficulty of accessing credit, a long-time success-
ful business. And we have in the small business jobs bill recapital-
ization of community banks to help assist them in lending more,
but it feels like we need to find some more aggressive way to make
funds available for businesses to seize opportunities and lead us
forward and create jobs.

What should we be doing?

Ms. RaskIN. Clearly, that is definitely a challenge. There are a
number of obstacles right now to bank lending, and I think we
have to work carefully to try to figure out what they are. And what
you are hearing, by the way, is not at all dissimilar to what I hear
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in Maryland and what I know regulators and commissioners are
hearing across the country. Bank lending is not where it should be.

Now, part of it has to do with the lack of robust demand. You
will hear a lot of anecdotes about the fact that there are no enough
borrowers actually seeking loans. But that is not the whole story
because we also hear stories of creditworthy borrowers, borrowers
who have an ability to repay and have credible cash-flows. The
bankers do not have to be dependent on weak collateral coming
from real estate. There is cash-flow here. These are borrowers who
can sustain new loans. So why those borrowers are not able to get
loans is a challenge, and I think we need to do some work on that.

Also, significantly, bank lending to small businesses is a critical
factor in spurring employment, so I think the notion of getting this
right will also have good consequences for employment.

Senator MERKLEY. Does anybody else want to jump in on that
conversation?

Ms. YELLEN. Well, I would just say that the Federal Reserve has
just concluded actually on Tuesday 40-odd sessions we have had
around the country in which we have tried to bring together lend-
ers, small business owners, and others to understand exactly what
the problems are and all of the various items that Sarah mentioned
in her answer. This is a complex situation.

One of the things certainly we are aware of is that as supervisors
we need to be very careful not to be discouraging lending that is
sound, carefully underwritten, and will be profitable. And we cer-
tainly hear frequently the complaint that banks are afraid that
they will be criticized for loans that they make. So the regulators
have jointly issued guidance to supervisors emphasizing that small
business lending that is safe and sound is not only important to
our communities and growing out of this recession, but is also im-
portant for profitability and the health of the institution. And we
have emphasized training. We have tried to train our examiners.
These are tough situations where they have to make judgment calls
when they are in banks. We do not want to inadvertently stifle
small business lending that would be very important to an eco-
nomic recovery.

Senator MERKLEY. Thank you all very much. My time has ex-
pired. I appreciate your engagement.

Senator JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman, and I thank each of
you for your leadership and for coming by our office in the last few
days to talk with us personally. I wish you well at the Fed. I am
one of those folks that thinks the Fed needs to function at a very
high level for our country, and I hope you will add to that.

Ms. Raskin, I know you have spent a lot of time in bank regula-
tion and bring a lot of that to the Fed. The Fed has a number of
people who already do that, and I think that, you know, here in
the Senate each of us has to sort of figure out how we are going
to make our mark and what we are going to bring to a body like
the Senate to hopefully make it a stronger institution. There is ob-
viously a number of people that do what you do already, and I just
was curious, as you move to the Fed Board, joining people who
have similar backgrounds in many ways, what is it that you plan
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to do at the Fed, if you will, to make the “Raskin mark” on the Fed
governance?

Ms. RaSKIN. Well, I do not know if I will make a “Raskin mark”
on the Fed governance, but it is a very thoughtful question, and I
do agree that the staff at the Fed is really exemplary as far as I
have been able to interact with them and a very impressive group
of professionals, both economists and examiners.

What I would like to add to the mix I think is a perspective that
really comes out of the work I have been doing at a very local level.
As the State banking commissioner, I really have been able to see
a lot of the spillover effects having to do with the crisis and also
problems related to the run-up to the crisis. And I am not sure that
all those perspectives have been sufficiently incorporated into both
the monetary policy side of the Fed and the regulatory side.

One thing, for example, that we needed to do in Maryland was
to act very quickly to reform our laws. Some of those laws were not
at all fit for what the situation was developing, and other laws
needed to be put in place.

So I think that the ability to react nimbly is important, and then
the ability to move those observations into the more macro picture
I think would be critical to the Fed.

Senator CORKER. We are getting ready to pass some legislation
in the next 35 minutes. Regardless of what your testimony is, that
is going to happen. Certainly in any 2,300-page bill there are good
provisions in it. And I am not going to say this is the worst bill
that has ever been created, but I do look at it as a tremendous
missed opportunity in many ways.

I wonder, based on the comments you just made, if there are
things that you would have liked to have seen in the legislation—
that is going to be passed, regardless of what you say—that you
would have liked to have seen in this legislation that you think
might have caused our country to maybe deal with some of those
things you saw in the run-up to the crisis we just went through.
This is your last chance.

[Laughter.]

Ms. RAskIN. Well, I will point out that the legislation is obviously
the product of a lot of hard work. I know that there has been a lot
of very good minds put to the task of trying to put in place a sys-
tem of reforms that can almost assure that we do not have a situa-
tion like this crisis happen again.

But to be completely candid, I think that one piece that we still
need to tackle—and when I say “we,” I should really say the Con-
gress needs to tackle—is GSE reform. That is a piece of the legisla-
tion that—a piece that was not addressed in the legislation, and it
is something that I think still needs to be on the forefront of the
Congress.

Senator CORKER. That is very astute.

[Laughter.]

Senator CORKER. I will come back to you in just a minute. Thank
you very much for your testimony. I look forward to serving with
you.

Mr. Diamond, when we met, I looked over your resume, and you
have written more books than I have probably read in my lifetime.

[Laughter.]
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Senator CORKER. Obviously, you are very well educated, and I
would not want to enter into a debate with you on any of the topics
that you have mastered.

I look at your background and think, God, this guy would be
awesome to run the Social Security Administration, or he would be
a great official at Treasury. It is not to be critical. I actually, you
know, wish I knew as much as you knew about those topics. But
as I see you being appointed to the Fed, I am sort of wondering
what the hook was, you know, a great head of Social Security Ad-
ministration, great at Treasury, but he is going to the Fed. And I
am just wondering, you obviously think you are going to be a great
Governor at the Board. What is it that those of us who look at you
and look at your resume should think is the contribution you are
going to make on the Board of Governors?

Mr. DIAMOND. In my opening remarks, I talked about working at
how the economy and the economy with the regulatory guidance of
Government handles risks throughout the economy. And obviously
I have written heavily on how pension systems adapt to risk. But
the questions that were raised by this crisis, the questions that the
existing knowledge of the regulators and, indeed, the academic
community had done some on, but not a great deal, we are now
painfully aware of issues on how risks get generated and how risks
in one place affect all sorts of other places, systemic risk. And my
background is to think about those things. What I have started
doing is reading the parts of the academic literature—some of it
goes back decades—on how interactions can happen, and what I
hope to be able to do is exploring how the regulatory structure will
pay more attention to the interactions which go from an individual
bank’s risk to systemic risk. And I think that requires the kind of
background and the nature of economic equilibrium that I bring to
it, because the structure of the kinds of questions and regulations
and much of the economic analysis simply does not engage with
this, and we now know how important it is. And the opportunity
to work on something that important in an environment as good
for learning about the economy as the Fed would just be a wonder-
ful opportunity for me, and I would hope to be very helpful at it.

Senator CORKER. Thank you.

Ms. Yellen, I was out of the room for a moment. I know Senator
Shelby asked you a little bit about supervision. I know that Ms.
Raskin seemed to indicate in her testimony earlier that she saw a
lot of problems and felt the Fed should have responded or could
have responded a little more nimbly, and I think talked a little bit
about that a minute ago. You were head of the Fed in San Fran-
cisco and obviously had pretty large calamities out there. I know
you addressed commercial real estate earlier. But it seems to me
a huge level out there in residential real estate, and I am just curi-
ous. As you look back, do you wish there were actions that you had
taken or the Fed had taken as it relates to the residential side? I
know you are still focused on commercial. I think that is—I agree
with you— still a problem here in our system. But do you wish
there were actions that the Fed had taken as it relates to housing,
especially in your part of the country?

Ms. YELLEN. I think we were monitoring housing prices very
carefully and became concerned certainly by 2005 that there might
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well be a bubble in the housing market. I think personally I gave
speeches in 2005 warning of that possibility. So this is something
that we were attentive to and I think tried to evaluate what the
risks would be coming out of that. I think we failed completely to
understand the complexity of what the impact of a decline, a na-
tional decline in housing prices would be in the financial system.
XVe saw a number of different things, and we failed to connect the
ots.

So while we thought about the risk coming from a housing price
decline, I think we failed to understand just how seriously mort-
gage standards, underwriting standards had declined, what had
happened with the complexity of securitization and the risks that
we are building in the financial system around that. So what was
triggered by that housing would be triggered by a housing price de-
cline, I think we missed critical elements of it that caused the crisis
to be as severe as it was.

Looking back on it, certainly I wish that regulators, including the
Fed, had taken more significant steps earlier to appreciate what
the risks were in underwriting, to understand as I saw in the su-
pervision that we were doing in San Francisco mortgages that were
being originated and packaged and sold into the market where
there was a clear deterioration in underwriting standards. I think
we should have focused, I wish we had focused more on the sys-
temic risk that that was causing rather than being as focused as
we were on safety and soundness of banks. Particularly, we failed
to focus enough on systemic risk. I am pleased that this bill directs
us to consider in our supervision of consolidated supervision of
bank holding companies systemic risk, the risk that activities can
pose to the broader financial system. But on the underwriting side,
I believe we should have taken more significant steps to curtail
that sooner.

Senator CORKER. Mr. Chairman, I know my time is up. Can I
keep going for a little while since nobody is here?

Senator JOHNSON. The second panel is coming up, and I know
that we must get out of here by 11 o’clock to vote.

Senator CORKER. Can I ask two more questions?

Senator JOHNSON. One short one.

Senator CORKER. That is a shame. I know we have a vote at 11,
and yet I think there is a lot that could be gained.

I would just say to—I know that

Senator JOHNSON. You may submit your questions.

Senator CORKER. OK. Let me just ask, I guess, one simple ques-
tion then. Ms. Yellen, I tried to during our—first of all, I would
love to hear from Ms. Raskin about GSEs, and I will talk to her
a little bit later about that, and I understand what she thinks we
are actually pressing for, now trying to understand and hopefully
there will be a climate to deal with GSEs down the road. I think
we missed a great opportunity to do that now.

But on underwriting, I tried to pass an amendment that would
have required every person who purchased a home and borrowed
money to have a minimum 5-percent downpayment. I know that
many countries that have not had the problems we have had had
15-, 20-percent downpayments on average and still have the same
homeownership rates.
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Ms. Yellen, I wonder just from your perspective if that one re-
quirement, that one simple requirement would have kept us from
having the type of bubble that you had out in California and what
we had here in the country and might have kept us from having
many of the problems we have now.

Ms. YELLEN. Senator, I have not had a chance to think through
the details carefully of that proposal. I know

Senator CORKER. It is not very detailed. A 5-percent downpay-
ment. It is a very simple

Ms. YELLEN. Well, you know, I would say that there were cer-
tainly mortgages that created problems that did have
dAownpayments at that level. We had Alt-A mortgages and Option

RMs

Senator CORKER. Could not have happened with 5—yes, yes.

Ms. YELLEN. that became problematic, so I would not—you
know, I think that is an interesting proposal, and I do think under-
writing standards should have been tougher, but there were a
range of practices there that I think—no-doc lending and so forth—
really created problems.

Senator CORKER. Thank you. I thank each of you for your testi-
mony. I wish we had more time. I am disappointed in that. But I
look forward to working with you, and, Mr. Chairman, I under-
stand the time constraints you are working under, and thank you
for the leeway.

Senator JOHNSON. I want to thank our first panel again and con-
gratulate you all on your nominations. You may be dismissed.

I will now call up our second panel. Our second panel consists
of two nominees to serve as Inspector General of two different inde-
pendent agencies.

Our first nominee is Osvaldo Luis Gratacos. Mr. Gratacos has ex-
tensive experience working on issues related to the Office of Inspec-
tor General. He is currently serving as an Acting Inspector General
for the Export-Import Bank, and he has served as Deputy Inspector
General and legal counsel in that office as well. Mr. Gratacos has
served as attorney adviser and legal counsel to the Inspector Gen-
eral for the United States Agency for International Development.
Mr. Gratacos has experience in the private sector, and he has
worked as a commercial counsel for Motorola, Incorporated. Mr.
Gratacos holds a B.A. summa cum laude from the American Uni-
versity of Puerto Rico and an M.B.A. from the University of Massa-
chusetts and a J.D. from the University of Florida. The Committee
created the position of Inspector General of the Federal Housing
Finance Agency as part of the Housing and Economic Reform Act
of 2008 legislation.

Our second nominee, Steve A. Linick, has been nominated to
serve in this inaugural role. Mr. Linick is a career Federal pros-
ecutor who currently serves in two roles as Executive Director of
the National Procurement Fraud Task Force and the Deputy Chief
of the Fraud Section, Criminal Division of the Department of Jus-
tice. As Deputy Chief, Mr. Linick manages and supervises the in-
vestigation and prosecution of white-collar criminal cases involving
procurement fraud, public corruption, corporate fraud, mortgage
fraud, and money laundering, among others. In October 2008, Mr.
Linick received the Attorney General’s Distinguished Service
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Award for his efforts in leading the Department’s procurement
fraud initiative. Previously, Mr. Linick was an Assistant U.S. At-
torney, first in the Central District of California and then subse-
quently in the Eastern District of Virginia. Before joining the Fed-
eral Government, Mr. Linick was an Assistant District Attorney in
Philadelphia and an associate at Newman & Holtzinger in Wash-
ington, D.C., from 1990 to 1992. Mr. Linick holds a J.D., M.A. in
Philosophy, and a B.A. in Philosophy, all from Georgetown Univer-
sity.

Will the witnesses on the second panel please stand and raise
your right hand while I administer the oath? Do you swear or af-
firm that the testimony you are about to give will be the truth, the
whole truth, and nothing but the truth, so help you God?

Mr. GRATACOS. I do.

Mr. LINICK. Yes.

Senator JOHNSON. Do you agree to appear and testify before any
duly constituted Committee of the Senate?

Mr. GrRATACOS. I do.

Mr. LiNick. I do.

Senator JOHNSON. Thank you, and please take your seats.

Before you begin, please be assured that your written statements
will be part of the record. Please also note that members of this
Committee may submit written questions to you for the record, and
you need to respond to these questions promptly in order that the
Committee may proceed on your nomination.

Thank you for joining us today. I would invite you to introduce
your family and loved ones in attendance before proceedings with
your statements.

Mr. GraTacos. Thank you, Senator dJohnson and Senator
Merkley. I want to introduce my wife who is here, Debbie Garcia;
and my Dad, who came from Puerto Rico last night, Alejandro; and
some former colleagues from USAID, and bosses in the past: Bill
Perkins, Paula Hayes, and my former boss Mike Tankersley, who
is also coming from Texas.

Senator JOHNSON. Welcome to you all.

Mr. LINICK. Senator Johnson, Senator Merkley, thank you. I
would like to introduce my wife, Mary Britton, and my two teen-
aged children, Zackary and Sarah, who are sitting in the front row
over here.

Senator JOHNSON. Welcome.

Mr. Gratacos, you may proceed.

STATEMENT OF OSVALDO LUIS GRATACOS MUNET, OF PUER-
TO RICO, TO BE INSPECTOR GENERAL, EXPORT-IMPORT
BANK, FEDERAL HOUSING FINANCE AGENCY

Mr. GrATACOS. Thank you, Mr. Johnson. Thank you, Mr.
Merkley. Good morning. It is with great honor, humility, and en-
thusiasm that I stand before you today as President Obama’s nomi-
nee to become the second Inspector General of the Export-Import
Bank of the United States. Before I continue, I would like to thank
the Almighty for this opportunity, my family, and the members of
the Ex-Im Bank Office of Inspector General staff, a group of career
public servants who make the work possible and are committed to
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the OIG mission of preventing and detecting fraud, waste, and
abuse.

I had the privilege of joining the Ex-Im Bank OIG in 2008 as the
first person hired by then-Inspector General Mike Tankersley, after
spending almost 8 years of my career at USAID OIG and Motorola,
Inc. The Ex-Im Bank OIG was established in 2007, and while I was
hired as the legal counsel, I worked closely with the IG in estab-
lishing the organization. Since October 2009, I have had the honor
of serving the American people as the Ex-Im Bank’s Acting Inspec-
tor General. During this period, the OIG has had remarkable suc-
cess and has met a number of milestones as shown by the latest
Semiannual Report to Congress. Specifically, the OIG has issued 14
audit reports containing over 40 recommendations and suggestions
for improving Ex-Im Bank programs and operations, and our inves-
tigative efforts have resulted in a number of law enforcement ac-
tions, including 24 arrests and indictments related to over $45 mil-
lion in claims paid by Ex-Im Bank; 17 pending indictments; one
conviction, over 80 management referrals for actions; and over $8.5
million in program savings due to policy cancellations arising out
of our investigative efforts. Moreover, the OIG is currently inves-
tigating 35 open matters representing approximately $327 million
in claims paid by Ex-Im Bank, or 13.6 percent of all Ex-Im Bank
claims paid as of the end of FY 2009. All of this has been accom-
plished with a very modest annual budget of $2.5 million and a
staff of ten professionals. As a recently created office, our work is
only commencing, and if confirmed, I would work to continue to
build on these successes.

Through our work, the OIG is committed to helping Ex-Im Bank
meet it statutory mission of assisting in the financing of exports of
U.S. goods and services to international markets, vital in pro-
tecting and creating American jobs. America produces the world’s
best manufactured goods, and it is the number one services pro-
vider in many global industries. Today the opportunity for increas-
ing American exports is an important element to our Nation’s eco-
nomic recovery. Since 1934, Ex-Im Bank has played a key role in
financing the export of these goods and services. That role has in-
creased in recent years. In FY 2009, Ex-Im Bank announced record
authorization levels reaching $21 billion and has reported author-
ization levels of $14.7 billion for the first 8 months of FY 2010. Ex-
Im Bank’s role coupled with these growth levels present a valuable
opportunity for the OIG to partner with Ex-Im Bank in support of
its mission while exercising OIG’s statutory independence.

In only 3 years since its inception, and just over 1 year since
reaching current staff levels, our efforts are having a noticeable im-
pact on Ex-Im Bank’s operations. While Ex-Im Bank continues to
provide export credit and financing as part of its export credit
agency functions, the OIG will enhance its independent oversight
role by focusing on Ex-Im Bank operations in order to improve its
operational efficiency as well as strengthen its efforts in preventing
and detecting, fraud, waste, and abuse. I look forward to facing
these challenges, and if confirmed, I will carry out the duties of
this office with the highest standards of independence and integ-
rity.
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Mr. Chairman and members of this honorable Committee, thank
you once again for considering my nomination at this hearing
today. I would be pleased to respond to any questions from the
Committee. Thank you.

Senator JOHNSON. Mr. Linick.

STATEMENT OF STEVE A. LINICK, OF VIRGINIA, TO BE
INSPECTOR GENERAL, FEDERAL HOUSING FINANCE AGENCY

Mr. LINICK. Senator Johnson, Senator Merkley, thank you for
this opportunity to appear before you today and provide testimony.
I am honored to be the President’s nominee for Inspector General
of the Federal Housing Finance Agency.

By way of background, almost my entire professional career has
been dedicated to public service. I have served in a number of lead-
ership positions in the United States Department of Justice. Cur-
rently, I am the Executive Director of the Department of Justice’s
National Procurement Fraud Task Force, and I am also Deputy
Chief of the Fraud Section at the Criminal Division.

In total, I have almost 16 years’ experience as a Federal pros-
ecutor with extensive trial and supervisory experience at the De-
partment of Justice and in two United States Attorneys’ Offices. I
have managed and coordinated grand jury investigations and pros-
ecutions involving health care fraud, procurement fraud, public cor-
ruption, mortgage fraud, and other financial frauds.

As a result of having investigated a wide variety of financial
frauds, I have the experience and ability to develop effective strate-
gies to prevent fraud, waste, and abuse associated with the regula-
tion of the Government- sponsored enterprises.

I look forward to the prospect of serving as Inspector General at
the Federal Housing Finance Agency during this critical time for
both the FHFA and the Government-sponsored enterprises. The
Federal Housing Finance Agency is a relatively new agency, which
has never had an Inspector General. In 2008, the Federal Housing
Finance Agency placed Fannie Mae and Freddie Mac in con-
servatorship out of concern that their deteriorating financial condi-
tion threatened the stability of the financial markets. Since then,
the Department of Treasury has provided billions of dollars to the
enterprises. Under these circumstances, the Federal Housing Fi-
nance Agency Inspector General will play a critical role in safe-
guarding taxpayer dollars and preventing fraud, waste, and abuse.

If I am fortunate enough to be confirmed as Inspector General,
I intend to be proactive in overseeing the operations and programs
of the Federal Housing Finance Agency, including its management
of the conservatorship. While I intend to exercise complete inde-
pendence that is required of an Inspector General, I will make it
a priority to maintain a good working relationship with the Federal
Housing Finance Agency Director and management, along with
this Committee and Congress as a whole.

Thank you for your consideration. I look forward to answering
your questions.

Senator JOHNSON. Thank you.

Mr. Linick, with Fannie Mae and Freddie Mae under con-
servatorship, did HERA provide enough resources to the Inspector
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General’s office at FHFA to provide strong, independent oversight?
Are there other tools that would help you better do your job?

Mr. LiNicK. Thank you, Senator, for that question. In terms of
resources, because I am the nominee, I have not had a chance to
probe into my budget or the number of individuals who would be
on my staff.

That being said, I think that the resources will need to be signifi-
cant. This is an agency that is facing some challenges and has sig-
nificant responsibilities. The agency has never had any oversight
before, and its regulatory role has not been tested. It is in con-
servatorship so, in effect, it is regulating itself, and it is overseeing
billions of dollars that have been provided by Treasury, and I ex-
pect there is more to come.

As to your second question as to other tools, I intend to hit the
ground running. I will be creative in trying to recruit detailees
from other agencies and hire contract employees, but I will work
with this Committee and I will also work with the agency to staff
up immediately from day one.

Senator JOHNSON. Mr. Gratacos, the Ex-Im Bank has experi-
enced great difficulty with fraud in its Medium Term Guarantee
Program. You have been part of at least 12 arrests, numerous in-
dictments, and other evidence of people trying to defraud the U.S.
Government. What is your view on this program and its inherent
difficulty serving U.S. exporters while not allowing for individuals
to commit fraud? Has Ex-Im Bank done enough to deter fraud
going forward? If not, what further steps need to be taken?

Mr. GRATACOS. Thank you, Senator Johnson. Ever since we start-
ed at Ex-Im Bank, the Medium Term Program has been one of the
programs that has been exposed to fraud. A lot of cases come out
of the Medium Term Program. Part of that reflects the fact there
was no oversight and OIG presence at that time.

Since then, the Bank has taken a number of steps to improve—
lower the likelihood of fraud in some of these transactions. Part of
that has been enhancing our due diligence process. Part of it has
been in response to some of the audits and recommendations we
made on the medium term.

For example, we just issued a review of the initial recommenda-
tions on the Medium Term Program, and we are glad to report that
the Bank has taken steps forward toward implementing a number
of the recommendations that we have, including the creation of
credit reviews and compliance division requiring sometimes pay-
ments in some of the transactions.

But we still think there are steps to be taken. There are still
some open recommendations and some steps that the Bank could
take. The Bank is in the process of a reorganization internally that
would allow the programs to merge some of the different compo-
nents into cell groups, allowing the intakers to be sitting with the
credit underwriters at the same time.

But we also think that there should be more monitors in the per-
formance of this program, and we still think that there is a way
to go in terms of protecting the taxpayers’ money.

Senator JOHNSON. Thank you.

Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair.
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Mr. Linick, I am going to focus primarily on questions to you be-
cause of my interest in the challenges with housing, and particu-
larly in the future of Fannie and Freddie.

One of the aspects of the bill that we just passed is it had three
retail mortgage reforms. One was to end—well, I say “just passed.”
We will hopefully just be passing it in a few minutes. But one was
to end liar loans, require full underwriting. The second was to end
steering payments in which the loan originator’s interests were put
out of sync with the interests of the customer. And the third was
to ban prepayment penalties on subprime loans which were used
to lock people into exploding interest rates.

Now, one of those, in essence, is about direct misrepresentation
or fraud, and that is certainly the issue of fully documenting loans
or misdocumenting loans. But the other two play into the structure
of the subprime market, which led to many other issues regarding
how loans were packaged and how those packaged loans were rep-
resented, how they were rated, how they were sold.

Can you give us any insights on how those different retail issues
might reverberate through the industry and affect the issues that
you will face as Inspector General?

Mr. LiNICK. Thank you, Senator. I do not have particular infor-
mation about those—let me rephrase that. Those three issues are
going to be key to several goals and objectives of FHFA. Absolutely,
underwriting is obviously a control that FHFA obviously needs to
make sure that it is part of their operations and programs. One of
the goals of FHFA is to limit exposure, risk exposure in the future.
And as Inspector General, I will make sure that I will take a look
at internal controls to make sure that underwriting is adequately
accomplished.

As far as the conflicts of interest issue, conflicts of interest obvi-
ously undermine the integrity of an institution organizationally
and personal conflicts of interest, and one of my tasks as Inspector
General will be to make sure that those types of issues are trans-
parently—are transparent and that there are corrective actions
taken to prevent them.

Senator MERKLEY. So in the news—I do not know, it must have
been about 10 days ago—was a story about a firm that had alleg-
edly misrepresented the packages of mortgages that it had sold, I
believe to Fannie. But is that the type of abuse that you will be
focusing on? If not, what do you see as kind of the top three issues
that really need to be scrutinized to bring integrity to the process
of writing mortgages and securitizing those mortgages?

Mr. LINICK. Senator, I think that the top three issues, number
one, that Fannie and Freddie do not buy loans or mortgage-backed
securities that are derived from fraud, and the underwriting stand-
ards are going to be very important in assuring that does not hap-
pen.

The second issue is the conservatorship. This is a situation where
FHFA is essentially regulating an operating the company, so it is
going to be critical to ensure that they are acting independently in
their regulatory role and that there is a strong and credible regu-
lator as well as a conservator.

And then the third issue is how is FHFA managing the billions
of dollars that Treasury is providing to the GSEs. Conserving as-
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sets is one of the goals of FHFA, conserving and mitigating risk.
How are they conserving assets? In what manner they are con-
serving assets? Is there some sort of exit strategy for the con-
servatorship, which is not meant to be permanent? And also how
are they addressing foreclosure prevention within the context of
managing the conservatorship.

Senator MERKLEY. I have one second left, so my time is up. I will
yield back to the Chair. Thank you.

Senator JOHNSON. Thank you, Senator Merkley.

Today we have a set of nominees before us that, while very dif-
ferent, will all play an important role as the Nation moves forward
from our financial crisis and begins implementation of the Wall
Street Reform and Consumer Protection Act as well as the forma-
tion of other equally important measures to create jobs, spur eco-
nomic growth, and reduce our Nation’s deficit.

Please also note that members of this Committee may submit
written questions to you for the record, and you need to respond
to these questions promptly in order that the Committee may pro-
ceed with your nominations.

I thank you all again for being here today, and this hearing is
adjourned.

[Whereupon, at 11:03 a.m., the Committee was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF SENATOR SHERROD BROWN
JuLy 15, 2010

Thank you, Mr. Chairman, and thank to the nominees for your testimony today.

When Chairman Bernanke testified before use in February, we talked about the
troubling decline in manufacturing and rise in financial services in the United
States.

For most of our nation’s history manufacturing, transportation, and agriculture
were the engines driving our economy.

But as many Ohioans can tell you, manufacturing has steadily declined over the
last three decades. At the same time the finance industry has rapidly expanded, to
the point that the two have switched positions in our economy.

In the 1980s manufacturing made up 25 percent of GDP and financial services
was 11 to 12 percent. Then manufacturing began to decline and finance began to
expand and sometime in the 1990s the two industries crossed paths. By 2004-05
the two sectors had flipped: manufacturing was just 12 percent of GDP while the
financial services industry was about 20 to 21 percent.

A number of emerging economies have thriving manufacturing and extraction in-
dustries.

First World export countries like Japan, Germany, and even Switzerland all have
economies in which the manufacturing sector is larger than the financial sector. If
we want to stay competitive with other nations, we need to refocus on productive
industries.

I've heard from a lot of businesses in Ohio that they are being denied access to
credit that they desperately need. Right now the financial industry’s prosperity is
not helping the other sectors of our economy.

I have repeatedly said that creating more jobs is essential. To do this we must
re-invest in the manufacturing and service industries that have brought us pros-
perity since our nation’s founding.

I'd like to hear what you think the Fed should be doing to promote productive
industries like manufacturing.

I also want to emphasize the importance of considering real world perspectives
when serving on the Board of Governors. In the luxuriant halls of the Federal Re-
serve Bank, it can be easy to focus on numbers like the inflation targets. But as
you all know, the unemployment rate has been high for a substantial period of time,
and it remains an unacceptable 9.3 percent. This is more than double the Fed’s
statutorily mandated target of 4 percent.

I urge you not to forget that your economic policy decisions affect the daily lives
of Americans in your roles as Governors of the Federal Reserve.

PREPARED STATEMENT OF SENATOR JOHN F. KERRY
JuLy 15, 2010

Chairman Dodd and Senator Shelby, I am pleased to support the nomination of
Dr. Peter Diamond to become a member of the Board of Governors of the Federal
Reserve System. The experience that Dr. Diamond has in economic and monetary
policy will be a great asset to the Federal Reserve. I am very pleased that he is
willing to serve our nation in this important role.

Our nation is facing its greatest economic crisis since the Great Depression. A se-
ries of financial institution failures and frozen credit markets imperiled our econ-
omy. I believe Dr. Diamond has the experience and judgment to become an effective
Governor on the Federal Reserve Board. He will help the Federal Reserve take ac-
tions to provide liquidity for businesses, especially small businesses and create jobs
that will help families who are currently bearing the weight of the crisis. He will
also help the Federal Reserve provide appropriate oversight of financial institutions
to insure that our recent financial crisis will never happen again.

His work has literally changed the way all economists think about national debt,
taxes, risk and social security. Dr. Diamond is a pioneer in the field of “search the-
ory” which seeks to explain how individual decisions in the labor market can build
on each other to have a broader impact on the economy.

Dr. Diamond is a former chair of MIT’s Department of Economics. He has made
research advances in both macroeconomics and microeconomics during a wide-rang-
ing career, studying subjects including growth, taxation and labor market searches.
In recent decades he has analyzed social insurance programs closely and become a
prominent authority on Social Security.
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Dr. Peter Diamond first arrived at the Massachusetts Institute of Technology
(MIT) 1960 as a graduate student. In 1966, he became a member of the MIT eco-
nomics faculty. Today, he currently serves as an Institute Professor at MIT. He has
previously served as President of the American Economic Association, President of
the Econometric Society, and President of the National Academy of Social Insur-
ance.

Dr. Diamond is the author or editor of 12 books and more than 130 articles, Dr.
Diamond is a fellow of the American Academy of Arts and Sciences and a member
of the National Academy of Sciences. He received his bachelor’s degree from Yale
University and his Ph.D. from the Massachusetts Institute of Technology.

Ricardo Caballero, chair of the MIT Department of Economics said that “Peter
represents the very best that an academic economist has to offer to Washington: a
superb and open mind, an insatiable appetite for understanding the institutional de-
tails of a problem and policy, and a spirit of service.”

Chairman Dodd, you should be aware that Dr. Diamond is a fellow long-time Bos-
ton Red Sox fan who started attending games back in the 1960s.

I hope the Banking Committee will give Dr. Diamond’s nomination full consider-
ation.
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Barbara A. Mikulski
United States Senator
SUITE &00 SUME 22 SUITE 408 ROOM 202 SUITE 200
1625 THAMES STREET 00 WEST GTREET 404 IVY LANE 32 WEST WASHINGTON STREET 212 MAIN STREET
BALTIMORE, MD 21231 ANNAPOLIS, MD 214012448 GREENBELT, MD 207701407 HAGERSTOWN, MD 217404504 SALISBURY, MD 21801303
1410 9634510 {410) 263- 1608 (301) 3485517 {301) Ter-260% 410) 546-T111

Tl Serate. gar



38

PREPARED STATEMENT OF JANET L. YELLEN

NOMINEE FOR MEMBER AND VICE CHAIR OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM

JuLy 15, 2010

Chairman Dodd, Senator Shelby, and members of the Committee, I am honored
to appear before you as President Obama’s nominee to serve as a Member and Vice
Chair of the Board of Governors of the Federal Reserve System. If I am confirmed
to these positions, I look forward to working with this Committee in the coming
years. I am wholeheartedly committed to pursuing the Federal Reserve’s congres-
sionally mandated goals of maximum employment and price stability and to
strengthening our program of supervision and regulation, building on the lessons
learned during the financial crisis. We must work together, and in cooperation with
central banks and governments around the world, to mitigate systemic risk in the
financial and payments systems so that our country never again suffers such a dev-
astating episode of financial instability. We have learned a harsh lesson about the
dire consequences a financial crisis has for ordinary Americans in the form of lost
jobs, lost homes, lost wealth, and lost businesses, and those of us charged with over-
seeing the financial system should always keep this human cost in mind.

I have served since 2004 as President and Chief Executive Officer of the Federal
Reserve Bank of San Francisco and, before that, from 1994 through 1997, as a mem-
ber of the Federal Reserve Board. Through this service, I have gained experience
in every one of the Federal Reserve’s areas of responsibility, including monetary pol-
icy, banking supervision and regulation, consumer and community affairs, and the
operation of the payments system. I believe this extensive background equips me
to work under Chairman Bernanke as a leader of the Federal Reserve System as
we strive to carry out the missions Congress has assigned to us.

Over the next few years, the Fed must craft policies that ensure that our economy
accelerates its progress along the recovery path it has begun to trace. With unem-
ployment still painfully high, job creation must be a high priority of monetary pol-
icy. But we must also avoid any threats to price stability. That means that, when
the appropriate time comes, we must withdraw the extraordinary monetary accom-
modation now in place in a careful and deliberate fashion. My approach going for-
ward, as in the past, will be to bring a thoughtful and independent voice to Federal
Open Market Committee deliberations on monetary policy, drawing on the insights
of business and community leaders throughout the country, and thoroughly ana-
},yzing macroeconomic trends that affect the economic outlook and the risks to our

orecasts.

In my view, Congress has wisely granted the Federal Reserve the freedom to
make independent monetary policy decisions in pursuit of congressionally mandated
goals, based on a forward-looking perspective and the best judgments of Federal
Open Market Committee participants. I believe that experience in the United States
and around the globe demonstrates that central bank independence in monetary
policy produces clear societal benefits. When central banks are independent, econo-
mies perform better, inflation is lower and more stable, and long-term interest rates
are lower and less volatile. In other words, an independent central bank is best
equipped to promote both price stability and high levels of growth and employment.
I should stress though that independence brings with it both responsibility and ac-
countability. The Federal Reserve is fully accountable to Congress, and that’s how
it should be. That means the Fed must explain its actions, outlook and strategy, and
provide the information necessary for Congress and the public to understand and
evaluate its policy decisions. I strongly support Fed independence in monetary policy
and I am committed to enhancing the transparency that is essential to account-
ability and democratic legitimacy.

PREPARED STATEMENT OF PETER A. DIAMOND
NOMINEE FOR MEMBER OF THE BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

JuLy 15, 2010

Chairman Dodd, Senator Shelby, and Members of the Committee, I am honored
to have been nominated by President Obama to be a member of the Board of Gov-
ernors of the Federal Reserve System and grateful to this Committee for scheduling
this hearing.

If I am confirmed by the Senate, I will work to the best of my abilities to fulfill
the responsibilities of this office. Those responsibilities have always been significant.
The experience of the recent financial crisis and the financial reform legislation
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have underlined the multiple jobs the Fed has in working to fulfill the dual mandate
of high employment and price stability. The Fed will have major work to do to im-
plement the tasks that the legislation is placing at the Fed. I would be honored and
pleased to be part of the process of responding to this challenge.

I studied both mathematics and economics as an undergraduate at Yale Univer-
sity. I received my Ph.D. in economics from the Massachusetts Institute of Tech-
nology (MIT) in June 1963. Since then I have been a faculty member, first at the
University of California, Berkeley, and, since 1966, at MIT. Throughout this period
I have taught and done research in economics. My primary focus in both teaching
and research has been economic theory, particularly general equilibrium theory,
macroeconomics, search theory, and public finance. Within public finance, my pri-
mary focus has been on taxes, pensions, and social insurance, particularly Social Se-
curity. I have done both theoretical analyses and policy analyses. I have also done
research in other areas, including, behavioral economics, and law and economics. I
took classes at Harvard Law School as part of my preparation for doing research
in law and economics—I believe in being well-grounded in a subject when doing re-
search or policy analysis. In addition to microeconomics, macroeconomics, and public
finance, I have also taught money and banking, and law and economics.

Being a member of two economics departments with great collegial interactions,
I have gained a wide knowledge of a variety of economics topics, as well as detailed
knowledge in my areas of expertise. As a consequence, I have considerable aware-
ness of the development of economic analyses of monetary policy and its impacts on
both inflation and employment as well as studies of the determinants of financial
crises.

A central theme in my research career has been how the economy deals with
risks, both risks at the individual level and risks that affect the entire economy. In
all of my central research areas, I have thought about and written about the risks
in the economy and how markets and Government can combine to make the econ-
omy function better for individuals. If confirmed, this background should be very
helpful at the Federal Reserve as part of the process of addressing our heightened
awareness of the dangers of systemic risks. My background in behavioral economics
and law and economics give me high awareness of the issues involved in consumer
protection and increasing financial literacy.

If confirmed, I would welcome the opportunity to help address the important
issues that have been raised by the financial crisis, as well as the longstanding
issues and concerns that the Federal Reserve faces, bringing my research experience
and expertise to bear on these difficult and important issues.

PREPARED STATEMENT OF SARAH BLOOM RASKIN

NOMINEE FOR MEMBER OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM

JuLy 15, 2010

Chairman Dodd, Senator Shelby, Distinguished Members of the Committee, and
to all the able staff who are sitting in seats I remember so well:

As a former banking counsel to your Committee, I cannot quite express what an
honor it is to appear before you today. I never dreamed I would one day be here
as a nominee to the Federal Reserve Board. (Or maybe I did dream it at some point,
but I certainly never believed it.)

I must thank Senator Sarbanes who has been an extraordinary mentor to me over
the course of my career and has shown me how one can be passionately committed
both to the public interest and to one’s family at the same time.

It is a great and humbling honor to be nominated by President Obama, and I am
very grateful.

If confirmed, I will participate in the essential and difficult work of restraining
inflation and maintaining price stability, maximizing sustainable employment and
economic growth, and trying to continually reconcile and harmonize these two goals.

This is a challenging moment for the Federal Reserve. Every member of this Com-
mittee knows that even though the worst of the crisis is over, it remains a precar-
ious time for far too many of our families and businesses. The Fed must do its part
to restore the underlying strength and vibrancy of the American economy.

As Maryland’s Commissioner for Financial Regulation over the last 4 years, I
have worked day and night to counter the devastating effects on our communities
of the national banking and liquidity crisis, the terrible spikes in home foreclosures,
and persisting high unemployment and underemployment.
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At the same time, as a front line banking regulator, I have worked to revise and
replace ineffectual and counterproductive State regulations that do not put the Gov-
ernment on the side of economic progress for our people.

If T am confirmed, my experience working through this crisis at the state level
will deeply inform my actions as a member of the Federal Reserve Board.

The proper conduct of monetary policy by our central bank is essential to calming
the waves of financial instability that have engulfed so many of our communities,
businesses and households. Over the course of the last generation, the Federal Re-
serve has achieved price stability and successfully anchored long-term inflationary
expectations. This achievement is critical to our economic strength, and it remains
a central institutional objective that I subscribe to wholeheartedly.

But it is only a partial victory when many American households continue to face
the perils of unemployment and many small businesses struggle with weakened con-
sumer demand and reduced access to credit.

We need to strengthen this recovery by expanding its foundations. This means
that, in addition to maintaining stable inflationary expectations and keeping a vigi-
lant eye on the emergence of new bubbles, the Fed must seek to fulfill the other
part of its statutory mandate by addressing unemployment, which has pervasive so-
cial costs. In my state, I have seen these costs in a loss of productive capacity, a
weakened housing market, increased strain on state and local resources and serv-
ices, and a nervous reluctance on the part of many businesses and banks to invest
and make loans. The Fed must work for a broad and sustained recovery that not
gnlykcontrols inflation but facilitates growth and more robust business lending by

anks.

In sum, I know that there is a lot of hard work to do at the Fed. If you choose
to confirm me, I will bring all of the experience, knowledge and commitment I have
gained over the course of my career to the task of fulfilling Congress’s statutory ex-
pectations. And I will maintain thestandards of professionalism, independence and
probity that I have always tried to uphold in my career and that, to my mind, are
exemplified by the work of this Committee.

Thank you for the honor of hearing me today. I will be happy to respond to any
and all questions you may have—verbally or promptly in writing—throughout this
process and indeed throughout my tenure at the Fed if I am fortunate enough to
be confirmed.

PREPARED STATEMENT OF OSVALDO LUIS GRATACOS MUNET
NOMINEE FOR INSPECTOR GENERAL, EXPORT-IMPORT BANK OF THE UNITED STATES

JuLy 15, 2010

Good morning, Mr. Chairman, Christopher Dodd, Senator Shelby, and distin-
guished members of this honorable Committee.

It is with great honor, humility and enthusiasm that I stand before you today as
President Obama’s nominee to become the second Inspector General at the Export-
Import Bank of the United States. Before I continue, I would like to thank the Al-
mighty for this opportunity, my family, and the members of the Ex-Im Bank Office
of Inspector General staff, a group of career public servants who make the work pos-
sible and are committed to the OIG mission of preventing and detecting fraud,
waste and abuse.

I had the privilege of joining Ex-Im Bank OIG in 2008, as the first person hired
by then Inspector General, Michael W. Tankersley, after spending almost eight (8)
years of my career at the U.S. Agency for International Development OIG and Mo-
torola, Inc. The Ex-Im Bank OIG was established in 2007 and while I was hired
as the legal counsel, I worked closely with the IG in establishing the organization.
Since October 2009, I have had the honor of serving the American people as the
Ex-Im Bank Acting Inspector General. During this period, the OIG has had remark-
able success and has met a number of milestones as shown by our latest Semi-
annual Report to Congress. Specifically, the OIG has issued fourteen (14) audit re-
ports containing over forty (40) recommendations and suggestions for improving Ex-
Im Bank programs and operations, and our investigative efforts have resulted in a
number of law enforcement actions) including: twenty-four (24) arrests and indict-
ments relating to over $45 million in claims paid by Ex-Im Bank; seventeen (17)
pending indictments; one conviction; over eighty (80) management referrals for ac-
tions, and over $8.5 million in program savings due to policy cancelations arising
of our investigative efforts. Moreover, the OIG is currently investigating thirty-five
(35) open matters representing approximately $327 million in claims paid by Ex-Im
Bank (or 13.6 percent of all Ex-Im Bank claims paid as of the end of FY 2009). All
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of this has been accomplished with a very modest annual budget of $2.5 million and
a staff of ten professionals. As a recently created office, our work is only com-
mencing, and if confirmed, I would work to continue to build on these successes.

Through our work, the OIG is committed to helping Ex-Im Bank meet its statu-
tory mission of assisting in the financing of exports of U.S. goods and services to
international markets, vital in protecting and creating American jobs. America pro-
duces the world’s best manufactured goods and it is the number one services pro-
vider in many global industries. Today the opportunity for increasing American ex-
ports is an important element to our nation’s economic recovery. Since 1934, Ex-Im
Bank’s has played a key role in financing the export of these goods and services.
That role has increased in recent years. In FY 2009, Ex-Im Bank announced record
authorization levels reaching $21 billion and has reported authorization levels of
$14.7 billion for the first 8 months of FY 2010. Ex-Im Bank’s role coupled with these
growth levels present a valuable opportunity for the OIG to partner with Ex-Im
Bank in support of its mission while exercising OIG’s statutory independence.

In only 3 years since its inception (and just over 1 year since reaching current
staff levels), our efforts are having a noticeable impact on Ex-Im Bank’s operations.
While Ex-Im Bank continues to provide export credit and financing as part of its
export credit agency functions, the OIG will enhance its independent oversight role
by focusing on Ex-Im Bank operations in order to improve its operational efficiency
as well as strengthen its efforts in preventing and detecting fraud, waste and abuse.
I look forward to facing these challenges and, if confirmed, I will carry out the du-
ties of this office with the highest standards of independence and integrity.

Mr. Chairman and members of this honorable Committee, thank you once again
for considering my nomination at this hearing today. I would be pleased to respond
to any questions from the Committee. Thank you!

PREPARED STATEMENT OF STEVE A. LINICK
NOMINEE FOR INSPECTOR GENERAL, FEDERAL HOUSING FINANCE AGENCY

JuLy 15, 2010

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, thank
you for this opportunity to appear before you today and provide testimony. I am
honored to be the President’s nominee for Inspector General of the Federal Housing
Finance Agency (“FHFA”). I also want to thank members of the Committee’s staff
who gave of their time generously in preparation for this hearing.

Before I proceed with a brief opening statement, I would like to introduce my
wife, Mary Britton, and my son and daughter, Zackary and Sarah, who are here
with me today.

By way of background, almost my entire professional life has been dedicated to
public service. I have served in a number of leadership positions in the United
States Department of Justice (“DOJ”). Since 2006, I have been Executive Director
of DOJ’s National Procurement Fraud Task Force (the “Task Force”), consisting of
more than 30 Offices of Inspectors General and other law enforcement agencies. In
this capacity, I have been involved in developing and overseeing a strategic plan and
nationwide effort to strengthen the Government’s efforts to fight procurement and
grant fraud, including fraud associated with the American Recovery and Reinvest-
ment Act. As part of this effort, I have been the primary point of contact at DOJ
for contract fraud cases related to the wars and reconstruction efforts in Iraq and
Afghanistan.

Since 2006, I also have served as Deputy Chief of the Fraud Section, Criminal
Division, DOJ, where I currently supervise 18 attorneys and am responsible for su-
pervising and managing the investigation and prosecution of a wide range of finan-
cial frauds. Between 2004 and 2006, I was Deputy Chief of the Fraud Unit in the
U.S. Attorney’s Office for the Eastern District of Virginia, where I was involved in
both supervising attorneys and establishing office initiatives and priorities.

In total, I have almost 16 years experience as a Federal prosecutor with extensive
trial, appellate, and supervisory experience at DOJ and in two U.S. Attorneys’ Of-
fices, including the Eastern District of Virginia and the Central District of Cali-
fornia. I have managed and coordinated grand jury investigations and prosecutions
involving health care fraud, procurement fraud, public corruption, securities fraud,
and other financial frauds. I have investigated and prosecuted individuals who have
committed various types of mortgage fraud, including fraud in the loan origination
process and real estate flip schemes. Recently, I was involved in supervising a team
of Fraud Section attorneys, who, in partnership with the U.S. Attorney’s Office in
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Las Vegas, charged 19 defendants as part of a nation-wide mortgage fraud sweep
dubbed “Operation Stolen Dreams.”

As a result of having investigated a wide variety of financial frauds, I have the
experience and ability to develop effective strategies to prevent and detect fraud,
waste, and abuse associated with the regulation of the Government-sponsored enter-
prises. Moreover, through my work on the Task Force, I have become very familiar
f\gvith the Inspector General community and the challenges that Inspectors General
ace.

I look forward to the prospect of serving as Inspector General at FHFA during
this critical time for both FHFA and the Government-sponsored enterprises. The
FHFA is a relatively new agency, which has never had an Inspector General. In
2008, FHFA placed Fannie Mae and Freddie Mac in conservatorship out of concern
that their deteriorating financial condition threatened the stability of the financial
markets. Since then, the Department of Treasury has provided billions of dollars to
the enterprises. Under these circumstances, the FHFA Inspector General will play
a critical role in safeguarding taxpayer dollars and preventing fraud, waste, and
abuse. In addition, the FHFA Inspector General will carry significant management
responsibility in having to establish a new office and hire a staff of highly qualified
individuals.

If confirmed as Inspector General, I intend to be proactive in overseeing the oper-
ations and programs of FHFA, including its management of the conservatorship.
While I intend to exercise complete independence that is required of an Inspector
General, I will make it a priority to maintain a good working relationship with the
FI}-IIFIA Director and management, along with this Committee and Congress as a
whole.

Thank you for your consideration. I look forward to answering your questions.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JANET L. YELLEN

Q.1. President Yellen, Olivier Blanchard, chief economist of the
International Monetary Fund, recently floated the idea of 4 percent
inflation targets for central banks, double the roughly 2 percent
rate presumed by many to have governed Fed policy in many re-
cent years. Yet, Fed Chairman Bernanke, identifying the signifi-
cant investment central banks have made in creating low and sta-
ble inflation expectations, has identified that he thinks such a
move would be “a very risky transition.” Do you side with Mr.
Blanchard or with Chairman Bernanke?

A.1. During the recent crisis and recession, the zero lower bound
on interest rates limited the amount of monetary stimulus that the
Federal Reserve and other central banks can provide. Admittedly,
a higher long-run inflation objective would give the Fed more ma-
neuvering room in the future. But, any such benefit would be
counterbalanced by other factors, including the potential erosion of
the Fed’s hard-earned inflation credibility and the economic costs
of higher inflation and interest rates. This issue will be debated by
economists in the years ahead, and I will follow such discussions
with interest. At this time, however, I agree with Chairman
Bernanke that an increase in the long-run inflation objective to 4
percent would be a risky policy strategy.

Q.2. President Yellen, you identify in material provided to the
Banking Committee, that you acquired “ . . . first-hand experience
in the conduct of banking supervision through my oversight of the
Federal Reserve Bank of San Francisco’s banking supervision and
regulation division.” You began as President and CEO of the San
Francisco bank in 2004. What actions or written work can you
point to that indicates that your oversight of supervision and regu-
lation was designed to help guard the Fed’s 12th District and, in-
deed, the financial system from growing speculative excesses in
real estate?

A.2. In 2004, the Federal Reserve Bank of San Francisco became
concerned with relaxed underwriting standards and growing com-
mercial real estate concentrations at commercial banks in our Dis-
trict. We initiated a horizontal review that resulted in findings
around deficiencies in risk management and governance and de-
mands for remedial action. Recognizing that these issues were
present not only in banks supervised by our Reserve Bank, but also
by other banks in our District and throughout the country, we
brought our findings and concerns to the Board of Governors and
urged that guidance be issued on an interagency basis to address
the risks to the banking sector that were building as a result of
these concentrations. We contributed to the process led by Board
of Governors staff that resulted in the issuance of interagency guid-
ance on commercial real estate concentrations in December 2006.
I personally emphasized my concern about the dangers of growing
commercial real estate concentrations in speeches to community
banking organizations beginning in 2005. I cited the weak practices
we had detected in our supervision around risk management and
capital planning, indicated that our banking supervision staff had
“communicated our high expectations around high commercial real
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estate concentrations to the banks we supervise”, and noted that
“we’re now at the early stages of developing potential interagency
guidance.” Other examples of our supervisory efforts are provided
in the response to question 6.

In addition, I began to discuss risks relating to real estate in eco-
nomic outlook speeches that I gave starting in 2005. I cited evi-
dence suggesting that housing prices were overvalued and dis-
cussed the possibility that a significant correction could occur. My
intention, in part, was to use the “bully pulpit” to damp speculative
excesses. I argued that regulation, rather than monetary policy,
was the most appropriate tool to use to address developing ex-
cesses. I noted the decline in mortgage underwriting standards and
the proliferation of loans with riskier terms but thought, wrongly
as it turned out, that much of the risk had been diversified out of
the financial sector via securitization, thereby reducing the odds of
widespread financial disruption were house prices to decline.

Q.3. President Yellen, writing in a November 2009 edition of your

bank’s publication Economic Letter, you say that “ . . . monetary
policy may also play a role in managing systemic risk.” You further
say that “ . . . monetary policy could play a role in restraining un-

desirable swings in leverage and, by extension, reduce systemic
risk.” Do you advocate that the Fed should use monetary policy to
lean against swings in asset prices? If so, how do you know which
swings are potential bubbles and which are temporarily outsized
movement of asset prices well grounded in fundamentals?

A.3. In that speech I also noted that the use of monetary policy in
managing systemic risk compromises the attainment of our infla-
tion and employment goals. Therefore, I concluded that supervision
and regulation of financial institutions should provide the first line
of defense against systemic risk, rather than monetary policy. The
events of the past few years teach us that we need to closely mon-
itor and analyze movements in leverage and asset prices and be
cognizant of their effects in the conduct of monetary policy.

Q4. President Yellen, do you have any ideas about how the Fed-
eral Reserve Board could increase its transparency with Congress?

A.4. T am committed to working with the Committee and with Con-
gress to consider ways in which transparency might be enhanced.
I believe that the Federal Reserve should provide any and all infor-
mation necessary for Congress and the public to fully understand
and evaluate the Federal Reserve’s actions as long as such disclo-
sures are consistent with independence in monetary policy formula-
tion and the effective implementation of monetary policy, including
the operation of the discount window. The Dodd-Frank Regulatory
Reform bill includes provisions, which I support, to further enhance
transparency, particularly a complete GAO audit of the Federal Re-
serve’s 13-3 facilities and emergency actions. The bill also requires
that discount window loans be reported with an eight-quarter lag.
Confidentiality relating to discount window borrowing is essential
for this facility to retain its effectiveness. I believe, however, that
the reporting lag included in the Dodd-Frank bill is sufficiently
long to mitigate this concern.
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Q.5. President Yellen, how many Federal Reserve-regulated banks
and bank holding companies failed in the 12th Federal Reserve dis-
trict, where you oversee regulation, and how do failures in your
district compare to those in other districts?

A.5. Since 2008, six state member banks and forty bank holding
companies supervised by the Federal Reserve have failed in the
12th Federal Reserve district. The number of bank failures in the
12th district exceeds those in all other districts except Chicago and
Atlanta. The number of bank holding company failures in the 12th
district ranks second among districts, just below Atlanta. Not sur-
prisingly, those districts—San Francisco and Atlanta—with the
most significant collapse in housing prices and the highest levels
of concentrations in residential construction and land development
loans have experienced the most significant failure rates in banks
and bank holding companies. It is important to note that the vast
majority of 12th district bank holding companies are considered
“shell” holding companies with little activity outside of the sub-
sidiary bank. Consequently, the failure of bank holding companies
has been driven by the failure of the underlying banks, which are
predominately banks for which the Federal Reserve is not the pri-
mary regulator. It is also noteworthy that bank holding companies
in the 12th District tended to hold banks with significantly higher
construction and land development concentrations compared to
holding companies in other Districts, leading to a higher failure
rate.

Q.6. President Yellen, did you warn about declines in underwriting
standards and increases in subprime lending prior to 2007? What
steps did you take, as a regulator, to address the growing risks?

A.6. Starting in 2004, the San Francisco Fed provided several
warnings about subprime and residential lending through our pub-
lication on banking risks in the West. Over several years, we noted
concerns regarding high loan-to-value ratios, cash-out refinancing,
the sustainability of housing price appreciation and the vulner-
ability of subprime borrowers to these practices and conditions. As
I noted in my answer to question 2, starting in 2005, I started to
warn in my speeches that soaring housing prices raised concerns
about national economic stability and suggested that tighter super-
vision and regulation might be one viable strategy for addressing
the bubble. Indeed, our examiners intensified their focus on evalu-
ating the adequacy of underwriting, risk controls and management
across a range of mortgage-related activities, including subprime
origination. Specific examples of our examination work include
evaluating policies and practices to preclude predatory lending
practices, ensuring that a documented “benefit to the borrower” ex-
isted in the transaction, and evaluating whether underwriting mod-
els complied with Equal Credit Opportunity (ECOA) and Fair
Housing Act requirements. Data and insights gained from these ef-
forts were provided to the Board of Governors. This information
contributed to their efforts to restrain such practices through the
supervisory guidance on nontraditional mortgages issued in 2006.

Starting in 2004, the San Francisco Fed’s community develop-
ment group began to address concerns in low-income communities
relating to both subprime and predatory lending. At the National
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Community Reinvestment Conference in Los Angeles in March
2004, the San Francisco Fed sponsored a special session on preda-
tory lending and community-based strategies for preventing preda-
tory lending. In addition, starting in the spring of 2004, staff
worked with Freddie Mac and other community partners to estab-
lish “Don’t Borrow Trouble” campaigns in both Arizona and Cali-
fornia. In March 2005, the San Francisco Fed hosted a meeting in
collaboration with the Greenlining Institute and Operation Hope to
discuss the rising prevalence of adjustable rate mortgages in low-
income communities with senior executives of banks within the
12th District. The purpose of the meeting was to identify problems
that low-income families with ARMs would face if interest rates
were to rise, and to identify ways that the banks could work to bet-
ter protect both consumers and their business interests. In June
2005, the San Francisco Fed hosted a luncheon for local community
leaders with Federal Reserve Governor Edward Gramlich to dis-
cuss his concerns about subprime lending and to identify strategies
that could help promote sustainable homeownership, particularly
within the high-cost regions of the 12th District. In June 2006, we
hosted the Federal Reserve Board’s HOEPA hearings to gather
community input into the HOEPA regulations. We became increas-
ingly concerned by the growing number of reports from community
groups about the problems with subprime and predatory lending.
In January 2006, we initiated a research project to collect local
data on foreclosure filings and published a study in July 2006 that
linked rising foreclosures in California to higher-priced lending.
This was followed by a dedicated issue of our Community Invest-
ments publication on foreclosure prevention in December 2006,
which sounded concerns about rising foreclosures and presented
models from across the country for mitigating the foreclosure crisis.
These two research publications laid the groundwork for an exten-
sive effort by our community development group to establish local
foreclosure prevention task forces in Arizona, California, and Ne-
vada in 2006 and 2007. In 2007, we sponsored 13 foreclosure pre-
vention forums throughout the 12th District to help launch these
task forces and to develop targeted prevention strategies, which in-
cluded detailed data analysis of foreclosure “hotspots” to help guide
local foreclosure prevention activities.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM JANET L. YELLEN

Q.1. The Federal Reserve, as specified by the Federal Reserve Act
of 1913 and later the Federal Reserve Act of 1977, is required to
“promote effectively the goals of maximum employment, stable
prices, and moderate long-term interest rates.” This is often re-
ferred to as the dual mandate because the Federal Reserve is re-
quired to pursue maximum employment and stable prices equally.
Do you think it is efficient to pursue one at a time?

A.1. I strongly support the Fed’s dual mandate and pay close atten-
tion to both inflation and employment at all times. Typically these
two objectives are not in conflict in terms of their implications for
monetary policy. In the current situation, employment and infla-
tion are below desired levels, and both of these conditions argue for
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monetary stimulus. Similarly, in an unsustainable economic boom,
employment and inflation will both tend to reach levels that call
for restrictive monetary policy. A supply shock, such as in increase
in oil prices, does create a short-run tradeoff between our goals, but
one which the Fed has effectively navigated over the past quarter
century.

Q.2. Currently, we are responding to the high unemployment in
the country. Later, we will respond to inflation. In the 1970s that
approach produced higher inflation and higher unemployment.
Why should we believe that won’t happen again?

A.2. T think it would be more accurate to say that the Fed is cur-
rently responding to both inflation, which is now below the level
that most FOMC members consider to be most consistent with our
dual mandate and is trending downward, and unemployment,
which is very high. A key lesson of the 1970s is the critical impor-
tance of maintaining well-anchored inflation expectations so that a
wage-price spiral like we saw back then does not break out again.
The Federal Reserve earned a great deal of inflation credibility
over the past thirty years and inflation expectations are now well
anchored. Still, we monitor closely a variety of measures of infla-
tion expectations, and inflation expectations are a key driver of pol-
icy decisions, as emphasized in recent FOMC statements. This ap-
proach should minimize the risks of seeing a recurrence of stagfla-
tion.

Q.3. Paul Volcker and Alan Greenspan have concluded that the
Phillips curve is a misleading guide. Do you agree or disagree and
why?

A.3. The modern version of the Phillips curve model—relating
movements in inflation to the degree of slack in the economy—has
solid theoretical and empirical support. Of course, in this model
other factors besides slack affect inflation, such as commodity and
other import prices and inflation expectations. Moreover, the U.S.
economy is evolving and the Phillips curve changes as well. Despite
these shortcomings, the Phillips curve model provides a coherent
and useful framework for thinking about the influence of monetary
policy on inflation. Of course, no single model captures the com-
plexity of the U.S. economy. As a result, I find it necessary to con-
sult a wide range of models, examine data from many sources, and
listen carefully to the reports we receive business contacts around
the country.

Q.4. The financial reform bill, Dodd-Frank, creates a consumer reg-
ulator inside the Fed that is administered separately. How will the
Federal Reserve prevent conflict?

A.4. The Dodd-Frank bill calls for the Bureau of Consumer Finan-
cial Protection to be completely autonomous within the Federal Re-
serve and contains provisions designed to minimize future conflict.
The Bureau will have its own authority to hire and fire personnel,
set salaries and benefits, and organize itself and its divisions. The
legislation specifically prohibits the Board of Governors from inter-
vening in Bureau proceedings and other matters. The Board of
Governors is committed to respecting Congress’ intentions and in-
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structions. We will cooperate with the Treasury Department in
planning a smooth transition of functions and personnel.

Q.5. In a speech this last February you said:

Some people worry that sustained Federal budget deficits and the huge in-
crease in the Federal Reserve’s lending and stimulus programs could even-
tually lead to high inflation. Others take the opposite view, arguing that
economic slack and downward pressure on wages and prices are pushing in-
flation down. I would put myself squarely in the second camp. As far as
inflation is concerned, there’s no evidence that big Government deficits
cause high inflation in advanced economies with independent central banks.

Is high inflation the only thing to fear of sustained Federal budget
deficits and the huge increase in the Federal Reserve’s lending and
stimulus programs? What other concerns should we be monitoring?

A.5. Sustained structural deficits in the Federal budget will likely
put upward pressure on real interest rates as private demand re-
covers and the economy moves back toward full employment.
Under these conditions, Federal Government borrowing will crowd
out private investment and other interest-sensitive spending, with
negative consequences for productivity, economic growth, and living
standards. In addition, large structural deficits may induce larger
capital inflows from abroad, expanding the U.S. trade and current
account deficits. Appropriate policies by the Federal Reserve—
namely, the timely removal of the extraordinary monetary accom-
modation currently in place as the economy recovers—are nec-
essary to guard against threats to price stability.

Q.6. Would you describe your view, that big Government deficits do
not cause high inflation in advanced economies with independent
central banks, as mainstream?

A.6. Yes, I consider it mainstream. It is commonly recognized that
large and chronic Government budget deficits generate high infla-
tion, or even hyperinflation, when a country turns to its central
bank to print money on an ongoing basis to finance them. The
temptation of a government to use seignorage as a source of fi-
nance arises when deficits and/or debt become so large that the
Government faces exceptionally high borrowing costs in domestic or
international markets. In extreme cases, the Government may find
itself unable to float debt entirely. Examples include the
hyperinflations experienced in Germany and Hungary in the after-
math of World War I, and prolonged episodes of high inflation in
many Latin American countries in the aftermath of the debt crises
of the 1980s. An independent central bank, especially one that has
established a credible commitment to price stability, is best posi-
tioned to resist the political pressure to monetize budget deficits.
This independence explains why there is no correlation between in-
flation and budget deficits in advanced countries and is a primary
rationale for central bank independence.

Q.7. In a speech this March, Dr. Yellen, you said, “so I'm not
alarmed by the current enormous deficits. I see them as transitory
and recession-related.” Let us say in the future we reach a point
that we are truly out of this recession in a meaningful way and the
national deficits are where they are projected, 4 to 7 percent,
versus 2% percent. Would you then become concerned with the
enormous deficits? How quickly would those deficits become a
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major problem in terms of the economy? What would those prob-
lems be?

A.7. 1 am very concerned about the economic consequences of sus-
tained structural budget deficits in the United States. While the
U.S. debt/GDP ratio is currently not out of the range of experience
of many industrial countries, it is at its highest level since the
aftermath of World War II, and absent material changes in current
policies, it is projected to rise considerably in the years ahead.
Thus, it is important for the Congress and the Administration to
have an intermediate-term strategy for fiscal consolidation and sta-
bilization of the ratio of debt to GDP at a sustainable level in order
to avoid the long-term costs and risks associated with a rapidly ris-
ing debt-primarily, an increase in long-term interest rates that
crowds out private investment spending, weakening productivity
growth and harming long-run living standards, as well as possible
further increases in the U.S. trade deficit and our net international
indebtedness.

Q.8. In your role as a voting member of the FOMC, how many
times have you cast a dissenting vote from the Chairman? What
were the circumstances?

A.8. Never. Although I have voted with the Chairman, I have con-
sistently arrived at policy positions independently, based on my
own analysis and best judgment.

Q.9. A lot of thought has been put into how and when to remove
the excess liquidity that the Federal Reserve has pumped into the
economy since 2008. Do you think we have reached a point where
the Federal Reserve can begin withdrawing that liquidity? If not,
what metrics will you look at to make that determination?

A.9. T do not think that we have reached the point where the Fed-
eral Reserve should begin to withdraw monetary accommodation.
As the Federal Open Market Committee noted in its most recent
statement, it anticipates that economic conditions, including low
rates of resource utilization, subdued inflation trends, and stable
inflation expectations, are likely to warrant exceptionally low levels
of the Federal funds rate for an extended period. I agree with this
assessment. At the same time, the Committee has prepared itself
to remove monetary accommodation in a timely fashion as the
economy recovers in order to avoid future threats to price stability.
To determine when to begin the process of removing accommoda-
tion, I will be carefully monitoring economic and financial develop-
ments, including evidence bearing on the strength and durability
of the recovery, the degree of slack in the economy, and the evo-
lution of inflation and inflation expectations.

Q.10. The United States monetary policy is often described as
mixed policy, which indicates that the Fed funds rate responds to
shocks in inflation and output. However, many other well devel-
oped economies such as the United Kingdom, Switzerland, Canada,
Australia, and countless others utilize an inflation targeting ap-
proach. What do you think are the benefits of mixed policy as op-
posed to inflation targeting.

A.10. In textbook descriptions of inflation targeting, the central
bank’s only goal is to bring inflation back to its target rate, regard-
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less of the effects on employment. A key component of that strategy
is the clear articulation of a long-run inflation goal. I think it is
more accurate to describe the listed countries as practicing “flexi-
ble” inflation targeting, in which they aim for a balanced approach
of limiting movements of both inflation and employment (or GDP)
from their desired levels. The Fed’s approach, based on the dual
mandate, does not differ fundamentally from that of flexible infla-
tion targeting, except that the Fed does not have a specified nu-
merical inflation objective. The Fed has taken steps over the past
few years to improve transparency of monetary policy, including
providing greater clarity on our longer-run inflation goals.

Q.11. Economist Lawrence Mishel of the Economic Policy Institute
stated “I think these are all great choices, and ones that will move
Fed policy in the needed direction—responsive to the needs of mid-
dle-class and working families.” Would you agree that this is the
direction in which you plan to take the Federal Reserve?

A.11. The Federal Reserve’s dual mandate from Congress is to fos-
ter price stability and promote maximum employment. I think the
Federal Reserve should remain focused on implementing policies to
attain these objectives, which are essential to the well-being of
middle-class and working families, and indeed all Americans. A
well-functioning labor market is necessary for families to obtain the
work they need for their support; and price stability promotes eco-
nomic growth and facilitates sound economic decisions and finan-
cial and retirement planning. The Federal Reserve must also iden-
tify and act to mitigate systemic risks that threaten the financial
system. As we have seen, financial crises exact a heavy toll on mid-
dle-class and working families in the form of lost jobs, homes, busi-
nesses and wealth.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM PETER A. DIAMOND

Q.1. Professor Diamond, in an interview with Macroeconomic Dy-
namics in 2007, you stated that “ . . . it’s not the case that I stay
abreast of macro developments.” Yet the position for which you
have been nominated requires someone who stays abreast of those
developments. In material you submitted, you identified that “ . . .
I have considerable awareness of the development of economic
analyses of monetary policy and its impacts on both inflation and
employment.” Has something changed for you with respect to the
attention you give to macro events since 20077

A.l. As an academic doing basic research and policy research on
public finance questions, staying abreast of day-to-day develop-
ments in the economy and the latest macro research would not
have been germane to my research, although I naturally did follow
economic developments from a variety of sources and some anal-
yses of causes and consequences of macro developments in semi-
nars and discussions with colleagues. Since the start of the possi-
bility of my being appointed to the Fed, I have begun focusing even
more attention to such developments. If confirmed, I will need to
pay attention to macro developments in great detail to perform my
duties, and I will do so.



51

Q.2. Professor Diamond, in an interview with Macroeconomic Dy-
namics in 2007, you stated the following: “I think nominal stuff
really matters.” Please clarify what you mean and how it applies
to monetary policy. To the extent you believe that nominal stuff
mattering means that the Fed can engineer real effects from nomi-
nal changes, what are the transmission mechanisms that are most
important?

A.2. The quote in the question was the start of my answering the
question: “Since we are interviewing for Macroeconomic Dynamics,
maybe the readers would like to hear your comments on the state
of macroeconomics, past, present, and future.” There has been a
great deal of research using what are called “real business cycle”
models. As the name suggests these models, in their pure form, do
not have any role for “nominal stuff.” Yet the evidence is clear that
prices and wages do not adjust to the money supply in a simple
market-clearing way. In other words, prices and wages are “sticky.”
As a result I believe there are real effects from nominal changes.
For example, if the economy were to experience deflation, as Japan
did, that would be harmful to the level of employment, and mone-
tary policy to prevent deflation would have real effects. There are
multiple transmission mechanisms beyond the stickiness of prices
and wages through expectations about future opportunities and
through the credit channel.

Q.3. Professor Diamond, you have a long and impressive list of
published papers and books covering a variety of topics. However,
a very small fraction of the work you have done directly involves
monetary economics or monetary policy. Why are you interested in
serving on the Federal Reserve Board?

A.3. I have done considerable research, both basic and policy-re-
lated, on the role of Government in helping markets to improve the
bearing of risks in the economy. The current crisis has made us
aware of systemic risks arising from behavior of financial institu-
tions and their interactions with other financial institutions and
markets more generally. Analysis of systemic risks will draw on
the type of analyses I have done throughout my career.

Q.4. Professor Diamond, do you believe that there are tradeoffs be-
tween inflation and unemployment? Do you believe that the Fed
should engage in active aggregate demand management to exploit
the tradeoff?

A.4. When Samuelson and Solow wrote their famous paper on the
Phillips curve, the paper included the warning that the presence of
the historic pattern did not imply that the pattern would remain
if there was a systematic attempt to exploit it; that is, they warned
that there might not be an exploitable tradeoff. It is common in
empirical work in macroeconomics to assume that there is no long-
run tradeoff between inflation and unemployment as part of the as-
sumptions underlying the empirical work. Most economists believe
that an attempt to increase employment by steadily ratcheting up
inflation is a bad policy that will harm the economy in the long
run, and I agree. The widespread view, which I share, is that it is
advantageous to have a relatively low and stable inflation rate,
with policy responses to macroeconomic shocks built around return-
ing to the target range of inflation rates over time. Thus I see the
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two parts of the Federal Reserve’s dual mandate of stable inflation
and maximum employment as generally complementary, because
price stability adds to the economy’s employment prospects over
the longer run. However, not all stable inflation rates have the
same impact on employment. I believe an economy will function
better with a stable 2 per cent inflation rate than with a stable 10
per cent inflation rate or a stable 2 per cent deflation rate. More-
over, the economy is subject to periodic shocks and the ability to
respond to shocks is better with a 2 per cent inflation target than
with zero percent inflation or a 2 per cent deflation. In these two
senses, both long run efficiency and the ability to respond to
shocks, there is a tradeoff between the level of a stable long run
inflation target and the unemployment rate. This does not con-
tradict the absence of an exploitable tradeoff that would make
worthwhile a policy of steadily ratcheting up inflation.

Q.5. Professor Diamond, what is your impression of views by some
within the Federal Reserve system that monetary policy is too
loose, and that if we continue with the monetary ease, we risk the
creation of new financial bubbles?

A.5. There is a long history of asset bubbles. It appears that some
investors base their decisions unduly on extrapolations of recent
asset price trends, which can encourage a bubble, in part as other
investors, even some aware that it is a bubble, try to take advan-
tage of what appears to be a favorable short-term investment op-
portunity, hoping to get out before the bubble bursts. Experimental
economics has shown that bubbles can happen in controlled envi-
ronments where they could not happen if all people were behaving
in accord with the standard rational model of economic behavior.
Bubbles, once started, can be fueled by borrowed funds, with lower
borrowing rates making investing during a bubble seem more at-
tractive, and so adding to the bubble. While there is this possible
link between loose monetary policy and the risks of bubbles, mone-
tary policy is not the best tool for addressing the risk of bubbles,
as regulatory policies can be more targeted and even tax policies
can influence the incentive to invest in such circumstances. In cur-
rent circumstances of very high unemployment and sluggish
growth, monetary ease is essential for economic growth, which ap-
pears to be a more important issue right now than the risk of a
new widespread bubble. Nevertheless, our recent experience makes
it incumbent on policymakers to be attentive to the risk of bubbles.
Q.6. Professor Diamond, it has been reported that you were a men-
tor to Fed Chairman Bernanke when he was in graduate school.
What grade would you assign to Chairman Bernanke’s Fed Chair-
manship, and where do you see room for improvement?

A.6. In the run up to the financial crisis, the Federal Reserve did
not address the mortgage origination issues and did not consider
regulatory tools to limit the housing price bubble, although many
of these developments were already in motion before Bernanke be-
came chair of the Fed. These are issues the Fed should have pur-
sued for consumer protection as well as for trying to head off what
became a financial crisis. While it would have been good if the Fed
had limited more tightly the leverage of the financial institutions
it regulated and the degree of concentration of assets in particular
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classes of assets (mortgage based and commercial real estate) the
widespread (although not universal) failure to recognize the degree
of risk and systemic implications imply less of a downgrade than
if these issues were ignored in a context of widespread awareness
of them. In part, failure of regulators to keep up with the com-
plexity coming from financial engineering went along with failures
of the financial institutions to realize the risk characteristics of
their own actions.

Since the start of the crisis I think Chairman Bernanke has de-
served high marks for recognizing the seriousness of the situation,
being willing to use the full range of powers of the Fed (and to co-
operate with the Treasury in use of its powers) to limit the impact
of the crisis on the economy. I also applaud his willingness to try
unusual approaches, since we were in an unprecedented situation
for which one could not simply rely on the history of the use of past
polices.

In his remarks at various times, Chairman Bernanke has ac-
knowledged the earlier failures of the Fed relative to the housing
market and indicated a heightened attention to interactions of fi-
nancial institutions and systemic risk. The intended addressing of
these issues, already begun, will mark an improvement at the Fed
going forward.

Q.7. Professor Diamond, do you believe that inflation or deflation
is the larger threat currently? Given your belief, what do you in-
tend to advocate in terms of the evolution of monetary policy: fur-
ther ease in policy; maintenance of the existing amount of ease; or
movement to begin firming policy?

A.7. Currently, I think deflation is the greater risk. While I do not
think that significant deflation is a likely outcome, the risk from
inflation rising beyond the desired range in the near future ap-
pears even smaller. At present I favor maintenance of the current
level of ease, with vigilance to circumstances that might call for a
change in either direction.

Q.8. Professor Diamond, do you believe that the Federal Reserve
effectively used its lending power to channel equity into subsidi-
aries of the American International Group by setting up Maiden
Lane II?

A.8. I played no role in the Fed’s decisions (either directly or as a
commentator) that led to that transaction, and I have no knowl-
edge of the structure or details of Maiden Lane II.

Q.9. Professor Diamond, you describe yourself as a “card carrying”
behavioral economist. What discipline is there in behavioral models
to restrict bureaucrats from, let us say, taking the results of a sur-
vey, extrapolating to national and global markets, and unleashing
rules to guide the behavior of Americans to protect them from
themselves?

A.9. In all of economics, and not just behavioral economics, to ex-
trapolate a single survey to national and global markets and base
policies on that alone would be unwise. The economy is a complex
system with great heterogeneity in behavior. Policy needs to draw
on a wide range of analyses to understand both the workings of the
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economy and the possible effects (intended and undesired) that

might follow from a policy. As Alfred Marshall put it:
it [is] necessary for man with his limited powers to go step by step; break-
ing up a complex question, studying one bit at a time, and at last com-
bining his partial solutions into a more or less complete solution of the
whole riddle . . . The more the issue is thus narrowed, the more exactly
can it be handled: but also the less closely does it correspond to real life.
Each exact and firm handling of a narrow issue, however, helps toward
treating broader issues, in which that narrow issue is contained, more ex-
actly than would otherwise have been possible. With each step . . . exact
discussions can be made less abstract, realistic discussions can be made less
inexact than was possible at an earlier stage. [Alfred Marshall, Principles
of Economics, eighth edition. New York: The Macmillan Company. 1948,
page 366.]

I consider reliance on a narrow viewing of the economy to be bad
methodology for policy analyses. The discipline to base policy on
good analyses with good methodology must come from the policy
process, it does not come from basic research per se, whether be-
havioral or not.

Q.10. Professor Diamond, you describe yourself as a “card carrying”
behavioral economist. An Assistant Secretary for Financial Institu-
tions at Treasury has written a so-called “behavioral” paper to in-
form financial regulation. One of his proposals is to allow banks to
charge late fees to discourage such bad behavior. He suggests the
banks be allowed to keep some of those fees, but put the bulk of
the fees into a national trust for use in funding things like finan-
cial literacy and other consumer initiatives. As a behavioral econo-
mist, what is your assessment of such a proposal?

A.10. The policy referred to is to levy an implicit tax on late fees,
with the revenue dedicated to financial education and assistance to
troubled borrowers. I expect the new Consumer Financial Protec-
tion Bureau to explore the appropriateness of the current setting
of late fees. The inability of consumers to negotiate a credit card
contract with a different fee structure and the complexity of explor-
ing across credit cards to find a combination with different fees
suggest the appropriateness of such an exploration. Such an explo-
ration would need to develop far more information and modeling of
the range of implications of having different fees than the paper
presents. Without such study, it is difficult to see what pattern of
fees across different cards would best serve the public in general.
And it is difficult to see whether a tax would move the fee struc-
ture in a desired direction. Indeed, the paper itself recognizes that
it is exploring ideas and approaches, not making concrete rec-
ommendations: “The purpose of this paper is not to champion poli-
cies, but to illustrate how a behaviorally informed regulatory anal-
ysis would lead to a deeper understanding of the costs and benefits
of specific policies.” My preliminary view is that this approach to
addressing questions about fees is too convoluted, that more
straightforward approaches would do better if significant problems
are found in a more detailed empirical study of equilibrium fee set-
ting in the credit card market. I do think that a proper study of
the effects of fees does need to consider actual behavior of card-
holders, and not just an idealized picture of optimal use of credit
cards.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM PETER A. DIAMOND

Q.1. Mr. Diamond, you are a well respected expert on social secu-
rity and pensions and a professor of economics at MIT. How do you
plan to influence monetary policy decisions in a way which would
make you more than a rubber stamp for Chairman Bernanke?

A.1. If confirmed, as a member of the FOMC, I will scrutinize anal-
yses of the state of the economy and the policy implications of the
picture of the economy that emerges. I will express myself at meet-
ings based on my evaluation of the evidence and its implications.
As my colleagues and others can attest, I have a long history of
thinking for myself and expressing my own views.

Q.2. Do you believe that a Federal Reserve Board of Governors
that is comprised of only two experts in monetary policy will pro-
vide enough balance and expertise on the Board to make crucial
monetary policy decisions like when and how to withdraw the ex-
cess liquidity the Federal Reserve has flooded into the economy?

A.2. The Federal Reserve has several important functions, includ-
ing regulation of financial institutions as well as monetary policy.
In addition, the Fed will play an important role in monitoring sys-
temic risks and developing policies to address such risks. If my fel-
low nominees and I are confirmed by the Senate, the Board of Gov-
ernors will have a set of individuals with a broad range of back-
grounds and expertise that should do well in addressing the var-
ious responsibilities of the Board. Also, as you are aware, many sig-
nificant monetary policy decisions are made by the Federal Open
Market Committee (FOMC) rather than the Board. The FOMC also
includes five of the Federal Reserve Bank presidents, with all of
the Reserve Bank presidents participating in FOMC discussions.
Some of the Federal Reserve Bank presidents have substantial
backgrounds in macroeconomics or monetary economics.

Q.3. The Federal Reserve, as specified by the Federal Reserve Act
of 1913 and later the Federal Reserve Act of 1977, is required to
“promote effectively the goals of maximum employment, stable
prices, and moderate long-term interest rates.” This is often re-
ferred to as the dual mandate because the Federal Reserve is re-
quired to pursue maximum employment and stable prices equally.
Do you think it is efficient to pursue one at a time?

A.3. 1 believe that, in general, the objectives of maximum employ-
ment and stable prices are mutually reinforcing and that both are
very important objectives. High unemployment reflects inadequate
and inefficient output in the economy as a whole and has very
painful consequences for individual workers and their families. Low
and stable inflation contributes to the efficiency in the economy
and supports the attainment of maximum employment. Pursuit of
a single goal would not adequately address the economic concerns
that monetary policy can address.

Q.4. Currently, we are responding to the high unemployment in
the country. Later, we will respond to inflation. In the 1970s that
approach produced higher inflation and higher unemployment.
Why should we believe that won’t happen again?
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A.4. The 1970s were marked by oil price shocks that boosted infla-
tion and also contributed to unemployment as the economy adapted
to the shocks and the policies followed by the Government at the
time. The current situation is very different, with painfully high
unemployment and very low inflation, recently running below the
2 percent level widely accepted as a good objective for the medium-
to-long run. I believe that at present monetary ease is appropriate
for this combination of high unemployment and low inflation.
Nonetheless, policymakers will need to be vigilant and respond
promptly and appropriately to changes in economic conditions and
expectations.

Q.5. Paul Volcker and Alan Greenspan have concluded that the
Phillips curve was a misleading guide. Do you agree or disagree
and why?

A.5. When Samuelson and Solow wrote their famous paper on the
Phillips curve, the paper included the warning that the presence of
the historic pattern did not imply that the pattern would remain
if there was a systematic attempt to exploit it; that is, they warned
that there might not be an exploitable tradeoff. Most economists
believe that an attempt to increase employment by steadily
ratcheting up inflation is a bad policy that will harm the economy
in the long run, and I agree. The widespread view, which I share,
is that it is advantageous to have a relatively stable inflation rate,
with policy responses to macroeconomic shocks built around return-
ing to the target range of inflation rates over time.

Q.6. The financial reform bill, Dodd-Frank, creates a consumer reg-
ulator inside the Fed that is administered separately. How will the
Federal Reserve prevent conflict?

A.6. The Consumer Financial Protection Bureau created by the
Dodd-Frank bill is to be an independent agency, within the Federal
Reserve Board. The independence includes autonomy in hiring, op-
erations, and policymaking activities. The Board continues to have
a consumer protection role in the small bank sector of the economy.
I anticipate that the Bureau and the Board will develop a good
working relationship, on the order of the ones that currently exist
between the Board and the other Federal banking regulatory agen-
cies. The relationship is likely to include a mutually beneficial
framework for sharing information on consumer protection and
safety and soundness matters. As the Bureau will become a mem-
ber of the FFIEC, that will provide another source of collaboration
with the Board.

Q.7. Earlier this year the N.Y. Times reported that the Triple-A
credit rating of the United States “may be at risk in the coming
years as the Nation copes with its growing debts.” Since 2007 the
national has increased from $8.67 trillion to $12.6 trillion-an in-
crease of $3.93 trillion or 45.3 percent, the debt limit has increased
six times and the deficit has increased from $161 billion in FY
2007 to $1.42 trillion in FY 2009. The FY 2010 deficit is projected
to come in at another $1.5 trillion. Do these deficits pose any harm
to the economy or economic growth?

A.7. Projections of the long-term fiscal position of the Federal Gov-
ernment, for example, by the CBO, show an unsustainable track.
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At some point, if Government debt follows that projected path, the
Triple-A credit rating would be at risk. However, I think that that
point is not imminent. Recent large deficits have reflected both the
effects of the deep recession, which automatically reduces tax reve-
nues and increases outlays for income support programs, and dis-
cretionary fiscal policy actions taken to directly counter the reces-
sion and stabilize financial markets. I think the fiscal stimulus has
been important in limiting the size of the current contraction as
well as supporting some valuable public programs. And I think
that near-term deficit reduction would not be helpful for supporting
economic growth that can bring down the painfully high unemploy-
ment rate. It is important, however, to address the causes of the
deficit’s long-term unsustainable path.

Q.8. Let us say in the future we reach a point that we are truly
out of this recession in a meaningful way and the national deficits
are where they are projected, 4 to 7 percent, versus 2 %2 percent.
How quickly would that become a major problem in terms of the
economy? What would those problems be?

A.8. At some point, steady increases in the debt to GDP ratio, to-
gether with expectations of a path of continuing increases become
a major problem for an economy. However, there is no clear guide
from either the experience of different countries or from economic
theory to clearly indicate at what point the size of the U.S. Federal
debt relative to GDP poses significant risks of instability in finan-
cial markets and costs to the functioning of the economy. A central
concern is that the expectation of future growth of the debt plays
a key role in how capital markets respond to any given level of
debt. Since the U.S. debt is denoted in our own currency, unlike
many countries which have had financial crises from too much
debt, and since U.S. Government debt has been viewed as the
safest place to invest during the recent crisis, it is difficult to draw
inferences from the experiences of other countries. Once we are
truly out of this recession, persistent budget deficits that push up
the debt to GDP ratio represent shifts of financial burdens onto fu-
ture generations, which, at some point, do not represent good pol-
icy. Moreover, the reaction of the capital market to a belief that the
trend in debt will not be reversed can be abrupt. For both reasons
it would be good to legislate policies that support projections of a
stable debt to GDP ratio and that do not hurt the process of getting
truly out of this recession.

Q.9. A lot of thought has been put into how to remove the excess
liquidity that the Federal Reserve has pumped into the economy
since 2008. Do you think we have reached a point where the Fed-
eral Reserve can begin withdrawing that liquidity? If not, what
metrics will you look at to make that determination?

A.9. Much of the liquidity provided by the Federal Reserve during
the crisis has been withdrawn already, as nearly all of the special
liquidity facilities that were established have expired. A key re-
maining legacy of addressing the financial crisis is the large vol-
ume of agency mortgage-backed securities and direct agency obliga-
tions held on the Fed’s balance sheet, and large reserves in the
banking system as a consequence of their purchases. At present the
Fed is following a policy of gradual decline in these holdings as as-
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sets mature or prepay. In addition, it appears that the intention is
to have gradual and pre-announced sales of agency MBS at some
point to speed the return to a Treasury-securities-only portfolio. I
think it would be premature to begin such sales now given the high
unemployment and the low inflation (with low inflation expecta-
tions) that we currently have and the ongoing potential risks to the
economy. A decision to begin such asset sales needs to be made in
the context of the overall policy addressing price stability and max-
imum employment. Since I have not participated in FOMC discus-
sions of this topic, and since the future track of the economy is un-
certain, I am reserving judgment at this point regarding when such
asset sales should begin.

Q.10. The United States monetary policy is often described as
mixed policy, which indicates that the Fed funds rate responds to
shocks in inflation and output. However, many other well devel-
oped economies such as the United Kingdom, Switzerland, Canada,
Australia, and countless others utilize an inflation targeting ap-
proach. What do you think are the benefits of mixed policy as op-
posed to inflation targeting.

A.10. The objectives of price stability and maximum sustainable
employment are mutually supportive in that price stability helps
maintain economic conditions that are conducive to maximum em-
ployment and employment at its maximum sustainable level sup-
ports price stability, as fluctuations, both up and down, of the rate
of price increases can be harmful. I think it could be harmful for
a central bank to focus exclusively on price stability. A financial
crisis can be harmful to the economy even if the inflation rate does
not change and can be usefully addressed by policies available to
central banks. Moreover, I think that in practice, some central
banks with a single objective of price stability will want to take
economic activity into account as well, and the recent crisis has
seen wide awareness of the need for addressing the crisis. Indeed,
central banks of all stripes have pursued broadly similar policies
in response to the global financial crisis and recession.

Moreover, the Federal Reserve’s congressionally mandated dual
objectives of price stability and maximum sustainable employment
reaffirm that the ultimate measure of prosperity for Americans is
ample employment and rising real incomes and that long-run sta-
bility of price increases is necessary to foster such outcomes.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM SARAH BLOOM RASKIN

Q.1. The Federal Reserve has ballooned its balance sheet from a
pre-crisis level of around $850 billion to over $2.3 trillion in reserve
liabilities. There are differing views within the Fed about how and
when it should shrink the size of its balance sheet, including pos-
sible asset sales. Commissioner Raskin, how would you shrink the
Fed’s balance sheet, and when do you think that sales of mortgage-
related holdings should begin?

A.1. I believe that it is important to normalize the size and com-
position of the Federal Reserve’s balance sheet, but it should be
done in a way that does not endanger the recovery. Given current
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conditions in the housing market, I would wait for stabilization be-
fore selling mortgage-backed securities. I also do not believe that
active sales are necessary until after the Federal funds rate is
raised. After that, I believe it would be appropriate to reduce the
size of and shorten the maturity of the Federal Reserve’s holdings
of Treasuries. When the time has come for both normalizing the
holding of Treasuries and selling mortgage-backed securities, the
process the Federal Reserve follows should be announced in ad-
vance and fully transparent.

Q.2. The European Central Bank, the Bank of England, and cen-
tral banks in Australia, Canada, and New Zealand use versions of
a “corridor” or “channel” method for setting policy rates. The Fed
has contemplated using such a system. Commissioner Raskin, are
you aware of any impediments to the Fed’s use of a corridor to help
control variation in the Federal funds rate by bracketing it between
the discount rate and the rate paid on reserves?

A.2. The corridor method has been successful at other central
banks and believe that it could work in the United States. How-
ever, there are some technical problems—both with the interest
rate on reserves acting as a lower bound to the corridor and with
the discount rate acting as an upper bound to the corridor. The
technical problem at the lower bound has to do with the Govern-
ment-sponsored enterprises. The GSE’s are participants in the Fed-
eral funds market but are not eligible to earn interest on the bal-
ances they hold at the Federal Reserve. Consequently, they have
an incentive to lend funds at interest rates below the rate paid on
reserves. Because of this incentive, the Federal funds rate could be
lower than the interest rate paid on reserves. The technical prob-
lem at the ceiling arises because the discount rate may not always
cap the Federal fund rate. Banks sometimes view borrowing from
the discount window as stigmatizing, and have at times been quite
reluctant to borrow there. Given this reluctance, the Federal funds
rate may need to rise somewhat above the discount rate for banks
to have sufficient incentive to use the window. Despite these poten-
tial issues with the effectiveness of the upper and lower bounds of
a corridor system in the United States, I believe that such a system
could work here. However, I have not seen much evidence that the
Federal Reserve is having difficulty being able to continue to keep
the Federal fund rates close to the target rate established by the
FOMC.

Q.3. Commissioner Raskin, do you believe that the Fed should fol-
low some variant of the Taylor rule in setting monetary policy?

A.3. The Taylor rule and its variants can provide a useful diag-
nostic check to establish that monetary policy is consistent with its
two goals—maximum employment and stable prices. As a matter
of policymaking, however, the Federal Reserve should attempt to
use all information that it has at its disposal to meet the dual man-
date. Therefore, it is my view at this point that it would not be pru-
dent to set the conduct of monetary policy on “automatic pilot”
through rigid adherence to a single rule. The Taylor rule and its
variants are best used as a check to the policy decisions that the
Federal Reserve makes after it takes into account the wide range
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of indicators that are relevant to maximum employment and stable
prices.

Q.4. Commissioner Raskin, some forecasters in the Fed explain
that they look at core measures of inflation that exclude volatile
energy and food prices because they have better forecasting prop-
erties than headline inflation numbers. Alternative measures of
core inflation consider growth in so-called trimmed mean price in-
dexes. Do you favor any of these measures in formulating forecasts
of future inflation?

A.4. 1 do not view either measure as superior in all circumstances
and think that it is not appropriate to ignore any particular set of
inflation measures in gauging current inflation trends for the pur-
poses of setting policy. For example, while economists often focus
on core inflation measures that exclude food and energy prices be-
cause these items sometimes exhibit sharp but temporary fluctua-
tions, it is also important to recognize that food and energy are im-
portant components of a household’s expenses. Thus, changes in
these prices must also be taken into account when considering
monetary policy actions.

Q.5. Commissioner Raskin, you have been a vocal advocate of a
Federal financial consumer protection bureau that sets a “floor,”
not ceiling, for such protections. You have appeared before Con-
gress to urge adoption of a recommendation made by Elizabeth
Warren’s Congressional Oversight Panel to, in your words, “elimi-
nate Federal preemption of the application of State consumer pro-
tection laws to national banks.” That is, you strongly favor a patch-
work of State-by-State rules and limited Federal preemption. In
making your argument, you seem to rely almost exclusively on the
SAFE Act as a model for how the States and the Federal regulators
could interact. Is there anything aside from your experience with
the SAFE Act to support your views on preemption?

A.5. In addition to my experience with the State and Federal proc-
ess around the SAFE Act, my work with the FFIEC, my work on
mortgage servicing and loss mitigation and my day-to-day work
with Federal regulators in the supervision of Maryland state-char-
tered banks, has consistently highlighted that if Congress estab-
lishes laws and regulatory structures that encourage State and
Federal cooperation the outcome leads to greater consistency and
uniformity without sacrificing the benefit of local decisionmaking
where it makes the greatest difference. Those differences can mean
survival for small to medium banks and businesses and responsive-
ness and accountability to the consumer. To be clear, I do not sup-
port difference for the sake of difference, but rather a State-Federal
dialogue that balances the goals of uniformity with the need for
flexibility and responsiveness.

And as the chairman of the Conference of State Bank Super-
visors’ Legislative Committee, I became sensitized to the experi-
ences of my colleague State bank commissioners and realized that
the issue of finding the appropriate State/Federal balance is of crit-
ical importance to all State regulators across the country. I wit-
nessed the virtues of American federalism which gives to the States
the front-line authority to respond to local conditions on behalf of
the public interest of their own communities. The State regulators
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that I work with have been continuously dealing with an extraor-
dinary array of problems in their State and local economies. For ex-
ample, certain States have been confronting the problem of capital
flight; others have been dealing with elevated rates of mortgage
fraud; others have been working with mortgage servicers that are
unable to respond to requests for modifications; others have been
responding to changes in the demand for agricultural loans or for
energy loans.

I believe in the capacity of State governments to respond to local
conditions, often in a way that is far more effective and nimble
than what can be done from Washington. For this reason, while the
Supremacy Clause provides that Federal law clearly trumps State
law, I believe that, as a matter of public policy, Federal policy-
makers should give the States their proper due and permit them
to act with administrative dexterity, alacrity and precision to deal
with problems that arise at the local level. This is why I gen-
erally—though not categorically and never blindly—favor Federal
laws that create floors rather than ceilings and leave room for some
play in the joints of our federalism.

There has always been a tension in American history between
those who favor more centralized power and Government and those
who want to make sure that the States and the people continue to
enjoy a measure of sovereign democratic freedom to advance and
protect local interests. I confess I find myself often in the latter
camp. What others sometimes describe critically as a “patchwork”
of laws, I actually see as the decentralized “laboratories of democ-
racy” that are the essence of American constitutional federalism. In
the case of the current crisis, I have seen how several effective and
independent State efforts to deal with our problems have become
the basis for successful national efforts.

Federal preemption is not, and should not be an “up or down”
issue but an ongoing dialog to balance national interests with local
interests in pursuit of the more perfect solutions.

Q.6. Commissioner Raskin, the New York Times labels you “an ally
of consumer advocacy groups,” and I notice that you received the
2009 Maryland Consumer Rights Coalition Consumer Advocate of
the Year Award. Nothing I can see provides comfort to me that you
have the knowledge of monetary economics and monetary policy to
sit at the Board making decisions that influence interest rates and
economies globally. What can you tell me to provide comfort that
you will not focus simply on consumer advocacy and activist issues,
and will not serve simply as a rubber stamp on monetary policy,
deferring to whatever are the whims of the Chairman?

A.6. Both my academic and professional background have provided
me with the knowledge of monetary economics and monetary policy
to “sit at the Board making decisions that influence interest rates
and economies globally.” From my undergraduate studies, through
my graduate years in law school, and in my 25 years of experience
in the private and public sectors, I have experienced, written about,
and taught both the theoretical and practical aspects of monetary
economics and policy.

My interest and work in monetary macroeconomics and monetary
policy began during my undergraduate years at Amherst College,
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where I graduated Phi Beta Kappa and magna cum laude in eco-
nomics and wrote my senior thesis on the Federal Reserve Board’s
experience with intermediate targeting of monetary policy. This
senior thesis was anchored in econometric analysis but also dis-
cussed strategic issues related to central banking. It earned me the
James R. Nelson Prize in Economics which is awarded to the top
economics student in the graduating class. Much of the analysis for
that thesis was inspired by work I had done during college at the
Joint Economic Committee of Congress.

Although I chose to go to Harvard Law School rather than pur-
sue a doctorate in economics, I was invited to teach Economics 10
as a teaching fellow with Professors Martin Feldstein and Law-
rence Lindsey while I was a law student. This course covered mac-
roeconomic subjects, including monetary policy and monetary mac-
roeconomics. Then, the summer after my second year of law school,
I worked at the Federal Reserve Bank of New York and continued
to participate in projects related to the Federal Reserve’s role in
monetary policy, regulation and payments systems. I worked with
a team of lawyers and economists that summer to restructure the
Brazilian debt escrow accounts which are maintained by the Fed-
eral Reserve Bank of New York. I prepared an analysis of interest
rate swaps that evolved into a paper when I returned to Harvard
on the subject of their structural implications.

My career trajectory has given me ample opportunity to apply
this academic immersion in monetary policy to concrete problems
in both the private and public sectors. I spent more than a decade
in the private sector as a banking attorney with Mayer Brown and
with Arnold and Porter. Subsequent to my work at those law firms,
I became a managing director of Promontory Financial Group. In
all of these positions, I have worked with and represented a variety
of banks and financial institutions facing regulatory and trans-
actional issues. I also served as an adjunct professor at American
University, where I have taught International Economic Law.

My years as counsel to the Senate Banking Committee gave me
further opportunities to grapple with issues of monetary macro-
economic policy and Federal Reserve System oversight. And, as
Maryland’s Commissioner of Financial Regulation, I have been
steeped in all facets of economic policy and have paid close and
caref(lill attention to actions and policies of the Federal Reserve
Board.

Both my academic background and my professional background
have thus provided me with the knowledge of monetary economics
and monetary policy. The Board’s responsibilities also include regu-
lation and supervision and oversight of the payments system. I be-
lieve that my background and expertise as a regulator prepare me
well to participate effectively in the full breadth of Board respon-
sibilities.

I have throughout my career, including as Maryland’s Commis-
sioner for Financial Regulation, sought to independently and criti-
cally analyze each decision I confront. I will continue that practice,
if confirmed by the Senate, as a Governor of the Federal Reserve
Board and member of the FOMC.

Q.7. Commissioner Raskin, there is little for us to go on regarding
your views on monetary policy, macroeconomics, or the recent fi-
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nancial crisis. In testimony before the Congressional Oversight
Panel for the TARP, you stated that “Housing policies may have
enabled this crisis, but they did not cause it.” It is difficult to imag-
ine witnessing the recent crisis and not finding that housing poli-
cies that promote over-consumption of housing and increasingly
speculative financing mechanisms were, if at least not directly
causal, quite important. Please elaborate on your statement, be-
cause I fail to grasp what distinguishes something that enables a
crisis from something that causes a crisis.

A.7. T agree that housing-related risks were an important feature
of the financial crisis. My statement that housing policies did not
by themselves cause the crisis reflects my belief that the causes of
the financial crisis were complex and multi-faceted. In my view,
there was excessive risk-taking across a wide range of assets and
financial institutions, both here and abroad. There was also a fail-
ure by regulators to understand the escalating dangers associated
with weak mortgage broker regulation, weak or nonexistent under-
writing standards, the absence of due diligence incentives in the
securitization process, the creation and trading of complex deriva-
tives based on mortgage backed assets, and absent or useless dis-
closures that collectively helped to inflate the housing bubble. In
other words, the failure was not one merely of housing policy but
also one of regulatory policy and excessive private risk-taking with
the absence of sufficient internal controls.

Q.8. Commissioner Raskin, in testimony before the Congressional
Oversight Panel for the TARP, you identify that “...the Federal
Government has so far proved itself incapable of managing sys-
temic risk.” If you are appointed to the Board of Governors and a
new Financial System Oversight Council is constructed, you will
have input into the manner in which the Federal Government
manages systemic risk. How confident are you that you, the Fed,
or a new Council will be able to spot growing systemic risks and
deal with them before they turn into the next new bubble?

A.8. The identification of systemic risk will be a challenging en-
deavor. The financial crisis has highlighted shortcomings in policy-
makers’ abilities to identify and to respond to buildups of risk. Fi-
nancial reform legislation gives regulators new tools and a more ex-
tensive framework of information with which to monitor risk.
These additions are intended to lay a foundation for better per-
formance by regulators going forward. Members of the Board of
Governors and the Financial System Oversight Council will need to
build on this foundation by not forgetting the economic cost of the
crisis, by maintaining the needed focus on system-wide risk, and by
exhibiting a willingness to use the tools at their disposal when they
perceive that systemic risk is building.

Q.9. Commissioner Raskin, in testimony before the Congressional
Oversight Panel for the TARP, you cite your disagreement with
what you call an unstated assumption in a GAO report “ . . . that
Federal regulatory reforms can address the systemic risk posed by
our largest and most complex institutions.” You further argue that
“ . . . there may be some institutions whose size or complexity
make their risks too large to effectively manage or regulate. Regu-
lators and Congress should contemplate whether breaking up these
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institutions is in the best interest of the marketplace and the pub-
lic.” Do you believe that the Fed could and should take actions to
break up large institutions right now?

A.9. 1 believe that the systemic risk posed by our largest and most
complex institutions is not easy to control. The Federal legislation
attempts to address potential threats that these institutions pose
to financial stability, including subjecting them to heightened cap-
ital and liquidity requirements and more intensive supervision. In
addition, the Federal Reserve will have the authority to force a
major financial firm to terminate activities or sell businesses if the
firm’s operations pose a grave threat to financial stability. I believe
the Federal Reserve should act upon these mandates if warranted
by the riskiness in the growth presented by these institutions. In
addition, I believe that it is important that the Federal Reserve at-
tend to potential systemic risks generated by growing concentra-
tions in the financial sector before they reach levels that are dan-
gerous.

Q.10. Fed Chairman Bernanke has argued in the past that a global
savings glut had, before the crisis, put downward pressure on real
interest rates globally and in the United States despite large U.S.
current account deficits. Do you agree or disagree with Chairman
Bernanke’s global savings glut hypothesis? Please cite supporting
evidence for your view.

A.10. Chairman Bernanke’s hypothesis makes sense. The large cur-
rent account surpluses in emerging economies did put downward
pressure on U.S. interest rates and required demand from the
United States to maintain high employment globally. An excess of
saving over investment in a number of foreign countries—particu-
larly the emerging Asian economies and commodity exporters—ap-
pears to have put downward pressure on U.S. and global interest
rates. During the years preceding the crisis, bond yields in the ad-
vanced economies, including the United States, appeared to decline
by more than could be explained by movements in inflation, eco-
nomic activity, Government budget positions, and other factors.
The substantial inflows of funds coming into the United States at
that time, especially from China and other emerging Asian econo-
mies, to purchase U.S. Treasury and Agency debt seem to have
bpolsc{ced the demand for these securities and thus lowered their
yields.

Q.11. Commissioner Raskin, we saw that “repo” activity was im-
portant in the recent crisis. If you constructed a measure of money
in the economy that included repos, you may have detected rapid
growth, which would have signaled you, as a monetary policy-
maker, that there were growing risks. Yet, with abandonment of
consideration of broad monetary aggregates like M3, the Fed has
potentially blinded itself to developments in those aggregates. Do
you believe that the Fed should begin, again, to publish and mon-
itor broad monetary aggregates such as M3 or so-called “Divisia”
indexes?

A.11. The buildup of risk in repo markets and other securities fi-
nancing markets played an important role in turning the loss in
confidence in the credit markets into a liquidity crisis. This buildup
was an important aspect of the financial crisis. Fundamentally, in-
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vestors were able to acquire a range of longer-term assets with sub-
stantial credit and interest-rate risk and fund those securities in
short-term financing markets. Much of this activity occurred out-
side of the traditional banking sector in funding vehicles such as
asset-backed commercial paper conduits, collateralized debt obliga-
tions, collateralized loan obligations, and structured investment ve-
hicles. The ready availability of credit in short-term financing mar-
kets allowed investors to buildup very substantial leverage in these
securities financing transactions. In addition, the types of securi-
ties financed in these transactions became increasingly risky over
time.

However, it is unlikely that data on M3 would have been helpful
in providing an advance warning of the nature and extent of risks
developing in securities financing markets prior to the crisis. Meas-
ures of the money stock are based largely on the obligations of de-
pository institutions and, as noted above, much of the expansion of
risk and leverage in the financial system occurred outside of the
banking sector.

Q.12. Commissioner Raskin, do you have any views on the Special
Purpose Vehicle called Maiden Lane II that the Fed created to
make loans to AIG and that looked dangerously close to equity in-
jections into AIG by the Fed?

A.12. T was not involved in the Federal Reserve Board’s consider-
ation of that transaction. Going forward, Congress has determined
that the Federal Reserve should not be permitted to make such
loans pursuant to its emergency lending authority.

Q.13. Commissioner Raskin, some of your expertise is in financial
supervision and regulation, and you seem to be labeled often as a
consumer advocate. As you know, there is legislation afoot to set
up a new consumer financial protection bureaucracy. It is supposed
to have the Fed’s name on it but, from what I can tell, only so that
it can tap the Fed’s printing presses for undisciplined funding. Pro-
ponents of the new bureaucracy speak of creating the right “cul-
ture.” Could you explain what that means to you?

A.13. The basic framework that all of us, as public officials, operate
in is the culture of the rule of law. Our foremost responsibility is
to enforce the law and organize resources in such a way that
assures that we are adhering tightly to Federal statutes and
Congress’s intent in passing laws. Accordingly, the new Consumer
Financial Protection Bureau should strive at all times to operate
squarely within the legal constraints and mandates established for
it by Congress.

In an operational sense, we should seek as public officials to cre-
ate a culture of professional ethics and excellence. In the regulatory
agency I lead in Maryland, I have consciously attempted to raise
the standards of professional performance in such a way that we
may be able to better execute the laws that the State legislature
enacted. Similarly, I would hope that the leaders of the Consumer
Financial Protection Bureau, which is a creation of Congress,
would establish expectations of professional excellence in training
employees to engage in the appropriate rulemaking, examination
and enforcement responsibilities set forth by Congress.
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The culture of the rule of law and the culture of professional eth-
ics and excellence imply also a culture of accountability and trans-
parency, values I have always striven to uphold. Thus, I trust that
the Consumer Financial Protection Bureau would report to Con-
gress periodically and maintain a policy of accessibility, trans-
parency and accountability.

Q.14. Commissioner Raskin, some of your expertise is in financial
supervision and regulation, and you seem to be labeled often as a
consumer advocate. Another consumer advocate and an activist
lawyer from Harvard has spoken of a need for a consumer financial
protection bureaucracy in an environment in which, in her mind,
it is banks against families. Do you share the view that our finan-
cial markets can be characterized as banks against the people?

A.14. No. The reason that our financial markets have inspired con-
fidence for most of our history and have been a catalyst for extraor-
dinary growth is because we have acted to regulate their excesses
and abuses when they become manifest and to conform market be-
havior to the rule of law under our system of constitutional Gov-
ernment.

Banks can be engines of local economic growth for our commu-
nities. Small businesses depend on community banks for credit,
and their ability to access loans is necessary for employment and
economic growth. I have encouraged banks to fulfill their lending
role as Commissioner for Financial Regulation in Maryland and
will continue that effort, if confirmed, at the Board of Governors.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM SARAH BLOOM RASKIN

Q.1. Please describe your background in monetary policy and how
you hope to impact the Board’s discussions on the subject.

A.1. Both my academic and professional background have provided
me with the knowledge of monetary economics and monetary pol-
icy. From my undergraduate studies, through my graduate years in
law school, and in my 25 years of experience in the private and
public sectors, I have experienced, written about, and taught both
thtle theoretical and practical aspects of monetary economics and
policy.

My interest and work in monetary macroeconomics and monetary
policy began during my undergraduate years at Amherst College,
where I graduated Phi Beta Kappa and magna cum laude in eco-
nomics and wrote my senior thesis on the Federal Reserve Board’s
experience with intermediate targeting of monetary policy. This
senior thesis was anchored in econometric analysis but also dis-
cussed strategic issues related to central banking. It earned me the
James R. Nelson Prize in Economics which is awarded to the top
economics student in the graduating class. Much of the analysis for
that thesis was inspired by work I had done during college at the
Joint Economic Committee of Congress.

Although I chose to go to Harvard Law School rather than pur-
sue a doctorate in economics, I was invited to teach Economics 10
as a teaching fellow with Professors Martin Feldstein and Law-
rence Lindsey while I was a law student. This course covered mac-
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roeconomic subjects, including monetary policy and monetary mac-
roeconomics. Then, the summer after my second year of law school,
I worked at the Federal Reserve Bank of New York and continued
to participate in projects related to the Federal Reserve’s role in
monetary policy, regulation and payment systems. I worked with a
team of lawyers and economists that summer to restructure the
Brazilian debt escrow accounts which are maintained by the Fed-
eral Reserve Bank of New York. I prepared an analysis of interest
rate swaps that evolved into a paper when I returned to Harvard
on the subject of their structural implications.

My career trajectory has given me ample opportunity to apply
this academic immersion in monetary policy to concrete problems
in both the private and public sectors. I spent more than a decade
in the private sector as a banking attorney with Mayer Brown and
with Arnold and Porter. Subsequent to my work at those law firms,
I became a managing director of Promontory Financial Group. In
all of these positions, I have worked with and represented a variety
of banks and financial institutions facing regulatory and trans-
actional issues. I also served as an adjunct professor at American
University, where I have taught International Economic Law.

My years as counsel to the Senate Banking Committee gave me
further opportunities to grapple with issues of monetary macro-
economic policy and Federal Reserve System oversight. And, as
Maryland’s Commissioner of Financial Regulation, I have been
steeped in all facets of economic policy and have paid close and
careful attention to actions and policies of the Federal Reserve
Board.

Both my academic background and my professional background
have thus provided me with the knowledge of monetary economics
and monetary policy. The Board’s responsibilities also include regu-
lation and supervision and oversight to the payment system. I be-
lieve that my background and expertise as a regulator prepare me
well to participate effectively in the full breadth of Board respon-
sibilities.

Q.2. Commissioner Raskin you have a very well established reputa-
tion as a “consumer advocate,” having worked at the Federal Re-
serve Bank of New York and the Senate Banking Committee before
your current job as Maryland’s Commissioner of Financial Regula-
tion, how do you plan to influence monetary policy decisions in a
way which would make you more than a rubber stamp for Chair-
man Bernanke?

A.2. T view all American households and businesses as consumers
of financial products and services. As citizens, we become con-
sumers whenever we enter the marketplace to purchases goods and
services and businesses obviously do the same. Therefore, I have
been proud of the recognition I have received on behalf of my work
protecting consumers because this is work in service of the public
interest and the soundness of the economy generally. I have been
equally proud of the strong support my nomination has received
from banks and banking leaders, including the Independent Com-
munity Bankers Association and the Maryland Bankers Associa-
tion. I believe that my work in Maryland has produced marked im-
provements in the environment for banking and financial services
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and that the banks in my State view me and my agency as an hon-
est broker with the interest of economic progress and business in-
vestment constantly in mind. I have always rejected the implica-
tion that the interests of citizens as consumers must be adversarial
to the interests of profitable, safe and sound banks. On the con-
trary, it has been a hallmark of my leadership in Maryland that
my agency does not see the public interest as structurally adverse
in any way to a sound and thriving banking sector; rather, they
stand best when they stand together.

I have throughout my career, including as Maryland’s Commis-
sioner for Financial Regulation, sought to independently and criti-
cally analyze each decision I confront. I will continue that practice,
if confirmed by the Senate, as a Governor of the Federal Reserve
Board and member of the FOMC.

Q.3. Do you believe that a Federal Reserve Board of Governors
that is comprised of only two experts in monetary policy will pro-
vide enough balance and expertise on the Board to make crucial
monetary policy decisions like when and how to withdraw the ex-
cess liquidity the Federal Reserve has flooded into the economy?

A.3. The Board of Governors has had a long tradition of broad rep-
resentation from the business and financial community. One promi-
nent example is Marriner Eccles, the Chairman of the Federal Re-
serve Board from 1934 to 1948. While Eccles is viewed by many as
one of the most successful chairmen, he was not a trained econo-
mist.

I believe that, if my fellow nominees and I are confirmed by the
Senate, the Board of Governors will be comprised of individuals
who possess the broad range of backgrounds and expertise nec-
essary to carry out, in responsible and effective fashion, the various
monetary policy, regulatory, supervisory and payments system re-
sponsibilities with which the Congress has charged the Board.

Q.4. The Federal Reserve, as specified by the Federal Reserve Act
of 1913 and later the Federal Reserve Act of 1977, is required to
“promote effectively the goals of maximum employment, stable
prices, and moderate long-term interest rates.” This is often re-
ferred to as the dual mandate because the Federal Reserve is re-
quired to pursue maximum employment and stable prices equally.
Do you think it is efficient to pursue one at a time?

A.4. Both goals of the dual mandate must be pursued simulta-
neously. Currently, for example, we have both unacceptably high
unemployment and a falling rate of inflation. The stimulative po-
lices that the Federal Reserve and Congress have pursued should
help to lower the unemployment rate as well as prevent further de-
clines in inflation and the possibility of deflation.

There are times, and the 1970s are an example of such times,
when the two goals for the dual mandate can conflict in the short
run. In those situations, it is still the case that the Federal Reserve
must focus on both goals simultaneously and make clear that
short-term increases in inflation will not be tolerated in the longer
term. In this way, the Federal Reserve can stabilize inflationary
expectations and thereby minimize volatility in both inflation and
unemployment.
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Q.5. Currently, we are responding to the high unemployment in
the country. Later, we will respond to inflation. In the 1970s that
approach produced higher inflation and higher unemployment.
Why should we believe that won’t happen again?

A.5. Those results will not happen again because over the last 30
years the Federal Reserve has earned a strong reputation for its
commitment to price stability. We can and must reinforce this rep-
utation by removing the extraordinary monetary stimulus in a
transparent and consistent manner when the time is appropriate.

Q.6. Paul Volcker and Alan Greenspan have concluded that the
Phillips curve was a misleading guide. Do you agree or disagree
and why?

A.6. I believe that current and expected resource slack, as meas-
ured by the unemployment rate or an output gap, is one factor that
influences inflation, in part through its effects on the costs of pro-
duction. However, it is not the only factor. Movements in the prices
of oil and other commodities, exchange rates, and productivity all
can influence inflation as well. In addition, stable inflationary ex-
pectations and confidence in the Federal Reserve’s commitment to
price stability play a key role in keeping actual inflation in check.
As a result, I will be looking at many factors in assessing inflation
and monetary policy.

Q.7. The financial reform bill, Dodd-Frank, creates a consumer reg-
ulator inside the Fed that is administered separately. How will the
Federal Reserve prevent conflict?

A.7. The financial reform bill establishes a Consumer Financial
Protection Bureau, as an independent agency, within the Federal
Reserve Board. The bill provides the Bureau with independent
operational and rulemaking authority. However, even with those
guideposts, the Board anticipates a close working relationship with
the Bureau, much as it has with other banking agencies. The Bu-
reau’s membership on the Federal Financial Institutions Examina-
tion Council will also give it contact with other regulators and
State supervisors.

Q.8. Earlier this year the N.Y. Times reported that the Triple-A
credit rating of the United States “may be at risk in the coming
years as the Nation copes with its growing debts.” Since 2007 the
national has increased from $8.67 trillion to $12.6 trillion-an in-
crease of $3.93 trillion or 45.3 percent, the debt limit has increased
six times and the deficit has increased from $161 billion in FY
2007 to $1.42 trillion in FY 2009. The FY 2010 deficit is projected
to come in at another $1.5 trillion. Do these deficits pose any harm
to the economy or economic growth?

A.8. The increase in the budget deficit over the last 2 years in large
part reflects both the effects of the deep recession (which automati-
cally reduces tax revenues and increases outlays for support pro-
grams), and the effects of discretionary fiscal policy actions taken
to counteract the recession and stabilize financial markets. In the
near term, these stimulative fiscal policies have helped support the
recovery in the economy. As the economy continues to recover and
stimulus policies wind down, the budget deficit should narrow over
the next few years.
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Over the longer term, the retirement of the baby boom genera-
tion and fast-rising health care costs will put significant pressure
on the Federal budget. Large and persistent increases in Federal
debt would lead to higher interest rates that restrain capital forma-
tion and productivity growth, and, in turn, slow the rate of growth
in real aggregate economic activity. The ideal way to deal with this
longer term unsustainability is to adopt a credible long-term plan
that reduces the deficit and stabilizes the ratio of Federal debt to
gross domestic product.

Q.9. Let us say in the future we reach a point that we are truly
out of this recession in a meaningful way and the national deficits
are where they are projected, 4 to 7 percent, versus 2 %2 percent.
How quickly would that become a major problem in terms of the
economy? What would those problems be?

A.9. Tt is difficult to know how soon an unsustainable fiscal policy
would adversely affect the economy. At the moment, credit markets
are viewing U.S. debt as extremely safe. If, however, we do not get
our house in order, this will not continue indefinitely. In addition,
as is illustrated in Greece, when confidence disappears, it dis-
appears quickly with obviously devastating consequences. As noted
above, unsustainable budget deficits lead to higher interest rates
that restrain capital formation and productivity growth, and, in
turn, slow the rate of growth in the economy. Also, to the extent
that higher debt increases the reliance of United States on foreign
borrowing, an ever larger share of future income would be devoted
to interest payments on Federal debt held outside of the United
States, which would reduce the income available for domestic con-
sumption and investment.

Q.10. A lot of thought has been put into how to remove the excess
liquidity that the Federal Reserve has pumped into the economy
since 2008. Do you think we have reached a point where the Fed-
eral Reserve can begin withdrawing that liquidity? If not, what
metrics will you look at to make that determination?

A.10. A substantial portion of the liquidity provided by the Federal
Reserve during the crisis has been withdrawn at this point. Nearly
all of the special liquidity facilities that were established to address
pressures in short-term funding markets have expired. Moreover,
the terms for the Federal Reserve’s regular lending program for de-
pository institutions are now similar to those prevailing prior to the
crisis, and the amount of credit outstanding to depository institu-
tions is very low.

However, the Federal Reserve did purchase a large volume of
agency mortgage-backed securities and direct agency obligations,
and reserves in the banking system have increased considerably as
a result of these purchases. Accordingly, gradual sales of these se-
curities should be undertaken at some point to speed the return to
a Treasury-securities-only portfolio. A decision to begin sales of as-
sets or use other tools to further drain liquidity needs to be made
in the context of the overarching goals of the Federal Reserve to
foster price stability and maximum employment.

Q.11. When asked how you would have handled monetary policy
differently in regards to the financial crisis by Senator Shelby, you
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cited lapses in regulation and oversight. While this is an important
aspect of the Federal Reserve’s duties, you still did not inform us
whether tighter or looser monetary policy may have been in order
leading up to the crisis. Do you think loose monetary policy may
have played a role in the crisis, what would you do to correct this
issue to avoid a future crisis and in what timeframe should that
be done?

A.11. It appears to me that in 2003-2004 there were prudent rea-
sons for keeping interest rates low. There was weakness in the
economy and a threat of excessive disinflation, and so the consider-
able monetary accommodation put in place at that time, and its
subsequent gradual removal by the Federal Reserve, appeared to
be appropriate to promote the dual mandate of maximum employ-
ment and stable prices.

I believe that the Federal Reserve should remain vigilant in
watching for the development of asset price bubbles, and while
monetary policy may not be the most effective method for pricking
such bubbles, I do believe that the Federal Reserve should consider
whether its regulatory and supervisory powers permit it to address
such bubbles in a manner that does not have sudden and dramatic
effects on the economy.

Q.12. The United States monetary policy is often described as
mixed policy, which indicates that the Fed funds rate responds to
shocks in inflation and output. However, many other well devel-
oped economies such as the United Kingdom, Switzerland, Canada,
Australia, and countless others utilize an inflation targeting ap-
proach. What do you think are the benefits of mixed policy as op-
posed to inflation targeting.

A.12. T believe that the difference between the mixed policy and in-
flation targeting is small. Most of the countries that have adopted
an inflation target follow what is called “flexible inflation tar-
geting.” These countries pursue a target for inflation in a flexible
manner so as to provide price stability and high employment. Infla-
tion targeting countries have found that the numerical target for
inflation helps in making monetary policy actions more transparent
and increasing accountability. In addition, an inflation target has
generally been useful in anchoring long-term inflationary expecta-
tions in the targeting countries.

Given the Federal Reserve’s well-earned reputation for its com-
mitment to price stability, a numerical target would provide little
added benefit and it is possible that it could even create uncer-
tainty about the Federal Reserve’s commitment to aid the recovery.
In addition, the Federal Reserve has adopted a number of meas-
ures to increase transparency that make an inflation target less
important.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM OSVALDO LUIS GRATACOS MUNET

Q.1. Mr. Gratacos, over the past year a number of schemes to de-
fraud the Ex-Im Bank have been discovered. These schemes would
have cost Ex-Im Bank millions of dollars. According to your last
semiannual report, your office presently has 35 ongoing investiga-
tions involving claims of more than $300 million. What accounts for
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the apparent increase in the number of frauds being committed in
Ex-Im Bank’s loan guarantee programs? Does the Ex-Im Bank
have sufficient controls to detect and prevent the fraudulent use of
its loan guarantees?

A.1. Historically, Ex-Im Bank’s fraud exposure (based upon what
has been uncovered by the AIG as of today) is concentrated in the
medium-term program. During the mid 2000s, Ex-Im Bank reacted
to market capacity related to medium-term financing and aggres-
sively promoted its medium-term program to lenders, exporters and
buyers. The medium-term program traditionally provides financing
to small to medium-sized businesses in markets where accurate
and reliable financial information is not readily available, requiring
more emphasis on Ex-Im Bank’s underwriting capacity. The in-
crease in medium-term participation was met with inappropriate
internal allocation of resources, lack of staff, and a culture of trans-
action promotion incentivized to produce deals. Also, a number of
conditions affecting Ex-Im Bank and the medium-term program in-
creased its inherent fraud risk. These include:

(1) Ex-Im Bank’s mission to extend credit in more than 160
countries and the resulting wide variations in business and
credit practices and legal systems between those countries;

(i1)) Ex-Im Bank’s mission to accept risks that the private sector
cannot or will not accept;

(iii) Ex-Im Bank’s public disclosure of its underwriting stand-
ards, which can guide borrowers in misrepresenting their fi-
nancial statements;

(iv) the limited resources of many medium-term program lend-
ers to verify the veracity of borrowers and conduct thorough
due diligence;

(v) the limited resources available to Ex-Im Bank to fully scru-
tinize every transaction within a reasonable time after an
application is submitted;

(vi) the “moral hazard” resulting from the 100 percent guar-
antee provided to medium-term program lenders creates a
disincentive for private sector participants to conduct thor-
ough due diligence inquiries that would be more likely to
identify potentially fraudulent transactions; and

(vii) the inexperience of many of the exporters, lenders and
buyer/borrowers supported by the medium-term program.

Since 2008, Ex-Im Bank has taken a number of steps in order to
improve its medium-term program. Some of the most visible steps
are: Know Your Customer guidance (providing guidance to lenders
in order to increase turn around time); enhancing due diligence ef-
forts in certain transactions; creating a Credit Review and Compli-
ance Division; utilizing different payment frequencies in certain
transactions; enhancing quality assurance efforts; and imple-
menting of a pilot program involving cross-functional groups in
order to scrutinize transactions submitted to Ex-Im Bank.
Nonetheless, Ex-Im Bank still lacks adequate internal controls to
prevent and detect fraud. Ex-Im Bank management has not imple-
mented important OIG recommendations and suggestions relevant
to its ability to combat waste and fraud. These recommendations
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and suggestions can only mitigate, but not eliminate, the chal-
lenges present in the performance of the medium-term and other
guarantee programs. Specifically, the following OIG recommenda-
tions and suggestions have not been implemented:

a) Create a formal lender oversight function to actively manage
and monitor performance of transactions on a lender-by-lend-
er basis and to assess the quality of lender due diligence per-
formed,;

i.) This lender oversight function should report to a division,
such as Credit Review and Compliance, independent of
front-office originations.

b) Restructure the exposure fee pricing structure for non-sov-
ereign medium-term program transactions to more effectively
account for transaction-level risk;

¢) Obtain, or require that parties to MT program transactions
provide Ex-Im Bank, documentary evidence of the completed
export transaction in the form of shipping documents and U.S.
and foreign customs documents, promptly after the exported
goods are received.

d) Implement more rigorous due diligence and underwriting
practices in transactions when complex or high-risk markets,
risky industries and products are being considered.

e) Require participating lenders to undergo more rigorous due
diligence efforts and require such lenders to highlight the
transactional or credit risks identified.

f) Develop a more comprehensive strategic plan for Ex-Im Bank
products, specifically the medium-term program.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM STEVE A. LINICK

Q.1. Mr. Linick, to date, the GSE’s have received one of the largest
taxpayer-funded bailouts in our history. Unfortunately, the tax-
payer remains exposed to considerable losses going forward. To
properly review the FHFA’s conservatorship of these entities, it
seems that one would need direct access to examine Fannie and
Freddie, especially since the Director of the FHFA acts with all the
powers of the shareholders, directors, and officers of the regulated
entity. Do you believe that the FHFA IG can credibly determine if
FHFA is acting properly as conservator without having direct ac-
cess to the institutions themselves?

A.l. In order for the FHFA IG to credibly determine if FHFA is
acting properly as both conservator and regulator of Fannie and
Freddie, I believe that the FHFA IG will require direct access to
the institutions themselves.

Q.2. Mr. Linick, Federal law allows the FHFA to “take such action
as may be: 1) necessary to put the regulated entity in a sound and
solvent condition; and 2) appropriate to carry on the business of the
regulated entity and preserve and conserve the assets and property
of the regulated entity.” The FHFA, acting as conservator of Fannie
or Freddie, executes any directives given to those institutions,
whether those directives originate within the FHFA or another en-



74

tity. Given these facts, would you agree that the FHFA IG has a
duty to examine those directives and to report on any impact that
these directives may have on the ability of the FHFA to properly
execute its duties as conservator or receiver? If so, how would you
plan to fulfill this duty?

A.2. The FHFA IG has responsibility for, among other things, over-
seeing the manner in which FHFA carries out its management of
the conservatorship, including its actions to ensure that Fannie
and Freddie operate in a safe and sound manner and preserve and
conserve the assets of Fannie and Freddie. To the extent that
FHFA executes any directives (regardless of their origination) that
impact FHFA’s ability to carry out its management of the con-
servatorship, I believe the IG has a duty to report on the impact
of those directives. If confirmed as IG, I intend to fulfill this duty
by providing reports to Congress as required by the Inspector Gen-
eral Act, and by working closely with Congressional members and
staff through regular and open communication.

Q.3. Mr. Linick, in addition to the multiple challenges that any IG
would face, there is not currently, nor has there ever been, an IG
for the FHFA. As such, should you be confirmed, you will be start-
ing from scratch. As an unconfirmed nominee, I certainly under-
stand that you have not been able to undertake the analysis nec-
essary to determine the resources required to properly perform
your duties, and hence I won’t ask you to speculate on specifics
today. Due to the importance of this office having adequate re-
sources to complete its mission, however, it is vital that both the
FHFA and Congress quickly know what will be necessary. If you
are confirmed, would you, within a realistic timeframe, provide the
Cf(f)_mn‘;ittee with an estimate regarding the budgetary needs of your
office?

A.3. The FHFA is a relatively new agency, whose regulatory role
has never been tested. In 2008, FHFA placed Fannie Mae and
Freddie Mac in conservatorship out of concern that their deterio-
rating financial condition threatened the stability of the financial
markets. Since then, the Department of Treasury has provided bil-
lions of dollars to the enterprises. Under these circumstances, the
FHFA 1IG will play a critical role in safeguarding taxpayer dollars,
ensuring transparency, and preventing fraud, waste, and abuse. In
addition, the FHFA IG will carry significant management responsi-
bility in having to establish a new office and quickly hire a staff
of highly qualified individuals. Given the scope of the IG’s mission,
substantial resources will be essential. If confirmed as IG, I will
commit to working expeditiously to provide this Committee with an
estimate regarding the budgetary needs of the office.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM STEVE A. LINICK

Q.1. In your testimony you say that you intend to be proactive in
overseeing the conservatorship of Fannie Mae and Freddie Mac. I
believe it is important for you to aggressively and regularly, more
often than annually, report to Congress on how the conservatorship
is being managed and how the two institutions are being run in
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order to understand the impacts of their business practices on the
taxpayer. Did HERA, the law which created the FHFA and the po-
sition of the IG for which you are nominated, place any constraints
on your ability to examine these institutions as aggressively as
Congress intends?

A.l1. If confirmed as IG, I will work closely with Congressional
members and staff and regularly report on how FHFA is fulfilling
its mission as conservator and regulator. At this time, I am not
aware of anything in HERA that would constrain the IG’s ability
to aggressively and proactively perform oversight responsibilities.

Q.2. It is important that your office, as inspector general for the
agency running the conservatorship of Fannie Mae and Freddie
Mac and charged with overseeing the Federal Home Loan Bank
System, has enough resources and staff to aggressively do your job.
You may be aware that the Special Inspector General for TARP’s
budget was 23 million in 2010, and 50 million in 2011. The SEC
Inspector General budget is closer to 15 million. Have you given
any thought to the size of your budget given the magnitude of the
undertaking Congress is asking the FHFA IG office to undertake?
A.2. The FHFA is a relatively new agency, whose regulatory role
has never been tested. In 2008, FHFA placed Fannie Mae and
Freddie Mac in conservatorship out of concern that their deterio-
rating financial condition threatened the stability of the financial
markets. Since then, the Department of Treasury has provided bil-
lions of dollars to the enterprises. Under these circumstances, the
FHFA 1IG will play a critical role in safeguarding taxpayer dollars,
ensuring transparency, and preventing fraud, waste, and abuse. In
addition, the FHFA IG will carry significant management responsi-
bility in having to establish a new office and quickly hire a staff
of highly qualified individuals. Given the scope of the IG’s mission,
substantial resources will be essential. If confirmed as IG, I will
commit to working expeditiously to provide this Committee with an
estimate regarding the budgetary needs of the office.

Q.3. Are you aware that the FHFA recently released a report to
Congress that stated that the condition and performance of 6 of 12
FHLBanks are less than adequate, four FHLBanks have negative
accumulated other comprehensive income and that Seattle
FHLBank has been designated “undercapitalized”? Do you plan on
looking into the activities that lead these banks into such a per-
ilous position or are there legal impediments that would prevent
you from doing so?

A.3. One of FHFA’s primary goals as regulator is to ensure that
the Government-sponsored enterprises, including the FHLBanks,
operate in a safe and sound manner, are adequately capitalized,
and comply with legal requirements. I am aware of FHFA’s recent
report to Congress describing the poor condition and performance
of the FHLBanks referenced above. I believe it is well within the
IG’s authority to review FHFA’s oversight in this area and the ac-
tivities that led these banks into their current condition. If con-
firmed as IG, I will develop a proactive agenda to oversee the pro-
grams and operations of FHFA with this and other important
issues in mind.
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Q.4. Is it within your ability as inspector general of the FHFA to
examine the impact of the affordable housing goals on Fannie Mae
and Freddie Mac and do you intend to use that authority to help
paint an accurate picture for Congress on the impacts of all of its
housing policies on the GSEs?

A4. In addition to ensuring that Fannie and Freddie operate in a
safe and sound manner and conserving and preserving their assets,
FHFA is charged with promoting homeownership and affordable
housing and supporting an efficient secondary market. I believe it
is well within the authority of the IG to evaluate the impact of the
affordable housing goals on Fannie and Freddie and FHFA’s ability
to operate them in a safe and sound manner and conserve and pre-
serve their assets. If confirmed as IG, I will develop a proactive
agenda to oversee the programs and operations of FHFA with this
and other important issues in mind.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

Commonwealth of Puerto Rico

House of Representatives

Hon. Héctor Ferrer-Rios
Minority Leader

June 8", 2010

The Honorable Senator Chris Dodd

Chainman

Committee on Banking. Housing and Urban Aftairs
United States Senate

534 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Chairman Dodd:

I would like to submit the following remarks as prepared to be included in the record of
the hearing on the nomination by President Obama of Osvaldo Luis Gratacos Munet to be
Inspector General of the Export- Import Bank (Ex-Im Bank).

Chairman Dodd, Ranking Member Shelby, Members of the Committee, My name is
Hécior Ferrer Rios. I am the Minority Leader at the Puerto Rico House of
Representatives. I am also the President of the Popular Democratic Party of Puerto Rico,
It is a privilege for me to appear before you with respect to the nomination of Osvaldo
Luis Gratacés Munet to be Inspector General of the Expori- Import Bank. Born io a
fellow Puerto Rican family, Gratacés grew up in Puerto Rico, graduating with honors
from the Interamerican University of Puerto Rico. He holds a master's degree in business
administration from the University of Massachusetts and a law degree from the
University of Florida.

Mr. Gratacés has served as the acting Inspector General for Ex-Im Bank since October
of 2009. He also served as Deputy Inspector General and legal counsel for the Ex-Im
Bank Office of Inspector General and is an adjunct faculty member at the University of
Virginia.

His impressive background in international business and his service in the public sector
as well as his integrity and intellect make him an outstanding nominee. He is a fine jurist
that has earned the admiration and respect of the Puerto Rican community for his hard
work and accomplishments. This nomination is also a testimony of recognition fo the

The Capitol, PO Box 9022228, San Juan Puerto Rico 00902-2228
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capacity and the contributions of the people of Puerto Rico. I unconditionally support his
nomination and urge you to confirm him as Inspector General for Ex-Im Bank. Thank

you,

Thank you for the opportunity to appear before you and allowing me to submit this
written testimony as part of the record of the hearing on the nomination of Osvaldo Luis
Gratacés Munet to be Inspector General for Ex-Im Bank. Should you need more
information, please do not hesitate to contact me.
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