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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 2018

TUESDAY, JULY 17, 2018

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:01 a.m., in room SH-216, Hart Senate
Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CRrRAPO. This hearing will now come to order.

Today we welcome Chairman Powell back to the Committee for
the Federal Reserve’s Semiannual Monetary Policy Report to Con-
gress.

This hearing provides the Committee an opportunity to explore
the current state of the U.S. economy and the Fed’s implementa-
tion of monetary policy and supervision and regulatory activities.

Since our last Humphrey—Hawkins hearing in March, Congress
passed, with significant bipartisan support, and the President
signed into law S. 2155, the Economic Growth, Regulatory Relief,
and Consumer Protection Act.

The primary purpose of this bill is to make targeted changes to
simplify and improve the regulatory regime for community banks,
credit unions, midsize banks, and regional banks to promote eco-
nomic growth.

A key provision of the bill provides immediate relief from en-
hanced prudential standards to banks with $100 billion in total as-
sets or less.

The bill also authorizes the Fed to provide immediate relief from
unnecessary enhanced prudential standards to banks with between
$100 billion and $250 billion in assets. It is my hope that the Fed
promptly provides relief to those within these thresholds.

By rightsizing regulation, the bill will improve access to capital
for consumers and small businesses that help drive our economy.
And the banking regulators are already considering this bill in
some of their statements and rulemakings.

Earlier this month, the Fed, FDIC, and OCC issued a joint state-
ment outlining rules and reporting requirements immediately im-
pacted by the bill, including a separate letter issued by the Fed
that was particularly focused on those impacting smaller, less com-
plex banks. But there is still much work to do on the bill’s imple-
mentation.

o))



2

As the Fed and other agencies revisit past rules and develop new
rules in conjunction with the bill, it is my expectation that such
rules will be developed consistent with the purpose of the bill and
the intent of the Members of Congress who voted for the bill.

With respect to monetary policy, the Fed continues to monitor
and respond to market developments and economic conditions.

In recent comments at a European Central Bank Forum on Cen-
tral Banking, Chairman Powell described the state of the U.S.
economy, saying, “Today most Americans who want jobs can find
them. High demand for workers should support wage growth and
labor force participation . . . Looking ahead, the job market is like-
ly to strengthen further. Real gross domestic product in the United
States is now reported to have risen 2.75 percent over the past four
quarters, well above most estimates of its long-run trend . . .
Many forecasters expect the unemployment rate to fall into the
mid-3s and to remain there for an extended period.”

According to the FOMC’s June meeting minutes, the FOMC
meeting participants agreed that the labor market has continued
to strengthen and economic activity has been rising at a solid rate.
Additionally, job gains have been strong and inflation has moved
closer to the 2-percent target.

The Fed also noted that the recently passed tax reform legisla-
tion has contributed to these favorable economic factors. I am en-
couraged by these recent economic developments and look forward
to seeing our bill’s meaningful contribution to the prosperity of con-
sumers and households.

As economic conditions improve, the Fed faces critical decisions
with respect to the level and trajectory of short-term interest rates
and the size of its balance sheet.

I look forward to hearing more from Chairman Powell about the
Fed’s monetary policy outlook and the ongoing effort to review, im-
prove, and tailor regulations consistent with the Economic Growth,
Regulatory Relief, and Consumer Protection Act.

Senator Brown.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman. Welcome, Mr. Chair.
It is nice to see you again.

This week the President of the United States went overseas and
sided with President of Russia while denigrating critical American
institutions, including the press, the intelligence community, and
the rule of law.

Our colleague Senator McCain expressed clearly what every pa-
triotic American thought: “No prior President has ever abased him-
self more abjectly before a tyrant. Not only did President Trump
fail to speak the truth about an adversary; but speaking for Amer-
ica to the world, our President failed to defend all that makes us
who we are—a republic of free people dedicated to the cause of lib-
erty at home and abroad. American Presidents must be the cham-
pions of that cause if it is to succeed.” The words of the 2008 Re-
publican Presidential nominee.

With our democratic institutions under threat, we cannot ignore
what happened in Helsinki yesterday. But we must not lose sight
of the other special interest policies of this Administration, includ-
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ing the rollback of the rules put in place to prevent the next eco-
nomic crisis.

Just last week, a Federal Reserve official said, “There are defi-
nitely downside risks, but the strength of the economy is really
pretty important at the moment. The fundamentals for the U.S.
economy are very strong.”

That may be true for Wall Street, but for most of America work-
ers have not seen a real raise in years, young Americans are
drowning in student loan debt, families are trying to buy their first
home. For most of America, the strength of the economy is an open
question.

Last month former Fed Chair Ben Bernanke was very clear
about the long-term impact of the tax cut and the recent bump in
Federal spending when he said, “in 2020 Wile E. Coyote is going
to go off the cliff.”

Last week the San Francisco Fed released a study finding that
the rosy forecasts of the tax bill are likely “overly optimistic.” It
found that the bill’s boost to growth is likely to be well below pro-
jections—or even as small as zero. It suggested that these policies
could make it difficult to respond to future economic downturns
and manage growing Federal debt.

And it is not just the tax bill. The economic recovery has not
been evenly felt across the country. Not even close. Mr. Chairman,
I would like to enter into the record an article from the New York
Times this weekend which talks about those families still strug-
gling from the lack of meaningful raises and other job opportuni-
ties.

Chairman CRAPO. Without objection.

Senator BROWN. Thank you, Mr. Chairman.

While hours have increased a bit over the past year for workers
as a whole, real hourly earnings have not. For production and non-
supervisory workers, hours are flat; pay has actually dropped
slightly, according to the Bureau of Labor Statistics.

The number of jobs created in 2017 was smaller than in each of
the previous 4 years. Not what we hear in the mainstream media,
perhaps. Some of the very companies that announced billions in
buybacks and dividends are now announcing layoffs, shutting down
factories, and offshoring more jobs.

Some of the biggest buybacks, as we know in this Committee, are
in the banking industry, assisted in part by the Federal Reserve’s
increasingly lax approach to financial oversight.

Earlier this month, as part of the annual stress tests, the Fed
allowed the seven largest banks to redirect $96 billion to dividends
and buybacks. This money might have been used, as the President
and members of the majority party liked to promise during the tax
bill, this money might have been used to pay workers, to reduce
fees for consumers, to protect taxpayers from bailouts, or be de-
ployed to help American businesses.

Three banks—Goldman, Morgan Stanley, and State Street—all
had capital below the amount required to pass the stress tests, but
the Fed gave them passing grades anyway.

The Fed wants to make the tests easier next year. Vice Chair
Quarles has suggested he wants to give bankers more leeway to
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comment on the tests before they are administered. I guess it is OK
in Washington to let students help write the exam.

The Fed is considering dropping the qualitative portion of the
stress tests altogether—even though banks like Deutsche Bank and
Santander and Citigroup and HSBC and RBS have failed on quali-
tative grounds before.

That does not even include the changes the Fed is working on
after Congress passed S. 2155 to weaken Dodd-Frank, making
company-run stress tests for the largest banks “periodic” instead of
annual and exempting more banks from stress tests altogether.

And, oh, yeah, Vice Chair Quarles has also made it clear that
massive foreign banks can expect goodies, too.

And on and on and on it goes. The regulators loosen rules around
big bank capital, dismantle the CFPB, ignore the role of the FSOC,
undermine the Volcker Rule, and weaken the Community Reinvest-
ment Act.

When banks make record profits, we should be preparing the fi-
nancial system for the next crisis. We should buildup capital, we
should invest in workers, we should combat asset bubbles.

And we should be turning our attention to bigger issues that do
not get enough attention, like how the value that we place on work
has declined in this country, how our economy increasingly meas-
ures success only in quarterly earning reports.

Much of that is up to Congress to address. Over the last 6
months, tragically, I have seen the Fed moving in the direction of
making it easier for financial institutions to cut corners, and I have
only become more worried about our preparedness for the next cri-
sis.

I look forward to the testimony, Mr. Chairman. And welcome,
Mr. Chairman.

Chairman CRAPO. Thank you, Senator Brown. And, again, Chair-
man Powell, welcome. We appreciate you testifying today, and we
look forward to your opening statement. You may proceed.

STATEMENT OF JEROME H. POWELL, CHAIR, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. POWELL. Thank you and good morning. Good morning Chair-
man Crapo, Ranking Member Brown, and other Members of the
Committee. I am happy to present the Federal Reserve’s semi-
annual Monetary Policy Report to the Congress today.

Let me start by saying that my colleagues and I strongly support
the goals that Congress has set for monetary policy: maximum em-
ployment and price stability. We also support clear and open com-
munication about the policies we undertake to achieve these goals.
We owe you, and the public in general, clear explanations of what
we are doing and why we are doing it. Monetary policy affects ev-
eryone and should be a mystery to no one.

For the past 3 years, we have been gradually returning interest
rates and the Fed’s securities holdings to more normal levels as the
economy has strengthened. We believe that this is the best way we
can help set conditions in which Americans who want a job can
find one and in which inflation remains low and stable.

I will review the current economic situation and outlook, and
then I will turn to monetary policy.
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Since I last testified here in February, the job market has contin-
ued to strengthen and inflation has moved up. In the most recent
data, inflation was a little above 2 percent, the level that the Fed-
eral Open Market Committee thinks will best achieve our price sta-
bility and employment objectives over the longer term. The latest
figure was boosted by a significant increase in gasoline and other
energy prices.

An average of 215,000 net new jobs per month were created each
month in the first half of this year. That number is somewhat high-
er than the monthly average of 2017. It is also a good deal higher
than the average number of people who enter the workforce each
month on net. The unemployment rate edged down 0.1 percent over
the first half of the year to 4.0 percent in June, near the lowest
level of the past two decades. In addition, the share of the popu-
lation that either has a job or has looked for one in the past
month—what we call the “labor force participation rate”—has not
changed much since late 2013, and this development is another
sign of labor market strength. Part of what has kept the participa-
tion rate stable is that more working-age people have started look-
ing for a job, which has helped make up for the large number of
baby boomers who are retiring and leaving the labor force.

Another piece of good news is that the robust conditions in the
labor market are being felt by many different groups. For example,
the unemployment rates for African Americans and Hispanics have
fallen sharply over the past few years and are now near their low-
est levels since the Bureau of Labor Statistics began reporting
these data in 1972. Groups with higher unemployment rates have
tended to benefit the most as the job market has strengthened. But
jobless rates for these groups are still higher than those for whites.
And while three-fourths of whites responded in a recent Fed survey
that they were doing at least OK financially, only two-thirds of Af-
rican Americans and Hispanics responded that way.

Incoming data show that, alongside the strong job market, the
U.S. economy has grown at a solid pace so far this year. The value
of goods and services produced in the economy—or GDP—rose at
a moderate annual rate of 2 percent in the first quarter after ad-
justing for inflation. However, the latest data suggest that eco-
nomic growth in the second quarter has been considerably stronger
than in the first. The solid pace of growth so far this year is based
on several factors. Robust job gains, rising after-tax income, and
optimism among households have lifted consumer spending in re-
cent months. Investment by businesses has continued to grow at a
healthy rate. Good economic performance in other countries has
supported U.S. exports and manufacturing. And while housing con-
struction has not increased this year, it is up noticeably from
where it stood a few years ago.

Turning to inflation, after several years in which inflation ran
below our 2-percent objective, the recent data are more encour-
aging. The price index for personal consumption expenditures, or
PCE inflation—an overall measure of prices paid by consumers—
increased 2.3 percent over the 12 months ending in May. That
number is up from 1.5 percent a year ago. Overall or headline in-
flation increased partly because of higher oil prices, which caused
a sharp rise in gasoline and other energy prices paid by consumers.
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Because energy prices move up and down a great deal, we also look
at core inflation. Core inflation excludes energy and food prices and
generally is a better indicator of future overall inflation. Core infla-
tion was 2.0 percent for the 12 months ending in May, compared
to 1.5 percent a year ago. We will continue to keep a close eye on
inflation with the goal of keeping it near 2 percent.

Looking ahead, my colleagues on the FOMC and I expect that,
with appropriate monetary policy, the job market will remain
strong and inflation will stay near 2 percent over the next several
years. This judgment reflects several factors. First, interest rates,
and financial conditions more broadly, remain favorable to growth.
Second, our financial system is much stronger than before the cri-
sis and is in a good position to meet the credit needs of households
and businesses. Third, Federal tax and spending policies likely will
continue to support the expansion. And, fourth, the outlook for eco-
nomic growth abroad remains solid despite greater uncertainties in
several parts of the world. What I have just described is what we
see as the most likely path for the economy. Of course, economic
outcomes that we experience often turn out to be a good deal
stronger or weaker than our best forecast. For example, it is dif-
ficult to predict the ultimate outcome of current discussions over
trade policy as well as the size and timing of the economic effects
of the recent changes in fiscal policy. Overall, we see the risk of the
economy unexpectedly weakening as roughly balanced with the
possibility of the economy growing faster than we currently antici-
pate.

Over the first half of 2018, the FOMC has continued to gradually
reduce monetary policy accommodation. In other words, we have
continued to dial back the extra boost that was needed to help the
economy recover from the financial crisis and the Great Recession.
Specifically, we raised the target range for the Federal funds rate
by a quarter percentage point at both our March and June meet-
ings, bringing the target to its current range of 134 to 2 percent.
In addition, last October we started gradually reducing the Fed’s
holdings of Treasury and mortgage-backed securities, and that
process has been running smoothly. Our policies reflect the strong
performance of the economy and are intended to help make sure
that this trend continues. The payment of interest on balances held
by banks in their accounts at the Federal Reserve has played a key
role in carrying out these policies, as the current Monetary Policy
Report explains. Payment of interest on these balances is our prin-
cipal tool for keeping the Federal funds rate in the FOMC’s target
range. This tool has made it possible for us to gradually return in-
terest rates to a more normal level without disrupting financial
markets and the economy.

As I mentioned, after many years of running below our longer-
run objective of 2 percent, inflation has recently moved close to
that level. Our challenge will be to keep it there. Many factors af-
fect inflation—some temporary and others longer lasting. So infla-
tion will at times be above 2 percent and at times below. We say
that the 2-percent objective is “symmetric” because the FOMC
would be concerned if inflation were running persistently above or
below our 2-percent objective.
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The unemployment rate is low and expected to fall further.
Americans who want jobs have a good chance of finding them.
Moreover, wages are growing a little faster than they did a few
years ago. That said, they still are not rising as fast as in the years
before the crisis. One explanation could be that productivity growth
has been low in recent years. On a brighter note, moderate wage
growth also tells us that the job market is not causing high infla-
tion.

With a strong job market, inflation close to our objective, and the
risks to the outlook roughly balanced, the FOMC believes that—for
now—the best way forward is to keep gradually raising the Federal
funds rate. We are aware that, on the one hand, raising interest
rates too slowly may lead to high inflation or financial market ex-
cesses. On the other hand, if we raise rates too rapidly, the econ-
omy could weaken and inflation could run persistently below our
objective. The Committee will continue to weigh a wide range of
relevant information when deciding what monetary policy will be
appropriate. As always, our actions will depend on the economic
outlook, which may and will change as we receive new data.

For guideposts on appropriate policy, the FOMC routinely looks
at a range of monetary policy rules that recommend a level for the
Federal funds rate based on the current rates of inflation and un-
employment. The July Monetary Policy Report gives an update on
monetary policy rules and their role in our policy discussions. I con-
tinue to find these rules helpful, although using them requires
careful judgment.

Thank you, and I will now be happy to take your questions.

Chairman CRAPO. Thank you for your statement, Chairman Pow-
ell.

The first question I have will relate to CCAR. As you know, the
Fed recently released the results of the 2018 Comprehensive Cap-
ital Analysis and Review, the CCAR, stress test. This year the Fed
issued conditional nonobjections to certain banks, which, as you are
aware, some have criticized. What details can you share about the
Fed’s decision to issue the conditional nonobjections while allowing
those firms to maintain capital distributions at recent levels?

Mr. POwWELL. Thank you, Mr. Chairman. So the CCAR super-
visory test is and will remain an important part of our supervisory
framework, particularly for the largest and most systemically im-
portant firms. And I guess I would start by saying that this year’s
test was by a good margin the most stringent test yet. Hypothetical
losses for 2018 were $85 billion higher than during the 2017 stress
test, and the hypothetical decline in the capital ratio was 110 basis
points higher this year than last year; so a very significantly severe
test, and it will result in a material increase in the effect of aggre-
gate capital requirement of the firms subject to the test.

So, you know, we carefully evaluated the results. We voted on
them on June 20th, and the next day the firms received a call from
our staff, which informed them of the results and their options.
This is the standard operating procedure that we follow every year.
There is no negotiation, there is no haggling. The decision has been
made the day before by the Board, and they are just informed of
their options, and they deal with them as they are.
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Almost all the firms finished above the required poststress mini-
mums, which is a sign of how well capitalized the industry is. Two
firms that did not were required to restrict their distributions to
past years’ levels. That has always been the penalty for failing to
meet the poststress minimums, and that will require the firms to
build capital this year, these two firms. The third firm was re-
quired to take certain steps regarding the management and anal-
ysis of its counterparty exposures under stress. So the same exact
penalty was paid. We labeled these as conditional nonobjects rather
than objecting straight out to the plan, and we have done that over
a period of years many times, and we thought that it was appro-
priate here.

When we fail a firm, when we actually fail them and send—what
we do is we send the plan back and say that your capital planning
process is deficient, please take this plan back, please fix it and
bring it back to us, and we will look at it again. So that sends a
signal that we believe that the capital planning processes of the
firms are deficient in some serious way.

As I mentioned, in a number of cases we have gone with sort of
an intermediate sanction, and we felt that that was appropriate
here. One reason for that is the timing of the tax bill, as we men-
tioned, and firms plan, of course, well in advance so that they will
have enough capital to pass the test. This particular bill passed,
was signed into law on December 22nd. We used fourth quarter
capital levels for the test, so the TCJA resulted in a significant de-
crease in the level of capital these firms have. But, of course, they
do not benefit from what in the longer term will be a lower tax ef-
fect on their earnings. So I think whereas any analyst would look
at that law and say that it is positive for banks and for their ability
to earn money, it was strictly a negative in this test. So we looked
at that, and among other factors we decided to use the conditional
nonobject.

I will stop there, Mr. Chairman.

Chairman CraPO. All right. I appreciate that explanation, and
essentially what I am hearing you say is that the same—in fact,
even a stricter test was applied, and the same standards of review
Wlerze1 used in your analysis and in the consequences that were ap-
plied.

Mr. POwWELL. That is right, and I just would reiterate our com-
mitment to this particular supervisory stress test. It is a very im-
portant thing for us, and we will make sure to keep it stringent.

Chairman CRAPO. All right. Thank you.

Chairman Powell, moving to regulation, the recently enacted
Economic Growth, Regulatory Relief, and Consumer Protection Act
received significant bipartisan support, as you know. In addition to
several provisions providing regulatory relief to community and
midsize banks, a key provision of the bill raises the threshold for
the application of the enhanced prudential standards from $50 bil-
lion to $250 billion.

What is the Fed’s process for quickly implementing S. 2155, in-
cluding its process for ensuring that the financial companies with
total assets between $100 billion and $250 billion promptly receive
similar relief to the relief provided for the financial institutions
with less than $100 billion in total assets?
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Mr. POWELL. So our intention and our practice is going to be to
implement the bill as quickly as we possibly can. As you probably
know, I am sure you know, we released a statement the Friday of
July 4th week laying out our plans to move ahead with some
things. And, again, we will do them as quickly as possible, and we
indicated that we will try to move that along very quickly.

Chairman CraPo. All right. Thank you.

Senator Brown.

Senator BROWN. Thank you, Mr. Chairman.

Mr. Chairman, I have a number of questions. I hope your an-
swers can be brief. Thank you for our phone call the other day. I
know you know this: In real terms wages have not budged recently.
Last week BLS reported that hours for production and non-
supervisory workers are flat and pay has actually dropped over the
past year. Of course, we should focus on real wages rather than
nominal wages. By that measure, is the typical worker really better
off this year than he or she was a year ago?

Mr. POwELL. Yes. Yes, I would say that the labor market has
strengthened. The labor report will show that wages went up 2.7
percent. That is significantly higher than trend inflation. There is
a bit of a bump from gas prices going up and consumers do pay
that, but I would say that overall workers are better off be-
cause——

Senator BROWN. I would partially contradict that and say that
nonsupervisory workers, four out of five workers have seen nominal
wages go up but real wages have not by those same BLS statistics.

Let me move to another. You have called stress testing “the most
successful regulatory innovation of the postcrisis era”—you said
that some time ago—but the actions the Fed has taken during your
tenure undercut that effect when the Fed gave Goldman, Morgan,
and State Street passing grades this year even though they failed
to meet capital requirements in CCAR, the first time that has ever
happened in CCAR history. The Fed proposes to weaken the lever-
age constraint, and CCAR reportedly may drop the qualitative por-
tion of the test, wants to give bankers more leeway to influence the
Fed’s models, and may soon adjust Dodd-Frank stress tests to
make them less stressful and less frequent, hence the “periodic.”

Stress test tests were adopted in 2009 to provide confidence to
the public that the banks could weather economic shocks. How is
the public supposed to trust the stress test when the Fed proposes
all of those ways to weaken them?

Mr. POWELL. So we are strongly committed to using stress tests.
We really developed the supervisory stress test at the Fed, and as
you know, we think it is a very important tool. It was one of the
main ways that we used to raise capital, particularly among the
largest firms, and we are committed to continuing stress testing as
one of the three or four most important innovations, along with
higher capital, higher liquidity, and resolution. It is one of the big
four pillars for us.

The program has to continue to evolve. We want to strengthen
it. We want to make it more transparent. We want to improve it
over time. And all of our actions are designed to do that, and I
think if you look at the state of the banking system and the fact
that this test will require higher capital, then I think you will see
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that is consistent with—that our words are consistent with our ac-
tions.

Senator BROWN. Well, I think the message coming out emanating
from the business press—and those are not, you know, Democratic,
liberal newspapers; they are the Wall Street Journal, the Financial
Times, the New York Times business section—speaks to the fact
that these stress tests are getting weaker.

Let me ask another question. Vice Chair Quarles has given two
speeches outlining how the Fed wants to recalibrate the rules for
large foreign banks. You gave an answer, a carefully worded an-
swer, I thought, to obscure the fact that large foreign banks may
receive less oversight as a result of S. 2155. The public is getting
mixed messages from the Fed.

For the record, can foreign banks with more than $50 billion in
U.S. assets—Deutsche, Santander, Credit Suisse, the others—can
foreign banks with more than $50 billion in U.S. assets expect to
get regulatory relief during your tenure?

Mr. POWELL. You know, I think I can say that S. 2155, it is not
clear to me how it provides regulatory relief to those firms. I mean,
all of the banks that have $50 billion in U.S. assets have more than
$250 billion in global assets. So I do not think there really will be
much effect. I will not say that we will never do anything to pro-
vide regulatory relief to a group during my tenure, but

Senator BROWN. So your position seems to be that if they are be-
tween—if they are over 50 in the U.S., under 250 as those are, but
much, much, much bigger with all the

Mr. PowEeLL. Globally.

Senator BROWN. Globally, that you do not expect any regulatory
relief for them?

Mr. PowELL. Well, the main thing is the $50 billion threshold for
internal holding companies will remain the same. We are not look-
ing at that. And I think they will not see much difference.

Senator BROWN. Physical commodities. The Fed proposed a phys-
ical commodities rule for 2016. You are moving presumably to fi-
nalize it. The Fed responded to questions for the record saying that
the Board continues to consider this proposal. When can we expect
action on it, Mr. Chairman?

Mr. POWELL. I do not have a date for you on that. I know that
we received extensive comments on it, and we are considering
them.

Senator BROWN. Do you feel some urgency on it?

Mr. PowELL. I will have to go back and look and see where that
is in the line.

Senator BROWN. If you would please respond in writing to that.

And a last question, Mr. Chairman. The Administration and
some in Congress pushed through tax cuts and bank deregulation
under the guise that it would trickle down to American families in
the form of more loans. Loan growth has slowed in the last quarter.
It was less than half the growth rate than during the last year of
the Obama administration. The four largest banks, as you know,
redirected record levels of profits into dividends and stock
buybacks. The four big banks’ CEOs got an average raise of 26 per-
cent.
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My question is simple: When, if ever, do you expect to be able
to come before this Committee and demonstrate to us in this Com-
mittee, as Chair of the Fed, demonstrate to us how tax cuts and
deregulation have actually benefited the real economy in the forms
of more lending?

Mr. POWELL. I guess I see my role as reporting about the overall
economy rather than the effect of any particular law, although I
will be happy to take questions on that.

Senator BROWN. OK. Thank you, Mr. Chairman.

Chairman CRAPO. Senator Scott.

Senator ScoTT. Thank you, Mr. Chairman. And good morning,
Chairman Powell. Thank you for being with us today.

Mr. POwWELL. Good morning, Senator.

Senator SCOTT. It certainly is difficult to find negative news as
it relates to our economic reality. The truth of the matter is that
we are in the third largest economic expansion since 1854—not
1954—1854. An 18-year low in our unemployment rates. African
American unemployment for the first time in recorded history
below 6 percent at 5.9 percent. Hispanic unemployment at 4.6 per-
cent, lowest recorded as well. Wage growth 2.7 percent, the highest
level since 2009. And the Atlanta Federal Reserve suggests that we
could have a 5-percent GDP growth in the second quarter. And the
good news just keeps on coming.

Small businesses said they have not been this optimistic in 45
years. That has got to be a record. Beyond a doubt, tax reform com-
bined with responsible regulations have resulted in more Ameri-
cans have more money in their pockets. And another great example
of the economic reality that we face today is that the core prime-
age labor force participation rate has stabilized since 2013 and is
starting to climb in the right direction.

My question for you, Chair Powell, is: What has been the overall
impact of the economic growth for the long-term unemployed? And
can we read into the prime-age labor force participation rate’s in-
crease really positive news for those long-term unemployed?

Mr. POWELL. Yes, so prime-age labor force participation, Senator,
as you pointed out, has been climbing here in the last couple of
years. That is a very healthy sign because prime-age labor force
participation is really—you know, it has been weak, and it has
been weak in the United States compared to other countries. So it
is very troubling, and the fact that that is coming back up is a very
positive thing. We really hope it is sustained, and we hope that
these gains in participation can be sustained. We have a long box
in our Monetary Policy Report that talks about that.

The other thing, you mentioned the long-term unemployed.

Senator SCOTT. Yes.

Mr. POWELL. So the number of long-term unemployed has come
down dramatically since, I do not know, maybe 2010. I want to say
the numbers were between 6 and 7 million, and unless I get this
wrong, I think the current number of longer-term unemployed is
around 1.5 million. So the people who are on the very edges of the
labor force like those people, those are the ones who have benefited
the most.

Senator SCOTT. Thank you. With all that economic heat coming
our way in a positive way, the prices seem to be going up, so the
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CPI rose 2.9 percent, the fastest pace since 2012. Those rising
prices could negate some of the wage growth that I just talked
about if left unchecked.

In the past we have discussed, you and I, the Fed role according
to the congressional mandate seeking stable prices being one of
those specific mandates. We have also talked about the downsides
of low interest rates for extended periods of time. What do you see
in the prices for energy, housing, health care, and transportation?
And how is that going to impact your thinking moving forward?

Mr. POWELL. Inflation has been below our 2-percent objective
since I joined the Board of Governors in May of 2012 just until last
month. For the first time, we have 12 months of core inflation
being at 2 percent. So that is a very positive thing. We want to see
overall inflation continue to come up so that it is sort of symmetri-
cally around 2 percent. I would say we are just shy of achieving
that. But we want inflation to remain right around 2 percent and
be as likely to be a little above as a little below. I would say we
are on the—and I think our monetary policy is really designed to
help us continue to achieve that. So we are gradually moving up
rates, and that we think is the policy that will help us get inflation
to 2 percent sustainably.

Senator SCOTT. Thank you. Just two more areas for you. South
Carolina, my home State’s economy is built on trade. You name it,
we make it. We grow it and we ship it. Cars, cotton, tires, jets,
peaches, soybeans, turbines, solar panels, and the list goes on and
on.

What has generally happened in the past to economic growth
when we have raised tariffs?

Mr. PowgLL. I have to start by saying that, you know, I am real-
ly firmly committed to staying in our lane and, you know, our lane
is the economy. Trade is really the business of Congress, and Con-
gress has delegated some of that to the executive branch. But,
nonetheless, it has significant effects on the economy, and I think
when there are long-run effects, we should talk about it and talk
in principle. And I would say in general countries that have re-
mained open to trade, that have not erected barriers, including tar-
iffs, have grown faster. They have had higher incomes, high pro-
ductivity. And countries that have, you know, gone in a more pro-
tectii)nist direction have done worse. I think that is the empirical
result.

Senator ScOTT. I only have about 5 seconds left, so let me use
my time wisely. As you know, I have a background in the insur-
ance industry, and I am seriously a fan of a State-based system of
insurance regulations. I think it is the best in the world. As the
Fed participates in developing the ICS with the IAIS, I strongly
urge you to shape a final product that protects the U.S. system of
insurance regulation, and I would appreciate you and I having a
conversation in the near future.

Mr. PoweLL. Thank you, Senator.

Senator SCOTT. Thank you.

Thank you, Mr. Chairman.

Chairman CRAPO. Senator Reed.

Senator REED. Thank you very much, Mr. Chairman. Welcome,
Chairman Powell.
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The issue of wages has been discussed by several of my col-
leagues and yourself. In 2000, the last time we were at this situa-
tion where we were touching 4 percent unemployment, the share
of national income by corporations was about 8.3 percent, and the
share of wages was 66 percent. Today we are once again reaching
that point of about 4 percent unemployment, yet corporate profits
account for about 13.2 percent of national income. They have gone
up significantly. Wages as a share of national income have gone
down from 66 percent to 62 percent. If those trends continue, we
are in a situation where working men and women are not going to
get their fair share of growth. What are you trying to do at the Fed
to ensure that they get their fair share of growth?

Mr. POWELL. The decline in labor share of profits—labor share
of profits was generally, you know, oscillating fairly constant for a
number of decades and right around the turn of the century began
to drop precipitously and continued to do so for more than a dec-
ade. It is very troubling. We want an economy that works for ev-
eryone. And that happened, by the way, in essentially all advanced
economies, and probably a range of factors are responsible for that.

In the last 5 years or so, labor share of profits has been side-
ways. This is very much akin to the flattening out of median in-
comes over the last few decades. So it has got to do with a number
of global factors.

The thing that we can do is to take seriously your congressional
order that we seek maximum employment, so in tight labor mar-
kets, workers are more likely going to be paid well and paid their
share. I would say most of the factors that have driven down labor
share of profits are really not under the control of the Fed. And so
those are issues that we do not have control over.

Senator REED. But would you say that the tax bill did not affect
those downward trends in wages positively, that, in fact, it has
done nothing to reverse what you have seen as a decade or more
of decreases?

Mr. PoweLL. I think wages are set in the marketplace between
workers and companies, and they are affected by a range of factors.
I think it would be early to be looking for a bill that was signed
into law less than a year ago to be able to visibly be affecting much
of anything at this point, really. These things, big changes in fiscal
policy, take quite a while to affect wages.

Senator REED. So none of this good news we are talking about
today is a result of this tax bill, it is too early?

Mr. POWELL. It is very hard to isolate the—I mean, I would say
wages have moved up meaningful over the last 5 years. It has been
quite gradual. And, you know, we certainly think it would be fine
for them to move up more.

Senator REED. Do you think the European Union is a foe of the
United States?

Mr. PoweLL. No, I do not.

Senator REED. Thank you.

As we look ahead to some of the potential obstacles—and having,
both of us, lived through 2008 and 2009, it looked good and then
it looked real bad. In retrospect, we saw some signs of the danger.
What are the signs of danger that you are sort of focusing on?
There are huge deficits, both Government deficits, private deficits
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worldwide. You have got a trade battle brewing. And you have got
things like Brexit that could complicate our life dramatically. So
what are the two or three things that you think could throw us off
this track?

Mr. POwWELL. There is a difference between the longer term and
the short term. So in the near term, things look good. You know,
we look very carefully at a range of financial conditions and finan-
cial stability vulnerabilities, we feel that those are at sort of nor-
mal, moderate levels right now, although there are some areas that
are elevated, some assets prices are high, and there is an elevated
level of debt in the nonfinancial corporate sector. More broadly,
banks are well capitalized. Households are in much better shape.
So financial stability I do not worry about too much at this point,
although we keep our eye on that very carefully after our recent
experience.

You mentioned trade. It is hard to say what the outcome will be.
Really, there is no precedent for this kind of broad trade discus-
sions. In my adult life, I have not seen where essentially all of our
major trading partners—hard to know how that comes out. If it re-
sults in lower tariffs for everyone, that would be a good thing for
the economy. If it results in, you know, higher tariffs across a
broad range of traded goods and services that remain that way for
a longer period of time, that will be bad for our economy and for
other economies, too.

Senator REED. Thank you very much, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman.

Chairman Powell, first of all, I want to thank you for being here
today. Before I get into the questions, I would just like to take note
of the two rules that were announced this spring: the new stress
capital buffer and the proposed changes to tailor the enhanced sup-
plementary leverage ratio. I do appreciate the Federal Reserve’s ef-
forts, and I hope we can continue an open dialogue on these
changes as you move forward.

I am just curious. You indicated with regard to Senator Reed’s
question, based on the tax bill, clearly there is an improvement in
GDP growth over the last couple of years. Was it anticipation of
the tax bill being passed? I would like to flesh that out just a little
bit, because most certainly I think a lot of truly believe that that
tax bill is a key component in the development of an improvement
in our GDP. Your thoughts?

Mr. POwWELL. I was really answering about whether you could see
it in wages right now. That is hard to do. So growth averaged
around 2 percent for 8 years, and then in 2017, I think the current
estimate is 2.6 percent. And you saw significant improvements in
household and business confidence levels. Overall confidence about
the economy, you saw that coming on in 2017. Some of that was
probably in anticipation of the passage of what finally passed. So
probably that was already in the growth rate. I think it is hard to
say, but I suspect that some anticipation of tax cuts and tax reform
was already in the growth in 2017.

Going forward—and we have said this—we expect—there are a
range of estimates on this, but we would expect that the tax bill
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and the spending bill would provide meaningful support to demand
for at least the next 2 or 3 years, maybe 3 years, and also might
have, you know, effects on the supply side as well. To the extent
you are encouraging more investment, you are going to get higher
productivity. So it is very—these estimates are subject to tremen-
dous uncertainty both as to amount and as to timing. But I think
we look at the range of estimates, and that is certainly where we
broadly come out.

Senator ROUNDS. I just want to be clear. That tax bill had a posi-
tive impact, even if it is the anticipation of the tax bill. It has a
positive impact on our GDP growth, correct?

Mr. POWELL. Yes, I think, so this year, maybe last year, too.

Senator ROUNDS. OK. Let me ask you this: With regard to trade,
you make notes specifically in your comments on trade and the fact
that there are some things up in the air right now. There is per-
haps some instability or some questions on the part of not only our
businesses but businesses around the world. Are businesses looking
for stability with regard to trade compacts? Or are they looking for
opportunity and instability?

Mr. POweELL. Well, they would clearly be looking for stability.

Senator ROUNDS. OK. And then I would look to associate my-
self—and I support what Senator Scott indicated earlier with re-
gard to the insurance issues and the fact that our State-based reg-
ulatory system for insurance I think is critical. I think it is a posi-
tive thing for consumers when it is as close to that State regulatory
process as possible.

When you came here before the Committee earlier this year, you
discussed capital requirements in the options market and men-
tioned that the Federal Reserve was working on a rule to transition
from the risk-insensitive Current Exposure Method, or CEM, to the
internationally agreed upon Standardized Approach for
Counterparty Credit Risk, SA—-CCR. I am supportive of these ef-
forts, but I remain concerned about the timeline for implementa-
tion. I noted with concern in a letter to Vice Chair Quarles last
year, in response to my request that the Federal Reserve used its
reservation of authority to grant interim relief, Vice Chair Quarles
asserted that the Fed lacks such authority in this context. I origi-
nally raised this issue when Vice Chair Quarles was testifying at
his confirmation hearing last July. Unfortunately, it has been a
year since that time, and the Fed has yet to take meaningful ac-
tion.

I remain concerned about this because the longer we wait for
American regulators to implement SA-CCR, the more market mak-
ers will exit the options market entirely, making our financial sys-
tem more vulnerable to economic shocks and less competitive com-
pared to our international peers.

I noted in the Basel Committee’s last progress report from April
of 2018 that 22 of the 27 Basel member countries have either im-
plemented SA-CCR or made substantially more progress at imple-
mentation compared to the United States. I am a particularly
strong supporter of risk-based capital standards, particularly in
this context in options markets. Can you provide an update on
when the rulemaking from CEM to SA-CCR will be released?
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Mr. POWELL. I know that we are working on it now. I know that
we think it is good policy. And I cannot give you an exact date, but
I know we are actively directing a rule. By not being able to pro-
vide interim relief, all we meant was we actually have to amend
the rule. So we will be putting a rule out for proposal and get com-
ments, and then it will go final. It is in train, but these things take
time. We are working on it.

Senator ROUNDS. OK. Thank you.

Thank you, Mr. Chairman.

Chairman CRAPO. Senator Menendez.

Senator MENENDEZ. Thank you. Thank you, Chairman Powell,
for being here.

Lately we have heard a near constant refrain from the Adminis-
tration, the President himself, corporate media outlets, and even
from you that “the economy is doing very well” and “it has never
been better.”

Now, if we take a narrow view of the unemployment rate and
corporate profits, then, sure, it is a real rosy picture. But take a
wider lens to what working families are seeing, and the view is one
of great contrast.

Over the last year, despite falling unemployment, working fami-
lies actually saw their real wages fall. By comparison, after-tax cor-
porate profits increased by 8.7 percent just in the last quarter.

There is something fundamentally wrong in our economy when
workers are seeing their pay cut while corporations are benefiting
from a $2 trillion tax giveaway. Working families not only cannot
get ahead, but they are actually falling behind.

I can tell you, families in New Jersey cannot keep up with the
surge in costs, particularly for prescription drugs and health care.
I just heard from a constituent in Glendora, New Jersey, who told
me that even with his Medicare and secondary insurance, he can-
not afford to pay for his insulin and diabetes equipment, and that
is pretty unconscionable.

So my question to you, Mr. Chairman, is: When will the benefits
of this “booming economy” reach working families?

Mr. POweLL. Thank you, Senator. I think we are aware and I am
aware that while the aggregate numbers are good and unemploy-
ment is low and surveys overall of households are very positive
about the job market, not everybody is experiencing the recovery.
Not every demographic group, not every place are experiencing
this. So we call that out in every FOMC meeting and in all of our
public communications, as I did in my testimony this morning.
And, you know, we understand that we have to take maximum em-
ployment seriously, and we do. We have been supporting a strong
labor market for a long time. Despite many calls for us to raise in-
terest rates much more quickly, I am glad that we stayed in longer
than that, and I think gradually raising rates is the way for us to
extend this expansion. Nothing hurts working families and people
at the margin of the labor markets more than a recession.

Senator MENENDEZ. Well, you are probably going to have a cou-
ple more interest rates. What specific steps then are you taking to
foster broad-based wage growth so that the average worker, not
just managers and executives, are reaping the benefits? I cannot
accept that wages are growing when the Bureau of Labor Statistics



17

points out that production and nonsupervisory workers saw their
wages fall two-tenths of a percent, and that is despite increasing
their average work week to make up for it. So they are getting
squeezed.

Mr. POWELL. So the latest Government report was that wages
went up 2.7 percent for production, nonsupervisory workers, and
supervisory workers over the last 12 months. And that is higher.
That is moving up. It also happens that inflation has moved up and
that sort of a bump in energy prices is passing through the head-
line inflation number. So I think overall, though, you see inflation
at about a 2-percent trend. You see wages at 2.7 percent. So I think
those trends are healthy, and I think they are reflected in what are
pretty positive surveys among workers generally.

Senator MENENDEZ. Let me ask you this: These working families
we are talking about are the first to feel the impact when banks,
big banks, and corporations take risky bets with no accountability.
When we passed Dodd-Frank, we included language to ban incen-
tive-based compensation practices that reward senior executives for
irresponsible risk taking. Regulators issued a proposal in 2016, but
more than 2 years later, nothing has been finalized. In the mean-
time, Wall Street bonuses jumped 17 percent last year to an aver-
age of more than $184,000—the most since 2006, and that is bo-
nuses alone.

Now, you have made time to weaken Wall Street oversight by re-
visiting capital rules, revisiting leverage rules, proposing changes
to the Volcker Rule, all of which were finalized after years of delib-
eration, public comments, and input from other regulators, and all
of which protect our economy from another financial crisis. How is
it, Mr. Chairman, that you have not made time to finish the incen-
tive-based compensation rulemaking for the first time? And can
you give me a commitment today as to a timeline for when this will
be done?

Mr. POwWELL. We tried for many years—it is a multiagency rule,
the incentive comp rule. We tried—we were not able to achieve con-
sensus over a period of many years between the various regulatory
agencies that need to sign off on that. But that did not stop us from
acting, you should know. Particularly for the large institutions, we
do expect that they will have in place compensation plans that do
not provide incentives for excessive risk taking. And we expect that
the Board of Directors will make sure that that is the case. And
so it is not something that we have not done. We have, in fact,
moved ahead through supervisory practice to make sure that these
things are better than they were, and they are substantially better
than they were. You see much better compensation practices here
focusing mainly on the big firms where the problem really was.

Senator MENENDEZ. Well, that does not have the power of a rule.
I hope we can get to a rule-based purpose, because at the end of
the day we seem to have revisited everything that was already
completed, but yet we cannot get this one going.

Thank you, Mr. Chairman.

Chairman CRAPO. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman. And, Mr. Chairman,
thank you for being here. I was remarking to our staff yesterday,
as we talked a little bit about this meeting, that because of the way
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that you are handling yourself, which I think is in a very positive
way, following the Fed is getting really boring these days. But
hopefully that will continue. I know that is your goal. We appre-
ciate some of the transparency efforts that you have put forth.

I think I heard you earlier talk about inflation, and obviously we
are, you know, at full employment. Hopefully there will be addi-
tional people participating in the workforce that have not in the
past, and I am glad to see those numbers are rising. But if I under-
stand correctly what you are saying, the predictive stat for people
who are watching the Fed today will be core inflation. In other
words, that will be the determinative factor as it relates to rate in-
creases in the future.

Mr. POWELL. So we, of course, look at headline inflation, too, and
that is our legal mandate. We look at core inflation when we are
thinking about the path of future inflation, though, because it is
just a better predictor. Many of the things that affect headline in-
flation do not actually send much of a signal about future inflation.

Senator CORKER. But for people who are trying to see where
things are going, now that the labor issue is where it is today, the
predictive matter as it relates to future increases and the amount
of those is really going to be inflation.

Mr. POWELL. Inflation is going to be really important. You know,
I think we are—for quite a while here, we have been in the range
of achieving our maximum employment goal, and we are only just
getﬁing there with inflation. I would not declare victory on that yet,
either.

Senator CORKER. Yeah, it has really been difficult, I think, for
many Western countries to get to a place that they are comfortable
in inflation, which brings me to the wage issue.

Look, like my colleagues, I am very concerned about wage stag-
nation, and I am not in any way trying to offload that issue to you.
We all have responsibilities to put in place policies that will hope-
fully cause all Americans’ wages to increase. But what we are see-
ing here and what we are seeing actually, let us face it, in Western
countries around the world is people are not—the anticipation that
people had relative to where they were going to be in life is not
being achieved, which is creating some extremes as it relates to the
political environment—actually, in some ways beginning to desta-
bilize, because people are, rightly so, concerned about the fact that
they are not really increasing the ability to raise their families as
they wish.

Let us talk a little bit about that. What is it from your perspec-
tive that is causing us to be in this place where the economy is
growing, but for the last 30 years, Americans really have not seen
the wage gains that they would like to see? Could you just lay
out—not in any way to take responsibility at the Fed solely your-
self, but what is driving that?

Mr. POwWELL. You know, the stagnation of middle-class incomes,
the relatively low mobility that we have, the disappointing level of
wages over a long period of time, it is all of a piece, and it all does
go to that. And I think the causes of these things are really deep.
It is not something we can address really successfully over time
with monetary policy, as you say. So, I mean, I think it is

Senator CORKER. What are those deep causes?
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Mr. POwELL. So I think, you know, part of it is, in our case, in
the case of the United States, stagnation of educational achieve-
ment, the leveling out of educational attainment. When U.S. edu-
cational attainment was rising, technology was coming in; it was
asking for more skills on the part of people. They had those skills,
and so you had productivity rising, you had incomes rising, you had
inequality declining over a long period of time.

U.S. educational attainment flattened out in the 1970s, and ev-
erywhere else in the world it has been going up. We really had a
lead. We were the first country to have gender-blind, you know,
secondary education universally. So that is a big thing. Really the
only way for incomes to go up over a long period of time is through
higher productivity. Real incomes go up over a long period of time
because of higher productivity. Higher productivity is a function of,
in part, the educational and skills and aptitude of the workforce.
It is also, you know, partly the evolution of technology and invest-
ment.

I think right now in particular we had a number of years of very
weak investment after the crisis because there was no need to in-
vest. That weak investment period is casting a shadow over pro-
ductivity right now, which is one of the main factors that is holding
down wages. These are deep, hard problems, but education is really
at the bottom of the pile.

Senator CORKER. And I am glad you alluded to that, and my time
is up, I know. But we have had—we actually have had productivity
growth without wage growth.

Mr. POweLL. Over long periods of time, the only way wages can
go up sustainably is with productivity growth. They do not nec-
essarily match all the time. I mean, since the crisis ended, produc-
tivity growth has been—output per hour has been very, very weak.
Increases have been very, very weak.

Senator CORKER. Thank you, Mr. Chairman.

Chairman CRAPO. Senator Tester.

Senator TESTER. Thank you, Chairman Crapo and Ranking Mem-
ber Brown. And thank you for being here, Chairman Powell. I want
to run over some stuff that has been run over already just real
quick.

You had answered in a previous question that the stress tests
continue. Is that correct? Stress tests continue on the banks?

Mr. POWELL. Absolutely. Every year.

Senator TESTER. And you said you were going to try to improve
them, make them more transparent, which, by the way, I applaud
that. Would you also add to that list that you are trying to weaken
the stress tests?

Mr. POwELL. No, absolutely not.

Senator TESTER. You are still making them do what they need
to do to prove that their soundness is there?

Mr. POWELL. The 2018 stress test was by a margin the most
stringent stress test we have done yet.

Senator TESTER. OK. Folks also continue to be concerned that S.
2155 allowed foreign megabanks like Deutsche Bank, UBS,
Barclays to see their enhanced prudential standards weakened.
You have agreed—and you have said it again today—that S. 2155
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does not do that. Do you have any plans to weaken standards on
the largest FBOs that I mentioned?

Mr. PoweLL. No. No, sir.

Senator TESTER. OK. In your testimony you said, “Good economic
performance in other countries has supported U.S. exports and
manufacturing.” What other countries are you talking about?
Would that include the EU? Would that include Canada and Mex-
ico, the other countries, I am talking about, that have good eco-
nomic performance? Would that include China? Those other coun-
tries

Mr. POwWELL. It would include all those countries, yes.

Senator TESTER. All those countries? And I know you said that
the tariff situation and the trade situation is something that Con-
gress deals with that you do not deal with, but it would appear to
me—and I just want to get your opinion on this because I value
it. It would appear to me that all this stuff about getting out of
NAFTA and putting tariffs on folks and not being at the table
when TPP was finally signed is a net negative on our economy.
Would you agree with that long term—short term and long term?

Mr. POWELL. I am going to try to walk that line that I mentioned
earlier and not comment on any particular policy, but in principle,
open trading is good. We do not want countries to have barriers to
trade or, you know, tariffs being a barrier to trade.

Senator TESTER. Both directions.

Mr. POwELL. In both directions. We want to have an inter-
national, you know, rules-based system in which countries can get
together and any country that violates that can face the other
countries, and that system has served us very well. Tariffs have
come down steadily over the years. Until recently, they were at
their all-time low level. But the thing is we do not know how this
goes. This process we are in right now, the Administration says it
is going for broadly lower tariffs. If that happens, that is good for
the economy. That would be very good for the economy—our econ-
omy and others’ too, by the way. On the other hand, if we wind up
with higher tariffs, then not so good.

Senator TESTER. That is correct. And in the meantime, just as a
sidebar, if it cuts off foreign markets for grains, for example, there
is going to be a lot of people in family farm agriculture that are
put out of business. And that is my concern. You do not need to
comment on that.

I realize that you do not play a central role in our housing fi-
nance system, but you do play a central role in our economy, and
the Fed does have a sizable balance sheet with billions of dollars’
worth of mortgage-backed securities on the books.

In March it was announced that Fannie Mae and Freddie—no,
not Freddie, but Fannie Mae would need $4 billion from its line of
credit at the Treasury Department. How concerning is this to you
and the Fed given the size of mortgage-backed securities that are
on your books?

Mr. PoweLL. The mortgage-backed securities that we have are
guaranteed by the Federal Government. There is no credit risk
there. I would say more generally, if this is responsive, I think that
the housing finance system, the GSEs, remains one of the big un-
finished pieces of business postfinancial crisis, and I think it would
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be healthy for the economy and for the housing finance system to
see that move forward.

Senator TESTER. You answered my second question. So you think
that Congress’ inability to address Fannie Mae and Freddie Mac in
the end could harm our economy?

Mr. POWELL. I think it is really important for the longer run that
we get the housing finance system off the Federal Government’s
balance sheet and using market forces and some of the things that
are already in place and carry forward some kind of a reform. I
think it is very important for the economy longer term.

Senator TESTER. OK. Thank you, Chairman Powell, and I appre-
ciate your being here. I have got a couple other questions for the
record that I would love to have you answer.

Thank you very much.

Mr. PoweLL. Thanks.

Chairman CRrRAPO. Senator Toomey.

Senator TOOMEY. Thanks, Mr. Chairman. Thank you, Chairman
Powell, for joining us.

I just had a quick follow-up on this wage discussion. I think the
most recent numbers we had were the month of June. Comparison
to the previous June, 2.7 percent I think was the nominal growth
in the wage number, so obviously a positive number. I think we
would all like to see a bigger real growth. I think there is no ques-
tion we would like to see that. But I would suggest that there is
something peculiar about just the arithmetic of this sometimes, and
maybe you could just briefly comment on this.

As our economic growth has coincided with a significant growth
in entry-level jobs and people coming into the workforce at entry-
level wages, since those wages are at the low end of the wage spec-
trum, isn’t it the case that the nature of arithmetic is that the av-
erage wage will reflect to some degree the fact that new entrants
naturally come in at the low end of the spectrum and it would
mask the growth in wages of people who have been continuously
employed?

Mr. POWELL. Yes, that is right. There can be compositional ef-
fects, is what we call them, so younger people coming in, lower
wages; older people, higher wages, retirement can be an effect. I
am not sure it is right now, but I can check on that.

Senator TOOMEY. I think that is likely to be the case as we have
increasing workforce participation. I think that is a likely con-
sequence.

You made a very important point, I think, earlier that sustained
wage growth absolutely requires sustained productivity growth. It
is not possible to have the former without the latter. We all know
that productivity growth is driven by several things, but one of the
principal contributing factors is capital expenditure. It is new tools
and equipment and technology in the hands of workers that make
them more productive.

The June FOMC minutes included a disturbing observation, and
I will quote very briefly. It says, “Some districts indicated that
plans for capital spending had been scaled back or postponed as a
result of uncertainty over trade policy.” So the FOMC is saying
that there is already adverse consequence in the form of scaled
back investment as a result of uncertainty in trade policy. If there
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is more uncertainty—and we have threats of additional tariffs
hanging over the markets right now—doesn’t it follow that this is
a threat to wage growth because the continuum includes a reduc-
tion in capital expenditure, lower productivity growth than we
would otherwise have in a corresponding relative weakness in wage
growth?

So, in other words, isn’t all this trade uncertainty a threat to
wage growth?

Mr. POwWELL. It may well be. We do not see it in the numbers
yet, but we have heard a rising chorus of concern which now begins
to speak of actual cap ex plans being put on ice for the time being.

Senator TOOMEY. Yeah, which is really disturbing. The Senator
from Tennessee’s question about what causes stagnant wages, well,
it corresponded to an extended period of very low productivity
growth, which itself corresponded to very low capital expenditure
growth. We broke that with the incentives in the tax reform that
caused a big surge in cap ex. And it would be a tremendous pity
to jeopardize that because of the trade policy.

Let me move on to a somewhat technical matter regarding the
Fed’s balance sheet. As you know, historically the Fed has manipu-
lated just overnight rates, the discount rate and Fed funds rate,
and let the markets decided all other interest rates. That all
changed with quantitative easing when the Fed became the biggest
market participant in the purchase of Treasurys. And it changed
in an explicit way when the Fed decided that it would intentionally
manipulate the shape of the yield curve with Operation Twist,
which was very consciously and willfully designed to change the
shape of the curve.

My understanding is now, to the extent that you make purchases
of Treasurys, which you do when payments come back to the Fed
in excess of what you want to run off, you do so basically as a set
proportion of what the Treasury is issuing without regard to where
on the curve they are issuing.

So while this is happening, the yield curve is flattening and in
a pretty dramatic way, right? Twos, tens were like a hundred basis
points a year ago. Today they are, I do not know, 25 basis points.
Some people are concerned that a flattening curve or an inverted
curve correlates with economic slowdown and recession.

Here is my question: Does a dramatic change in the shape of the
yield curve in any way influence the trajectory that you guys are
on with respect to normalizing interest rates and the balance
sheet?

Mr. POWELL. Sorry. In other words, are we going to change our
balance sheet policies due to the—is that what you are asking—due
to the changing shape of the curve?

Senator TOOMEY. Yeah, does the changing shape of the curve
weigh into your considerations at all?

Mr. POWELL. You know, I think what really matters is what the
neutral rate of interest is, and I think population look at the shape
of the curve because they think that there is a message in longer-
run rates, which reflects many things, but that longer-run rates
also tell us something, along with other things, about what the
longer-run neutral rate is. That is really, I think, why the slope of
the yield curve matters. So I look directly at that rather than—in
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other words, if you raise short-term rates higher than long-term
rates, you know, then maybe your policy is tighter than you think,
or it is tight, anyway.

So I think the shape of the curve is something we have talked
about quite a lot. Different people think about it different ways.
Some people think about it more than others. I think about it as
really the question being what is that message from the longer-run
rate about neutral rates.

Senator TOOMEY. Yeah, I think that makes a lot of sense.

I see my time has expired. Thank you, Mr. Chairman.

Chairman CRAPO. Let me check.

Senator WARNER. I got in under:

Chairman CRAPO. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman. Chairman Powell,
it is great to see you again. Part of the challenge coming this late
in the hearing is a lot of my questions have been answered. I want
to follow up a comment at least on what Senator Toomey was ad-
dressing. I was going to cite the minutes of the Fed June meeting
as well in terms of you say you have not seen these effects in the
economy yet, but there has been a slowing of cap ex because of con-
cerns about what I think is the President’s kind of ill-thought-
through trade war. I strongly believe we ought to take into consid-
eration and have a fair and balanced trading system. I think China
is the worst offender, particularly in the theft of intellectual prop-
erty and other items. I was actually applauding the President when
he moved strongly at first for a day or two on ZTE and before he
folded at the first pushback from President Xi. And I would argue
that we would be in a stronger position vis-a-vis citizenship if we
had been about to actually rally other nations around the world,
nations that are our allies. Instead, he is engaged in trade prac-
tices with them. No need to comment on that.

Senator Tester raised an issue I wanted to raise as well, indi-
cating foreign banks that have relatively small U.S. subsidiaries
but large overall international assets are still going to be subject
to stress tests. As a matter of fact, wasn’t it correct that at least,
since there are a variety of stress tests, the CCAR stress tests still
applies to institutions that have assets at any level or relatively
any level, and that there was recently a foreign bank with $900 bil-
lion of total assets but only $86 billion in U.S. assets that the
CCAR stress test still applied to? Is that not correct?

Mr. POWELL. I believe that is correct.

Senator WARNER. OK. I think you have addressed that, and
there are some tensions here between—the Chairman is a good
friend of mine and all. I think there may be appropriate regulatory
relief for some regional banks, but I want to make sure—and I
think you have addressed this with Senator Tester—that for those
banks in that 100 to 250 range, you can have a thorough process
and rulemaking process that stress tests are going to continue on
a regular basis, and that these banks that fall into this category
are going to be strictly reviewed before they might receive some of
this regulatory relief to make sure that they—you know, size alone
may not be the only indicator of significance to the overall market,
and there may be some institutions that fall in that category but
still need the enhanced SIFI diagnosis.




24

Mr. POWELL. Right, so the bill gives us all the authority we need,
frankly, to reach below 250 down to 100 and apply any prudential
standard we want, either on the grounds of financial stability or
just the safety and soundness of banking companies. We will pub-
lished—we are thinking about it carefully now. We are going to
publish for public comment the range of factors that we can con-
sider. And, again, the bill is very generous in letting us consider
all the factors that we think are relevant.

Senator WARNER. But one of the reasons that I was supportive
of the legislation was testimony that you had given prior to the
passage that this was not going to be some blanket dismissal of
these institutions, that you were going to go through a thorough
rulemaking process and make an evaluation before those regula-
tions were relaxed. Is that still your position?

Mr. POWELL. We will, absolutely. In fact, there is one institution
now that is designated as a SIFI that is less than 250. So we are
not shy about finding financial stability risk when we find it.

Senator WARNER. We think, again, the lines are always arbitrary
here, but it is up to you and the Fed to make sure that institutions,
particularly based upon their business practices that may be over-
all economically significant, that they still will have that deter-
mination, as you indicated, even if they fall below 250.

Mr. POwWELL. Yes, a wide range of factors it will be.

Senator WARNER. Let me move to a different topic. I recently
sent you a letter with a number of my Democratic colleagues on the
Community Reinvestment Act, and I think the renewal of that act
is very important. And I am concerned that the OCC has proposed
a policy that will “only consider lowering component performance
test ratings of a bank if evidence of discrimination or illegal credit
practices directly relates to the institution’s CRA lending activi-
ties.”

The way I read that would mean that under the OCC’s proposal,
which I think is inappropriate, you could end up with a bank still
getting a good CRA rating, even though they had discriminatory
practices, but simply those discriminatory practices fell outside of
its CRA lending processes. So my hope would be for those banks
that fall under the Fed’s review that we will not see a relaxing of
those CRA standards.

Mr. POWELL. You have correctly stated what our policy is, and
I have every reason to think that it will continue to be that. We
am not looking to change it.

Senator WARNER. I would hope so, and I want to make sure we
will follow up with additional letters and requests on that subject.

Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Van Hollen.

Senator VAN HOLLEN. Thank you, Mr. Chairman. Mr. Chairman,
welcome. Good to have you here.

A couple questions that relate to the tax bill, because much has
been said about that. Senator Toomey mentioned that it has re-
sulted in increased investment. What I have seen is a huge whop-
ping increase in stock buybacks. In fact, as of today, the number
is $600 billion in stock buybacks. Those are corporations that have
decided not to invest the money back into their workers or their
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plant or their equipment, but give it to stockholders, which in-
cluded, I should say, one-third of the stock holdings in this country
are foreign stockholders. So it is a great windfall for the accounts
of foreign stockholders.

Much has also been claimed about the economic impact. I am
looking at the most recent projection that the Fed had for median
long-term growth. As of your June 13th report, I see it is 1.8 per-
cent, is that correct, for the current long-term growth median pro-
jection?

Mr. POWELL. Yes, it is.

Senator VAN HOLLEN. Are you aware of what the projection was
a year ago before the tax bill was passed?

Mr. POWELL. I am going to say 1.8 percent.

Senator VAN HOLLEN. It was 1.8 percent. I mean, the reality is,
despite all the hype around here, it is not really going to have an
impact on our long-term growth. Surprisingly, a lot of us did think
there was going to be a sugar high. When you dump $2 trillion into
the economy, you would think there would be some sugar high, and
maybe there will be some sugar high. But I was interested in an
analysis that came out of the San Francisco Fed. I do not know if
you saw it. Two economists there actually said that the 2017 tax
law is likely to give maybe not even a sugar high. Have you had
a chance to review that analysis?

Mr. POwELL. I have, and I would just say that, you know, there
is a wide range of estimates of the effects of the recent fiscal
changes, and, you know, they are talking about the possibility—I
think their point was late in the cycle when you are near full em-
ployment, the effects might be less. You know, they might or they
might not be. I think there is a lot of uncertainty.

One of the great things about the Fed is we get a range of views,
which is a healthy thing.

Senator VAN HOLLEN. But it does stand to reason, right, that you
would have a smaller impact late in a cycle? I mean, that is why
most fiscal policy in this country over the years has said that we
want to provide stimulus during the really tough times when a lot
of people are out of work, but you do not necessarily want to pro-
vide stimulus sugar high when the economy is clicking on all cyl-
inders. And I think that is the point these economists made, is we
are actually in the ninth year of growth.

So when you are talking about some increase in real wages, not
nearly what we want—I mean, that is over the 9-year period. Is
that right?

Mr. POWELL. I am sorry. Your question?

Senator VAN HOLLEN. When you talk about some small uptick in
real wages, that is over the period of recovery, right?

Mr. POWELL. I was really talking about nominal wages, and what
I was talking about was if you look at 2012, 2013, 2014, all of our
main wage things sort of were around 2 percent, measures around
2 percent. Now they are close to 3 percent. So it was not an over-
night thing, overnight sensation. It was a gradual increase. But
you have seen a meaningful increase.

Senator VAN HOLLEN. Right. And isn’t a fact that real wage in-
creases were higher during the last term of the Obama administra-
tion than during the Trump administration?
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Mr. POWELL. I would really have to go back and look at that.

Senator VAN HOLLEN. I have the advantage, Mr. Chairman, of
having your detailed Fed analysis and the Bureau of Labor Statis-
tics. And what it shows is that, in fact, real wage increases were
higher during the last term of the Obama administration. The
point here really is not play make-believe, as we sometimes hear
around here, that this tax bill somehow miraculously helped a lot
of people out. The reality is, as we heard, real wages are pretty
flat. T understood your testimony about oil price increases. We do
not know how long they will be with us. But we also know that real
wage increases were higher during the 4 years of the Obama ad-
ministration than so far in the Trump administration with the tax
cut and everything else.

So I hope that my colleagues will bring more of a discussion
based—a reality-based discussion to this. The one thing we do
know that tax bill did, the one thing we did know is it is going to
add about $2 trillion to our national debt, a debt that will have to
be paid off by everybody in this room and their kids and grandkids.
And at the same time, the Fed projection shows no change in the
long-term growth projections. So we just blew $2 trillion. A lot of
it is already going to stock buybacks, and I just hope we will sort
of end the happy talk about what this tax cut did.

Thank you.

Chairman CRAPO. Senator Heitkamp.

Senator HEITKAMP. Thank you, Mr. Chairman. And thank you,
Chairman Powell, for once again coming before the Committee and
being willing to answer our questions.

I want to just make a point about wages, and you do not need
to comment on this. Almost 20 percent of the people in our country
who are wage earners earn less than $12.50 an hour. I do not know
how many of you think you can live on $12.50 an hour, but I
think—given that you are working a 40-hour week. Thirty-two per-
cent earn between $12.50 and $20 an hour. Twenty dollars an hour
is just barely $40,000 a year. And the next 30 percent is $22 to
$30, much of it heavily weighted on the light end. In fact, I have
seen one survey that has told us that two-thirds of all wage earn-
ers in this country earn less than $20 an hour, hourly wage earn-
ers.

If you do not think that that presents economic challenges if that
does not change, we are wrong. I think that there is optimism. Op-
timism is leading to taking on more consumer debt. I think we are
seeing that. The response, and I think appropriate, that you have
on interest rates is going to drive increased costs. We have targeted
or linked the student loan rate to what you do, thereby exacer-
bating those people who are attempting to take that next leap for-
ward. So I just want to make the point that where your job is to
look at macro, we visit with people every day in our States who are
struggling, struggling to make ends meet.

And I want to transition to the next place for me on North Da-
kota struggles, and that is trade. You know, I have been asking
questions about trade for 2 years now. So if you look at the min-
utes of the Fed meeting, which I think Senator Toomey talked
about, businesses across the country from steel and aluminum to
farming have been telling Fed officials about plans to pull back
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their investments in their business or offshore their business. We
have now pork producers talking about moving their pork produc-
tion offshore to basically avoid what has been happening in the
pork industry.

These industries I think have good reason to be concerned.
Economists across the spectrum, including economists in the pri-
vate sector, Morgan Stanley and Goldman Sachs, European Central
Bank, the IMF, they are all raising alarms with trade tensions
looming.

So if the President’s trade policies continue to result in escalating
tariffs by our trading partners, I think this is going to have serious
damage to the economy and, in particular, to producers and con-
sumers in my State.

Now, just to give you a number, North Dakota is the ninth most
dependent on imported steel. That surprises people, but you think
about our base industry. What is one of the primary inputs in drill-
ing and in moving o0il? It is steel. What is one of the primary inputs
in large equipment manufacturing? It is steel. And I have heard
from my equipment manufacturers that what amount they got in
tax savings has been gobbled up in the first 2 or 3 months of this
fiscal year.

Then we are not even talking about farmers with the double
whammy of getting hit with steel tariffs—they are large steel
users—and seeing their commodity prices being challenged.

You offered a view last week that the President’s trade war re-
sults in other countries actually lowering their trade barriers. Then
that would be a positive outcome. I do not disagree. However, the
historic and economic evidence suggests the opposite is likely to
occur. In fact, if you look at efforts such as Smoot—-Hawley—we can
go all the way back there—we know and I believe history will tell
you that it contributed significantly to the depth of the Great De-
pression. I do not say it causes it, but it certainly did not assist
in early recovery.

So would you agree with former Chairman Ben Bernanke when
he said in a 2007 speech on trade that restricting trade by impos-
ing tariffs, quotas, or other barriers is exactly the wrong thing to
do for the economy?

Mr. PoweLL. I would, assuming you are talking about them re-
maining in place over a sustained period of time. Absolutely.

Senator HEITKAMP. Well, you know, I get a little frustrated by
this short-term pain for long-term gain. I think that we are going
to have long-term consequences in agriculture because I think we
are going to have emerging markets in the competitive space that
we have not before. We already see the Chinese are subsidizing
their farmers to grow soybeans. We see that Brazil and Argentina
are amping up their soybeans and, arguably, could be, in fact, buy-
ing American soybeans, marking them up and enjoying our market
with the markup as we struggle.

So in that same speech, then-Chair Bernanke cites studies which
show that the effects of protectionist policies almost invariably lead
to lower productivity in U.S. firms and lower living standards for
U.S. consumers. Is there any reason to believe that these studies
are no longer valid?

Mr. POWELL. None that I know of.
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Senator HEITKAMP. OK. Chair Powell, I make the point on
Bernanke’s comments and historic record because we cannot afford
to put our head in the sand and ignore the facts about the impact
of the Administration’s trade policies on our economy. I think it is
clear—I have been probably one of the most outspoken critics of the
President’s trade policy here, certainly on this side of the aisle. And
if we want to improve trade, the right way to do it is to expand
trade agreements, in my opinion, not impose reciprocal tariffs.

And so I am deeply concerned—and I know that at this point you
are taking a watchful eye. But I am deeply concerned about the
long-term ramifications of this so-called short-term policy. And cer-
tainly if we see the next tranche, the $200 billion, and then beyond
that we see tariffs on automobiles, we will, in fact, be in a full-on,
escalated, damaging trade war. And I do not know where that
ends. And if this is a game of who blinks first, the best thing to
do would be to get to the negotiating table.

Now—oh, I am over my time.

Chairman CRAPO. Yes.

Senator HEITKAMP. I am sorry. But I want to make the point
that I am going to stay on this. I am going to stay on the macro
effects of this trade policy, because this is not good for our econ-
omy, and we are going to look back at this time perhaps in a year
and say that is the point at which we turned the corner and the
economy started taking a downturn.

Chairman CRAPO. Senator Warren.

Senator WARREN. Thank you, Mr. Chairman. And good to see you
again, Chairman Powell.

Before the financial crisis, banks loaded up on risky loans while
regulators just looked the other way. And when those loans went
bad, taxpayers were left holding the bag because big banks did not
have enough capital to stay afloat.

Dodd—Frank included two major reforms to make sure that this
never happens again: first, rules that make big banks meet higher
capital standards so they are better equipped to handle losses; and,
second, rules that make the banks take annual stress tests to en-
sure that they are not taking on too much risk.

But since you have taken over, Chairman Powell, the Fed has
rolled back on both of these reforms, and I just want to explore
what that means for our economy.

In April the Fed proposed an amendment that lowers the en-
hanced supplementary leverage ratio. That is the special capital re-
quirement for the too-big-to-fail banks. The FDIC claims that this
reform will allow the banks to maintain $121 billion less in capital,
but the Fed disagrees with the FDIC’s assessment. Why is that?

Mr. POWELL. We actually think that the effect of that proposed
change which is under consideration—we are looking at the com-
ments—would be pretty close to zero as it relates to the firm itself.
And, also, we think—in other words, if you look at the entire enti-
ty, it would be less than $1 billion. I will not say zero, but I think
our estimate was $400 million.

Senator WARREN. So you just think the FDIC’s $121 billion esti-
mate is made up?
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Mr. PowELL. They are talking about the bank; whereas, we are
talking about the whole firm. Within the whole firm, at the firm
level—

Senator WARREN. But the banks we have to worry about are the
banks that get bailed out here.

Mr. POWELL. Yeah, and the enhanced supplemental leverage
ratio, the problem with this is that we do not want a leverage ratio
to be the binding capital requirement because it actually calls
upon—if you are bound by that, you are actually called upon to
t}alke more risk. So we would rather not have the bank bound by
that.

Senator WARREN. So let us take a look at this in terms of trying
to strengthen the banks so that we do not have to be in a position
to bail them out. The second thing you have done is you have put
a lot of stock in stress tests, and last week you called the stress
tests “the most successful postcrisis innovation for bank regula-
tion.” But under your leadership, the Fed has weakened the stress
test regime.

Here is one example. Results of this year’s exercise recently be-
came public and reportedly three banks—Goldman Sachs, State
Street, and Morgan Stanley—had capital levels that were too low
to pass the test. I wrote to you about these banks a few weeks ago,
and I appreciate your response on this. But just to be clear, after
theﬁi rglunked, did you give those too-big-to-fail banks a failing
grade?

Mr. POwELL. We gave them what we call a “conditional non-
object,” which is something we have done

Senator WARREN. OK, but that is not a failing grade, right? They
did not flunk.

Mr. POWELL. They suffered the same penalty, which was to have
to limit their distributions to the prior years.

Senator WARREN. Well, that is what I want to ask. If you did not
flunk them, did you at least follow the Fed guidelines and make
those banks submit new capital plans that would pass the test?

Mr. POWELL. No. In fact, when we do the conditional nonobject,
we do not require them to resubmit——

Senator WARREN. So you do not require them to actually meet
the criteria.

Mr. POWELL. In the many times we have used that tool over the
years, we have not required that.

Senator WARREN. In other words, the Fed looked the other way.
You let these banks off with what you call a conditional nonobjec-
tion, letting them distribute capital to their shareholders instead of
keeping it on their books. In fact, because of your action, Morgan
Stanley and Goldman Sachs investors took home about $5 billion
more than they otherwise would have. That is nice gift to the bank,
Mr. Chairman.

On top of that, the Fed also proposed a rule in April that would
make the stress tests less severe, effectively reducing capital re-
quirements at the eight largest banks by a total of about $54 bil-
lion, according to a Goldman Sachs analysis.

So, Chairman Powell, by your own account, the economy is doing
well. We all know that bank profits are gigantic. The banks just
got huge tax breaks. Three Fed Presidents—President Rosengren,
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President Mester, and President Evans—have suggested it is an
ideal time to raise capital requirements to strengthen the banks in-
stead of siphoning off cash to shareholders. So why is the Fed
under your leadership persistently seeking to reduce capital re-
quirements and weaken stress tests?

Mr. PoweELL. With respect, Senator, we are not doing either of
those things. In fact, the stress test in 2018 was materially more
stressful—the amount of the loss and the amount of required cap-
ital to pass the test was the highest by far of any test.

Senator WARREN. Look, I do not know what to say. The FDIC
does not see it that way. Goldman Sachs does not see it that way.
The data do not seem to back you up on this. The Fed’s capital re-
quirements and the stress test are like a belt and suspenders. You
can loosen the belt and rely on the suspenders, or you can take off
the suspenders and rely on the belt. But if you do both, your pants
will fall down. And, Chairman Powell, we learned in 2008 that
when the big banks’ pants fall down, it is the American economy,
American taxpayers, American workers who get stuck pulling them
back up. So it looks like to me the Fed is headed in the wrong di-
rection here.

Thank you, Mr. Chairman.

Chairman CRAPO. Senator Schatz.

Senator SCHATZ. Thank you, Mr. Chairman. Chairman Powell,
thank you for your service, and thank you for being willing to en-
gage. I understand the need for you to stay in your lane, so I am
going to ask a question, and I want to have as constructive of an
exchange as possible, knowing that some of this ground has been
covered, and I do not want to turn this into a partisan conversa-
tion.

Banks are doing well. They had record-breaking profits in the
years 2016 and 2017, and it looks like 2018 is going to be another
gangbuster year. Across the board, banks increased their dividends
by 17 percent in 2017, 12 percent in 2018. Community banks’ earn-
ings are also up. Household credit is up.

In April, after your speech to the Economic Club of Chicago, you
said, and I quote, “As you look around the world, U.S. banks are
competing very, very successfully. They are very profitable. They
are earning good returns on capital. Their stock prices are doing
well. So I am looking for the case for some kind of evidence that
regulation is holding them back, and I am not really seeing that
case as made at this point.”

The data backs up your statement. Banks are the most profitable
that they have ever been. So what is the motivation for weakening
Dodd-Frank rules like the Volcker Rule?

Mr. PoweLL. I think we want regulation to be as efficient as well
as effective as it can possibly be. Regulation is not free. Regulation,
good regulation, has very positive benefits—avoiding financial cri-
ses, avoiding consumer harm, and things like that. But nobody ben-
efits when regulation is inefficient. And so we have taken the job,
particularly for the smaller institutions going back and looking at
everything we have done over the last decade, to make sure that
we are doing it in the most efficient way possible. That is what we
are doing. We want the strongest, toughest regulation to apply to
the biggest banks, particularly the eight SIFIs. And then we want
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to make sure that we have tailored appropriately as we move down
into regionals and subregionals and then large community banks
and then smaller ones.

Senator SCHATZ. OK. A fair answer. What would you say to
someone back home who says, “Why would the Fed focus on this?
Why would the Banking Committee focus on this? Why would the
Federal legislative branch focus on making life easier for the banks
given income inequality, given that these are literally the most
profitable institutions in American history?” I get that it is always
better to make things more efficient. It just seems like you have
limited resources and we have limited political capital to spend on
priorities for the Fed. What do I say to someone back home who
says, “Why are you taking care of these guys who seem to be feed-
ing at the trough pretty nicely?”

Mr. POwWELL. I think you have to distinguish between different
kinds of institutions. You know, I do not think that the smaller
community banks are maybe feeling quite as healthy as you are
saying. I think they are healthy. But I think, you know, we want
them to be devoting their efforts to making loans and investing in
their communities, supporting economic activities in communities,
not

Senator SCHATZ. But lending is up, right? And profitability is at
least somewhat of a proxy for the efficiency of the regulations. I
will not belabor this. I take your answer in good faith.

In a recent interview with Marketplace, you were asked what
keeps you up at night. This is one of the things I enjoy about you,
is you are frank in your responses while trying to stay in your lane.
And you said, “We face some real longer-term challenges, again, as-
sociate with how fast the economy can grow and also how much the
benefits of that growth can be spread through the population. I
look at things like mobility. If you judge the United States against
other similar well-off countries, we have relatively low mobility. So
if you are born in the lower end of the income spectrum, your
chances of making it to the top or even to the middle are actually
lower than they are in other countries.”

Understanding that the Fed cannot address these issue squarely,
can you talk a little bit about income inequality and what ought
to be done? And then my final question around income inequality
is whether, to the extent that you have expressed this view, a tax
cut that provides about $33,000 for individuals in the top 1 percent
of earners and about 40 bucks to the poorest of the poor, whether
or not that helps or hurts in terms of income inequality.

Mr. POWELL. There are a range of—the question I was answering
in that interview and that you are really asking is really these are
issues that the Fed does not have the tools or the mandate to fix,
but they, nonetheless, involve significant longer-term economic
challenges. So I just would—you know, I pointed out low mobility,
which is the research of Raj Chetty, who is a professor back at
Harvard now, and also just the stagnation of median incomes for
a long time. And if you look at things like labor force participation
among prime-age males, you have seen a decline over 60 years.

These are unhealthy trends in the U.S. economy that we do not
have the tools to fix. You do. These are things for the legislature
to work on. And, you know, it comes down to things that are easy
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to say and hard to do, like improve education, deal with the opioid
crisis, things like that. And I also think, you know, balanced regu-
lation plays a role in this and in enabling capital to be allocated
freely and people to move from job to job. All those things go into
it. But these are long-run important issues, particularly—another
one is the potential growth rate of the country, which looks like it
has slowed down because of aging, really, and demographics and
things like that.

So these are big issues. We cannot really affect them with mone-
tary policy.

Senator SCHATZ. Thank you.

Chairman CRAPO. Senator Cortez Masto.

Senator CORTEZ MASTO. Thank you. Chairman Powell, thank you
for being here, and thank you for also answering our questions. I
appreciated your comments earlier in the introduction, and noting
what you admitted that the aggregate numbers do look good.

But I also noted in your presentation that there is a quote that
you say, and it is this: “And while three-fourths of whites re-
sponded in a recent Federal Reserve survey that they were doing
at least OK financially” in 2017—“at least OK, only two-thirds of
African Americans and Hispanics responded that way” when it
comes to financially whether they were doing OK. And I think that
is what this comes down to. It comes down to those individuals who
are living out there who are struggling, how much money is in
their pocket, how much it can pay for.

I notice you talked about the wages are up 0.27 percent, price
index increased 2.3 percent. So in response to Senator Menendez’s
question about the steps that you were taking for broad-based
wage growth, you answered several things. But let me ask you this:
Is it your opinion that it is the Fed’s responsibility or role to do
something about wage growth, broad-based wage growth to play a
role there?

Mr. POwEeLL. I think, you know, what you have assigned us is lit-
erally maximum employment and stable prices, and also financial
stability, we have an overall responsibility for that. Maximum em-
ployment, the sense of that is it is not just one measure. It is a
broad range of measures, and I think we have really—you know,
we have worked hard to provide support for the labor markets.

hSerl)lator CORTEZ MASTO. And that would include wage growth
then?

Mr. PoweLL. It would. Wage growth comes into really both of
those things. It comes into maximum employment. It also comes
into inflation.

Senator CORTEZ MASTO. Good. I am glad you said that because
here is the other thing that you said that concerned me, and you
said one way to address and increase wage growth was incomes
need to go up, and they only go up with higher productivity. And
that is what you said needs to occur.

But let me ask you this, because I have looked at some of the
economists and studied some of the reports in the last 30 years or
so, and I know that was true probably from 1950 to the 1970s, that
they were both going up together. But we also have studies that
show from 1973 to 2016 it was just the opposite. They are diver-
gent, that productivity went up by 73.7 percent, but the hourly pay
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went up 12.5 percent, only 12.5 percent. That is 5.9 times more,
more productivity than pay.

So knowing that, how can you say that we need to focus on high-
er productivity because that will also increase wages?

Mr. POWELL. So what I said was that over a long period of time,
wages cannot go up sustainably without productivity also increas-
ing. It is a different thing to say that higher productivity guaran-
tees higher wages. I did not say that, and I do not think that is
true. I know very well the charts you are talking about.

Senator CORTEZ MASTO. So then what tools—then what are you
doing to address wage growth to ensure that we are increasing
wages? Because here is what is happening—and you know this. If
you are in your community—and I am hoping you are—and you are
talking to people across America, you know that wages have been
flat since 1973. That means that the people when I go home—and
me and my family and Nevadans in general who are struggling,
they do not have enough money to pay for housing costs, for health
care, for education, for prescription drugs. And what do I tell them
that you are doing to look out for their interests to help them and
improve their lives with the tools that you have?

Mr. POwELL. The tool that we have is monetary policy, and we
can and we have

Senator CORTEZ MASTO. No, I appreciate that. Let me ask you
this: Can you just put it in terms if you are talking to a constituent
in my State to explain to them what you are doing—now, remem-
ber, Nevada was a place where we had the foreclosure crisis. Peo-
ple lost their homes, and they lost their jobs. We had 15 percent
unemployment at one point in time, underwater in their homes.
What would you say to those individuals that you are doing to en-
sure, one, it does not happen again and, two, improve the wage
growth for them?

Mr. POwWELL. We are doing everything we can with our tools to
niake sure that if you want a job, you can have one, and we are
also——

Senator CORTEZ MASTO. But having a job and having a livable
wage are two different things.

Mr. POWELL. Over the long term, we do not have those tools. You
have those tools. Congress has the tools to assure stronger wage
growth over time. We really do not have that with—we can move
interest rates around to support activities, support hiring. We do
not have the tools to support higher productivity, for example,
which tends to lead to higher wages without guaranteeing them.

Senator CORTEZ MASTO. As an economist, you can work with us
and tell us the tools or the things that can be done, like increasing
the minimum wage, that might improve livable wages for individ-
uals, correct?

Mr. POwWELL. I would say principally over long periods of time in-
vesting in education and in skills are the single—that is the single
best thing we can do to have a productive workforce and share
prosperity widely, which is what we all want.

Senator CORTEZ MASTO. And I know my time is up, and I appre-
ciate that. But I am concerned. Is that based on your own indi-
vidual opinion, or is that research or data or information that you
know that shows that?
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Mr. POWELL. It is a lot of research.

Senator Cortez Masto. OK. Thank you.

Chairman CRAPO. Senator Donnelly.

Senator DONNELLY. Thank you, Mr. Chairman. And thank you,
Mr. Chairman.

Mr. Powell, I am worried about farmers in my State. I checked
about an hour ago. Soybean prices are $8.40 a bushel, well below
the cost of production right now. Corn is $3.48 a bushel, well below
the cost of production. In the last couple of weeks, I have visited
with a number of Hoosier farmers and groups like the Indiana
Corn and Soybean Alliance and the Indiana Farm Bureau to hear
their growing concerns with falling commodity prices and uncertain
trade policies, which are already harming Hoosier farmers in rural
communities.

Let me tell you a conversation I had last Friday. It was with a
businessman who is also a farmer, and he was telling me about he
just bought 140 acres from another farmer. And he said, “Joe, I
told the farmer, ‘I do not want to buy this from you right now be-
cause I know you are struggling. And I know you do not want to
sell this. And I do not want to take advantage of you.””

And the farmer who was selling it said, “If I do not sell this, I
could start losing everything else, and so you are actually helping
me out.” This is where our rural economy is going right now.

I have also heard from local businesses dealing with canceled or-
ders because of the tariffs. The price of soybeans, as I mentioned,
it is a 10-year low—a 10-year low—due largely to the Chinese tar-
iffs on U.S. exports. This current policy, what I worry about is that
it has already damaged foreign export markets that took decades
and decades to build. And so what I am asking you is: What would
be the long-term impact of falling commodity prices and reduced
agriculture exports on rural communities, which are struggling in
so many ways already?

Mr. PoweLL. Well, I think we know it would be very bad, and
we have seen periods in American history where that has hap-
pened, and it can be extremely tough on farmers and rural commu-
nities.

Senator DONNELLY. And if they lose the markets that they have
developed—I was over in China talking to some of their defense
leaders a few years ago about North Korea, and I was walking
through the airport, and there was a group just by coincidence—
it was a flight back home, the flight to Chicago and then go back
home to Indiana. It was a group of Indiana soybean farmers who
were traveling the country, developing the market. What happens
to rural communities if China just looks up and says, you know,
“we found more reliable suppliers”?

Mr. POWELL. As we discussed, it can be very tough.

Senator DONNELLY. So as Fed Chairman, what would you say to
all those farmers who are really nervous, really concerned about
what their future will be? They look to us for smart policies, for
reasonable policies. Is there anything you can say about this trade
war that is going on right now?

Mr. POwELL. I should again start by saying that it is really not
the Fed’s role. We do not do trade policy. That is Congress and the
Administration.
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But, you know, I think if the current process of negotiation back
and forth results in lower tariffs, that would be a good thing for
the economy. If it results in higher tariffs, then I think—you know,
I hardly need to tell you what higher tariffs would do for agricul-
tural producers. Agriculture is an area where we lead the world in
productivity and we are great exporters, and, you know, you would
be very hard hit by these tariffs.

Senator DONNELLY. If this goes on for a couple more years, what
would be the impact on our rural communities?

Mr. POwWELL. I think certainly it would be very tough on the
rural communities and, you know, I think we would feel that at the
national level, too.

Senator DONNELLY. Let me also ask you about opioids, which you
have mentioned, and workforce participation. My State has been
deeply impacted by the opioid crisis. Last summer, during one of
her final appearances before Congress, I spoke with former Chair
Janet Yellen about the opioid epidemic and its connection to not
just health outcomes but also economic and employment outcomes,
the impact of opioids on the labor participation rate, which has de-
clined from 66 to 63 percent over the last decade. She agreed there
was a connection and noted surveys suggest that many prime-age
individuals who are not actively participating in the labor market
are involved in prescription drug use.

You know, I look at these people we have lost, the next doctors,
the next electricians, the next nurses. What do you see is the im-
pact of the opioid epidemic on our workforce participation and, in
general, the economy?

Mr. POWELL. You know, it is a terrible human tragedy for many
communities, certainly for the individuals and their families in-
volved. I think from an economic standpoint, some high percentage
of the prime-age people who are not in the labor force, particularly
prime-age males who are not in the labor force, are taking pain-
killers of some kind. I think the number that Alan Krueger, who
is a professor, came up with is 44 percent of them. So it is a big
number. It is having a terrible human tool on our communities,
and also it matters a lot for labor force participation and economic
activity in our country.

Senator DONNELLY. Thank you.

Thank you, Mr. Chairman.

Chairman CraPO. Thank you, Senator Donnelly.

That concludes the questioning, but Senator Brown wants

Senator BROWN. Thirty seconds, Mr. Chairman. Thank you. A
number of colleagues have talked about productivity and non-
supervisory pay, that pay has gone up 27 percent and—I am sorry,
2.7 percent, but it is important—from June to June, I think, was
what one of my colleagues said. But it is important to recognize
that CPI has gone up 3 percent in that period. So we should really
never talk about nominal pay. We should talk about real dollar
pay.

Thank you, Mr. Chairman.

Chairman CRAPO. Understood. All right. Thank you. And thank
you, Mr. Chairman, again for being here. We appreciate your work
and also your taking the time to come here and respond to our
questions.
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For Senators wishing to submit questions for the record, those
questions are due in 1 week, on Tuesday, July 24th, and, Chairman
Powell, we ask that you respond as promptly as you can to the
questions that may come in.

Again, we thank you for being here. This is very good timing. We
have got a vote underway right now, so we appreciate you helping
to steer this hearing to a good conclusion.

With that, the hearing is adjourned.

Mr. PoweLL. Thank you.

[Whereupon, at 11:53 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN MIKE CRAPO

Today, we welcome Chairman Powell back to the Committee for the Federal Re-
serve’s Semiannual Monetary Policy Report to Congress.

This hearing provides the Committee an opportunity to explore the current state
of the U.S. economy, and the Fed’s implementation of monetary policy and super-
vision and regulation activities.

Since our last Humphrey—Hawkins hearing in March, Congress passed, with sig-
nificant bipartisan support, and the President signed into law, S. 2155, the Eco-
nomic Growth, Regulatory Relief, and Consumer Protection Act.

The primary purpose of the bill is to make targeted changes to simplify and im-
prove the regulatory regime for community banks, credit unions, midsize banks, and
regional banks to promote economic growth.

A key provision of the bill provides immediate relief from enhanced prudential
standards to banks with $100 billion in total assets or less.

The bill also authorizes the Fed to provide immediate relief from enhanced pru-
dential standards to banks with between $100 billion and $250 billion in assets.

lét is my hope that the Fed promptly provides relief to those within those thresh-
olds.

By right-sizing regulation, the bill will improve access to capital for consumers
and small businesses that help drive our economy.

And, the banking regulators are already considering this bill in some of their
statements and rulemakings.

Earlier this month, the Fed, FDIC and OCC issued a joint statement outlining
rules and reporting requirements immediately impacted by the bill, including a sep-
arate letter issued by the Fed that was particularly focused on those impacting
smaller, less complex banks.

But, there is still much work to do on the bill’s implementation.

As the Fed and other agencies revisit past rules and develop new rules in conjunc-
tion with the bill, it is my expectation that such rules be developed consistent with
thﬁ purpose of the bill and intent of the members of Congress who voted for the

ill.

With respect to monetary policy, the Fed continues to monitor and respond to
market developments and economic conditions.

In recent comments at a European Central Bank Forum on Central Banking,
Chairman Powell described the state of the U.S. economy, saying, “Today, most
Americans who want jobs can find them. High demand for workers should support
wage growth and labor force participation . . . Looking ahead, the job market is
likely to strengthen further. Real gross domestic product in the United States is now
reported to have risen 2.75 percent over the past four quarters, well above most es-
timates of its long-run trend . . . Many forecasters expect the unemployment rate
to fall into the mid-3s and to remain there for an extended period.”

According to the FOMC’s June meeting minutes, the FOMC meeting participants
agreed that the labor market has continued to strengthen and economic activity has
been rising at a solid rate.

Additionally, job gains have been strong and inflation has moved closer to the 2
percent target.

The Fed also noted that the recently passed tax reform legislation has contributed
to these favorable economic factors.

I am encouraged by these recent economic developments, and look forward to see-
Ln;ifdour bill’s meaningful contribution to the prosperity of consumers and house-

olds.

As economic conditions continue to improve, the Fed faces critical decisions with
respect to the level and trajectory of short-term interest rates and the size of its
balance sheet.

I look forward to hearing more from Chairman Powell about the Fed’s monetary
policy outlook and the ongoing effort to review, improve and tailor regulations con-
sistent with the Economic Growth, Regulatory Relief and Consumer Protection Act.

PREPARED STATEMENT OF SENATOR SHERROD BROWN

Thank you, Mr. Chairman. This week, the President went overseas, and sided
with President Putin while denigrating critical American institutions, including the
press, the intelligence community, and the rule of law.

Our colleague Senator John McCain expressed clearly what every patriotic Amer-
ican thought, “No prior president has ever abased himself more abjectly before a ty-
rant. Not only did President Trump fail to speak the truth about an adversary; but
speaking for America to the world, our president failed to defend all that makes us
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who we are—a republic of free people dedicated to the cause of liberty at home and
abrgad. American presidents must be the champions of that cause if it is to suc-
ceed.”

With our democratic institutions under threat, we cannot ignore what happened
in Helsinki yesterday. But we must not lose sight of the other policies of this Ad-
ministration—including the rollback of the rules put in place to prevent the next
economic crisis.

Mr. Powell, thank you for appearing before the Committee to discuss these poli-
cies.

Just last week, a Federal Reserve official said, “There are definitely downside
risks, but the strength of the economy is really pretty important at the moment. The
fundamentals for the U.S. economy are very strong.”

That may be true for Wall Street, but for most of America workers haven’t seen
a real raise in years, young Americans drowning in student loan debt, families try-
ing to buy their first home—the strength of the economy is an open question at best.

Last month, former Fed Chair Ben Bernanke was very clear about the long-term
impact of the tax cut and the recent bump in Federal spending when he said, “in
2020 Wile E. Coyote is going to go off the cliff.”

Last week, the San Francisco Fed released a study finding that the rosy forecasts
of the tax bill are likely “overly optimistic.” It found that the bill’s boost to growth
is likely to be well below projections—or as small as zero. It also suggested that
these policies could make it difficult to respond to future economic downturns and
manage growing Federal debt.

And it’s not just the tax bill—the economic recovery hasn’t been evenly felt across
the country, either. Mr. Chair, I'd like to enter into the record an article from the
New York Times this weekend which talks about those families still struggling from
the lack of meaningful raises and other job opportunities.

While hours have increased a bit over the past year for workers as a whole, real
hourly earnings have not.! And for production and nonsupervisory workers, hours
are flat and pay has actually dropped slightly, according to the Bureau of Labor Sta-
tistics.

The number of jobs created in 2017 was smaller than in each of the previous 4
years. Some of the very companies that announced billions in buybacks and divi-
glebnds are now announcing layoffs, shutting down factories, and offshoring more
jobs.
Some of the biggest buybacks are in the banking industry, assisted in part by the
Federal Reserve’s increasingly lax approach to financial oversight.

Earlier this month, as part of the annual stress tests, the Fed allowed the seven
largest banks to redirect $96 billion to dividends and buybacks. This money might
have been used to pay workers, reduce fees for consumers, protect taxpayers from
bailouts, or be deployed to help American businesses.

Three banks—Goldman Sachs, Morgan Stanley, and State Street—all had capital
below the amount required to pass the stress tests, but the Fed gave them passing
grades anyway.

The Fed wants to make the tests easier next year. And Vice Chair Quarles has
suggested he wants to give bankers more leeway to comment on the tests before
they’re administered—that’s like letting the students help write the exam.

The Fed is considering dropping the qualitative portion of the stress tests all to-
gether—even though banks like Deutsche Bank, Santander, Citigroup, HSBC, and
RBS have failed on qualitative grounds before.

That doesn’t even include the changes the Fed is working on after Congress
passed S. 2155 to weaken Dodd-Frank, making company-run stress tests for the
largest banks “periodic” instead of annual, and exempting more banks from stress
tests altogether.

Vice Chair Quarles has also made it clear that massive foreign banks can expect
goodies, too.

And on and on and on it goes. The regulators are loosening rules around big bank
capital, dismantling the CFPB, ignoring the role of the FSOC, undermining the
Volcker Rule, and weakening the Community Reinvestment Act.

When banks are making record profits, we should be preparing the financial sys-
tem for the next crisis, building up capital, investing in workers, and combating
asset bubbles.

And we should be turning our attention to bigger issues that don’t get enough at-
tention, like how the value placed on work has declined in this country, and how
our economy increasingly measures success only in quarterly earnings reports.

1https:/ /www.bls.gov | news.release [ realer.nr0.htm
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Much of that is up to Congress to address, but over the last 6 months, I have
only seen the Fed moving in the direction of making it easier for financial institu-
tions to cut corners, and I have only become more worried about our preparedness
for the next crisis.

I look forward to your testimony. Thank you.

PREPARED STATEMENT OF JEROME H. POWELL
CHAIR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

JuLy 17, 2018

Good morning. Chairman Crapo, Ranking Member Brown, and other Members of
the Committee, I am happy to present the Federal Reserve’s semiannual Monetary
Policy Report to the Congress.

Let me start by saying that my colleagues and I strongly support the goals the
Congress has set for monetary policy—maximum employment and price stability.
We also support clear and open communication about the policies we undertake to
achieve these goals. We owe you, and the public in general, clear explanations of
what we are doing and why we are doing it. Monetary policy affects everyone and
should be a mystery to no one. For the past 3 years, we have been gradually return-
ing interest rates and the Fed’s securities holdings to more normal levels as the
economy strengthens. We believe this is the best way we can help set conditions in
Wh{)clh Americans who want a job can find one, and that inflation remains low and
stable.

I will review the current economic situation and outlook and then turn to mone-
tary policy.

Current Economic Situation and Outlook

Since I last testified here in February, the job market has continued to strengthen
and inflation has moved up. In the most recent data, inflation was a little above
2 percent, the level that the Federal Open Market Committee, or FOMC, thinks will
best achieve our price stability and employment objectives over the longer run. The
latest figure was boosted by a significant increase in gasoline and other energy
prices.

An average of 215,000 net new jobs were created each month in the first half of
this year. That number is somewhat higher than the monthly average for 2017. It
is also a good deal higher than the average number of people who enter the work
force each month on net. The unemployment rate edged down 0.1 percentage point
over the first half of the year to 4.0 percent in June, near the lowest level of the
past two decades. In addition, the share of the population that either has a job or
has looked for one in the past month—the labor force participation rate—has not
changed much since late 2013. This development is another sign of labor market
strength. Part of what has kept the participation rate stable is that more working-
age people have started looking for a job, which has helped make up for the large
number of baby boomers who are retiring and leaving the labor force.

Another piece of good news is that the robust conditions in the labor market are
being felt by many different groups. For example, the unemployment rates for Afri-
can Americans and Hispanics have fallen sharply over the past few years and are
now near their lowest levels since the Bureau of Labor Statistics began reporting
data for these groups in 1972. Groups with higher unemployment rates have tended
to benefit the most as the job market has strengthened. But jobless rates for these
groups are still higher than those for whites. And while three-fourths of whites re-
sponded in a recent Federal Reserve survey that they were doing at least okay fi-
n}?ncially in 2017, only two-thirds of African Americans and Hispanics responded
that way.

Incoming data show that, alongside the strong job market, the U.S. economy has
grown at a solid pace so far this year. The value of goods and services produced in
the economy—or gross domestic product—rose at a moderate annual rate of 2 per-
cent in the first quarter after adjusting for inflation. However, the latest data sug-
gest that economic growth in the second quarter was considerably stronger than in
the first. The solid pace of growth so far this year is based on several factors. Robust
job gains, rising after-tax incomes, and optimism among households have lifted con-
sumer spending in recent months. Investment by businesses has continued to grow
at a healthy rate. Good economic performance in other countries has supported U.S.
exports and manufacturing. And while housing construction has not increased this
year, it is up noticeably from where it stood a few years ago.

I will turn now to inflation. After several years in which inflation ran below our
2 percent objective, the recent data are encouraging. The price index for personal
consumption expenditures, which is an overall measure of prices paid by consumers,
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increased 2.3 percent over the 12 months ending in May. That number is up from
1.5 percent a year ago. Overall inflation increased partly because of higher oil
prices, which caused a sharp rise in gasoline and other energy prices paid by con-
sumers. Because energy prices move up and down a great deal, we also look at core
inflation. Core inflation excludes energy and food prices and generally is a better
indicator of future overall inflation. Core inflation was 2.0 percent for the 12 months
ending in May, compared with 1.5 percent a year ago. We will continue to keep a
close eye on inflation with the goal of keeping it near 2 percent.

Looking ahead, my colleagues on the FOMC and I expect that, with appropriate
monetary policy, the job market will remain strong and inflation will stay near 2
percent over the next several years. This judgment reflects several factors. First, in-
terest rates, and financial conditions more broadly, remain favorable to growth. Sec-
ond, our financial system is much stronger than before the crisis and is in a good
position to meet the credit needs of households and businesses. Third, Federal tax
and spending policies likely will continue to support the expansion. And, fourth, the
outlook for economic growth abroad remains solid despite greater uncertainties in
several parts of the world. What I have just described is what we see as the most
likely path for the economy. Of course, the economic outcomes we experience often
turn out to be a good deal stronger or weaker than our best forecast. For example,
it is difficult to predict the ultimate outcome of current discussions over trade policy
as well as the size and timing of the economic effects of the recent changes in fiscal
policy. Overall, we see the risk of the economy unexpectedly weakening as roughly
balanced with the possibility of the economy growing faster than we currently an-
ticipate.

Monetary Policy

Over the first half of 2018 the FOMC has continued to gradually reduce monetary
policy accommodation. In other words, we have continued to dial back the extra
boost that was needed to help the economy recover from the financial crisis and re-
cession. Specifically, we raised the target range for the Federal funds rate by ¥4 per-
centage point at both our March and June meetings, bringing the target to its cur-
rent range of 1% to 2 percent. In addition, last October we started gradually reduc-
ing the Federal Reserve’s holdings of Treasury and mortgage-backed securities. That
process has been running smoothly. Our policies reflect the strong performance of
the economy and are intended to help make sure that this trend continues. The pay-
ment of interest on balances held by banks in their accounts at the Federal Reserve
has played a key role in carrying out these policies, as the current Monetary Policy
Report explains. Payment of interest on these balances is our principal tool for keep-
ing the Federal funds rate in the FOMC’s target range. This tool has made it pos-
sible for us to gradually return interest rates to a more normal level without dis-
rupting financial markets and the economy.

As I mentioned, after many years of running below our longer-run objective of 2
percent, inflation has recently moved close to that level. Our challenge will be to
keep it there. Many factors affect inflation—some temporary and others longer last-
ing. Inflation will at times be above 2 percent and at other times below. We say
that the 2 percent objective is “symmetric” because the FOMC would be concerned
if inflation were running persistently above or below our objective.

The unemployment rate is low and expected to fall further. Americans who want
jobs have a good chance of finding them. Moreover, wages are growing a little faster
than they did a few years ago. That said, they still are not rising as fast as in the
years before the crisis. One explanation could be that productivity growth has been
low in recent years. On a brighter note, moderate wage growth also tells us that
the job market is not causing high inflation.

With a strong job market, inflation close to our objective, and the risks to the out-
look roughly balanced, the FOMC believes that—for now—the best way forward is
to keep gradually raising the Federal funds rate. We are aware that, on the one
hand, raising interest rates too slowly may lead to high inflation or financial market
excesses. On the other hand, if we raise rates too rapidly, the economy could weaken
and inflation could run persistently below our objective. The Committee will con-
tinue to weigh a wide range of relevant information when deciding what monetary
policy will be appropriate. As always, our actions will depend on the economic out-
look, which may change as we receive new data.

For guideposts on appropriate policy, the FOMC routinely looks at monetary pol-
icy rules that recommend a level for the Federal funds rate based on the current
rates of inflation and unemployment. The July Monetary Policy Report gives an up-
date on monetary policy rules and their role in our policy discussions. I continue
to find these rules helpful, although using them requires careful judgment.

Thank you. I will now be happy to take your questions.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM JEROME H. POWELL

Q.1. In response to questions at your confirmation hearing on Fed-
eral Reserve efforts to increase diversity in the System, you said,
“I assure you that diversity will remain a high priority objective for
the Federal Reserve. Reserve banks, working closely with the
Board, have also been looking at ways to further develop a diverse
pool of talent in a thoughtful, strategic fashion, readying them for
leadership roles through the Federal Reserve System.”

Since you have become chair, what specific steps have you taken
to encourage more diversity in the Federal Reserve System?

A.1. The Federal Reserve System (System) needs people with a va-
riety of personal and professional backgrounds to be fully effective
in discharging its responsibilities, and we have observed that bet-
ter decisions are made when there are many different perspectives
represented around the table. Since 2016, my colleagues and I on
the Federal Reserve Board (Board) have implemented a framework
to better understand and discuss a range of Board and System ef-
forts that address diversity and inclusion as well as research on
economic inclusion and economic disparities in the economy. Since
becoming the Chairman in February, I have worked with Board
staff to refresh the framework and prioritize our focus on diversity
and economic inclusion initiatives both at the Board and elsewhere
in the System and have ongoing discussions with staff, including
the Board’s Office of Minority and Women Inclusion (OMWI) Direc-
tor, on ways to support various efforts.

I continue to stress to Federal Reserve leaders and staff the im-
portance of having a diverse workforce and providing an inclusive
work environment to our people. System leaders have fostered a
range of diversity and inclusion initiatives, including the develop-
ment of leadership pipelines and ongoing engagements with our
own staff and with the financial services, economic, and academic
communities more broadly. Of the various efforts, I would like to
highlight the following:

e The System launched a leadership development initiative to
provide a structured way to share information about our talent
pool and to find opportunities throughout the System to more
ralpidly grow our talent and prepare them to take on expanded
roles.

e Through the Financial Services Pipeline Initiative,! the Fed-
eral Reserve Bank of Chicago is working to increase the rep-
resentation of people of color in the financial services industry
in the Chicago region. Over the last several months, the Re-
serve Bank of Chicago has hosted events designed to develop
leadership skills for high-performing people of color.

e Researchers throughout the System continue to produce cut-
ting-edge research on how and why disparities exist for dif-
ferent demographic groups in their experiences in employment,
education, and health, and in the housing and credit markets.
In addition, seminars and panels about diversity and inclusion

1For more information about the Financial Services Pipeline initiative, go to: hitps://
www.fspchicago.org /.
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topics are being fostered by local leadership and employee re-
source networks and are shared across the System.

e Through the Opportunity & Inclusive Growth Institute,2 the
Reserve Bank of Minneapolis is conducting research on struc-
tural barriers that limit full participation in economic oppor-
tunity and advancement in the country. The Institute looks be-
yond aggregate economic indicators in order to examine how
national policies impact diverse communities of people within
the U.S. economy.

e The Board cosponsored a Gender and Career Progression3 con-
ference with the European Central Bank and the Bank of Eng-
land in May of this year. There were about 140 people in at-
tendance, including participants from central banks, academia,
think tanks, private industry, as well as a number of local stu-
dents. The topics and papers from the conference focused on
gender diversity in economics, finance, and central banking, in-
cluding gender-based discrimination, the benefits of increased
diversity, the role of culture, and the approaches that could be
used to improve gender diversity. We continue to explore ways
to leverage the knowledge gained from this event for the
Board, the System, and the broader economic community. The
Board subsequently held a panel discussion for its employees
sharing key insights from the conference.

e Throughout the System, we continue to increase our outreach
to local universities, with a particular focus on outreach to
under-represented groups. The Board will soon be hosting Ex-
ploring Careers in Economics,* an event for high school and
college students, in October. Organized to broaden awareness
of careers in economics and to further develop a diverse pool
of talent interested in the field, Exploring Careers in Econom-
ics will offer students a chance to learn about and discuss op-
portunities in economics generally, and learn about mentoring
opportunities, resources, and career opportunities within the
System. The agenda includes a discussion of why inclusion and
diversity matter for economics. In addition to welcoming stu-
dents to the Board in Washington, students from around the
country will participate in this event via webcast.

e The Board’s OMWI Office, in collaboration with the OMWI Di-
rectors from the Office of the Comptroller of the Currency
(OCC), Federal Deposit Insurance Corporation (FDIC), Na-
tional Credit Union Administration (NCUA), and Consumer Fi-
nancial Protection Bureau (CFPB) (collectively, the Agencies),
hosted a Diversity and Inclusion Summit (Summit) on Sep-
tember 13 at the Federal Reserve Bank of New York for the
institutions regulated by each regulatory agency. The primary
purpose of the Summit was for the Agencies’ OMW is to pro-
vide feedback on submissions received from regulated entities
responding to the questionnaire developed through the Policy

2For more information about the Opportunity & Inclusive Growth Institute, go to: https://
www.minneapolisfed.org | institute.

3The conference program and discussion materials are available on the Bank of England’s
website at: https:/ /www.bankofengland.co.uk /events /2018 / may | gender-and-career-progression.

4For more information about the Exploring Careers in Economics event, go to htips://
www.federalreserve.gov | newsevents | pressreleases [ other20180823a.htm.
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Standards for Assessing Diversity Policies and Practices pursu-
ant to section 342 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act). Additionally, an
important aspect of the Summit was the dialogue and insights
between representatives from the regulated entities and the
OMWI Directors on leading diversity practices.

Q.2. In your role as the head of the Reserve Bank Affairs Com-
mittee and now as Chair of the Board of Governors of the Federal
Reserve System, did you ever ask the search committees in At-
lanta, Richmond, or New York for a lists of candidates under con-
sideration? At any point did you urge the search committees at any
of the Banks to broaden their searches to include more women or
minority candidates?

A.2. As the Chair of the Reserve Bank Affairs Committee, I had
worked closely with the search committees to ensure a strong and
transparent process that identifies a broad and diverse slate of
qualified candidates for president searches. Now as Chairman of
the Board, I continue to work closely with my colleague Lael
Brainard, Chair of the Reserve Bank Affairs Committee, to exercise
the Board’s oversight responsibility and stress the importance of
conducting a broad search throughout the search process. We also
recognize that the appointment of a president is, as a legal matter,
a responsibility of the Class Band Class C directors.

During the recent Reserve Bank president searches, the search
committees proactively sought out candidates from a variety of
sources. The search committees have also carried out extensive out-
reach programs intended to solicit input and candidate rec-
ommendations from a range of constituencies across the districts.
These engagement efforts were done with the goal of having as
broad and diverse of candidate pools as possible for the searches.
Throughout the search process, the chair of the search committee
typically provides status updates, including information about the
candidate pools, and discusses potential candidates with the Chair
of the Reserve Bank Affairs Committee.

Q.3. What is your role, directly and indirectly, in the San Francisco
Federal Reserve Bank’s search to select its next President?

A.3. The San Francisco Fed announced the appointment of Mary
Daly as its new president on September 14. As Chairman of the
Board, I stayed abreast of the search through the Chair of the Re-
serve Bank Affairs Committee. When the search committee settled
on the finalist, my colleagues and I at the Board interviewed Ms.
Daly. Upon final approval by all Class B and Class C directors of
the Federal Reserve Bank of San Francisco, my colleagues and I
at the Board voted on the Bank board’s request for approval of the
app(l){intment of Ms. Daly as the new president for the Reserve
Bank.

Q.4. Recently proposed legislation would override the Securities
and Exchange Commission’s (SEC) 2014 reforms to money market
funds. Specifically, that legislation would permit sponsors of money
market funds that satisfy certain conditions to utilize a stable net
asset value, or NAV. In addition, the proposal would exempt those
funds from the liquidity fee requirements in the SEC’s rules.
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As you know, the SEC’s 2014 reforms require institutional money
market funds investing in corporate or municipal debt securities to
use a floating NAV and provide nongovernment money market
fund boards with new tools—liquidity fees and redemption gates—
to prevent runs. Those mechanisms are intended to prevent runs
on money market funds and the freezing of the short-term liquidity
market that occurred during the financial crisis.

Nellie Liang, who served for 11 years in senior roles at the Fed-
eral Reserve in the Division of Financial Stability and the Division
of Research and Statistics, recently wrote an article titled, “Why
Congress shouldn’t roll back the SEC’s money market rules” (at-
tached).

Ms. Liang’s article explains the market dislocation that occurred
during the crisis that led to the SEC’s implementation of the 2014
reforms. Ms. Liang highlights several important improvements to
the structure of money funds, explaining that during the crisis
“there was no doubt that the structure of prime MMF’s amplified
losses and spread problems to many companies when their inves-
tors ran.” She concludes that the “post crisis rules aim not only to
prevent a repeat of the last crisis but to reduce the probability and
costs of the next one,” and that, “reverting to precrisis rules would
risk a return to high levels of private short-term liabilities and an-
other destabilizing run on money market funds, and threaten sta-
bility in the financial system and the economy as a whole”.

Do you agree with Ms. Liang’s concerns that reverting to
precrisis rules could create vulnerabilities in the stability of the fi-
nancial system?

A.4. Susceptibility of money market funds (MMFs) to runs was a
significant vulnerability and flashpoint in the U.S. financial system
during the financial crisis and afterwards. The run on MMFs in
September 2008 destabilized wholesale funding markets used by
banks, dealers, nonfinancial firms, and municipalities for short-
term financing. The Securities and Exchange Commission’s (SEC)
reforms were designed to mitigate these risks. In part due to these
regulatory changes, funding markets have undergone significant
shifts; while markets have largely adjusted to these shifts, consid-
ering additional changes at this moment would likely be unhelpful
to the funding markets.

Q.5. In your testimony, you noted that the banking industry is
well-capitalized. Recent research from the Fed system suggests
that large banks may hold less capital than is optimal in terms of
balancing the cost of another financial crisis with any incremental
increase in bank lending rates. >

5Former Fed Chair Yellen cited research noting that “research points to benefits from capital
requirements in excess of those adopted.” See remarks by Chair Janet L. Yellen. “Financial Sta-
bility a Decade After the Onset of the Crisis”. Speech at the “Fostering a Dynamic Global Recov-
ery” Symposium Sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyo-
ming, August 25, 2017. Available at: hitps://www.federalreserve.gov /newsevents/speech |
yellen20170825a.htm; Firestone, Simon, Amy Lorenc, and Ben Ranish, “An Empirical Economic
Assessment of the Costs and Benefits of Bank Capital in the U.S.”, Board of Governors of the
Federal Reserve System, 2017. Available at: https:/ /www.federalreserve.gov [econres /feds/files/
2017034pap.pdf;, Federal Reserve Bank of Minneapolis, “The Minneapolis Plan To End Too Big
To Fail”, December 2017. Available at: https:/ /www.minneapolisfed.org/-/media/files/publica-
tions [ studies | endingtbif/the-minneapolis-plan [ the-minneapolis-plan-to-end-too-big-to-fail-
final.pdf?la=en.



45

What do you think of this research? Do G—SIBs need to hold ad-

ditional capital?
A.5. Maintaining the safety and soundness of the largest U.S.
banks is critical to maintaining the stability of the U.S. financial
system and the broader economy. These firms must be well-capital-
ized in order to be considered safe and sound. Accordingly, the U.S.
banking agencies have substantially strengthened regulatory cap-
ital requirements for large banking firms, thereby improving the
quality and increasing the amount of capital in the banking sys-
tem. From before the crisis to today, large U.S. banking firms have
roughly doubled their capital positions, making them significantly
more resilient, as well as able to support lending and financial
intermediation in times of financial stress.

Firestone et al., the staff working paper that you cite, analyzes
aggregate capital levels across the U.S. banking sector and does not
address targeted capital requirements that apply to specific banks.
A firm identified as a global systematically important bank (G-
SIB) is currently subject to more stringent capital requirements
than those required of other, less systemic firms.

Under the Federal Reserve’s final G-SIB surcharge rule, a G-
SIB is required to hold an additional amount of risk-based capital
that is calibrated to its overall systemic risk as well as an addi-
tional supplementary leverage ratio buffer of 2 percent above the
3 percent minimum in order to avoid restrictions on distributions
and certain discretionary bonus payments. G-SIBs, together with
certain other large banks, also are subject to annual examination
of capital planning practices through the Federal Reserve’s Com-
prehensive Capital Analysis and Review (CCAR) and to a super-
visory stress test. Finally, G-SIBs are required to maintain min-
imum levels of unsecured, long-term debt and total loss-absorbing
capacity (TLAC), which is made up of both capital and long-term
debt, in order to further help reduce the systemic impact of the fail-
ure of a G-SIB. The purpose of these more stringent requirements
is to increase a G—SIB’s resiliency in light of the greater threat it
poses to U.S. financial stability. This capital regulatory framework
is designed to ensure that G—SIBs, as well as the banking industry
as a whole, maintain strong capital positions.

Q.6. When asked at the July 17 hearing about your plans to imple-
ment S. 2155, you said it is your intention “implement the bill as
quickly as we possibly can.” Does that mean you are going to move
to the rulemakings and implementation of S. 2155 before you finish
the remaining unfinished rulemakings required by the Wall Street
Reform and Consumer Protection Act enacted 8 years ago?

A.6. Many of Economic Growth, Regulatory Relief, and Consumer
Protection Act’s (EGRRCPA) changes require amendments to exist-
ing rules. The Board is working expeditiously on these rulemakings
and plans to solicit public comment on the proposed rule changes.
EGRRCPA includes a number of statutory deadlines for imple-
menting certain sections of the law. It is our intention to prioritize
rulemakings with statutory deadlines in order to ensure that the
Board’s rules are compliant with the law in the timeframe man-
dated by Congress.
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The Board has implemented the majority of its assigned provi-
sions from the Dodd-Frank Act. Sections of EGRRCPA, along with
the remaining unimplemented sections of the Dodd-Frank Act,
which do not have statutory deadlines, may take longer to com-
plete.

Q.7. Does the Fed view any provisions in S. 2155 as providing a
statutory requirement to revisit or recalibrate the enhanced pru-
dential standards applicable to bank holding companies with more
than $250 billion in total consolidated assets?

A.7. One of the fundamental lessons from the financial crisis was
that the largest, most interconnected financial firms needed to
maintain substantially more capital, take substantially less liquid-
ity risk, and face an effective orderly resolution regime if they fail.
Firms with assets of $250 billion or more can present a range of
safety and soundness and financial stability concerns. Therefore,
the Board has tailored, and will continue to tailor, as appropriate,
our regulations to the risk profiles of the firms subject to those reg-
ulations.

In light of EGRRCPA’s amendments, and consistent with the
Board’s ongoing refinement and evaluation of its supervisory pro-
gram, the Board is evaluating whether any changes to the en-
hanced prudential standards applicable to bank holding companies
with more than $250 billion in total consolidated assets are appro-
priate. In doing so, the Board will consider individual firms’ capital
structure, riskiness, complexity, financial activities (including the
financial activities of their subsidiaries), size, and any other risk-
related factors that the Board deems appropriate, as provided in
EGRRCPA.

Q.8. Either pursuant to S. 2155 or pursuant to other authority con-
ferred to the Fed, does the Board intend to alter the threshold at
which foreign banking organizations must establish a U.S. Inter-
mediate Holding Company? Does the Fed intend to provide any
regulatory relief to foreign banking organizations that have more
than $50 billion in domestic assets? If so, what regulatory relief is
the Fed planning to propose?

A.8. Pursuant to the Board’s regulations, foreign bank organiza-
tions (FBOs) with global assets of at least $100 billion and U.S.
nonbranch assets of at least $50 billion are required to establish
or designate a U.S. intermediate holding company (IHC). In our su-
pervisory experience, the requirement to establish an ITHC has
worked effectively, providing for appropriate application of capital,
liquidity, and other prudential requirements across the U.S. non-
branch operations of the FBO, as well as a single nexus for risk
management of those U.S. nonbranch operations. The Board pres-
ently sees no reason to modify this threshold. We continue to re-
view our regulatory framework to improve the manner in which we
deal with the particular risks of FBOs in light of the distinct char-
acteristics of such institutions.

Q.9. Does the Fed have any economic evidence suggesting that the
recently enacted tax bill, S. 2155, or any deregulation finalized by
regulators since 2017 has benefited the overall economy through in-
creased lending?
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A.9. Economic conditions remain strong. Gross domestic product
growth thus far this year is estimated to have averaged a little
above 3 percent at an annual rate. Households and businesses have
been able to obtain the financing needed to support this growth. Fi-
nancial institutions are well-positioned to meet the needs of bor-
rowers. However, it is too early to determine the economic effects
of the tax bill or recently implemented changes in regulation. Gen-
erally speaking, it is difficult to isolate the effects of such changes
given the myriad factors influencing the economy.

Q.10. Does the Fed intend to revisit the calculation of the G-SIB
surcharge? If so, when and in what ways?

A.10. The Board’s capital rules have been designed to reduce sig-
nificantly the likelihood and severity of future financial crises by
reducing both the probability of failure of a large banking organiza-
tion and the consequences of such a failure, were it to occur. Cap-
ital rules and other prudential requirements for large banking or-
ganizations should be set at a level that protects financial stability
and maximizes long-term, through-the-cycle, credit availability and
economic growth. Consistent with these principles, the Board origi-
nally calibrated the G-SIB surcharge so that—given the cir-
cumstances of the financial system—each G-SIB would hold
enough capital to lower its probability of failure so that the ex-
pected impact of its failure on the financial system would be ap-
proximately equal to that of a large non- G-SIB.

The bulk of the postcrisis regulation is largely complete, with the
exception of the U.S. implementation of the recently concluded
Basel Committee agreement on bank capital standards. It is there-
fore a natural and appropriate time to step back and assess those
efforts. The Board is conducting a comprehensive review of the reg-
ulations in the core areas of postcrisis reform, including capital,
stress testing, liquidity, and resolution. The objective of this review
is to consider the effect of those regulatory frameworks on the resil-
iency of the financial system, including improvements in the resolv-
ability of banking organizations, and on credit availability and eco-
nomic growth.

In general, I believe overall capital for our largest banking orga-
nizations is at about the right level. Critical elements of our capital
structure for these organizations include stress testing, the stress
capital buffer, and the enhanced supplementary leverage ratio.
Work is underway to finalize the calibration of these fundamental
building blocks, all of which form part of the system in which the
G-SIB surcharge has an effect. In this regard, I would note that
the G-SIB surcharge rule does not take full effect until January
2019.

Q.11. When does the Fed intend to finalize a 2016 proposed rule-
making related to bank holding companies’ allowable activities in
physical commodities markets?

A.11. The Board undertook a review of the physical commodities
activities of financial holding companies after a substantial in-
crease in these activities during the financial crisis. In January
2014, the Board invited public comment on a range of issues re-
lated to these activities through an advance notice of proposed rule-
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making. In response, the Board received a large number of com-
ments from a variety of perspectives.

The Board considered those comments in developing the proposed
rulemaking that was issued in September 2016. The proposed rule-
making would address the potential catastrophic, legal, and
reputational risks of financial holding companies’ (FHC) physical
commodities activities by applying additional risk-based capital re-
quirements to some of these activities; tightening some of the exist-
ing limitations on physical commodities trading by FHCs; and es-
tablishing new reporting requirements for physical commodities
holdings and activities of FHCs. Under the proposal, FHCs would
be permitted to continue to engage in a number of physical com-
modities trading activities with end users subject to new limits on
physical commodities trading activities.

After providing an extended comment period (150 days) to allow
comm enters time to understand and address the important and
complex issues raised by the proposal, the Board again received a
large number of comments from a variety of perspectives, including
Members of Congress, academics, users and producers of physical
commodities, and banking organizations. The Board continues to
consider the proposal in light of the many comments received.

Q.12. At the July 17 hearing, when asked when the Fed will final-
ize the rulemaking required under Dodd-Frank related to incen-
tive-based compensation at large bank holding companies, you stat-
ed that the interagency regulators have been unable to reach con-
sensus and that the Fed has accomplished some of the goals of the
rulemaking through the supervisory process.

Please provide specific examples.

A.12. Section 956 of the Dodd-Frank Act® prohibits incentive-
based compensation arrangements that encourage inappropriate
risks. Federal Reserve staff have worked with firms in the imple-
mentation of the 2010 Federal Banking Agency Guidance on Sound
Incentive Compensation Policies, ¢ a core principle of which is that
incentive compensation should appropriately balance risk and re-
ward. In so doing, Federal Reserve staff have observed improve-
ment in incentive compensation practices in the following areas:

¢ Risk adjustment: Firms have increasingly begun adjusting
compensation to more appropriately take into account the risk
an employee’s activities may pose to the organization, includ-
ing through use of deferral and forfeiture features in com-
pensation arrangements. Firms also have increasingly focused
on nonfinancial risk (e.g., compliance failures, misconduct, and
operational challenges) in risk adjustment decisions.

¢ Involvement of risk management and control personnel: Risk
management and control personnel generally play a greater
role in the design and operation of incentive compensation pro-
grams than before the financial crisis.

¢ Director oversight: Boards of directors are now increasingly fo-
cused on the relationship between incentive compensation and
risk. For example, at the board level, finance and audit com-

5Public Law 111-203, 124 Stat. 1376 (2010).
675 Federal Register 36395.
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mittees generally work together with compensation committees
with the goal of promoting prudent risk-taking.

e Policies and procedures: Firms have increasingly developed
written policies and procedures to guide managers in making
appropriate risk adjustments.

Q.13. What is the your view on the Fed’s role as the consolidated
Federal regulator for insurance companies that have a savings and
loan holding company?

A.13. The Federal Reserve is charged with consolidated supervision
of savings and loan holding companies to promote the safety and
soundness of the subsidiary insured depository institution (IDI)
and the holding company. Our principal supervisory objectives for
consolidated supervision of insurance savings and loan holding
companies (ISLHCs) are to ensure that they operate in a safe-and-
sound manner so that the subsidiary insured depository institution
is protected from risks related to nonbanking activities, including
insurance, as well as intercompany transactions between the par-
ent and IDI, and to ensure that the IDI is not adversely affected.
To avoid duplication, we rely on the State insurance departments
to the greatest extent possible, including their supervision of the
business of insurance. In applying our consolidated supervision, we
work to ensure that regulations, supervisory guidance, and expec-
tations are appropriately tailored to account for the unique com-
plexities and characteristics of ISLHCs. We remain committed to
tailoring our supervision of ISLHCs to the firms and their insur-
ance operations, as well as conducting our consolidated supervision
of these firms in coordination with State insurance regulators.
Moreover, the Board continues to welcome feedback from ISLHCs
and other interested parties on the potential impact of our super-
vision and proposed rulemakings in the context of ISLHCs’ busi-
ness and practices.

Q.14. Vice Chair Quarles recently gave a speech suggesting that
the Fed should “consider scaling back or removing entirely resolu-
tion planning requirements for most of the firms” in the $100 bil-
lion to $250 billion total consolidated asset range. Please describe
further the Fed’s plans in this regard, along with any cost-benefit
a}rllalysis suggesting that the economy would benefit from such a
change.

How does the Fed view the directive in S. 2155 that company-
run and certain supervisory stress tests be made “periodic” rather
than semi-annual or annual? Does the Fed anticipate changing the
frequency of stress tests for banks with more than $250 billion in
total consolidated assets?

A.14. Consistent with the Economic Growth, Regulatory Relief, and
Consumer Protection Act (EGRRCPA), the Board is considering the
application of enhanced prudential standards, including resolution
planning requirements, to firms in the $100 billion to $250 billion
total consolidated assets range. Resolution planning is especially
critical to ensure that the largest, most complex, and most inter-
connected banking firms structure their operations in ways that
make it more possible for them to be resolved upon failure without
causing systemic risks for the broader economy. The Board there-
fore anticipates focusing resolution planning requirements on these
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firms. Firms with total assets between $100 billion and $250 bil-
lion, especially those that are less complex and less interconnected,
do not pose a high degree of resolvability risk. Therefore, we should
consider no longer imposing the resolution planning requirement
on at least a subset of the firms with total assets between $100 bil-
lion $250 billion. The Board will solicit feedback, including feed-
back on costs and benefits, on any proposed changes to the applica-
bility of resolution planning requirements through the public notice
and comment process.

The provisions of EGRRCPA are generally consistent with the
Board’s view that supervision and regulation should be appro-
priately tailored to the risks posed by firms to the financial system.
The Board also recognizes that the complexity of banks can vary
significantly from bank to bank, even for institutions within the
$100 billion to $250 billion group. Those banks, which provide a
significant amount of credit to the economy, range from large re-
gional banks to an institution that has been designated a system-
ically important financial institution given its size and complexity.
That suggests we may need to consider factors beyond size when
we consider whether it is appropriate to reduce the frequency of
the stress test.

Pursuant to the provisions of EGRRCPA, the Board will assess
the necessary and appropriate frequency of supervisory and com-
pany-run stress tests to effectively ensure the safety, soundness,
and resiliency of the financial system while concurrently mini-
mizing regulatory burden. In general, firms that pose limited risk
to financial stability would be expected to be subject to less fre-
quent supervisory and company-run stress tests than those with a
large systemic footprint. Of course, we would invite public comment
on any proposal to change the frequency of the stress test.

Q.15. Does the Fed intend to exempt any firms from the require-
ment to calculate risk-weighted assets according to Advanced Ap-
proaches?

A.15. The Board is currently focused on ways to simplify the exist-
ing capital rules and to reduce any unwarranted complexity of the
applicable capital requirements overall, rather than on considering
exemptions for particular firms. The Board believes there is room
to simplify the capital framework, while preserving the stringency
of the overall capital requirements. The Board is also actively re-
viewing the requirements applicable to firms with more than $250
billion in total assets to make sure they are appropriately tailored
to the firms to which they are applied.

Q.16. How does the Fed’s planned rulemaking regarding “reach
back” application of enhanced prudential standards anticipate ex-
peditiously capturing quickly growing firms whose risk to the econ-
omy may rapidly escalate? For example, Countrywide grew from
$26 billion in total consolidated assets in 2000 to $211 billion in
2007, and posed systemic threat to the economy.

A.16. EGRRCPA tailors supervisory requirements to the size and
complexity of banking organizations. As is reflected in EGRRCPA,
regulations should be the most stringent for the largest and most
complex institutions. Rulemakings proposed by the Board to tailor
existing requirements would be designed to maintain a safe, sound,
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and stable banking system that supports economic growth without
imposing unnecessary costs. Under this principle, if a bank grows
in size and complexity, the Board’s regulatory framework would
apply increasingly stringent requirements to that banking organi-
zation commensurate with the organization’s size and complexity.

Q.17. In what ways, if any, does the Fed intend to revamp the
Community Reinvestment Act (CRA)?

A.17. The Federal Reserve supports modernizing the Community
Reinvestment Act (CRA) regulations so that they better reflect
structural and technological changes in the banking industry and
strengthen the rules to help address the credit needs of low- and
moderate-income communities. We think an Advance Notice of Pro-
posed Rulemaking (ANPR) is a good starting point to gather input
on the impact of the significant advancements in technology and
other changes in the financial services marketplace since the regu-
lations were last revised. We value input from all stakeholders on
the impact of the significant advancements in technology and other
changes in the financial services marketplace since the regulations
were last revised. We look forward to reviewing suggestions that
fesult from the OCC’s ANPR on possible refinements to CRA regu-
ations.

While there are many positive aspects of the current regulations,
we believe that there are opportunities to improve clarity and con-
sistency through modernization efforts, which would benefit both
banks and the communities they serve. The Board also believes
that revised regulations should recognize that banks vary widely in
size and business strategy and serve communities with different
credit needs. An interagency modernization process is also an op-
portunity to define ways to evaluate a bank’s CRA performance in
light of its size, business strategy, capacity, and constraints, as well
as its community’s demographics, economic conditions, and credit
needs and opportunities. To this end, more metrics could provide
clarity. It is important that the use of metrics is sufficiently re-
sponsive to local credit needs and account for differences in per-
formance expectations based on a bank’s size, business model, and
strategy.

The Board values the interagency process, and we look forward
to working with the OCC and the FDIC on any regulatory revisions
that would promote consistency in the implementation of CRA
across the industry, as well as offer the greatest impact to benefit
reinvestment in local communities, consistent with the spirit and
intent of the law.

Q.18. Assessment Areas under CRA are geographical areas where
bank performance is evaluated on CRA exams. Currently, these
areas include bank branches and deposit-taking ATMs. Many
banks are making loans outside of branch networks, using alter-
native delivery channels including the Internet.

Has the Federal Reserve given thought to changing the definition
of Assessment Areas to reflect the changing landscape of banking?
A.18. Yes. The central focus of the law is on a bank’s affirmative
obligation to meet the credit needs of the communities it serves, in-
cluding low- and moderate-income communities, consistent with
safe-and-sound lending. The Board believes it is time to modernize
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the regulations, including making changes to the definition of a
bank’s “assessment area,” in which its CRA performance is evalu-
ated.

The banking environment has changed significantly since CRA’s
enactment and since the current CRA regulation was adopted. The
regulation focuses on assessing performance where banks have
branches, but many banks may now serve consumers in areas far
from their physical branches. Therefore, the Board agrees that it
is sensible for the agencies to consider expanding the assessment
area definition to reflect the various ways a bank can serve local
communities, while retaining the core focus on place.

Q.19. Comptroller Otting, during Committee testimony in June,
suggested reducing CRA performance measurement to a simple for-
mula system comparing the sum of CRA activities to bank assets.
Making this ratio the totality of a CRA exam would abandon cur-
rent examination weights which judge certain activities as more
important than others, based on local needs.

Do you support this single ratio approach?

A.19. We support updating the CRA regulations to make them
more effective in making credit available in low- and moderate-in-
come areas. In enforcing CRA, we have identified principles to
guide our work. For example, the Board believes that revised regu-
lations should be tailored recognizing that banks vary widely in
size and business strategy and serve communities with widely
varying needs. We believe this can be done while retaining the
flexibility to evaluate a bank’s CRA performance in light of its size,
business strategy, capacity, and constraints as well as its commu-
nity’s demographics, economic conditions, and credit needs and op-
portunities.

We recognize the importance of considering the ways in which a
bank’s business strategy, no matter its size, influences the types of
activities it undertakes to meet its CRA obligations.
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t the height of the financial crisis in 2008, the Primary Reserve Fund ran into
triggering a run on money market mutual funds. Investors pulled nearly $450
out of prime money market funds (MMFs) in just a few weeks, causing the fun
stop lending to big banks and industrial giants General Electric and Ford and endangering
their ability to promptly meet payrolls and other bills. The government responded, quickly
and creatively, with both a guarantee for existing MMF investors to stop the run, as well as an
emergency liquidity facility, the Commercial Paper Funding Facility, to provide financing to
companies that lost their access to short-term funds amid the turmoil.

In 2014, the Securities and Exchange Commission changed the rules for money market funds
50 this would never happen again. Those rules are working well. But some in the industry
want Congress to undo them. That would be a mistake.

Before the crisis, prime MMFs (those permitted to invest in short-term 10Us issued by
borrowers other than governments) were allowed to promise investors $1 for their shares even
when the value of their portfolios fell below $1 a share. If values fell to less than $0.995 a
share, the fund could no longer round up to $1, and a board could close a fund. Unlike banks,
the money market funds weren’t required to hold capital or insurance to back up their §1
promise—even though they were investing in securities that fluctuated in value.

This structure created a classic investor run problem similar to the runs that banks faced
before the creation of deposit insurance in the 1930s. Investors who believe the value of the
investments will fall to less than $1 have an incentive to pull out their funds before others.
The first investors to withdraw money will receive $1 per share. Those who wait will get only
the (lower) market value—often with a delay. As investors run for the exits, funds sell assets
to meet these redemptions. The sales cascade through the economy, pushing down the price
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of these assets and forcing big companies who borrow from money market funds to scramble
for funding, making the problem worse,

In 2010, the SEC tightened the rules to reduce the credit and liquidity risk of the assets that
prime money market mutual funds could hold. The SEC also required greater disclosure of the
assets, but the rules cannot eliminate the risk of price fluctuations and thus the incentive for
investors to be the first out the door.

Soin 2014, the SEC changed the rules, which ultimately took effect in October 2016. Today,
the value of both prime money market shares and shares of municipal tax-exempt securities
sold to institutional investors float with the value of the securities in their portfolios. (The
rules didn’t apply to money market funds sold to retail investors.) Funds that invest in U.S.
Treasury and other sovereign securities were permitted to maintain the fixed $1/share value.

Since the rules went into effect, short-term markets have been functioning srﬁouthly—and in
amuch less risky environment. Anticipating the change, some money market investors moved
money from institutional prime funds and tax-exempt funds to funds that invested in less
risky Treasury and government securities. The total amount of money invested in money
market funds—nearly §3 trillion—did not change. It just shifted from riskier prime
investments to more stable government funds that can maintain the $1/share value,

2412018, 1:59 PM
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Moreover, the shift has not led to any notable disruptions in short-term funding markets. The
commercial paper market, an important source of short-term funding for large corporations,
remains at roughly $1 trillion outstanding, after having shrunk dramatically in the financial
crisis. Nonfinancial companies have been increasing their commercial paper outstanding,
despite the drop in prime MMF assets, and are issuing at spreads that have remained quite

low.
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Most big money managers adjusted to the new rules, but a few—apparently unhappy that the
changes have cut into their revenues—are pushing Congress to undo them. These managers
want to allow institutional prime and tax-exempt funds to once again be able to promise to
redeem shares at $1/share, even when they hold risky assets. Their argument is that these
funds didn’t cause the financial crisis and reforms have gone too far.

But there is no doubt that the structure of prime MMFs amplified losses and spread the
problems to many companies when their investors ran. Prime MMFs that promise a fixed $1
are a source of systemic risk. Post-crisis rules aim not only to prevent a repeat of the last
crisis, but to reduce the probability and costs of the next one, Reverting to pre-crisis rules
would risk a return to high levels of private short-term liabilities and another destabilizing
run on money market funds, and threaten stability in the financial system and the economy as

awhole.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CORKER
FROM JEROME H. POWELL

Q.1. The Federal Housing Finance Agency (FHFA) has proposed a
new regulatory capital framework for the Federal National Mort-
gage Association and the Federal Home Loan Mortgage Corpora-
tion (each, an “enterprise”). See Proposed Rule, Enterprise Capital
Requirements (83 Federal Register 33,312) (Jul. 17, 2018). FHFA’s
proposed rule contemplates that the credit risk transfers (CRT) of
the enterprises would provide capital relief. Id. at 33,356. Accord-
ing to FHFA, with respect to capital relief for CRT, “the proposed
approach is analogous to the Simplified Supervisory Formula Ap-
proach (SSFA) under the banking regulators’ capital rules applica-
ble to banks, savings associations, and their holding companies.”
Id. at 33,358. But FHFA also acknowledges that “the proposed ap-
proach deviates from the SSFA in that it: (i) [plrovides for a more
refined view of risk differentiation across transactions by account-
ing for differences in maturities between the CRT and its under-
lying whole loans and guarantees, and (ii) docs not discourage CRT
transactions by elevating aggregate post-transaction risk-based
capital requirements above risk-based capital requirements on the
underlying whole loans and guarantees.” 1d.

What are the material differences between (i) the rules governing
the capital relief afforded a CRT of an enterprise under FHFA’s
proposed rule and (ii) the rules governing the asset credit, liability
reduction or other capital relief afforded a similar transaction of a
banking organization under the rules of the Board of Governors of
the Federal Reserve System (the Board)?

A.1. The Federal Housing Finance Agency’s (FHFA) proposal on
“Enterprise Capital Requirements” recognizes the risk mitigation
effects of credit risk transfers (CRTs). CRTs are transfers of credit
risk from Fannie Mae and Freddie Mac on a portion of their loan
portfolio to private sector investors. If CRTs meet certain quali-
fying criteria, Fannie Mae and Freddie Mac are able to reduce the
amount of capital held against those portfolios.

The treatment for CRTs proposed by the FHFA is tailored for
two types of products: single-family home loans and multifamily
loans. These products have standardized characteristics that are
incorporated in the FHFA’s proposed approach for risk weighting
these exposures.

The regulatory capital rule, adopted by the Federal Reserve
Board of Governors, the Office of the Comptroller of the Currency,
and the Federal Deposit Insurance Corporation (collectively, “bank-
ing agencies”), similarly recognizes credit risk mitigation effects of
credit risk transfers and allows a banking organization to assign a
lower risk weight to an exposure. However, relative to the ap-
proach proposed by the FHFA, the banking agencies’ capital rule
recognizes credit risk mitigation for a much broader variety of ex-
posures.

The banking agencies’ approach for recognizing credit risk trans-
fer through a securitization needs to be flexible enough to accom-
modate a wide variety of securitized asset classes without stand-
ardized characteristics. The approach may require more capital on
a transaction-wide basis than would be required if the underlying
assets had not been securitized, in order to account for the com-
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plexity introduced by the securitization structure. Furthermore, the
banking agencies’ capital rule requires banking organizations to
meet certain operational requirements. An inability by a banking
organization to meet these operational requirements may lead to
higher risk weighting, relative to the FHFA’s proposed approach.

Q.2. Does the Board expect to consider FHFA’s approach to capital
relief for CRT, and also the experience of the enterprises with CRT,
when the Board next reviews its own rules governing the capital
relief agforded to banking organizations for CRT and similar trans-
actions?

A.2. The FHFA’s proposal is specifically designed for Fannie Mae
and Freddie Mac and their specialized lending purposes. The FHFA
has calibrated its proposed capital requirements and tailored its
credit risk mitigation rules to two specific categories of exposures:
single-family home loan and multifamily loan portfolios.

Banks have a wider variety of exposures than Fannie Mae and
Freddie Mac. Thus, banks require a different calibration of capital
requirements and a more general set of rules governing the rec-
ognition of credit risk mitigation.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR COTTON
FROM JEROME H. POWELL

Q.1. International Organizations. Background: The Federal Reserve
has membership in several international standard-setting bodies.
Among them are the Bank for International Settlements (BIS) and
the Financial Stability Board (FSB). These standard-setting bodies
provide opportunities to push U.S. interests and greater regulatory
harmonization globally. The level of participation by the Federal
Reserve going forward is unclear. The question is intended to give
Chairman Powell an opportunity to describe his vision for the Fed-
eral Reserve’s participation in these international organizations.
Chairman Powell, the Federal Reserve has traditionally played
an important and active role in international standard-setting bod-
ies such as the Bank for International Settlements (BIS) and the
Financial Stability Board (FSB). This has been important for both
representing the interests of the United States and promoting poli-
cies that benefit the global financial system. In the Treasury De-
partment’s first report to the President on financial regulatory re-
form, it advocated for robust U.S. engagement in international fi-
nancial regulatory standard-setting bodies as a way to “promote fi-
nancial stability, level the playing field for U.S. financial institu-
tions, prevent unnecessary regulatory standard-setting that could
stifle financial innovation, and assure the competitiveness of U.S.
companies and markets . . . .” The Treasury Department rec-
ommended in its report that U.S. regulators advocate for inter-
national regulatory standards that are aligned with U.S. interests.
As Chairman, what will be your top priorities when representing
the United States in international standard-setting bodies such as
BIS and FSB?
A.1. One of our top priorities in international standard setting bod-
ies is to consolidate the financial reform gains we have achieved
globally. These include a responsible increase in bank capital
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standards, introduction of liquidity standards, recovery and resolu-
tion planning for the most globally active and systematically impor-
tant banks, and mandates to increase incentives for financial firms
to centrally clear derivatives. As we get further from the financial
crisis, it will become easier to forget the reasons for which we took
actions to strengthen significantly the prudential framework for
banks and global financial stability. Therefore, it is important that
the United States, with its large number of globally active financial
firms, continue to play a central role in reenforcing this message
at the international level.

At the same time, we believe now is an appropriate time to
evaluate the reforms to ensure that they are working as efficiently
and effectively as they can and do not give rise to adverse incen-
tives. The evaluation work, already underway, may lead us to ad-
just various standards to achieve these objectives while maintain-
ing the strength and resiliency of the system.

Q.2. Can you describe the work you hope to accomplish or new ini-
tiatives you hope to pursue in BIS, FSB and other relevant inter-
national standard-setting bodies?

A.2. One priority is to finalize the bank capital framework for trad-
ing activities. Strong standards are necessary for these activities as
trading activities facilitated many of the riskier bank practices that
led to the crisis. At the same time, it is important to ensure that
these standards are well-crafted in order to avoid adverse effects
on market liquidity. The international standard-setters are also
working to build up financial firms’ resiliency to operational risks,
including those emanating from cyber-risks. These risks are some
of the most important risks that financial firms face today. These
international efforts are aimed at ensuring that we have common
terminology to discuss these risks and have a common set of expec-
tations for firms’ resiliency in the face of operational risk incidents.

Q.3. EU. Background: Legislative bodies in Europe are considering
draft revisions to the European Market Infrastructure Regulation
(EMIR) that would bring U.S.-based and other third-country cen-
tral counterparties (CCPs) under the regulation and supervision of
the EU for the first time. The proposed changes would expand the
European Securities and Markets Authority’s (ESMA) and the Eu-
ropean System of Central Banks’ supervisory authority over third-
country CCPs, including U.S. CCPs, that are recognized to do busi-
ness in Europe. EMIR’s stated purpose for making these changes
is to address the potential risks that third-country CCPs could pose
to the EU’s financial system. These changes could also reopen a
2016 equivalence agreement for derivatives clearinghouse super-
vision between the CFTC and the EU authorities. CFTC Chairman
Giancarlo has expressed significant concerns regarding the poten-
tial impact this proposed legislation could have on U.S. CCPs. In
recent testimony before the U.S. Senate Agriculture Committee,
Chairman Giancarlo stated that “regulatory and supervisory def-
erence needs to remain the key principle underpinning cross border
supervision of CCPs. Deference continues to be the right approach
to ensure that oversight over these global markets is effective and
robust without fragmenting markets and trading activity.” The
question is intended to determine how Chairman Powell’s intends
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to address this issue and whether his views align with that of other
U.S. regulators.

The European Union is considering legislation that, for the first
time, would permit EU regulators, including the European Central
Banks, to directly supervise systemically important U.S.-based and
other third-country CCPs, including U.S. CCPs in the securities
and derivatives markets. This approach itself could pose risks and
potentially interfere with the Federal Reserve’s ability to ensure its
policies are being effectuated without interference by EU super-
visors. The U.S. Congress and regulators have chosen to not take
this approach and instead adhere to the long-standing principal of
regulatory deference.

How do you plan to address this situation as Chair?

The proposed legislation (EMIR 2.2) would subject U.S. CCPs to
overlapping EU regulation and supervision without deferring to
U.S. regulators that oversee these entities; namely, the Federal Re-
serve, SEC, and CFTC. Do you share CFTC Chairman Giancarlo’s
concerns about this proposal? If so, are you coordinated in your po-
sition and messaging to the EU?

A.3. The U.S. central counterparties (CCPs) that may potentially
fall within the scope of the proposed European Union (EU) legisla-
tion to amend the European Market Infrastructure Regulation in-
clude those designated as systemically important financial market
utilities (DFMUs) by the Financial Stability Oversight Council
under Title VIII of the Dodd—Frank Wall Street Reform and Con-
sumer Protection Act (Dodd—Frank Act). The Commodity Futures
Trading Commission and the Securities and Exchange Commission
are the supervisory agencies with primary responsibility for super-
vising and regulating these firms. The Federal Reserve Board
(Board) plays a secondary role in the oversight of these CCPs
under Title VIII of the Dodd—Frank Act. The proposed EU legisla-
tion has more direct implications for the primary supervisors of
these firms, and those agencies are actively involved in a dialogue
with EU authorities. To date, Board staff has worked to educate
EU authorities on the legal framework created by Title VIII, ex-
plained the nature of the Board’s role in the oversight of DFMUs,
pointed out differences considered in the proposed EU legislation,
and expressed support for cooperation among authorities.

The Board has a long-standing policy objective to foster the safe-
ty and efficiency of payment, clearing, and settlement systems and
to promote financial stability, more broadly.! In that policy, the
Board has set out its views, and related standards, regarding the
management of risks that financial market infrastructures, includ-
ing CCPs, present to the financial system and the Federal Reserve
Banks. It has also described how it will engage cooperatively with
authorities with direct responsibility for particular CCPs located
outside of the United States.

As a central bank, the Federal Reserve has a particular interest
in liquidity issues. As far as liquidity risks are concerned, it is im-
material whether a CCP is based in the United States or abroad
so long as it clears U.S. dollar denominated assets and makes and

1See, Federal Reserve Policy on Payment System Risk: hitps://www.federalreserve.gov/
paymentsystems/files/psr__policy.pdf.
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receives U.S. dollar payments. The current EU legislative proposal
outlines that the European Commission, in consultation with the
European Securities and Markets Authority and the relevant EU
member central bank, may determine a third country CCP to be of
such systemic importance to the EU that the only way to mitigate
the risks posed would be for that CCP to establish its clearing busi-
ness within the EU. This aspect of the proposed legislation pre-
sents a risk of splintering central clearing by currency area, which
could fragment liquidity and reduce netting opportunities. Given
the extensive cross-border nature of the firms potentially covered
by the proposed EU legislation, we support the EU and U.S. au-
thorities’ efforts to search for cooperative solutions to these issues
that promote CCP resilience while upholding the aims of both U.S.
and international authorities.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR ROUNDS
FROM JEROME H. POWELL

Q.1. Supervising large, globally active banking organizations—such
as those covered by the Federal Reserve’s Large Institution Super-
vision Coordinating Committee (LISCC)—are among your agency’s
most important responsibilities. While LISCC supervision tradi-
tionally relates to areas such as lending, credit risk, and capital
and liquidity risk, many of the strategic and operational risks that
larger banks manage are in areas unrelated to traditional banking
services and functions.

My concern is that as these areas become a larger potential
source of risk, supervisory teams may not have the technical exper-
tise to properly oversee these complex financial institutions and
may in fact be tempted to substitute their judgement rather than
apply bright line regulations. In fact, if regulators without tech-
nical expertise begin to substitute their judgement for that of bank
mal?agement in these areas, this could lead to increased systemic
risk.

How do you make certain that your field supervisory teams pos-
sess the requisite amount of technical experience in areas like cy-
bersecurity, technology, incentive compensation planning, and
??m;aln resources management to oversee banks in the LISSC port-
olio?

Do you agree that supervisory staff should not substitute their
judgment on such matters of general corporate strategy, especially
when they do not have the requisite technical expertise?

A.1. As you note, supervising Large Institution Supervision Coordi-
nating Committee (LISCC) firms is one of the most important re-
sponsibilities of the Federal Reserve. The purpose of this super-
vision is to ensure that these firms operate in a safe-and-sound
manner, consistent with U.S. financial stability. The Federal Re-
serve conducts supervision of LISCC firms by assessing the ade-
quacy of firms’ capital and liquidity positions, effectiveness of reso-
lution and recovery planning, the strength of risk management,
governance and controls, and compliance with laws and regula-
tions, including those related to consumer protection. All areas of
supervision—including quantitative assessments—require some
amount of judgment. Supervisors undergo extensive training to en-
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sure that this judgment is exercised in a fair and consistent man-
ner that furthers the safety and soundness of the supervised firms.

While the Federal Reserve has significant experience in evalu-
ating lending, credit risk, and capital and liquidity risk, it also has
a depth of experience in evaluating strategic and operational risks.
We assess these risks by considering the effectiveness of boards of
directors, senior management oversight, reporting quality, inde-
pendent risk management, and internal audits, among others. As
needed, the Federal Reserve develops or hires personnel with the
necessary expertise.

In all technical areas, the Federal Reserve uses both quantitative
and qualitative analysis to assess the strength of firms’ practices.!
We also use cross-firm comparative analysis, commonly referred to
as horizontal analysis, to ensure that our assessments reflect the
range of practices that constitute safety and soundness standards;
furthermore, this tool allows for a more consistent application of
supervisory standards.

To ensure the appropriateness of supervisory findings, material
supervisory judgments and assessments of LISCC firms are subject
to a rigorous internal governance process, which includes oversight
by committees of individuals from different parts of the Federal Re-
serve System. This process is designed to bring the collective exper-
tise and perspective of the Federal Reserve to bear on assessments
of LISCC firms.

A key objective of LISCC supervision, and in fact, supervision for
all firms, is to ensure that a firm’s governance, risk management
activities, and internal controls adequately support the firm’s cur-
rent risk taking and strategic objectives. To this end, the Federal
Reserve has well-defined and controlled processes that are appro-
priate for technical and specialized activities.

Q.2. For several years, banking organizations that provide services
such as safekeeping and custody to asset managers, have engaged
with the Federal Reserve on the critical need to refine exposure
measurement calculations for use in capital rules and credit expo-
sure limits. These discussions have led to the inclusion of technical
changes to these capital rules in the finalization of the Basel Com-
mittee’s posterisis capital reforms agreed to by the Federal Reserve
in December 2017.

One of the most important portions of this agreement relates to
securities lending which provides a critical source of revenue to
pension funds, mutual funds, endowments, and other institutional
investors. Given the importance of securities lending to these asset
managers which include pension funds, such as the South Dakota
Retirement System, enacting these technical changes to the capital
rules for securities financing transactions is an urgent matter. I
hope the Federal Reserve will consider separating these targeted,
technical changes from the rest of the Basel IV package and begin
domestic implementation.

Is there an opportunity for the Federal Reserve to propose rules
to implement these technical changes, and perhaps others, sepa-
rately and ahead of its longer range plan to solicit public input on

10ther technical areas include, for example, trading and counterparty credit risk manage-
ment, stress testing, and credit underwriting, and risk management monitoring models.
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the broader and more substantive capital changes later this year
through the Advanced Notice of Proposed Rulemaking (ANPR)
process?

A.2. The Federal Reserve Board (Board) understands the concerns
with respect to the capital rules’ treatment of securities financing
transactions, and Board staff participated with their international
colleagues on the technical changes provided by the Basel Com-
mittee in December 2017. These changes would provide a more
risk-sensitive treatment of such products, including to better ac-
count for diversification and correlation. Board staff, in coordina-
tion with the other Federal banking agencies, are evaluating this
new standard as well as other standards adopted by the Basel
Committee at the end of 2017 to determine whether and how best
to incorporate them into the capital rules.

In addition, the Board has been tailoring its regulations regard-
ing the treatment of securities lending and, more generally, securi-
ties financing transactions. On June 14, 2018, the Board finalized
the Single-Counterparty Credit Limits rule. The final rule applies
to the largest banking firms, placing limits on a firm’s credit expo-
sures to a single counterparty. These limits address the risks to the
economy that are created when large firms are highly inter-
connected.

During the public comment period, commenters argued that the
measurement methodology for exposures resulting from securities
financing transactions would not create proper incentives for risk
reduction and would not accurately measure the actual exposures
associated with securities lending activities. In order to address
this concern, the final rule allows a firm to use any methodology
that it is authorized to use under the Board’s risk-based capital
rules to measure exposure resulting from securities financing
transactions. This approach is consistent with other Board regula-
tions, including the capital rules.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SCOTT
FROM JEROME H. POWELL

Q.1. I appreciate your timely response to my written questions
from your March 1, 2018, appearance for this Committee. In your
reply, you wrote that “the State-based system of insurance regula-
tion provides an invaluable service in protecting policyholders.” I
could not agree more—and believe that the U.S. system of insur-
ance regulation is the best in the world.

That is why I'm concerned that recent International Association
of Insurance Supervisors (IAIS) negotiations on the International
Capital Standard (ICS) in Kula Lumpur (KL) suggest an embrace
of a European-centric approach to insurance capital standards. For
example, in the KL agreement, it was decided that the reference
ICS shall have European-like capital requirements (Prescribed
Capital Requirement) and use a European accounting method
(Market Adjusted Valuation).

In the past, the Federal Reserve has stated that the IAIS does
not have any authority to impose enforceable obligations on U.S.
insurance firms and that there is no way that IAIS negotiations
could result in the application of a capital standard on U.S. insur-
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ance firms that is inconsistent with U.S. laws and regulations.
However, if U.S. negotiators agree to a standard at the IAIS that
does not formally recognize the U.S. insurance regulatory system
or, worse, requires that the U.S. change its regulatory system to
match the agreed upon standard and we do not change our laws,
then the EU or other jurisdictions could penalize U.S. firms oper-
ating in said jurisdictions.

Please answer the following with specificity: What positions will
you take during upcoming IAIS negotiations on the ICS to ensure
the protection of the U.S. system of insurance regulation?

A.1. 1 agree that, in order for an Insurance Capital Standard (ICS)
being developed through the International Association of Insurance
Supervisors (IAIS) to be implementable, it cannot be unsuited or
inappropriate for the United States, which remains the world’s
largest insurance market. As such, an overly European-centric ICS
would face challenges to being readily implementable in the United
States. As the Federal Reserve Board (Board) has suggested in re-
lation to insurance firms supervised by the Board, such a frame-
work may not adequately account for U.S. Generally Accepted Ac-
counting Principles (GAAP), may introduce excessive volatility, and
may involve excessive reliance on supervised firms’ internal mod-
els.1 Indeed, the Board strongly supports the U.S. State-based in-
surance supervisory system, which has proven its strength and re-
silience for well over a century.

Among other things, this motivates our advocacy of an aggrega-
tion alternative, and the use of the GAAP-plus valuation method,
in the ICS. We continue to advocate, and contribute to developing,
the GAAP-plus valuation method for inclusion in the ICS. In addi-
tion, we support the collection of information through the moni-
toring period on an aggregation-based approach.

We also participate along with the other U.S. members, together
with other jurisdictions including Canada, Hong Kong, and South
Africa, in the development of such an approach through the IAIS.
Furthermore, the Federal Reserve continues to develop the Build-
ing Block Approach, an aggregation-based approach that, together
with the Group Capital Calculation of the National Association of
Insurance Commissioners (NAIC), can be used to advocate the ag-
gregation method. Through field testing and monitoring, we will
advocate that an aggregation method provides comparable out-
comes in supervisory actions and insurance company results rel-
ative to the standard calculation method for ICS that is emerging
from the IAIS.

As a member of the IAIS, the Federal Reserve, in partnership
with the NAIC and Federal Insurance Office, remains committed to
pursuing an engaged dialogue to achieve outcomes that are appro-
priate for the United States. As a general proposition, we believe
in the utility of having effective global standards for regulation and
supervision of internationally active financial firms. When imple-
mented consistently across global jurisdictions, such standards help
provide a level playing field for global financial institutions. Fur-
ther, consistent global regulatory standards can help limit regu-

1See Advance Notice of Proposed Rulemaking, Capital Requirements for Supervised Institu-
tions Significantly Engaged in Insurance Activities, 81 Federal Register 38631, 38637 (June 14
2016).
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latory arbitrage and jurisdiction shopping, as well as promote fi-
nancial stability. While we would refrain from agreeing to any
international standard that is inappropriate for the United States,
it is important to recall that the IAIS has no ability to impose re-
quirements on any national jurisdiction, and any standards devel-
oped through this forum are not self-executing or binding upon the
United States unless adopted by the appropriate U.S. lawmakers
or regulators in accordance with applicable domestic laws and rule-
making procedures.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR TILLIS
FROM JEROME H. POWELL

Q.1. Chairman Powell, I'd like to turn to S. 2155 implementation.
Many of us are hoping that you and Vice Chairman Quarles will
be taking a robust role in crafting the rules to implement the newly
enacted law. What role are you currently playing in the implemen-
tation of S. 2155?

A.1. The Federal Reserve Board (Board) is working in an expedi-
tious manner to implement the recently enacted Economic Growth,
Regulatory Relief, and Consumer Protection Act (EGRRCPA). The
Board has a well-established governance process for implementing
rulemakings and ensuring that such rulemakings are compliant
with the law, including statutory deadlines set by Congress. Draft
rulemakings are carefully reviewed and considered by the Board’s
Committee on Supervision and Regulation, which is chaired by Vice
Chairman Quarles. I meet with staff on a regular basis to discuss
regulatory proposals and provide direction. The Committee’s pro-
posals for amendments to the Board’s regulations are finalized only
after a vote by the full Board of Governors.

Q.2. Many of your staff are the same staff that helped write the
implementing rules for the Dodd—Frank Act. In some sense, the
new law mandates they revise their own prior work. From experi-
ence, I would say that such a mandate will take robust oversight
on your part and on our part—do you agree? Can you give us some
insight into how you and Vice Chair Quarles are managing these
workstreams and orchestrating the workstreams?

A.2. As I mentioned above, the Board is working in an expeditious
manner to implement the recently enacted EGRRCPA. The highest
priority of the Federal Reserve is to implement the laws that we
have been entrusted to administer and to work to protect and en-
hance the safety and soundness of financial firms and the financial
stability of the U.S. financial system. The Board has a well-estab-
lished governance process for implementing rulemakings and en-
suring that such rulemakings are compliant with the law. I meet
with staff on a regular basis to discuss regulatory proposals and
provide direction. Of course, Vice Chairman Quarles has a statu-
tory obligation to develop policy recommendations for the Board re-
garding supervision and regulation of depository institution holding
companies and other firms we supervise. He is actively involved in
the development of proposals to implement EGRRCPA from the ini-
tial design through finalization.
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I would also note that, in general, Board staff regularly revisits,
revises, and tailors previously approved rulemakings. Through the
rule implementation process, the Board receives feedback from af-
fected banking organizations and other interested parties. The
Board also learns from the experience of the on-the-ground Reserve
Bank examiners. Because of this continuous dialogue, the Board
may conclude that aspects of a regulation require amendment or
streamlining.

Q.3. One area where I would hope that congressional intent is fol-
lowed is with respect to the SIFI threshold in Section 401 of the
bill. My view is that all banks under $250 billion in assets are out
of the enhanced prudential standards and that those above $250B
are able to take advantage of the mandated robust tailoring so that
the larger regional banks are not treated like the money center
banks and that we are taking business model and risk into account
when applying enhanced regulations. Is this your view?

A.3. Section 401 of the EGRRCPA raised the threshold for auto-
matic application of enhanced prudential standards for bank hold-
ing companies from $50 billion to $250 billion in total consolidated
assets. Under this section, the Board has the discretion to apply
enhanced prudential standards to bank holding companies with
total consolidated assets between $100 billion and $250 billion,
based on consideration of various factors, such as capital structure,
riskiness, complexity, financial activities, size, and any other risk-
related factors that the Board deems appropriate.

The core reforms put in place after the financial crisis—stronger
capital and liquidity requirements, stress testing, and resolution
planning—have made our financial system more resilient. Firms
with assets of $100 billion or more can present a range of safety
and soundness and financial stability concerns, depending on their
risks and systemic profile. These concerns typically increase for
firms with assets of $250 billion or more. Therefore, the Board has
tailored, and will work to continue to appropriately tailor, our regu-
lations to the risk profiles of the films subject to those regulations.

The Board is carefully considering the statutory criteria under
the EGRRCPA for determining which enhanced prudential stand-
ards should continue to apply to firms with $100 billion to $250 bil-
lion in total consolidated assets. The Board is also evaluating
whether any changes to the enhanced prudential standards appli-
cable to bank holding companies with more than $250 billion in
total consolidated assets are appropriate.

Board staff have begun working on proposals to amend these as-
pects of our rules and we look forward to hearing feedback through
the public notice and comment process in the coming months.

Q4. I also expect the agencies to take a look at all of the regula-
tions where they used $50 billion as the asset threshold for applica-
tion, including those outside of DFA Section 165, and raise the
number accordingly. What are your thoughts?

A.4. As part of its implementation of EGRRCPA, the Board is con-
sidering which of its regulations require changes given the amend-
ed applicability thresholds in the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd—Frank Act), including section
165, as well as section 11 of the Federal Reserve Act. In addition,
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in light of EGRRCPA’s amendments to section 165 and consistent
with the Board’s ongoing refinement and evaluation of its super-
visory program, the Board is evaluating whether any other changes
to the prudential standards applicable to large banking organiza-
tions are appropriate.

The Board’s capital plan rule utilizes a $50 billion asset thresh-
old and was not affected by the changes made to section 165. Per
the Board’s public statement on July 6, 2018, the Board will not
take action to require bank holding companies with total consoli-
dated assets greater than or equal to $50 billion but less than $100
billion to comply with the capital plan rule.

Q.5. Chairman Powell, the Federal Reserve and the Office of Fi-
nancial Research have studied systemic risk and have determined
that banks under $250BB do not pose a systemic risk and Congress

assed and the President signed S. 2155 to raise the threshold to
§2SOBB for the application of enhanced prudential standards. I be-
lieve that the FED should expeditiously follow this directive and
should follow the will of Congress, and not wait 18 months. Will
you commit to me that you will direct Fed staff to effectuate this
new threshold and then move on to tailoring above the $250BB
threshold?

A.5. As stated above, the core reforms put in place after the finan-
cial crisis—stronger capital and liquidity requirements, stress test-
ing, and resolution planning—have made our financial system
more resilient, and I would not want to see any material weak-
ening of these reforms. The Board has the discretion under the
EGRRCPA to apply enhanced prudential standards to firms with
total consolidated assets between $100 billion and $250 billion.
When doing so, the enacted legislation requires us to consider var-
ious factors, such as capital structure, riskiness, complexity, finan-
cial activities, size, and any other risk-related factors that the
Board deems appropriate.

The Board is carefully considering the statutory criteria under
the EGRRCPA and is evaluating whether any changes to the en-
hanced prudential standards applicable to bank holding companies
with more than $250 billion in total consolidated assets are appro-
priate.

Board staff have begun working on proposals to amend these as-
pects of our rules and we look forward to hearing feedback through
the public notice and comment process in the coming months.

Q.6. The relief in S. 2155 is not immediate, and without prompt
action, the relief will not come until Nov. 24, 2018, 18 months after
enactment. Do you plan to take action immediately?

A.6. There are a number of provisions in EGRRCPA that provided
relief immediately upon enactment. The Board, along with the
other Federal banking agencies, have taken action to address the
EGRRCPA changes that took effect immediately. As described in
the Board’s July 6, 2018, statements, the Board will not take action
to enforce existing regulatory and reporting requirements in a
manner inconsistent with EGRRCPA. For example, the Board will
not take action to require bank holding companies with less than
$100 billion in total consolidated assets to comply with certain ex-
isting regulatory requirements. These requirements include the en-
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hanced prudential standards in the Board’s Regulation YY, the li-
quidity coverage ratio requirements in the Board’s Regulation WW,
and the capital planning requirements in the Board’s Regulation Y.
The Board’s statement and interagency statements also discuss
other changes that took effect upon enactment and the interim po-
sitions that will be taken until the relevant regulations are amend-
ed to conform with EGRRCPA, including the treatment of high vol-
atility commercial real estate exposures and certain municipal se-
curities in the context of liquidity regulations.

EGRRCPA also raised the threshold for automatic application of
enhanced prudential standards for bank holding companies from
$50 billion to $250 billion in total consolidated assets. Under this
section, the Board has the discretion within 18 months of enact-
ment to apply enhanced prudential standards to bank holding com-
panies with total consolidated assets between $100 billion and $250
billion based on consideration of various factors. The Board is care-
fully considering the statutory criteria under the EGRRCPA for de-
termining which enhanced prudential standards should continue to
apply to firms with $100 billion to $250 billion in total consolidated
assets.

In addition, in light of EGRRCPA’s amendments, and consistent
with the Board’s ongoing refinement and evaluation of its super-
visory program, the Board is evaluating whether any changes to
the enhanced prudential standards applicable to bank holding com-
panies with more than $250 billion in total consolidated assets are
appropriate.

Board staff have begun working on proposals to amend these as-
pects of our rules and we look forward to hearing feedback through
the public notice and comment process in the coming months.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED
FROM JEROME H. POWELL

Q.1. If changes are made to the Community Reinvestment Act that
lead to financial institutions, including those that have an online
presence, to take deposits from communities but actually make less
of an effort to reinvest in these same communities, would you con-
sider that to be a good or bad outcome?

A.1. T would view revisions to the regulation that cause financial
institutions to make less of an effort to reinvestment in these com-
munities as an undesirable outcome. In addition, a successful up-
date to the Community Reinvestment Act (CRA) regulations should
encourage banks to spread their community investment activities
across the areas they serve and encourage them to seek opportuni-
ties in areas that are underserved.

Currently, a bank’s performance in its major markets is evalu-
ated most closely and weighs most heavily in its CRA rating. This
emphasis has resulted in what banks and community organizations
refer to as credit “hot spots” where there is a high density of banks
relative to investment opportunities. Meanwhile, other areas have
a difficult time attracting capital because they are not in a bank’s
major market, if they are served by a bank at all.

We believe that any new set of regulations should eliminate such
market distortions and avoid creating new ones. No matter how we
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define a bank’s assessment area in the future, new regulations
need to be designed and implemented in a way that encourages
performance throughout the areas banks serve.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR MENENDEZ FROM JEROME H. POWELL

Q.1. In response to my question about the joint agency rulemaking
required by Section 956 of Dodd-Frank, you said, “We tried—we
were not able to achieve consensus over a period of many years be-
tween the various regulatory agencies that need to sign off on that.
But that didn’t stop us from acting, you should know. We—particu-
larly, for the largest institutions, we do expect that they will have
in place compensation plans that—that do not provide incentives
for excessive risk-taking. And we expect that the board of directors
will make sure that that’s the case. And so, it’s not something that
we haven’t done. We've, in fact, moved ahead through supervisory
practice to—to make sure that these things are better than they
were and they’re substantially better than they were. You see
much better compensation practices here, focusing mainly on the
big firms where the problem really was.” 1

Your response suggests that the relevant agencies have ceased
work on this rulemaking.

Is that correct?

A.1. After the Federal Reserve Board (Board), Office of the Comp-
troller of the Currency, Federal Deposit Insurance Corporation, Se-
curities Exchange Committee, National Credit Union Association,
and the Federal Housing Finance Agency (the agencies), jointly
published and requested comment on the revised proposed rule in
June 2016, the agencies received over one hundred comments.
These comments raised many important and complicated questions.
The agencies continue to consider the comments.

The Federal Reserve believes that supervision of incentive com-
pensation programs at financial institutions can play an important
role in helping safeguard financial institutions against practices
that threaten safety and soundness, provide for excessive com-
pensation, or could lead to material financial loss. In particular, su-
pervision can help address incentive compensation practices that
encourage inappropriate risk-taking, which may have effects on not
only the institution in question, but also on other institutions or
the broader economy.

Additionally, The Federal Reserve continues to work with firms
to improve incentive compensation practices and promote prudent
risk-taking at supervised entities.

Q.2. Please provide a detailed explanation of how the Federal Re-
serve is either limiting or prohibiting incentive-based compensation
practices that encourage excessive risk-taking through supervision.
A.2, The Federal Reserve, along with the other Federal banking
agencies, issued Guidance on Sound Incentive Compensation Poli-
cies (Guidance) in June 2010. The interagency guidance is an-
chored by three principles:

1https:/ | plus.cq.com [ doc | congressionaltranscripts-535871224
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e Balance between risks and results: Incentive compensation ar-
rangements should balance risk and financial results in a man-
ner that does not encourage employees to expose their organi-
zations to imprudent risks;

e Processes and controls that reinforce balance: A banking orga-
nization’s risk-management processes and internal controls
should reinforce and support the development and mainte-
nance of balanced incentive compensation arrangements; and

o Effective corporate governance: Banking organizations should
have strong and effective corporate governance to help ensure
sound incentive compensation practices, including active and
effective oversight by the board of directors.

The Guidance explains how banking organizations should de-
velop incentive compensation policies that take into account the
full range of current and potential risks, and are consistent with
safe-and-sound practices. Relevant risks would vary based on the
organization, but could include credit, market, operational, liquid-
ity, interest rate, legal, conduct, and related risks. The Guidance
also discusses the importance of considering compliance risks (in-
cluding consumer compliance) when evaluating whether incentive
compensation arrangements balance risk and rewards.

Currently, supervisory oversight focuses most intensively on
large and complex banking organizations, which warrant the most
intensive supervisory attention because they are significant users
of incentive compensation arrangements and because flawed ap-
proaches at these organizations are more likely to have adverse ef-
fects on the broader financial system.

Q.3. Please provide any guidance issued to regulated institutions
or materials provided to bank examiners on incentive-based com-
pensation practices.

A.3. Attached to this response are:

e Guidance on Sound Incentive Compensation Policies, issued by
the Federal banking agencies in June 2010;2 and

e A Report on the Horizontal Review of Practices at Large Bank-
ing Organizations, issued by the Board in October 2011.3

Q.4. What metrics, thresholds, and standards is the Federal Re-
serve using to evaluate incentive-based compensation practices?

A.4. The Federal Reserve’s approach is principles-based, and recog-
nizes that organizations have unique incentive compensation prac-
tices that vary depending on the firm’s organizational model and
operating structure. The supervisory process focuses on assessing
how firms have integrated their approaches to incentive compensa-
tion arrangements with their risk-management and internal con-
trol frameworks to better monitor and control the risks these ar-
rangements may create for the organization. Supervision also con-
siders whether appropriate personnel, including risk-management
personnel, have input into the organization’s processes for design-

2 https: | |www.federalreserve.gov | newsevents / pressreleases [ bereg201000621a.htm
3 hitps:/ |www.federalreserve.gov | publications | other-reports | incentive-compensation-report-
201110.htm
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ing incentive compensation arrangements and assessing their effec-
tiveness in restraining imprudent risk-taking.

Q.5. Which institutions are subject to the Federal Reserve’s super-
vision of incentive-based compensation practices?

A.5. The Guidance, issued by the Federal banking agencies in June
2010, applies to global consolidated operations of all U.S.-
headquartered banking organizations and to the U.S. operations of
foreign banking organizations with a branch, agency, or commercial
lending company in the United States that use incentive compensa-
tion. Because of the size and complexity of their operations, Federal
Reserve supervision focuses on large banking organizations, those
with the most significant use of incentive compensation, and those
with the most complex operations.

Q.6. Were those institutions selected for supervision by asset size
or some other factor?

A.6. The principles-based Guidance issued by the Federal banking
agencies in June 2010, applies regardless of size; however, the Fed-
eral Reserve focuses supervisory oversight on the largest banking
organizations, those with the most significant use of incentive com-
pensation, and those with the most complex operations.

The banking organizations involved in the horizontal reviews+
were selected based on asset size and complexity of operations.

Q.7. If there is no rule clearly delineating prohibited practices, how
are you ensuring consistency across regulated institutions?

A.7. Supervision of incentive compensation by the Federal Reserve
is governed by the Guidance, which is integrated into the Bank
Holding Company Supervision Manual. Federal Reserve under-
standing of incentive compensation practices was developed
through the information collected during the horizontal reviews.
With that understanding, the Federal Reserve has integrated in-
centive compensation in ongoing supervisory reviews, whether tar-
geted (such as sales incentives or compliance reviews) or within in-
dividual lines of business (such as mortgage lending operations, or
trading). A team at the Board monitors these reviews to encourage
constituency.

To foster implementation of improved incentive compensation
practices, the Federal Reserve initiated multidisciplinary, hori-
zontal reviews of incentive compensation practices at larger bank-
ing organizations. The primary goal was to consistently guide firms
in implementing the interagency guidance.

4For additional information on the Federal Reserve’s horizontal reviews of compensation
practices, see: “Incentive Compensation Practices: A Report on the Horizontal Review of Prac-
tices at Large Banking Organizations”, October 2011, available at: hitps://
www.federalreserve.gov | publications [ other-reports [ incentive-compensation-report-201110.htm.
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an exemption under the Freedom of
Information Act (5 U.5.C. 552(b)4]) and
[b)(8}). The confidentiality status of the
information submitted will be judged on
acase-hy-case basis.

Abstroet: The information cellected
assists the Fedaral Reserve, the Office of
the Comptroller of the Currency, the
Federal Deposit G i

wish to utilize the exemption in that
seclion to provide a nolice to its broker-
dealer partner regarding names and

from the Mational Information Conter
websito at wwwffiec.govinics,
Unless atherwise noted, comments
each of these applicali

other identifying infy ahout
bank employees. Section 723 requires 2
bank that chooses to rely on the
exernption in that section to exclude
certain Irust or fiduciary accounts in

and the Office of Thrift Supervision in
fulfilling their statutory responsibilities
as supervisors. Each of thess forms is
used to collect information in
connection with applications and

ining its compliance with the
chiefly compensated test in section 721
to maintain certain records relatingto
the excluded accounts, Section 741
requires a bank relying on the
ion provided by that section to

notices filed prior to proposed changes

in the ownership or management of
banking organizatiens, The agencies use
the information to evaluate the
controlling owners, senior officers, and
directors of the insured depository
inslitutions subject to their oversight,

4. Report title: Recordkeeping and
Disclosure Requirements Associated
with Regulation R.

Agency form number: FR 4025,

B coatrol mmber: 7100-0316.

Frequency: On oceasicn.

Reporters: Commercial banks and
savings associations.

Estimated annual reporting hours:
Section 701, disclosures to customers—
12,500 hours; Section 701, disclosures
to brokers—375 hours; Section 723,
recordkeaping—188 hours; Section 741,
disclosures to customers—62,500 hours.

Estimated average hours per response:
Section 701, disclosures to cuslomers—
5 minutes; Section 701, disclosures to
brokers—15 minutes; Section 723,
recordkeeping—15 minules; Seclion
741, disclosures to customers—5
minutes.

Number of respondents: Section 701,
disclosures to customers—1,500;
Section 701, disclosures to brokers—
1,500; Section 723, recordkeeping—73;

p with a prospectus for
the money market fund securities, not
later than the time the custoumer
autherizes the bank to effect the
transaction in such securilies, if the
class of series of securities are not no-
load.

Board of Governars of the Faders] Reserve
Syslem, June 22, 2010.
Jennifer |, Johnson,
Socretary of the Bourd.
1FR Doz, 200015492 Filad 6-24-10; §:43 am]
BILLLI CODE 6210-01-P

FEDERAL RESERVE SYSTEM

Formations of, Acquisitions by, and
Mergers of Bank Holding Companies

The companies listed in this notice
‘have applied to the Board for approval,
pursugnt to the Bank Holding Company
Actof1956 (12 U.S.C. 1841 of seq.)
{BHC Act), Regulation ¥ [12 CFR Part
225), and all other applicible statutes
and regulations o become a bank
holding eompany and/or to acquira the
assels o7 the ownership of, control of, or
the power to vote shares of a bank er
bank holding company and all of the
banks and nonbanking y

Section 741, discl lo
750,
General description of report: This

information collection is required to
abtain a benefit pursuant to section
3(a){4)(F} of the Securities Exchange Act
(15 U.S.C. 78c{2)(4)(F]) and may be
given confidential treatment under the
authority of the Fresdom of Information
Act (3 U.S.C. 552(b)(4) and (b){8)).

Abstract: Regulation R implements
certain exceptions for banks fram the
definition of broker under Section
3{a)(4) of the Securities Exchange Act of
1634, as amended by the Gramm-Leach-
Bliley Act. Sections 701, 723, and 741

ion R contain i i

owned by the bank holding company,
including the companies listed below.
The applications listed below, as well
as other related filings required by the
Board, are available for immediate
inspection al the Federal Reserve Bank
indicated. The applications also will be
available for inspection at the offices of
the Board of Governors. Interested
persons may express their views in
writing on the standards enumerated in
the BHC Act (12 US.C. 1842(c)). If the
propasal also involves the acquisition of
a nonbanking company, the review also
includes whether the acquisition of the

collection requirements. Section 701
requires banks that wish to ulilize the
exemption in that section to make
certain disclosures to the high net worth
custamer or institutional customer. In
ardition, section 701 requires banks that

g campany complies with the
standards in section 4 of the BHC Act
(12 U.S.C. 1843, Unless otherwise
nated, nonbanking activities will be
conducted throughout the United States.
Additional information on all bank
holding companies may be obtained

must be received at the Reserve Bank
indicated or the offices of the Board of
Governors not later than July 22, 2010,

A, Federal Reserve Bank of Atlanla
(Clifford Stanford, Vice President) 1000
Peachtree Street, M.E., Atlanta, Geargia
30309:

1. USAmeriBancorp, Inc., Largo,
Plorida; to acquire at least 50 percent of
the voting shares of Aliant Financial
Corporation, and thershy indirectly
acquire voting shares of Aliant Bank,
both of Alexander City, Alabama.

B. Federal Reserve Bank of
Minneapolis (jacqueline G. King,
Community Affairs Officer) 90
Hennepin Avenue, Minneapolis,
Minnesota 55480-0291:

1. First Holding Company of Park
River, Inc., Park River, North Dakota; to
establish a whally owned subsidiary,
Sheyenne Bancorp, Inc., Park River,
North Dakota, and thereby 2cquire 100
percent of the voting shares of First
Sharon Holding Company, Inc., Aneta,
North Dakota, and indivectly acquire
voting shares of First State Bavk of
Sharon, Sharon, North Dakota. In
connection with this application,
Sheyenne Bancarp, luc., has also
applied to become a bank holding
company,

Board of Governars of (he Federal Reserve
Syslem, June 22, 2010,

Roboet deV, Frierson,

Deputy Secrelary of the Board,

[FR D, 2010-15474 Filad] 6-24-10; 845 am]
BILUNG 00OE K210-01-5

DEPARTMENT OF THE TREASURY

Office of the Comptroller of the
Currency

[DocketID OCC-2010-0013]
FEDERAL RESERVE SYSTEM
[Docket o, 0P-1374)

FEDERAL DEPOSIT INSURANCE
CORPORATION

DEPARTMENT OF THE TREASURY

Office of Thrift Supervision
[Bocket 1D OTS-2010-0020]
Guidance on Sound Incentive
Compensation Policies

agencY: Office of the Compteoller of the
Currency, Treasury (OCE); Board of
Governors of the Federal Reserve
System, (Board or Pederal Reserve);
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9457, or Reggy Robinsan, Policy Banking organieationstoo often other emplayses who, either

Analyst, Operational Risk Policy, (202 far g the dividually or as part of a group, have

874-4438. . Tevenua orghoet-Lerm the ability to expose the relevant
Board: William F. Treacy, Adviser, ;ﬂr:&u:ui a:imata recognilion of  banking organization to material

202) 852-3859, Divisionof Banking 4y, icv thy craployoes” activitios posed  amounts of risk.

Supervision and Regulation; Mark 5. t0 the organization. With tespect to the first principle, the

Carey, Adviser, (202) 452-2784, Having wi amang other things,

Division of International Finauce; consequences that can result from pmwdod thata banking organization

Kieran ). Fallon, Associate General misaligned incentives, many financial shoulﬂ ensure that its incentive

Counsel, (202] 452-5270 or Michael W. T— their do not

Waldron, Counsel, (202) 452-2798, compensation structures with the goal ennourage short-term profits at the

Legal Division. For users of af better aligning the interests of expense of short- and longer-term risks

Telecommunications Device for the Deaf  yanapors and other employees with the o the organization. Rather, the

CTDD") anly, contact (202) 263-4869.  |oyp.term health of the institution. proposed guidance indicated that

FDIC: Mindy West, Chief, Policy and
Program Development, Division of

p and Consumer |
(202) 898~7221, or Rebert W. Walsh
Review Examiner, Policy and Frogram
Development, Division of Supecvision
and Consumer Protection, (202) 888~
6649,

OTS: Rich Gaffin, Financial Analyst,
Risk Modeling and Analysis, (202) 906~
6181, or Richard Bennett, Se
Compl Counsel, R and
Legislation Division, (202) 906-7409;
Donna Deale, Director, Holding
Company and International Pclil:}’. (202)

Aligning the interests of shareholders
and employees, however, is not always
suﬁ’cisnlto }:wteclthe safaty and
soundness of a banking organization.
Becausa banking organizations banofit
directly or indirectly from the
protections offered by the Federal safety
net (including the ability of insured
depository institutions Lo raise insured
daposits and access the Federal
Reserve's discount window and

banking erganizations should adjust the
incentive compensation provided so
that employees bear some of the risk
associated with their aclivities, To be
fully effective, thess adjustments should
take account of the full vange of risks
that the employess’ activilies may pose
for the arganization. The proposed
guidance highlighted several methods
that banking organizations could use to
adjust incentive compensation awards
to take account of risk.

payment secvices), shareholders ofa
banking organizalion in some cases may
be willing to tolerate a degres of risk
that is inconsistent with the

“With respect to thesecond principle,
the proposed guidance provided that
banking orgemzatmns should integrate

toi

905-7488, Grovella Gardineer, organization’s safaty and soundn their apy
Managing Director, Corporate and Thus, a review of incentive compemuon arangements with their
International Activities, (202) 906-G0GB; ? ts and related and intemal control
Office of Thrift Supervision, 1700 G corporate govemance practices to frameswarks to betler monitor and
Streat, NW., Washinglon, DC 20552. ensure that they are ffective from the contral the risks these arrangements
SUPPLEMENTARY INFORMATION: slandpoint n(slmehnldms is not mw cmte for the ou'gam:'ﬂwn
1. Background sufficient to ensure they adequatel ly, the proposed guidance
N d pmlec! l.he safely and soundness ofthe  provided that bankmglorgmlzahnm
P ane should ensure that risk-management
crilical lools in the successful 5 el have an appropriate role in
of financial i A P"‘P"‘”d Guidanee m‘mginmﬁm compensation
These arrangements serve several In October 2009, the Federal Reserve  areangements and assessing whether the
important and warthy objectives, issucd and requested comment on arrangements may encourage imprudent
|r||:ludmgatt.mcl|ngshlluﬂ staff, Proposed Guidance on Sound Incentive  risk-taking, In addition, the proposed
p g betler argant: deand C: ion Palicies (% pmpomd guidance provided that banking
unplayesparfomznce promoting guldanus"l to lw]gilmtacl foty and  organizations should track i
errrplaymmmunn providing soundness of banking nrgnniral.iuns awards and p
t security " and  supervised by the Federal Reserve and risks lzken, and actual risk outcomes lo
allowing an organization’s personnel ~ to promote the prompt improvementof _____
costs to vary along with revenues. incentive compensalion practices 174 ¥R 55227 {October 27, 2009).
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determing whether incentive

+ The thres onmgnnupl&% are
i ic

p p o emp
are reduced or edjusted to reflect
adverse risk outcomes.

With respect to the third principle,
the proposed guidance mded thata
banking organization’s of
directors should play an informed and
activerole in ensuring that the

priate and sufficient to help
ersure that incenlive compensation
arrangaments do ot threaten the safoty
and soundness of banking organi:

» There are any material legal,
regulatory, or other inpedinents to the
prompt implementation of incentive
compensation arangemenls and related

arrangements strike the proper halance
betwezn risk and profit not only athe

that would b istent with
thoso principles;
« Formulaic limits on incentive

initiation of 2 comp I,
but on an ongoing basis. Thus‘ l‘ns
proposed guidance provided that boards
of directors should review and approve

would likely promote the
asfelyaud soundness of banking
organizations, whether applied
generally or to specific types of

key elements of thoir org

incentive campensation systems aceoss
the organization, receive and review
periodic evaluations of whether their

wyees or banking org
« Market forces o prs.cuces in the
breader financial services industry, such
asthe use of“&olden parachule” or
1o

contral, and corporate governance
Processes.
1L Overview of Comments

The Board received 34 written
comments on the proposed guidance,
which were shared and reviewed by all
of the Agencies. Commenters included
banking arganizations, financial services
trade associations, servize providers to
financial organizations, representatives
of institutional sharcholders, labor
organizations, and individuals, Most
commenters supported the goal of the
proposed guidance—to ensura that
incentive compensation arrangements
donot encoursge imprudent or undue
risk-taking at banking organizations.

lso generally supported
the principles-hased approach of the
proposed guidance. For example, many

izations’ compensation systems for “golden . 3
::E:ninr segments of the organization relain or atiracl empﬂoynes present i3 n'Wﬁ"-".“!;r-n ;I}E
are achieving their risk-mitigation h for banking organizations in all Y »
abjectives, and directly approve the levaloping and maintaining belanced o in lhe d guid:
incentive comp F & Thes cammenters noted financial
for senior executives. « The proposed guidance would organizations are very diverseand

The Board's proposed guidance inipase undus burdens on, or have should be permitted to adopt incentive
applied to all banki for, banking oo ensation measures that fit their

supervised by the Fn§m1 Reserve.
However, the proposed guidance also
includad provisions intended to reflect
the diversity amang banking
organizations, bath with respect to the
scape and complexity of their activities,
as woll as the pravalence and scope of

oiganizations, pamculwysmamr less
complex organizations, and whether

5, while also being consistent with
safeand sound operalions. Several

there are ways such patential burdens or commenters also asserted that a
g could be addressed in 2 h would inevitabl
manner consistent with safety and lead to exaggerated risk-taking

soundness; and

Thus, fmmrspla. the proposed
guidance provided that the reviews,
policies, procedures, and systems
implemented by a smaller banking
organization that uses incentive

compensation arrangements on a
limited basis would be substantially less
extensive, formalized, and detailed than
those at a large, complex banking

organization (LCBO)? thil uses
incentive comp

incentives in some situations while

+ There are lypes of incentive discouraging employees from taking
plans, such as reasondble and appropriate risks in

m&w-mmw'df P“‘;’m shams PUNS  gihers. One commenter also argued that
that provide for ina intended would he
manner that is not materially linked to yope Tikely to result from a “rigid
the performance of specific employees  rylomaking” than from a flexible,
or groups of employees, that could and principles-based approach.
should be exempted from, or teated Many mnunen:ersrequested that the
differently under, the guidance because  Board revise or clarify the proposed

they are unlikely ko affoct the risk-taking
incentives of all, or a significant number
of employees.

extensively, In addilion, because sound
incentive compensation practices are
important to protect the safely and
soundness of all banking organizations,
the Federal Reserve announced that it
would work with the other Federal
banking agencies to promote application
of the guidance to all banking
arganizations.

The Board invited comment on all
aspects of the proposed guidance. The
Board also specifically requested
commentson @ number of issues,
including whether:

deal

B. Supervisory Initiaiives

In connection with the issuance of the
praposed gmdance thoFsdm1 Resorve

d twa

+ Aspecial horizontal review of
incentive compensation practices al
LCBO's; and

+ Aroviow of incentive compensation
practices al other banking organizations
as part of the regular, risk-focused
examination process for these
organizations,

The horizantal review was designed
to assess: The potential for these

guidance in one or more respects. For
example, several commenters asserted
that lze guidance should impose

specific restrictions on incentive
1 m'l- Y

DAnKIng Org:
ormandate certain corporate
governance o risk-management
practices. One commenter
recommended a requirement thal most
compensation for senfor executives be
provided in the form of variable,
performance-vested equity awards that
arg deforred for at least five years, and
that stock option compensation be
prohibited. Another commenter
advocated 2 ban on “golden parachute”
payments and on bonuses based on
melrics related to one year or less of
Other ¢

armangements or practices to
imprudent risk-taking: the actions an

h
wlhmmmwmhmﬂh
e utilized bry the Federzl Ressrve in describing
b cepamizations. The fing] avid: e

organization has taken or proposes to
take to correct deficiencies in its

term Earge Banking Organkzation [LBO), which
wilized by 015

P P s and
equacy of the organization’s

the

FIC andl COTS,

Iated rick

supgested that the guidance should
require banking ongavizations to have an
independent chairman of the board of
directors, require annual majority voting
for all directors, or provide for

p Telaled 8

halders to have a vote (so called
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“say-on-pay” valing provisions) on the

fir nmmnemp] JW of banking
organizations. 0

retain qualified stafl and compete with
ather financial services providers. In
light of these concerns, some

uggested that the guidance

requested that certain types of
compensation plans, such as
aorganization-wide profit shacing plans
or 401(k) plans or plans covered by the
Employee Retirement Income Security
Act (20 U.8.C. 1400 ef seq.), be
exempted from the scope of the
guidance bmm they were unhlu:lyto

axpressly allow banking organizations
1o enter into such compensation
arrangements as they deem necessary
for recruitment or retention purposes. A
nuraber of also

the safety and soundness of banking
organizations.*

The final guidance applies toall the
banking organizations supervised by the
Agencies, including national banks,
‘State member banks, State nonmember
banks, savings associations, U.S. bank
holding companies, savings and loan

the Federal Reserve to work with ather
domestic and foreign supervisors and
authorities to promote consistent

dards for incenti :

holding comp the .S, operati

of foreign banks with a branch, agency
orcommercial lending company in the
United Stalss, and Edge and agreament

provide
tllqr lwnkmg aiganization lo n'r!due

?wnl commenters, however, did not
suppnrt the pmpowl guidance. Some of

practices at financial institutions and a
level competitive playing field for
financial service providers.

received on the

felt that the proposed
guidance was unnecessary and that the
principles used in the proposed
guidance were not neega . These
commenters argued that the existing
system of financial regulation and
enforcement is sufficient 1o address the
concerns raised in the proposed
guidance, Several commenters also
thought that the proposed guidance was
too vague to be helpful, and thal the
ambiguity of the proposed guidance
would malw compliance more difficull,
leading d cost

The
proposed guidance are further discussed
below,

111, Final Guidanee

After carefully reviewing the
cormments on the proposed guidance,
the Agencies have adopted final
guidance that retains the same kay
principles embodied in the proposed
guidance, with 2 number of adjustments
and clarifications that address mallers
raised by the commenters. Those

regulalo:y uncerlainty. Some
comzentars also argued that the
guidance was not ted bacause

principles are: (1) Incentive
compensation arrangements ala
banking organization should provide

) noentives that .

there s insufficient evidence that
incenlive compensation ices
buted to safety an or

ly, “banking
arganlsal:m!f].

A number of changes have been made
tothe proposed guidance in response to
comments. For example, the final
guidanca includes several provisions
designed to reduce burden on smaller
banking organizations and ather
banking organizations that are not
significant users of incentive
compensation. The Agencies also have
made a number of changes to clarify the
scope, intont, and terminology of the
final guidance.

A, Scope of Guidance

Compensation praclices were not the
sale cause of the financial crisis, but
they certainly were a contributing
cause—a fack recognized by 98 percant

balance risk and financial results in &
mazmerl!lat does not encourage

financial stability problems, or
questioned the authority of the Federal
Reserve or the other Federal banking
agencies to act in this area.
In addition, a number of

to expose thair organizations
to 1n1prudenl risk; (2) these
arrangaments should be compatible
with effective contrals and risk-
management; and (3) these

expressed concern that the gra
guidance would impose un burdm
an banking

ts should be supported by
strong corperate governance, including
active and effective oversight by the

smaller, less t;:lmph!x nrsanmtinns
These commenlers believed that
incentive compensation plal:lmes al

's board ufduectu!s. The

of the resp to a survey of
banking organizations engaged in
wholesale banking activities conducted
in 2009 by the Institute of International
Finance and publicly by a number of
individual financial institutions.s
Moreover, the problems caused by
improper compensation practices were
not limited to U.S. financial instilutions,
but were evident at major financial
inshlulnms worldwide, a fact
d by i ional bodies such

Agulcws believe thal it is i that

incenti at

(G

smaller hanking org banking organizations do ot provide @ﬁ;&ﬁmﬁf& o e
generally not problematic Emm a saiaiy for employees to take risks gyt i setion 8 of e Feal

and soundness \ive A number Ut muid mpa:dm the safety and Insareace (FD) At Guidiace s wsed o m.&
of commenters ::;md thatall or of th fon. Thefiual - o2 et sty
most smaller bankmgu izalions guidance saeks l° addressthe safoty and m:m;:;: systems, omleals, umnwym
hould b '?n A s risks of incenlive that the Ageaciesbelove would aseit busking
;u:‘uhu of a tices by focusing on it In ensuing Y apetiha i 4 5af
concerns that the Nﬂpﬂﬁ&d 3“’“-"'33 'him'c P"ﬂ’h’m they can pose from a ;lh:ﬁawmm\ununﬂmm conlreds
would im; fisk: 6 persp thatls,  jyepmsga,

an the Wﬁ?ﬂldlm}ms of banking
organizations and especially smaller
mizations.
veral commenters also mcpremd{
concern that the proposed guidance, i
implemented, tou!d mpedsu the ability
of banking organizations to attract or

iflmpropelb’ slructured—can give
tives Lo take imprud
risks.
The Agencies believe the principles of
the final guidance should help protect
the safely and soundness of banking

* Sa, Institule of Iaternatioma] Finanoe, Ine.
1200%), Compantation i Financial Services:
Indastey and the Agenda for Change
[Washington: TF, Mareh] svailable al Aipsf
ovralivemynan.comoepd]_TesiOW En_
FS_Publ 2063 CompensationinFS.pdf. See clio
UBS, Sharehiolder Report ca UBSs Write-Dawns,
a\pnl 18, 2008, pp. ql-ﬂlndmifasmaﬂm
olfects of

conspensation practices
—_— organizations and the stability of the contributing factors In m:mrzmu;uusm
0 the otbes hand, aue commesier requasted ﬁnanclal system, and that adoption of 1@ expasaze tothe subpime morlgage market)
1hat the pnowedsvmmh:mruu! is fully consi with the  dwilablea! o
8
M?::” e Agencies” statutory mandate to protect — Sheeholderfloport pd.
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as the Financia! Stability Board (FSB)
and the Senior Supervisors Group.®
Because i

do not originate business or approve

in this area is i

Lransgch@smuld still expose a banking - both to promote competitive balance

to material risk in some

£
tor

and non-

employees alike may pose safety and
seundnass risks if net properly
structured, these principles and the
final guidance apply to senior
execulivesas well as other

1 Therefore, the Agencies
do not believe it would be

and to ensure that internationally active
banking organizations are subject to
Far this reason,

to provide a blanket exemption from the
final guidanes for any uwgarg
coverad employees that would apply o

whao, either individually or as part ofa
gup‘ have theability to expose the
iking organization to material
amounts of risk? These employees are
referred Lo as “covered employees” in

2l banking org;
After raviewing the comments, ths

the Agencies will cantinue to work with
their dorestic and international
counterparts to foster sound
compensation practicss across the
financial sm-ms induslry Importantly,

Agencies have retained the
based framework of the proposed

guidance. The Agencies believe this
a roach is the most effectiva way o

the final guidance. In respanse to incentive compensalion
comments, the finel guidance clarifies pra::tlcns. given the ditferences in the
that an employes or group size and complexity of banking
has tho ability to exposea banking ~ organizations covered by the guidance

organization to material amounts of risk
if the employees' activilies are material
to the organization or are matecial to a
business line or ting unit that is
tself matesial mﬁmorgammn

and the cmnplmly. diversity, and range

the final g is with
both the Frmctples for Sound
Compensation Practices and the related
Implementation Standards adapted by
the FSB in 2009, A number of
commenters expressed concern about
the levels of compensation Eaui to some

n[usenf

g thoso L5
For example, aclivities and risks may
vary smmﬁcanlly amssbanl::n,g

ployees of banking arg; As
nuted above, several commenters
d that the Board eliminate or

limit certain types of incentive
compensation for employees of banking
organizations, Other commenters

Same commenters suggested that end across dvocated that certain forms of
certain calegnrn&s of employess, such as mthm a particular bmlung compensation be required. For example,
tellers, b For this reason, the some commanters urged a ban on
assistants, or omployeos who process  methods used to achieve priately  incentiva made
but do not originate transactions, donot  risk-sensitive compensation 1n stack aq.lllnns, wh:le others supported
exposz banking organizations to Tikely will differacross  their also
significant levels of risk aud therefore  and within organizations, and use of 3 ware received wllh regml to the use of
should be exempted from coverage single, formulaic approach likely will — other types of stock-ba
under the final guidance, The final provide at least some employees with — compensation, such as mu-icled stock
guidance, like the proposed guidance,  incentives to take impradont risks. and stock appreciation rights.

indicates that the facts and
circumstances will determine which
jabs or categories of have the

The Agencies, however, have not
modified the guidance, as some
ted, to provide that a

ability to expose the organization lo

ba "'"@ gy enter info

matorial risks and which jobs or
catiegories of employees may be oulside
the scope of the guidance. The final
guidance recogaizes, for example, that
tellers, bookkeepers, couriors, and data
processing personnel would likely not
expose organizations to significant risks
of the types meant to be addressed by
the guidance. On the other hand,

p or groups of empl

€ Sae, Financial Stability Forum (2003], FSF
Prireiples for Scend Compensation Prochices [87
KB PDF) (Masel, Srritzesland: FSF, April], available
at hitpifs fiancialtobiiphoardongl
Sar

1
wha

Consistent with its principles-based
approach, the final guidance dees not
mandate or prohibit the use of any
specific forms of payment for mooruwe

that are inconsistant with the principles
of safety and soundness whenever the
organization believes that such action is
needed to retain o attract employecs.
Agencies recognize that while

or establish ¥
oompmsaimn levels or caps. Rather, the
forms and levels of incentive
compensation payments al banking
organizations are e:paclad to reflect the

incentive compensation serves a
number of important goals for banking
organizations, including attracting and
retaining skilled staff. these goals do net
override the requirement for banking
arganizations to have incentive
compensation systems that are
consistent with safe and sound

ions and that do not encourage

200, Tkt Ik

1

prudent risk-taking. The final

mm@omquw Suitzsling:
S8, Octobar], available at Atipelf

guidance provides banking
iions with consi

iples of the final g ina
manner tailored to the business, risk
profile, and other attributes of the
banking organization. Incentive
compensation structures that offer
employees rewards for increasing shoet-
term profit or revenue, withoul taking
into account risk, may encourage
imprudent risk-taking even if they mest
formulaic levels oz include or exclude
certain forms of compensation. On the
ather hand, incentive compensation

M}N}.Hnﬂ.mﬁnaudalmlﬂy
Foquat Hoard

ﬂé'xihﬂityin structusing their incentive

i Apil 200,

*In response to 2 rumber of comments rogaesting
dlarificalion reganting e szepe of the Lo *sonior
weeculives” as wused i the guidance, the final
guideace stales thal “senior executive” inclodes, 3t
aminimum, ‘evecutive officess” within the
mcaning of (s Board's Regulation O 12 CFR
nsihmnmi far publicly traded compankes,

otﬁm within the mestisg of the

i rulss on

dw:losln n!umwe mmm’imll? CPR

mtuloOTSs rubeon boans by swvings
1o lheir exeoulive officers, dlr«m and |'ﬁu:qsa'|
shareholders, 12 CFR 56342,

in ways
ﬂiat both promole safoty and soundness
and that help achieve the arrangements’
other objectives.

The Agencies are mindful, however,
that banking organizations operate in
both domestic and international
compotitive environments thal include
financial services providers that are not

g of various forms and
levels may be properly structured so as
not to encourage improdent risk-taking.
In response lo comments, the final
guidance clarifies in a number of
respects the expectation of the Agencies
that the impact of the fina! guidance on

* See, !‘immdﬁlah]mym- FSFPeinciples
for Sound Cnupmsalmmmmeﬁ ol

subject to prurienuai oversight by the
Agencies and, thus, not subject to the
final guidance, The Agencies also
recognize that intemational

Snund Compeusstion Practioes: lmplammlm
Standards {35 KB PDF] {Basel, Switzerland: F33,
‘Seplember), available ot hlpoty

i financialstobilily

7 650925e
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banking organizations will vary
depending on the size and complexity
of the organization and its level of usage
of incentive compensation
arcangements. Il is oxpected that the
guidance will generally have less impact
an smaller banking organizations, which
typically are less complex and make less
use of incentive compensation
armangements than larger banking
organizations. Because of the size and
complexity of their operations, large
banking organizations (LBOs)? should
have i{nd adhere to systematic and

B, Bolonced Incentive Compensation
Arrangemenls

The first principle of the final
guidance is that incentive compensation
amangaments should provide employess
incentives that appropriately balance
risks and rewards in a manner (hat does
not encourage imprudent risk-aking,
The amounls of incentive pay flowing to
covered employees shcuidpaake account
of and adjust for the risks and losses—
s well as gains—associated with
employees’ activities, so thal employees
do nol have incentives to take

fi d policies, p and
processes. These are considered
important in ensuring that incentive
compensation arrangements for all
covered employess are identified and
reviewed by appropriate levels of
management (including the board of
directors where appropriats and control
unils), and that they appropristely
balance risks and rewards . The final
guidance highlights the types of
policies, pracedures, and systems that
LBOs should have and maintain, but
that are not expected of other banking
organizalions. Il is expected that,
particularly in the cass of LBO" s,

P risk. The formulation of this
principle s slightly different from that
used in the proposed guidance, which
stated that organizations should provide
employees incentives thal do not
encourage imprudent risk-taking beyond

The final guidance, like the
guidance, oullines four mathnsm it are
currently in use to make compensation
more sensitive te risk. These are risk
adjustment of awards; deferral of
payment; longer performance periods;
and reduced sensitivity to short-term
performance. Each mathod has
advantages and disadvantages. For
example, incentive compensation
arangements for senior executives at
LBOs are likely to be better balanced if
they involve deforral of a substantial
partion of the executives’ mmmlwe
compensation over a mull:f)‘:fn

with payment made in the form of stock
ar gther equity-based instruments and
with the number of instruments
ultimately received dependent on the
performance of the organization (ar,
idzally, the performance of the

the organization’s ability ':J:h ff lm I
identify and manage risk. This change
was made lnchrislieﬁal risk-
management procedures and control
functions that ardinarily limit risk-
taking do not obviate the need to
identify covered emplayees and to
develop incentive compensation
amangements that properly balance risk-
taking incentives. To be fully effective,
Toalar ot ads w0 incenti

adoption of this principles-ba
approach will mqunrean iterative
supervisory process o ensure that the
embadded flexibility that allows for
customized arrangements for each
banking organizalion does not

B

) during the deferral period.
Deferral, however, may not be effective
in constraining the incentives of
employees who may have lihs ability to
expose the organization ta long-lerm

g.w: these risks may net i:‘esxahmd
during a reasonable deferral period. For
this reason, the final guidance
recognizes that in some cases, two or
mum mothods may beneednd in

af

compensation arrangements should take

accaunt of the full range of risks thal
mployees activilies may pose for the

organizalion, including credit, market,

t {eg, riskad
nwards and deffml nfpa)'mem] to
achiove an incentive compensation
arrangemenl that properly balances risk
and rew

Trrth

liquidiy, op 1, legal, compliance,
and

of
the guidance.

With mpect to U, S opérations of
foreign ban

risks.

A numbzrofcommenters expressed
the view that increased controls could
mitigate a lack of balance in incentive
Under this

I the few methods noted
in the final guidence are not exclusive,
and other effective methods or
variations may exist or be developed.
Methads fnradnwmg halancad

policios, includms managammt review,
and approval requirements for a foreign
bank’s 1.5 operations should be
coordinated with the foreign banking
organization's greup-wide policies
developed in accordance with the rules
of the foreign banking organization’s
home country supervisor. These policies
and practices should be consistent with
the foreign bank’s overall corporate and
management slucturs and its

% for risk:

L

view, unbalanced incentive
compensation arrangements could be
addressed either through the
madification of the muenllvs

s af one
wganiulion may notbe effective at
another m%amzalion, Each organization
is responsible for ensuring that its
incentive compensation amwangerients

llmapptmahml uiaddzuonal or more
effective risk controls to the business,
The final guidance recognizes that
strong and effactive risk-management
and intemal control functions are
cmw.al to the safety and soundness of

internal controls, as wall as walh the
final guidance.

‘Fupuwdlhaﬁm ymm
include, in th

However, the
Agemues believ that pocrly designed or
managed incentive compensation
arrangemants can themsclves bea
source of risk to banking organi;

are with the safety and
soundness of tho organization. The
guidance clarifies that LBOs should
actively monitor industry, academic,
and regulatory developments in
mcenlws compensation practices and
and be prepared to incorporate
mto gir incentive compensation
systems new or emerging methods that
are }ikely Lo improve the organization’s
long-teren financial well-being and

mpumdbm |hredmlmlam

and und "‘ Ummnlmhmpl:_m,

safety and
In response to aquestion asked in the

several ¢

Federal Reserve fr s t5 can place substantial uested that certain typos of

f}ﬁ; et ind -n;:" 'fwh Tmydh;nk strain on the risk tand tion plans be (reated as
i internal control funmons of ovenwell-  bayond the scope of the final guidance

fthe Cmpirlets (] Lo PG, Lrge managed org Furth becausa cummmlersbelieuedg:lm

(i¥) tho OTS, the hwm o ?clﬁ‘]ﬂmnmas

pooely In!anced mcenu\.e mmpensaunn

plans do not threaten the safety and

compuanies. The lerm “smaller hanking
Myniulwm’l;ndlo:efalnhnhhg

to take affnnanve actions to weaken the

bt are: ol LUK
ageecy’s standaod.

internal oontml [uutlmns

af hanking orga
These included urganizal.inn -wide profit
sharing plans, 401k} plans, defined
benefit plans, and ERISA plans,
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The final guidance does not exempt  neutralize the effect of any balancing  aliract and retain appropriately
any broad categorios of compensation  features included in the arrangement to  qualified personnel andpn
plans based on their tax structure, help prevent imprudent risk-taking, compensation should not be based
corporale form, or stalus as a vetirement  Organizations should consider substantially on the financial
or other employes benefil plans, including balancing features—suchas  performance of the business unit that
because any type of incentive risk ad]ustmsn!s or deferral they review, Rather, their performance
compensation plan may ba in golden parachutes and - should be based primarily on the
implemented in a way that increases similar amrangerments to rmugale the achieverent of the objectives of their
risk inappropriately. In response to potential for the arrang o ions (., adh lo internal
these comments, however, the final encourage imprudent riskaking, controls).
guidanee recognizes that the term Provisions thal require a departing Banking organizations should moniter
“incentive compensation” does not employes to forfeit deferred i i incentive awards, risks
include arangements that are hased compensation payments may also taken and actual risk outcomes ta
solely on the employees’ level of weaken the effectiveness of a delrml determine whother incentive
compensation and that do not vary if the departi pensation p to empley
based on one or more performance isableto negotiate a "gulden are reduced to reflect adverse risk
metrics (4., 401(k) plan unrler which l'andshaks' arrangement with the outcomes. Incentive compensation
the org C loy nsworganiza‘lwn * Golden  arrangements that are found net lo
ofan ﬁlant]. M handsh present special  appropriately reflect visk should be .
addition, the fnat gmdam;a notes that  issues fm‘hanl:illg organizations and modified as necessary. Organizations
incentive compensation plans that supervisors, same of which are should not only provide rewards when
provide for awards based solely on discussed in the final gr.udance.beeam performance standards are met or
overall organization-wide performance  itis lha action of the emplo exceeded, they should also reduce
are unlikely to provide emp) other iy hich may not compensation when standards are not
than senior executives and individual wlated insli thal can al’feut the  met. If senior execulives or ather
whto have the ability to materially affect current employnrs ahln:; toproperly  employees are paid substantially all of
the organization’s overall perft align the employee's interest with the  their potential incentive compensation
with unbalanced risk-taking incentives.  organization’s long-term health, The when risk outcones are materially
In many cases, there were commonts  final guidance states that LBOs should  warse than. expected, employees may b
on bath sides of an issue, with some meniter \dnethcrguldm haudslmlm encouraged to lake Iarge risks in the
wanting less orno guidance and others hope of sut g their
wanling tough, or very specific the Ol'pammuml s afforts to nonmm pursoml mmecnsa:mn. Knowing that
prohibitions. For example, a number of  the risk-taking i of risks are Inrmted Simply
commenters argued that the use of The Agencies s will contine to work puh incentive com|
“golden parachutes” and similar with banking organizations and others  amangements should not crsﬂtc a “heads
retention and recruitment provisionsta  to dmrc.]op ap te methods for 1win, tails the firm loses” expectation,
retain should be prohibiled ct that such A significant number of comments
because such provisions have been ml:u‘s may have on thesafely  expressed oonwnsaboulthesoupaol
abused in the |?ast."' A Iam:d number of and soundness of banking organizations. Uls;ppllcabllllylrflw
commenters, howaver, argued against a O . guidance to smaller bankin
per se ban on such amn?emenslfmljng C. mﬂmﬁz"’m WIHI!EﬂBCJIW Conlrols organizations as well asthesbmim: the
that these provisions were in soma cases © o nag?men proposed guidance would impose on
essential elements of effective recruiting ~ The second princigle of the final these arganizations. In response Lo these
and retention packages and are not guidance states thal a banking comments, the final puidance has made
necessarily a threat to safety and organization’s rish xplicit the Agencies” view that
soundness, One commenter stated that  processes and internal controls should  the monitoring methods and processes
golden parachule paymeats triggered by  Teinforce and support the develapment.  used hy 2 banking organization should
changes in control of a banking and of balanced incentive  bec te with the size and
om are too speculative to pensd Ballkmg camplexity of th ion, as well
enwl.\rage imprudent risk-taking by hould int asits use of incenti i
employess. mmpmsmmn arrangements into their — Thus, for example, a smaller
The fina g like the proposed and intermal control  prganization that uses incentive
guidance, provides that banking irameworks to ensure that balance s compensation only to a lisited extent
organizations should carefully consider  achieved. In particular, banking — may find that it can appmmtsiy
the potential for golden parachutes and should have approp monitor its
similar arrangements to affect the risk- controls to ensure that PIWSSSBS for normal mmna@msnt PIOCESSEs. The
taking behavior of employees, The final  achieving balance are followed. final guidance alsa discusses specific
guidance adds language noting that Appropriate personnel, including risk-  aspects of policies and procedures
that provide an empl manag sonnel, should have  related ta controls and risk-management
with a guaranteed payout upon input in the design and assossmentol  that are applicable to LBOs and are not
departura from an arganization b comp o '.k B expected of other banking organizations.
regardloss of perfarmance may “empensation for risk-management and . Strong Corporate Govemmance

T Amssgneis Bal provide fet an eanployen

control personnal should be sufficient lo

The third principle of tha final

{ypicaly & senior eec pondgary #1Golden handelak = w-; guidance is that incentive compensation
i canls e same et all of ] at banking organizations
ive large additicnn) i cadjusied value ef deferred. -
T et el Skt p ',“t mm“ﬂu s e apen should be supported by strong corporste
withut regard o risk o sk e i fgoven 1g active and
sometimes ealled “golion paraciutes.” ampleymaecl. ffect ight bylhe i s
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board of dirsctors.? The board of |dm1t|ﬁus specific aspects of the ion and i
directors of an organization is ultimately ¢ i ofthe  Furth lhsﬁnalguldam:e
responsible for ensuring that the ﬁnalgmdan.ce that are appli to that smaller org

@ jon's incentive compensali LBOs ar nrhermgamsatwns that use with less complex and extensive
arrangements for all covered incentive tian lo a 5i incenti i

employees—not solely senma- degres, and are not sxpecled ormhsr may not find {trnauessa:y or appropriate
balanced  bankin torequire specially tailored board

and do nnl]en‘:arﬂm the safety and boards of directors of LROs andother  expertise or to retain and use outside

soundness of the organization. Boards of  organizations that use incentive arts in this area.

directors should recoive data and compensation to a significant degres banking organizalion’s disclosure

analysis from management or other should actively overses the practices should suppert safe and sound

sources that are sufficient to allow the dr:mlopmml and operation of the incenti ) i 4

board to assess whether the overall ion's incentive i Specifically, a banking organization

des!gn and purfumance of the pﬁ— cies, syﬁe:lsh and related contrg] .slwutd supply an appropriate amuunt of

1f such an organ daes g ilsi

an'angsmnts ar consistent with the  not already have a comp i s and zslawd

organization’s safely and soundness,  committee, reparting to the full board,  Tisk- -msnagement, mmml and

Thmrevlews and reports should be with primary responsibility for hareholders to
ropriately scoped to reflect the size  incenti pensati n allow them ta menitor aud where

sud complexlty orhe bankin, the board shauld consider establishing  appropriate, take actions to resirain the

organization's activities and the ane. LBOs, in particular, should follow  potential for such arrangements to

prevalence and scope of ts incentive  a systematic approach, outlined in the to take imprud

oompensation arrangaments. The

final guidance, in developing

' Ly 2

risks.
~ While sum;lcommenlels supparted
i

struclure, composition, and af wystems that have
the board of directors should be ha]anmd inentive pensati pubic
constructed to permit effective mfh arangements. incentive cmnpemlwn practices of
of incentive componsation. The board of I d banking a greater number
directars should, for example, have, or  concem that the propased 3L1idance e:pm&sed concems that any required
have access o, a level of expertiseand  appuared to create a new of i
experience in risk-management and qualification for boards of directors that  information by banking nrg.anmllcmsbe
compensation practices in the financial  requires the boards of all banking tailored to protect the privacy of
services seclor that is for the have members with employees and take account of the
malure, scupe, and complexityof the  expertise in componsation and risk-  impacLof such disclosures on the ability
ization’s activities. ' managament issues. A group of of organizations o attract and retain
iven the key rols of senior commenters notad that such a talent. Several commenters supported
executives in managing tho overall risk-  requirernent could limit an already an alignment of required disclosures
taking aclivitics of an organizalion, tho  small pool of peoplesuitzhle to serve on - with existing requirements for public
board of directors should directly baards of directors of banking companies, arguing that additional
pp pensati g ions and that smaller requirements would add to the
involving senior execulives and clsely umgmlzal ions may not have access to, of :egulamy burden on banking
moniter such payments and their the toe diractors .
sensitivity to risk outcomes. If the mesting these alditional idance did not
compensation arrangements fora senor  Some commenters also stated that terms Ln s spesific disclosure requirements
executive include a doforral of payment  such as “closaly monitor” and *actively king organizations. The final
or “clawback” provision, then gr:; overson” could be read to imposea iutdanca makes no significant changes
teview should include sufficiont higher standard on directors for their rom the proposed guidance wilh regard
information to determine if the oversight of incentive compensation to disclosures, and states that the scope
provision has been triggered and issues, On the other hand, one and level of information disclosed by a
executed as planned. The board also commenter noted that current law banking organization should be tailored
should approve and document any requires financial expertise on the to the nature and complexity of the
waterial exceptions or adjustments to  boards of directors and audit organization and its incentive
the incentive compensation commitioes of public companics and The finel
arrangernents established for sonior recommended that specialized risk- guidance notes that ba'nhn%
exsculives and should carefully management cam‘:stemws berequired  organizations should comply with the
cansider and monitor the effects ofany o0 the boards ofall banking incentive compensation disclosura
A tons or adi Y izali requirements of the Pederzl securities
the ammgsnm'ils. ’ o address concerns raised by these  law and other laws, as applicable.
n respanse o ¢ the final gu idance clarifics A number of commenters suppurted
concern about the impact of the hat ri additionil for
proposed guidance on smaller banking expmise and zxpenanmal theboard  banking m-ganmﬁans such as“say on

organizations, the final guidance lavel may be present callectively among
e & the members of the board, and may
V1n the case of fueeiga besikiag ocgaaizations cumeEmmmmIaE traning | or from
{FBO:), the term “baaed of diretoee” refess to 1k in risk-
wheeant avessight body fo the fim's LS. ment and compensation issues,
m":ﬁm “W:::;%““"" mcl ing a5 a director, or may be
“Smmwhllmslmludsnnﬁumdﬁs ohlalrwd from ad\'lce I‘ﬁm‘ from
, ollicers, end employess, 12 CFR orother

563.33.

pay” provisions requiring shareholder
approval of compensation plans,
separation of the board chair and chief
cxecutive officer positions, majority
voting for directors, annual elections for
all directors, and improvements to the
audit function, Some of these comments
soek chan@m in Federal laws beyond the
inn of the Agencies; others

experls with expertise ini
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address issues—such as “say on pay”
requirensents—that are curvently under
consideration by the Congress. The fina]
g::::noe does net presmpt or preclude
these proposals, and indicates that the
Agencies expect organizations to
comply with all appliczble statutory
disclosure, voting and other
requirenieats.

E. Continuing Supervisory Initiatives
The horizontal review of incentive
compensation practices at LBOs is well
underway. Whils this initiative is being

led by the Federal Resarve, the other
Pederal banking agencies are
paﬁicigaliugin the work. Supervisary
teams have collected substantial
information from LEOs concerning
existing incentive compensation
practices and related risk-management
and corporate governance processes. In
addition, LBOs have submitted analyses
of shortcomings or “gaps” in exisling
practices relative to the principles
contained in the proposed guidance, as
well as plans for addressing identified

k s izations already
have implemented changes Lo make
their incentive compensation
arrangements more risk sensitive,
Indeed, many organizalions are

gnizing that strong risk-manag
and control systems are not sufficient lo
protect the organization from undue

The Agencies intend to actively
menitor the actions being taken by
banking organizations with respect to

operation of the organization's incentive
compensalion system in providing risk-
taking incentives that are consistent

and will review and update this
Enidanosas appropriste to incorporate

est practices that emorge. In addition,
in arder lo monitor and encourage
im{)mmmls. Federal Reserve staff
will p a repart, in consultation
with the other Foderal banking agencics,
after the conclusion of 2010 an rands
and developments in compensation
practices at banking srganizations.
IV, Other Malters

In accordance with the Paperwork
Reduction Act [PRA) of 1995 (44 US.LC.
3506; 5 CFR Parl 1320 Appendix A1),
the Agencies have determined that
certain aspects of the final guidance
constilute a collection of information.
The Board made this detennination
under the authority delegated to the
Board by the Office of Management and

with the urganization’s safety and
soundness,

The OCC, FDIC, and OTS$ have
ablained cy approval under 5
CFR 1320.13 for issuance of the
guidance and will issue a Federal
Register notice shortly for 60 days of
comment as part of the mgluhlar PRA
clearance process. During the regular
PRA clearance process the estimated
average responsa time may be re-
evaluated.

The Board has approved the
collection of information under its
delegated authority. As discussed earlier
in this notice, on October 27, 2008, the
Board published in the Federal Register
a notice requesling comment on the
gﬂymd Guidante on Sound Incentive

mpensation Policies (74 FR 55227).
‘The comment period for this netice
expired November 27, 2009, The Board

Budget (OMB). received three comments that

An agency may not conduct or specifically addressed paperwork
spansor, and an organization is not burden, The commenters asserted that
mcguimd torespond to, an information  the hourly estimate of the cost of

llection unless the informati compliance should be considerab]
collection displays a currently valid hi%hu than the Board ?ruiacled.
OMB contral number. Any changes to he final guidanes clarifies in a
the Agencies' regulatory reporting forms  number of respects the expectation that
that may be made in the future to collect  the effect of the final guidance on

information related to incentive

bankin§ organizations will vary

would be

ing on the size and complexi

L'm";;‘;'aﬂ.i"s tisks arldng from ddressed in @ separate Federal Register u:!_.he m?niwiun and its lovel of use
it notice. of ingentive compensation
m;ﬁ?&?ﬂg? | Di :tu:ﬁﬁ:e The final ﬁ:idanmincludﬁ arangements, For example, the final
developing 1Y.1maem that can provisions that state large banking guidance makes more explicit the view
effectively compare incentive or%m:izaﬂom {LBOs) should (i) have that the manitoring metlu_:ds and
compensation paymentsto risks and policies and procedurcs that identify processes used by a banking
tisk outcomes. The Agencies intend to nd describe the rolefs) of the parsonnel 07 on shoold be can
cantinue to regularly review incentive and unils autherized to be invelved in with the size ::rlw ﬁﬁﬁlﬁlﬁg?s
i d related ¥ PP L ; 8
L o identily the source of sipnificant risk- incentive compensation. In addition, the
gsméemm;:@";" ﬁﬁ&iﬂfgmw Naledyinpll!:, sstablis;tg:ppmpriale finzl guidance highlights the types of
vork with thess osganizations through  €OP1T0I governing thesa input to help policies, procedures, systems, and
the supervisory process to promply ensure their integrity, and identify the  specific aspects of corporate governance
carrecl any deficiencies thal may be individual(s) and unit(s) whose that LBOs should have and maintain,
incansistent with safetyand appioval is necessary for the but that are ot expected of other
soundness establishment or modification of banking organizations. i
incenlive compensation arrangements; :: ‘“Pﬂnn}:‘: m’;m: and taking
e ) i {ai i into accoun ions
¥4 Fer salls busking ocgnizalins. tha P,;]“;'é qll oate ind ﬁmﬂ:?mtl ofthe discussed above, the Board is increasing
segulaely schadulad examinstions and e carcas] ion's for incenti the burden estimate for implementing or

W;pommrmgfmdmauhhs
[ Lypes of incantive pha in pl.

b fob types coveeed aad the charscteristics,
tence and bowel i

Irhwinmliv? mu!miﬂlphmﬁ_ﬂ&‘

compensation arrangoments; (iii) have
any material exceptions or adjustments
ta tha incentive compensativn
arrangements established for senior

P r formation eallected.  gputives approved and d
e vera ™ by itsboard ofdirctors and (i) have
segaizafion azd its izeentive conipensition its board of directors receive and
amrgeneats. Foe bese soullorkanking. - roview, onan annual of more ﬁuquu:nl
vory imited, if any, tapled bl XL by managoment of
supinssy il T he e thatany of the of the design and

o bt N - e Berrealtond and dedallad
monitor h peced to be than thosa af heges, meee complex angenisslinns,

modifying policies and procedures to
monitor incentive compensation. For
this purpose, consideration of burden is
limited to items in the finzl guidance
constituting an information collection
within the meaning of the PRA. The
Board estimates that 1,502 large
respondents would take, on average, 480
hours {two months) to modify policies
and procedures to monitor incentive
compensation. The Board estimates that
5,058 small respondents would take, on
average, B0 hours (wo business weeks)
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to establish or madify policies and racedures: large respondents 480 Estimated number of respondent,
procedures to monitor incentive urs; small respondents 80 hours. ing or modifying policies and
compensation, The total one-time Maintenance of policies and proced p arge respondents—20;
burden is estimated to be 1,125,600 40 ho]ns. ) small respoadents—4,870; Maintenance
hours, In addition, the Board esti E rumher of respondent; of policies and procedures: 4,899,
that, on a continuing basis, respondent Large ; pond 1,502; Small ll'mﬂ}‘ted total annual burden:
would take, on average, 40 hours fone  respondents, 5,058, 584,800 hours.
business week) each year to maintain . é;iﬂﬂﬂwﬂrf fotol annual burden: ors
olicies and procedures | it & ours.
fuu:!llivc I pm on ma:' me fms tionedabove, the OCC, FDIC, itle of Information &m;;:esqma
and estirmates the annual on-going an g B p . -
burden to b 262,400 hours. The total  approval uader 5 CFR 132013, The Gﬁcrm b NIk, e,
annual PRA burden for this information Df_)CandGTS 3Ppm"f‘]5 Were obtained F ”:f;" ‘Ag;':a“" 1
collection isestimated tobe 1,388,000 Prior 0 the Board revising ts burden A?md%hﬂfc-nughm or ather
hours. estimates based on the comments i : -
Genrel Dscipton Rpoet received. Fc‘;liﬂ;:ﬂemn. the OCC 2nd ﬂ;ﬁ;ﬁ}; ns: Sevings sociatons
HeTa OTS are publishing in this notice the ’ g .
“This information eallection s crigial burden esimate. They wil  SSmoted averagehous per esporse
authorized pursuant to: issuz & Federal Register notice shortly Estimated number of respondents:

Board—Sections 11{a), 11(7), 25, and
254 of the Federal Reserve Act (12
U.8.C. 248(a), 248(i), 602, and 611,),
section 5 of the Bank Holding Company
Act (12 U.S.C. 1844), and section 7(c) of
the International Banking Act (12 US.C.
3105(c)).

0CC—12 U.8.C. 161, and Section 39
of the Federal Deposit insurance Act {12
U.S.C. 1831p-1).

FOIG—Section 39 of the Faderal
Dapasit Insuranca Act (12 USC.
1831p~1).

OTS—Section 39 of the Federal
Deposit Insurance Act (12 US.C.
1831p~1) and Sections 4, 5, and 10 of
the Home Owners” Loan Act (12 US.C.
1463, 1464, and 14672).

The Agencies expect o review the
policies and procedures for incentive
compensation arrangements as part of
their supervisory processes. To the
extent the Agencies collect information
during an examination of a banking
organization, confidential treatment
may be afforded to the records under
examption & of the Freadom of
Information Act (FOIA), 5 U.S.C.
552(b}8).

Board

Title of Information Gxih:aiun:

Perrrdkaont o .

with the Guidance on Sound Incentive
Compensation Policies.
Agency fornn number: FR 4027,
OMB control number: 7100—ta be

assigned.

Freguency: Anmually.

Affected Public: Businesses or other
for-profit.

Respondents: U.S, bank holding
companies, State mermber banks, Edge
and agreement corporations, and the
11.5. operations of foreign banks with a
branch, agency, or commercial lending
company subsidiary in the United
States.

Estimated average hours per response:
Implementing or modifying policies and

for 60 days of commont as part of the
regular PRA clearance process. During

765,
Estimoled fotal annual burden: 30,600

the regular PRA clearance process e poyeg
eslimated average response time may be  The Apencies havea continuing
re-avaluated based on comments interest in the public's opinions of our
received. The FDIG is publishing in this  collactions of information. Atany tine,
notice the revised b i di burden
developed hyﬂ:ne Board based nn‘fhle wimmcraj;y atheraspect of this
comments reczived. The FDIC will issue  glloction of information, including
a Federal Register notice shortly for 60 suggestions for roducing the burden,
days of comment as part of the regular may be sent to:
PRA clearance procass and, during the
regular PRA clearance process, the Board
estimated average response lime may b Secretary, Board of Governars of the
re-evaluated based on comments Federal Resoree Syster, 20h and G
received. Streets, NW., Washington, DC 20551,
ooe oce

Title of Information Collection: Communications Division, Office of
Guidance on Sound Incenti the Comptraller of the Gurrency,
Compensation Palicias, Mailstop 2-3, Attention: 1557-0245,

Agency form number: NIA. 250 E Street, SW., Washington, DC

B control number: 1557-0245. 20219, In addition, comments may be

Frequency: Annually.
Affected Public: Businesses or other
for-profit.

Respondents: National banks.

sent by fax to (202) 874-5274 or by
electronic mail to
regs.comments@oce.reas.gov. You may

Estimated average hours per
40 hours,

i Ily inspect and photocop
comments at the OCC, 250 E Steeet,
SW., Washington, DC 20219. For

1 number of o

1,650.
Estimated tote] onnual burden: 66,000
hours.

socurily reasons, the OCC requires that
visitors make an appointment to inspect
comments, You may do so by calling
(202) 8744700, Upon arrival, visitors

FoIC will be required to present valid
Title of Information Coll g0 issued pheto identification
Guidance on Sound Incentive and to submit to security screening in
Compensation Policies. arder to inspect and photocopy
%ﬁ' form number: NIA. comments.
control number: 3064-0175. .
haquenc;;imnualiy FoIC
Affected Public: Businessesorother  All comments should refer to the
for-profit. name of the collection, “Guidance on
Respondents: Insured Stale Sound Incentive Compensation
nonmember banks. Policies.” Comments may be submitted
age hours per resp by any of the following methods:

Implemunting or modifying policies and
| dents 480

 hitp:/fwww.FDIC goviregulations/
bt b Tol

large resp
hours; small respandents 80 hours,
Maintenance of policies and procedures:
40 hours,

+ Email: commentsfdic.gov.
v Moil: Gary Kuiper (202.898.3877),
Counsel, Federal Daposit Insurance
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Corparation, F-1072, 550 17th Street,
NW., Washington, DC 20429,

+ Hand De Delivery: Comments may be
hand-delivered to the guard station at
the rear of the 550 17t Streot Building
{located on F Street), on business days
between 7 a.m, and 5 pam.

[

Tnf

the comments reczived on thisissue, In
risponse to these the final

guidance is 1nlendsd to assssldlmhns
an

guidance includes several p
designed to reduce burden on smaller
hanking arganizations, For axamplo, the
final guidance has made more explicit
the Agencies” view that the monitoring
methods and processes used by a
hanking organization should be

Ch:aff.‘aumei s OPf'ne. l’JPf‘ue of Thrift
Supervision, 1700 G Strest, NW.,
Washington, DC 20552; send 2 facsimile
transmission to {202) 906-6518; or send
an e-mail to

lrens.eov.
OTS will post comments and the related
indox on the OTS Internet Site at hitp://

www.ofs.treas.gov. In addition,
interested persons may inspect
comments at the Public Reading Room,
1700 G Street, NW., Washington DC
20352 by appointment. To make an
appointment, call {202) 906-5922, send
an g-mail to public.infoldats.lreas.gov, or
sond a Facsimile transmission to (202)
906-7755,

oMp

Additionally, please send a copy of
your comments by mail to: Office of
Management and Budget, 725 17th
Street, NW,, #10235, Paperwark
Reduction Project (insert Agency OMB
contro! number), Washington, DC
20503, Comments can also ba sent by
fax to [202) 395-6974.

While the Regulatory Flexibility Act
(5 U.S.C. 603(b]) does mot apply to this
guidance, becausa it is not beinia
adopted as a rule, the Agencies have
considered the potential impact of the
proposed guidance or small banking

ions. For the reasons

with the size and
complexity of the organization, as well
as its use of incenlive compensation.
The final guidance also highlights the
types of policies, procedures, and
systems that LBOs shoutd have and
maintain, but that are not expected of
other banking organizations, Like the
proposed guidance, the final guidance
focuses on those sfmgloyees who have
the ability, either individually or as part
of a group, to expose a banking
arganization to material amounls of risk
and is tailosed to account for the
differences between large and small
banking organizatiens.

V. Final Guidance

The text of the final guidance is as
follows:

Guidance on Sound Incentive
Compensation Policies
L Introduction

Incentive compensation practices in
the financial industry were one of many
factors contributing to the financial
crisis that began in mid-2007. Banking
organizations too often rewarded
employass fm-mcmsmg the
organization’s revenue or shorl-term
profit without adequate recognition of
the risks the emp]oms activities posed

;1o the organization.” These practices

in ths SUPFPLEMENTARY INFORMATION
ahove, the Agencies believe that
issuance of the proposed guidance is
needed to help ensure that incentive
compensation arangements do not pose
4 threat to the safety and soundness of
banking organizations, including sinall
banking arganizations, The Board in the
proposed guidance sought comment on
whether the guidance would i impose

undue burdens on, or have

| the risks and Josses at a
mumber of banking orpanizations and
resulted in the misalignment of the
interests of employees with the long-
term well-being and safety and

anangamnnbs and rulaled poﬁr:im and
procedures that effectively consider
potential risks and risk oulcomes,>

Alignment of incentives provided to
employees with the interesls of
shareholders of the arganization often
also benefits safety and soundness.
However, aligning employee incentives
with the interests of shareholders is not
always sufficient to address safety-and-
soundness concems, Because of the
presence of the Federal safety net,
(including the ability of insured
depository institutions to mise insured
deposits and access the Federal
Reserve's discount window and

ment services), shareholders of a
E:ynkms organization in seme cases may

be willing to tolecate a degree of risk
that is inommswnlmth
's safety and

Mootdmgly the ngtmms axpecl
banking organizations to maintain
incentive compensation practices that
are consistent with safety and
soundness, aven when these practices
gobeyond those needed to align
shareholder and employee interasts.

To be consistent with safety and
soundness, mcenlweuumpensaunn

4 t a banking organizati

should:

« Provide employees incantives that
appropriately balancs risk and reward;

« Be compatible with effective
controls and risk-management; and

+ Be supported by strong corporate
governance, including active and
effective oversight by the organization's
board ufdwamsnt. e

These prmclglas.and the types of
policies, procedures, and systems that
banking organrzannnsshould have to
help emuemmplia:ioe with them, are
discussed later in t‘rnsgga

The Agencies expact nking

dness of their orga This
document provides guidance on sound
inoertive can:pesmtmn practices ta

to regularly review lhr.'i.r

pervised by the
?sdsral Reserve, the Office ollhe
Cumpuoﬂar of :haOJmncy. the Fsdemi

es for, small or
and whether there ware ways such
potential burdens or consequences
could be addressed in a manner

consistent with safely and sound

it 1
Oﬁ“ocolTh-l!t Supamsnun
(collectively, the “Agancies”).2 This

-Wummmmmmiw
” sun's safile gud sourdiess el

This gaidance and the principls rellected
ereln ae consistent with e Prieiples for Seend
LGompersation Proclicss issued by the Financial
Stabilitg Boacd (FSB]in April 2009, and with the

Implenneridation Standards for hase
principles, issted in Seplmnber 2000,
41n this guidancs, the lann *ingentive
compensation” reles 10 that portion of az
up!nyeds curmnt o petential mpma:m tha

It is estimated that the guidance will
apply 1o 8,763 small hanking
organizations. See 13 CFR 121,201, As
noted {n the “Supplementary
Information” above, a number of
conimenters expressed concern that the
proposed guidance would impose
undue burden on smaller organizations.
The Agencies have carefully considered

caodlt, market. iqeidiy, operationa, g,

mm.ahvddalulmmnmmel
Kacenti o d !

s useel s goidanoe, the term “baskicg
oaganimtion” Mhdsnumlmh.
monbet

unmpuulwdullswnﬂdwhh b, and the
peynsent of sehich ks solely tied to, tenlmuet

salary), In addidon, Uy

savings

U b . bl s, fvings

el

2z boa holdieg compandes, Edge and agreement
d the LS, operations of foesh

Mﬁndb}sﬂduﬂyoﬂ&nup&m‘swﬂ

Thanking capeaizations (FBOs) with abranch,
sgency, or comsmencia] beading company in the
United] States.

mwmmmm.mmmm wader
sehich l}emmalm mrwbnlmadpamm
of s eapleyec's salary).
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for all

As di d further below, because

employeas who, enher |ndw|dunlly or
as part of a group, have the ability to
expose the organization to material
amounts of risk, as well as to regularly
review the risk-management, control,
and corponite governance processes
rolated to these Banking

of the size and complexity of their
operations, LBD;" shuuld Ihwe am!

any, additional examination work is
oxpected for smaller banking
rganmlmms that do not use, to a

adhere to sy
poliies, procedures, and processes.
These are considered important in
ensuring that incentive compensation
ts for all o I

arganizations should immediately

ficant extent, incentive
oompmsatmn arrangements.®
Faor all banking organizations,
supemsury findings related to iru:enllve
will be

are identified and reviewed by
fate levels of

address any identified deficiencies in
these that are
inconsistont wilh sal‘cty and soundnnss

(including the board of directors where
aypmpnaln andmnlrol units), and that
ly balance risks and

Banking org
for snsunrlg that their incentive

mwaras In several places, this guid

thmrgsmzalm and included in the
relevant report of examination or
inspection. In addition, these findings
will be incorporaled, as appropriale,
into the orgamxauon s raling

ey

specifically highlights the types s of
and systems that

LBOs should have and maintain, but

compansation an'ansmmnl.s are cit
istent with the prineiples described  policies., d
in this guidance and that they do not
encaurage employees Lo expase the that generally are not expacted of

arganization to imprudent risks that
may a threat to the safety and
soundness of the organization.

The .-\gemes recognize that incentive

smaller, less complex organizations.
LBOs warrant the most intensive
supervisory attention because they are
significant users of incentive .
i an

) and subc
m]almg to risk- manassment internal
controls, and carporale governance
under the relevant supervisory rating
systemn, as well as the organization’s
overall supervisory rating.

An organization’s appropriate Federal
supervisor may take enforcement aclion
apainsta banking organization if its

often seok
1o serve several nmpunant and worthy
abjectives. For example, incentive

bocause flawed approaches at thess
organmtims are more likely to have
ts on the broader financial

I 5 miy
used to help attract skilled staff, induce
hetlnrn:ganiza[iun-w[da :lmi cmployes

systam. The Agencies will work with
LBOs as necessiry through the

mu:nlmn pmwde reuramunlsu:unty to

ry process to ensure that they
pmmpl]y oom?d. any deficiencies that

or allow
e:pemas to vary with revenue on an
organization-wide basis. Moreover, the
analysis and methods for ensunngthat
incenlive compensation arcal
take appropriate account of sl should

may Ize Wl?h the safety and

1Bl or
related I'isk-m;mgcmenl, contral, o
governance processes pose a risk to the
safety and soundness of the
organizatien, paicularly when the
organization is not taking prompt and
effactive moasures Lo correct the
deficiencies, For example, the
apmeHaln Faderal supervisor may lake

'The policies, pracedures, and systems
of smeller banking onganizations that
use incentive compensation
amrangements? are w:‘pu:lcd to be Jess

fi and detailed than

be tailored to the size, comp
business strategy, and risk tolerance of
cach organization. The resources
required will depend upon the

those of LBOs. Supervisory reviews of
incentive compensation arrangements at
smaller, less-complex banking
organizations will be conducted hy the

action if makerial
daﬁmmlas are found to exist in |ha
ion's incentive comp

armangements or related risk-

gamont, control, or g
processes, or the organization fails to
prompily develop, submit, or adhere to
an effective plan designed to ensure that
its incentive compensation

fompi_exllyofths ﬁrlln and its use of ﬁgemesaspmof“ H angemen Lnr:nl oUg? stent
For soume, the task of designing and :n::nal controls, and curpnm; with princplesof safty and soundrnes.

arrangaments that properly offer
incontives for executive and non-
execulive employees to pursue the
organization's long-term well-being and
that do nol encourage imprudent risk-
laking is a complex task that will
require the commitment of adequata

TESOUICES.
~ While iss‘nes‘relmd todesigningand

2 during the regular, risk-
focused examination process.
reviews will be tailored to reflect the
scope and complexity of an
organization's activities, as well as the
prevalence and scope of its incentive
compensation arcangements, Littlo, if

As provided under section 8 of the
Federal Deposit Insurance Act (12
U.S.C. 1818), an enforcement action
may, Emeng oﬂler ""W require an

suchas dminpmg a carrective action

plan that is acceptable to the

appropnale Foderai su?emsor to rectify
ies in its

‘practices, and sdhasea th
ganerally i the industry.

inmliw compensation amngenmts or
. Wh

‘Pu superviscay parpass, the Age o

mplex, the Agencies
are committed to ensuring it banking
organizations move forward in
incorporating the principles described
in this guidance into their incentive
compensation practices.s

1 hssd o, aseng othet
Ibmgs.sms. eity, and visk peofle. For
wmu'm: mﬂgﬂmmmdmh the

the
Fodral Resrve g, comples i, N

related p ere the
appmprmle Federal supervisor may
require the organization to take
additional affirmative action to correct
orremedy deficiencies related to the

A thel
for sapervisoey i) the OCE, the

and most oocwlru natiene] basks & defised in the

—_— smaller ¢
1 December 2008 tha Federal Reserve, workig u:aanmk.mpuﬂm- ofthe 1
with tha otlser Agencies, lniliated a special tier's Hasdbook; i the FOIC, uses o arrasgy
of inect P 1D 5 i -
and related risk eoatral, (i :‘ .heluwund'wmmfssaﬂw sralles banking ien willnot
i i " fi e of
o RO This it dosigned compasies. P M
lospwnnd mmlm‘hqmdmmmmds #This guidance does not apply to banking a firm= mdepmﬂwhumgnm;p]anwh
b ioations that do not v et

Imu!mlhebmk’swﬂ!&mu ven Inhcphn
e
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s ive comg Fnraaseoirefsrmm th Mi pooﬂyhalanmd i

practices. 1
Effective and balanced incentive oollmwz!y referred to hmaaer is smuraga ey Inyaes [ take afhrmauw
compensation practices are likely to “covered employees™ or “employess”  actions to weaken or circumvent the
evolve significantly in the coming years, Dapending on the facts and organization’s risk-menagement o
spurred by the efforts of banking circumstances of the individual internal control functions, such as by
and other the types of employees or ~ providing inaccurate or

stakeholders. The Agencies will review categorics of employoes that are oulside  information to these functions, to boost
and update this guidance 25 appropriate  the scope of this guidance because they  the employee's personal compensation,
lo incorporate best practices that emerge  do not have the ability to expose the Accoedingly, sound compensation
fron: these efforts. organization o material risks would prax:l-ces are an integral part of steon

i P— likely include, for example, tellers,
:wpeof.\pp[mlm . bookkw_pcrs.mﬁu‘s. or data

arrsngmmnmil:gmzmd policiesand I e g whetharan aplog

should be consistent with pricciples of 07 group afemployess, may exposea

safety and soundness.? Incentive
compensation arcangements for
executive officers as well as for non-
execitlive personnel who have the
ability to expose a banking organization
to material amounts of risk may, if not
properly slmclumd pasea threat to the

safety a
r\mdmgiy. lhns guidance applies to

for:

« Senior executives and others who
are responsible for oversight of the
arganization’s firm-wide activities or
material business lines; 10

« Individual m%]oyw. including
non-executive employees, whose
activities may expose the organization
1o material amounts of risk (2.g,, traders
with large position limits relative o the

ion's overall risk tol

banking, organization to matarial risk,
the arganization should consider the
full range of inherent risks arising from,

or generated by, the employee's

risk-management and intemal control
functions. A lwygoal of this guidance is
to encourage banking organizations to
incorporate the risks related to incentive
compensation into their broader risk-
management framework. Risk-
managsmant dures and risk
cantrols that ardinarily limit risk-taking
donat ahmlem need for incentive

activities, even if the org:
riskem ment processes of controls
ta Hmimﬁm s!:mh activities
ultimately may poss to the organization.
Mareover, risks should be considered to
be matetial for purposes of this
guidance if they are material to the
arganization, of are material toa
business line or aperating unit that is
itself material to the organization.? For
of illustration, assume that a
ha:xing arganization has 3 structured-
finance unit that is material to the

ts to properly
balance nsk-mkmgmusnhvus

111, Principles of a Sound Incentive
Compensation System

Principle 1: Balanced Risk-Taking
Incentives

should balance risk and financial results
ina manner that does not encourage
employess to expose their organizations
to improdent risks.

axganizalion. A group of empl

within that unit who originate
structured-finance transactions that ma
expose the unit to material risks shoul

and be considered “covered employees” for
« Groups of employess who are purposes of this guidance even if those
subject to the same or similar incantive transactions must be approved by an
and who, in fent risk function prior to
the a,n,gmgale may expose the 3 mmummnuon or the erganization uses
organization to material amounts of risk, ~ ather processes or methods to limil the

even if no individual employee is likely
to expose the arganization to material
risk (e.g, loan officars who, as a greup,
originate loans that account for a
material amount of the organization’s
credit risk).

#lan e case of the LS, operations of FIO0s, the

:lmwmdappwml m‘nhwall.ilwlis us,

risk that such transactions may present
to the arganization,
Strang and effective risk

typically atlempt to encourage aclions
that result in greater revenue or profit
for the ization. However, short
revenue oryml’lan often diverge
sharply from actual long-run plt:%lt
because risk outcomes may become
clear only over time. Activities that
carry higher risk typically yield higher
short-term revenue, and an em,

who is given incentives to increase
short-term revenue or profit, without
rega.rd to risk, will naturally be atiracted

and internal control functions are
critical to the safety and soundness of
benking organizations, However,
imrespective of the quality of these
functions, poorly deslsnsd or managed

to exposathe
ergamzatwn to more risk.

An incentive compensation
arrangement is balanced when the
amounls pa:d ta an emplayee
ly take into account the risks

incentive

[lncludmg comphanw risks], as well as
ﬁnsnml benefits, from the
loyes’s activities and the impact of

those activities on the organization's
safety and soundness. As an example,
under a balanced incentive

fon ar wo

eperations, should be coordinated vith the FBO's ca.nthemselvss beasource of isk toa
T"nmwinams superviscr, For exampl
The pali ol incentive co P
....a. m-:.' ”\mlt ..mm tat provide emplayees strang
el stnscimre, a5 asils 3 2, B .y
o rikimggement and i condcls.In J%mnummnmwthsu?mfa;:m:s
addisin, n, icies foe the LS. operations of short-term revenues or pr Is,m! out
FR0s dhasld mL\mhlhlst rogard to the short- or long-term risk
incled nngwm:': iated with such business, can place
ity 4 bstantial strain on the risk-
Federsl 's Regul 12 i
o and internal control

215 2{e)it) and, forpublicly
“nained offioas™ within the swaning of the

functions of even well-managed

Securities end Exchangs Commission’s mles on onganizati

disciasien of ousculivg compesation (s00 17 CFR izations.

229.402(2)¢31)

refer 10/ CITS's rule o Ioans 5 Thus, be naterial

|ou|edrmmomow ditectons, and peinupal even if ey are wot largg eoough tn thomsalies.
sharesolders. (12 CFR 563.43). throaben the solvency of the arganiztica,

employees who sen;rate the same
amount of short-term revenue o profit
for an organization should not receive
the same amount of incentive
compensation if the risks taken by the
employees in generating that revenue or
profit differ materially. The emglo e
whaose activitics create materially larger
risks for the organization should recoive
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less than the other emplayes, all else
being equal.
 The performance MeAsures used in an

have an mpnnml effect on the
incentives provided employoes and,
thus, the potential for the arrangement
to encourage imprudent risk-taking. For
example, if an employee’s incentive
compénsation payments are closely tied
to short-term revenue or profit of
business generated by the employee,

well as other risks 1o the viability or
operation of the organization, Some of
these risks may be realized in the short
term, while athers may become
apparent only over the long term. For
example, fulure revenues that are
boaked as current income may not
materialize, and short-term profit-and-

As in other risk-management areas,
hanking organizations should rely on
informed judgments, supparted by
available data, W estimate risks and risk
outcomes in the absence of reliable
quantitative risk measures.
Larpe banking organizations. In

designing and modifying incenlive

i LBOs

Ioss measures may not
roflect diffirences in the risks associsted
with the revenue derived from different
ar.lw:tm (eg, the hl@ilermdllor

without any adj for the risks
assnciated with the business generated,
the potential for the arrangement to
encourage imprudent risk-taking may be
quite strong, Similarly, traders who
wark with positions that close at year-
end could havean incentive to take
large risks toward the end of a year if
there is no mechanism for factoring how
such positions perform over a longer
peried of time. The same result could

Tigk iatad with
su‘bprlme loans versus prime Ioans). 12 In
of

should assess in advance of
implementation whether such
amrangements are likely to provide
halanced risk-taking incantives,
Simulation analysis of incentive

addition, some risks (or
risky stralegies and positions) may have
alow probability of being realized, but
would have highly adverse effects on
the arganization if they were to by
realized ("bad tail risks”). While
sharcholders may have less incentive to

is one way
ofdmngso Such an.alysrs uses forward-
louhn,g prajections of incentive
awards and p
bmd on a range of peﬂomama levels,
risk outcomes, and levels of risks taken.
This type of analysis, or ather analysis
thit results in assessments of likely

Eurd against bad Lail risks because of

ensuie if the perf

themselves lack integrity or can be
manipulated inappropriately by the
employees recsiving incentive

compensalion.
On the other hand, if an employee’s

g Of:lull lization and
the exi of the Fadoral salely net,
these risks warrant special altention for

safety-and-soundness reasons given the
threat thoy pose to the organization’s
sugmlr‘? and the Federal safety net.

incentive compensation payments are
determined based on performance
measures that are only distantly linked
to the employee's activities (eg., for
most employees, organization-wide
profit), the potential fm'1ha arrangement
to encourage the employee to take
imprudent risks on behalf of the
organization may be weak. For this
reasan, plans thal provide for awards
based salely on overall organization-
wide performance are unlikely to
provide employees, other than senior
executives and individuals who have
the ability to matarially affect the

mization's overall cisk profile, with
anl lanced risk-taking incentives.

B shoul
consider the full range of current and
patential risks assoriated with the
aclivities of covered employees,
including the cast and amount of capital
and liquidity needed to support those
risks, in developing balanced incentive

can help an LBO assess
whether incentive compensation awards
and payments toan employee are likely
tobe reduced appropriately as the risks
to the organization from the employee's
ackivilies increase.

+ An unbalanced amangement can be
moved toward balance by adding or
modifying features that cause the
amounts ultimately received by
employees 1o appropriately reflect risk
and risk outcomes.

Ifan inuamwe compensation

Raliable
quanlnlalive meastires of risk and risk
outcomes (“quantitative 7,

may ENCOUrage
loexpose Ihelr banking organml:on to

where available, may be particularly
useful in developing balanced
compensation arrangements and in
assessing the extent to which
armangements ate properly balanced.

;, the
should mod]fy the arrangumnlas
needed Lo ensure thal it is consistent
with safety and soundness, Four
methods ars often used to make
compansation mnre sansitive to risk.

However, reliable quantitative measures  These methods

may not be available for all Lypes of risk
or for all activitics, and their utility for

should not anly be balanced in design,
they also should be impl d so thal

use in comp
\l'inns am business lines and

actual paymonts vary based on risks or
risk outcomes. If, for example,

employees are paid substantially all of
their potential incentive compensation

of reliable
qusutllatwe measures for certain types
of risks or outcomes does not mean that
banking organizations should ignors

such risks or outcomes for purposes of
even when risk or risk outcomes are
malmailywnm than expected, ugw!mlharan 1nml;\;ilm
have less incentive to avoid

lﬂl\r'!tlnshmlhmhﬁam!a] nsh‘: "

+ Banking organizations shou
consider the mnga of risks
associated with an employee's activities,
as well as the time horizon over which

those risks may be realized, m assessing
whether incentive

balance. For enmp]e. while reliable
quantitative measures may no! exist for
many bad-tail risks, it is important that
such risks be considered given their
potential effect an safety and soundness,

hich a sk

arrangements are balanced.

The activities of employess may
crealo 3 wide range of risks for a
banking organization, such as credit,
market, liquidity, operational, legal,
compliance, and repulational risks, as

o paali ‘nmman.rlhm

o Risk dd'_msrme.ninfdmrds The
amount of an incentive compensation
award for an employeo is adjusted based
on measures that lake into account the
risk the employee's activities may pose
to the organization. Such measures may
ba quantitative, or the size of arisk
ad{ustment may be set judgmentally,
subjoct to appropriate oversight.

3’??!' pJ‘F:l})' ymm!:'i‘lllsehaclual
payaul of an award to an employee is
delayed significantly beyond the end of
the performance period, and the
amounts paid are adjusted for actual
losses or ather aspects of performance
that are realized or become better
known only during the deferral
period.® Deferved payouts may be

13 Tha deferral-of: meibod

5 the slaled materilty ot x|
mmmmnmwumbgmm
mmassgeanenl unil in eowmescial paper mﬂuoua—

refered loin b industy e  “cavebad: ™ The tenm

day malusity not caly exposes th

ene-diay cradil risk, bt also exposss the
expgenization 1o liquislity vigk that may be eealiand
ealy infrequently.

“elawrback” also may refer specifically 1o an
1 undet which an ensploy; oelum
Escentive compensalion payreels previcusly
reaived by the emploges fasd ol st deferved) il
vielai tisk nulcamos oceur, Section 304 of the
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altered according to risk outcomes
cither formulaically or judgmentally,
subject to eppropriate oversight. To be
most effective, the deferral period
should be sufficiently long to allow for
the realization of a substantial portion of
the risks from employes activities, and
the measties of loss should be clearly

mitigating incentives to take hard-to-
measure risks (such as the risks of new
activities or pn!dncls or certain nskssk

financial well-being and safety and
soundness. '

+ The manner in which a banking
ion seeks to achieva balanced

such as rep

that may be diffi cult ln measure with
respect to particular activities),
especially if such risks are likely to be
realized during the deferra] period.

d to employees and closely lied
to thair activities during the relevant
performance

o Longer memume Periods: The
time period owerad by ths pmmm
used in

ply, in some cases two o more
methods mey hnneodad in unmhmlm

shuuld be taflored to account for the
differences between employees—
including the substantial differences
between senior executives and ather
employess—as woll as between banking

foran i
amrangement 1o he balanced.
The greater the potential incentives an
5 creates for an employee lo

employee’s award is extended [fw
cxample, from one year to lwo or more
years). Longer performance periods and
deferral of payment are relaled in that
both metheds allow awards or

increase the risks associated with the
employee’s activities, the stronger the
effect should be of the methods applied
to achieve balance, Thus, for example,

1o be made after some or all niE
oulcomes are realized or better known.

risk adj; used to ta

arrangement should have asimilarly

‘Activities and risks mg;ary
significantly both acress banking
organizations and across employees
within a particular banking
organization, For example, activities,
risks, and incentive compensation
practices may differ materially among
banking organizations based on, among,
other things, the scope or complexity of
activities conducted and the business

© B ced Sensilivity o Short-Te malarial impact on the incentive strategies pursued by the organizations.
i %?; ba::ﬂ'n; tion p o paid under the These differences mean that methods for
I‘Bduu‘.s the rato at which awards Further, i in hieving balanced
increase as an emp!me achieves higher the quﬂu,- and mhab.l.tyul arrangamnta alone argamzalwn may
lavels of the relovant y not b in 1g incentives

measure(s). Rather than offsalling risk-
taking incentives assaciated with the
use of short-term performancs measures,
this methed reduces the magnitude of
such incentives, This method also can
include improving the quality and
seliability of performanee measures in
taking ]I.I{n account both short-term and

e:mplemnpmvmg the reliabuhly and
accuracy of estimates of revenues and
profits upon which p

toengage in imprudent risk- [aklng at
momororsanmlion Each organization
is respr for ensuring thatits

measures depend, can significantly
improve the degrez of balance in risk-
taking incentives.

Where judgment plays a significant
role in the design or opertion of an

are cunsislem with the safety and
soundness of the organizalion.
Moreover, the risks associated with
llu:anhwms of one group of non-
] [e.g., loan

long-term risks, for example imp
the reliability and accuracy of estimales
of revenues and long-term profits upan
which performance measures depend, ™
‘These methods for achieving balance
are not exclusive, and additional
methods ar variations may exist or be
developed. Mooover, eanh meﬂmd has

incentive
strong pullcws and pmnudures internal
controls, and ex post monitoring of
ingemtive compensation payments
relalive Lo actual risk outoomos are
particularly important to help ensure
that the arrangements as implemented
are balanced and do not

originalors) withina hanhug
organization may differ significantly
from those of another group of non-
execulive amploywas (e.g., spot foreign
exchange traders) within the
m:gamuhon In addition, relizhle

of risk and risk

dent risk-taking, For examp[«. ifa

its own ad and

For example, where reliablerisk
measures exist, risk adjustment of
awards may be more effective than

deforral of payment in reducing
incentives for imprudent risk-aking.
‘This is because risk adjustment

potentially can take account of the full
rangeand time horizon of risks, rather
than just those risk outcomes that eccur
or become more evident during the
deferral period. On the other hand,
deferral of payment may be more
effective than risk adjustment in

Sarbanes-Orley Actof 200 {15 US.C. 7243),which
pplisstochifexentiveoffias sl

mmplaorm.s-mspm.‘klmd‘daw
equineseat.

banking arganization ralies to
significant degres o the judgment of
one or more managers to ensure that the
incentive compensation awards lo
employees are a) riately risk-
]kalﬁ:d llmmgpaml[on should have
Rnh:us and procedures that describe
0w managers are expecled o exercise

outcomes are unlikely to be available for
a banking organization as a whole,
particularly a large, complex
organization, This factor can make it
difficult for banking organizations to
achieve balanced compensation
arrangements for senior executives who
‘have responsibility for managing risks
on an organization-wide basis solely

that judgment to achieve balance and ~ thror uss:dl'thel:isk-adjnslmem-uf-
he man: [ aw 5
e orte et F the payment of dofured
informalion about the employee's risk- i ion in equity (such
taking activities to make informed asrestricted stock of the or
judgments. equity-based instruments [such as
Large banking orgonizations. Methods options to acquire the arganization’s

and practices for making compensation
sensitive to riskare likely to ovalve
rapidly during the next fow years,
driven in part by ||IE affarts of

on risk4aking incectives. Sech miy offer
emplayees grester pwards for incresnts of
performance that are shove (he farget or may
‘peovide thal awases will be grasted ocly if & Larged
is et or exceeded. Emplayers nay bo paticulacly
motivaed o lake isprodest risk in order (o reach
‘performanca Lrgels (hal ar aggrossivo, bul
Potentially achicvable,

supervisors and other

LBOs shauld actively monitar
developments in the field and should
incorporate into their incentive
compensalion Systems new or

stock) may be helpful in restraining the
risk-taking incentives of senior
executives and ather covered employees
whase activities may have a material
effect on the overall financial
performance of the aiganization.
However, equity-related deferred
mmpsmlmn may nol Iwas eﬂmwe i

methods or practices that aml'kely o

ine
covered s.rnplaym (parllcuhlly al Iarge

improve the organi

to take risks because such
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employess are un1ike1y‘m helieve that

to affect the risk- lahng behavior of

malus %), these changss could reduce
tl

their actions will y affect the whils at the org
organization's stock pnue. Amangements that provide for an
Banki should take yes (typically 2 sanior executive),
account ofthnse differences wheﬂ upon departure from the organization or
i balanced comp 2 change in control of the organization,
arrangen«nte, For most banking ta receive large additional payments or
organizations, the use of a single, the aceelerated payment of deforred
Ipp m makmg r' y amounts without regard to risk or risk

appmpuately risksensitive s likely to
result in amangements that are

outoomes can provide the employee
significant incentives to expose the

arganization to undue risk, For example,

he employee's incentive to remain at
the organization and, thus, weaken an
m'Panim[nn’s ability to retain qualified

talent, which is an important goal of

compensation, and create conflicts of
interest. Moreover, actions of the hiring
organizalion [which may or may not be
a supervised banking organization)
ultimately may defeat these or other
risk-balancing aspects of a banking

ganization’s deferral arrang
LBOs should mnuilm'w]letherguldm

unba[::ru;sd at least with respect o some &0 amnsmﬂﬁt that I‘“’"lﬂ&g an !
employees.'s ployes with & g d payou ot Sant
upan from an arganizati th 's efforts to
]n;:ﬁe“bankmg e oo ss of pesformance, may constrain the risk-taking incentives of
neutralize the effect of any balincing  employees. The Agencies will continue
ufﬁr;en b;:’;s:ﬁc;;:;ﬁ ?E ﬁﬁnﬁmm features included in the arrangement o to work with banking organizations and
deferral of a substantial portion of the help prevent imprudent risk-taking. others lo develop appropriate mathods
execulives' incenlive compensation over  banking organizations should for addressing any effect that such
amulti-year period in a way that carefully reviewany suchexistingor ~ ATangements may hava on the safoty
reduces the amount received in the i (somcti and of banking crganizations.
event of poor performance, substantial called “golden parachutes”) and the N Eank"* mma"m[ss !d
I potential impact of such 58 P
xmm;émﬁlzm?mwwmnds onthe ssafly and the ways m_ whaﬂ:gmw
for sen . Ao will be reduced as risks increase.
LBOs:Pe I':.I:ali:u :c;egar balanmd if f:'f“";ﬂf:’mfsf“ organiztion should In ordos for the risksensitive
::rlns:eu:tmﬁ of II‘;me ex:cuhm i suchasrisk adjustment or defurral ; no«; 1o affect Inpll e Tisk-
paid in tho form of equity-based wequiromonts tat extend pastthe R 00 B RES
instruments that vest over multiple employee’s departure—in the oy ]R need to understand that the
years,vith the pumber ofnstruments  Amangements o miigae the potential £7H¥ BFERSEE compnsation that
ultimately re;efl:ff demdm_nl @ l:l::. for the arrangements '°|:“;‘;‘l:g$; X t!m‘(y iy !-eneivelwilihv?ry based on the
the deforral period, ® " bankingorganization shouldenurethat R&;‘&%’;?"L‘?."é? orgmizaions
The portion of the incentive the structuro and terms of any golden g enst{;emal gpllggees covered
campessalmn of other covered pmdmts mﬂlg:’:ﬁl:ttsnumd into by by an incentive compensation
employees that is deferred or paid in the g are informed about the key
hl‘l‘i:l yt;smly%ased merumsil,ia:s should in&pmdent risk lla]hkmg !nlllgl;’olthn ways in which risks are taken into
?ppﬂiﬂpl::»aly lalés;nlo:mu:nﬂ:lh@m o Ighusos of the carployee's account in deterlmm_ng tll;: ﬁmllzf
jevel, nalure, and duration of the n: P Il
that the employees’ activities create for - L4T8¢ barking orgunizations. feasible, an organization’s
the organization and the extent to which Pmal;sm)s thi fequire a with empl should
thase activities may materially affect the P 044 o focfel deﬁsnzi '“:::';": include examples of how incentive
overall p of the organi compensation payments may be
and |Isslocl< price. Deferral of a the “m‘“’"‘;’;‘ of the d“'ml adjusted to reflect projected or actual
1 risk An fzation's

| partion of an employes's
incentive compensation may not be

Piay

is able to negotiste a gnldcn

communications should be tailored

workable for employees at lower pay handshakx::a’;hm:gemlanlwiﬂ;'ifl‘;&n;ﬁ appmpnar,ety to reflect the
scales because of their more limited e larly sttt oaai o senh of the relevant
financial resources. This may require be perlt_lm arl};agmlﬁ:ﬁfarg;mm " audiencels).
i
increased relimnas on ther measees in - PEGC AR A KNI piciplo 2: Compatiility With
the incantive compensation demand within the market Effctive Controls and Risk-management
arcangemments for these emplayees o Ciolden handshak I A bankin ik
“i";": :I.:ilanm. {zations should present special issues foe LBOs and managemm?i processes and internal
li‘ "Sﬂ'd'ﬁan:a ons ‘TM supervisors, For example, while a controls should reinfarce and support
tmd'ul d yums:msr pﬁmla banking organization could adjustits  the development and maintenance of
“golden parachutes” and the vesting = goforey arrangements so that departing  balanged incentive compensation
% for deferred ¢ playees will continue to receive any  amrangements.
_ am-uad defarred compensation after
- 3 ; ol A e "
wmpe:\uﬁnuan'ﬂ: wuamﬁlh:»;ﬂr a {subject ta any clawback or m.r:e:l; ofallee ;’:‘wo?lh’g a:.rﬂ [l
pesied Cefeeredd resmuperation award. Mals poovisions ars
in Ibelypalndimubnnmn n!lukumnl‘.ad m'll " {alden hardihakos are rmangements thal Envaked whan risk outeomes are worss than
apens wplv,eafwmorzll ofthe m:p(Momhmn‘lmMnmalm Tpunwbﬂ the
oslimated, -w-u ave bean

way o be sufficient by |.nc|l'!nbl1|me the

loyess wha may

m:vmih ergunizalion o slatsatial lon@nﬂu‘n

hat would havo bics feteted upen
a'epnlme I'mu[hempln)uapwﬁnm

bua b

to.‘uuaﬁllf‘.uv{mhﬂmlswmmpknl
s a5 e diszn 15 wsed in Ui guidance.
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[n order to increase their own
compensation, employess may seek to

the rolefs) of the nel, businoss
units, and control units authomad tobe

covered ermployens; {ii) approving the
risk measures used in risk adjustments

evade the processes established by a invelved in the design, imp and perf as well as
banking organization to achiove and monitoring of incentive measures of risk outcomes used in
balanced 1t {if) identify  deferred-payout arrangements; and (i)
Smnlarrly.an e'nployee covered byan  the source of signifi ot risk-related analyzing risk-taking and risk outcomes
inputs into these processes and relative to incentive compensation
may ml: to influence, in waysdas\gnad establish appropriate controls governing pa(\; ents.
to increase the employee’s pay, therisk  the development and approval of these ther functions within an
measures or other information or inputs to Iletp ensure their integrity; and _ organizalion, such s ils control, human
judgments that are used to make the (i) identify the and or finance f also
nmmen's pay sensitive to risk. control unit(s) whomappmvalu play an important role in helping ensure
actions may significantly for the estab] ofnew  that incenti
weaken the effectiveness of an incentive i or balanced, For
rganization’s incenti p mcd]ﬁcauun of gnamg arranggments. enmple these functions may contribute
in ting i 1 1d conduct regular o the design and review of pecformance
risk-taking. These actions can havea lntsmal mvlms to ensure that its measures used in compensation

particularly damaging effect on the
safety and soundness of the organization

processes for achioving and maintaining

balanced incantive compensation

amangemants or may supply data used
as pm of these msasmtém :

if they nsull in lh& k nfn’sk consistently followed. in
neasures, orj Such heuld be conducted by & and control funeti
that the organization uses lor otherrisk  audit, compliance, ar other pemnm1 in should be suficient to attract and retain
management, internal control, or a manner consistent with the qualified personnel and should avoid
financial purposes. In such cases, the  organization’s overall framework for conflicts of interest.

employes's actions may wesken ot compliance monitoring, An LBO's The risk-management and control
only the balence of the oganization’s  internal audit depariment also should personnel involved in the design,
incanlive 1 wnduu regulac audits of the  oversight, and operation of incentive
but also the risk i ,internal iance with its Dumpensatjnn arn ments slwutd
controls, and other functions thatars  established pohmes and controls have fate skills and

suppased to act as a separate check on
risk-taking. For this reason, traditional

relating to incentive compensalion
arrangements. The results should be

neaded to sﬂeﬂmly fulfill their roles.
These skills and experiences should be

risk-managoment coatrols alone do ot reported to appropriate levels of sufficient to equip the personnel to
eliminate the nead to identify and, where remain effective in the face of
employess who may expose the the organization’s board n[almr.lm challenges by covered employees
organizztion to material risk, nor do + Appropriate persennel including  seeking lo increase their incentive
they chviate the need for the rish 1, should fnways that are
sation amrangements for these  have inputinto the organization’s inconsistent with sound risk-
employees to be balanced, Rather, a pracesses for designing incentive ma.nagemsnl or internal controls. The
benkln jization’s risk pensati g and [ " for
processis and internal cantrols shouid assessing their effacti in in risk and
support the devel ining imprudent risk-taking, control functions thus should be
and maintenance of balanced incentive  Developing incentive componsation  sufficient to attract and Telain qunhlied
com ensation arrangements. arrangements that provide balanced | with exp
anking organizations should have risk-taking incentives and monitoring in thess fields that is appu-opnalem
appropnate controls to ensure that their  amangements to ensure they achiove  light of the size, sctivities, and
processes for achieving balanced balance over tima requires an complexity of the organizalion.
pensati I are d ding of the risks (includi In addition, to help preserve the
followed and to maintain the integrity of compliance risks) and potential risk indopendence of their perspectives, the
their risk-management and ather outcomes assaciated with the activitics mmnuvnuumpmsanun roceived by
functions. of the relevant emp Acc and control p
To help prevent damage from banking organizations should have staff should not be based suhstanhally
occurring, a banking o:gam'z.utwn policies and procedures that ensure that — on the financial performance of the
should have slrong ing ik ! have an business units that they review. Rather,
its process for desig ) i ppropriate rale in a the organization’s  the performance measures used in the
and monllnnn@ mosnlwn numppnw!lun processes for des\gmngmoenlwe
sud for Tor these persoemel should be tased
should create and mamlam sufficient  assessing their effecti v on the of the
documentation to permit an audit of the  restraining imprudent risHal:m,g." oh]er.livas of their functions (e.g.,
effectiveness of the organization’s Ways that risk managers might assistin  adherence to intemal controls),
processes for establishing, modifying,  achieving balanced compensation » Banking organizalions should
and monitoring incentive compensation  arrangements includs, but are nol monitor the pexrmanm of their
arangements. mnl[zr banking Immed to, i) feviawing the types of incentive compensation arrangements
dwith the activities of  and should revise the arcangements as
reviews of these intolhelr needed if payments do not
overall framework for ¢ el frik: peesancel i apsrmimlelymﬂeci risk.
mmllmrnng tmuimimg internzl awdit). '.rn";o':““':‘“k golth anking organizations shnug m(;nnnr
nizations. LBOs b ion awards an
shnuld have a:ns :n??main policiesand ot NMWMM’" peyments, risks aken, and actual risk
procedures that (i) identify and describe  oyanintion. outcomes to determine whether



36412

90

Federal Register/Vol. 75, MNo. 122/Friday, June 23, 2010/Notices

i i P i ]
employees ara reduced to reflect adverss

li cm lha hlanm oftha

those payments ta risk outcomes. In
addition, if the compensation

risk outcomes or high levels of risk of the senior axeculm. and thesafety  amangement for a senior executive
taken, Resulls should be reported to ami soundness of the organization, includes a clawback provision, then the
appropriate levels of management, he board of directors of an review should include sulficient
including the board of directors where msnmzqhyn also is ultimately information to determine if the
d and consistent with Principle ble for ensuring that the provision has been triggered and
3 below, The monitoring methods and s incentive comp executed as planned,
processes used bya banking amangements forall covered employees  The board of ditectors of a hanking
hould b iatoly balanced and do not  grganization should sesk to stay abreast
with the size and complexity of the mpeniize the Wﬂ!’ and m“nm of of significant emerging rhan@aw in
arganization, as well as its uso of the of lan isms and
incentive compensation. Thus, for the board °rd“'°'-'!°"5 in oversight of the mcem.wm in the marketplace as we]l as
examplo, asmall, noncomplex msanizauo_n s overall incenti inacad hand
g that uses program should be scaled mgu]aloryadwm regarding incentive
enmpensation anly toa limited extent 3?“"“?“"3“1? to !h.esonpe “d compensation policies. However, the
may find that it can approf board should recogaize that
‘monitor its arrangements thraugh incentive ions, aclivities, and practices
normial management processes. Large bc_mkmg ongunizalions ond swithin the indusiry are ot identical.
A banking organization should take thal are sigaificant USETs  pconigy compensation amangements at

the resulls of such monitoring into

of incentive compensation. The board of

account in establishing or modifying dlrect_ms of an LBO or other banking
incentive that uses incentive

and in g 3 contals. 1, tion toa significant extent
over time, incenlive compensation paid shnuld actively averses the

by a bankin does not and of the
apprapriately roflect risk outcomes, the nization’s incontive compensation
organization should review and rovise  Policiss, systems, and related contral
its incentive The board of directors of
arrangements and related controls to suchan erganization should review and
ensure that the arrangements, as approve the overall goals and purpases
designed and implemented, are of the arganization’s incentiva

halanced and do not provide employees
incentives to take imprudent risks,

compensation system. In addition, the
beard should provide clear direction to
management to ensure Lhal the goals

ong organization may not be suitable for
use at another organization because of
differences in the risks, controls,
structure, and management among
organizations. The board of directors of
each organization is respansible for
ensuring that the incentive
compensation arrangements for its
organizalion do not encourage
employess o take risks that are beyond
the organization's ability to manage
effectively, regardiess of the practices
employed by other organizations.
Large bankin gomaniaorions and

Principle 3: Strong Corporate and policies it establishes are carried  0/Banizations thal are significon! users
Governanca out in & manner that achieves balanca g'ﬂ;‘d"z fﬁ?m;ﬁﬁ;r:::'
fzati nd is consistent with safety and
Q[Mkmﬁ :#:c“lﬁhm 53':.:“ have :ounls;:: e yan incentive compensation loa significant
gomance to help tmsound The board of directors of such an extent should recoive and raview, on an
fion practicas, includi ization also should ensurs that annual or m;m ﬁ'equambasm
activeand effective oversight by the  $12ps are aken 5o that the incent el e
hg,dﬂfgre{:m ot mp syslem- ncl ? PPICp P! L of e
iven the key role of senior o —
excutves in msnagingthe oveal sk dsgned and perled n munner gy Ofecvenessof o dsignand.
taking activities of an the ¥ 2 HIE Orgamization  Hcer
mg‘a[ dircetors of a banking B mg]m;d of directors should compensation system in providing risk-
arganization should directly approve  Monitor the performance, and regularly ~ taking incentives thatare consistent
the incentive compensation review the design and function, of with Ihe orga:mum ssaﬂely and
for senior jvesto  incenli pensali B
Toallow for informed reviews, the  includean evaluttion of whethe o
I::m :E iﬂ&ﬁ?&;ﬂ or  board should receive dataand analysis  how incenlive compensalion practices
adjustments to the incentive from management or other sources that  May increase the potential for
c § Loa Al 1o allow the board to imprudent risk-taking.
for seai i 1 assess whether the overall design and The board of such an organization
mmﬂ}?md:mgﬁ:&?;?he performance of the organization's also should recaiva periodic reports that
i incentive compensalion amangements review incenlive compensation awards
offoctsof any approved exceplions or are consistent with the organization's and paymants m]o:;"m risk outcomes
W safoly and soundness, These vaviews  ona kward-looking basis to
s e hotum vottel  and reports should be d whether s cranization's
baard of ditectars who have prieary responsibility  scoped to reflect the size and ti I
ki e i lexity of the banking mnybspmmotmg imprudent risk-
i n!gnmzalwm s activities and the taking. Boards of direclors of these
o, 'm'_m m’w“m”mwﬂ hy lence and scope of ils incentive  arganizations Ia;:so shnulddmmsuder
o another commiltes of the board that lically obtaining and reviewing
Tespoasibility “‘“‘""Iﬁaﬁﬂ‘“‘;ﬁx e “Theboard of diresirs of banking simulation analysis a? compensation on
f;'“m".',ﬁ‘emx%m! Pk, o™ organization should closely nwmlnr a forward-looking basis based on a range
incentiva fperfi ¢ levels, risk outcomes,

15, operatians, consistont wilk the FIOY's overall
corporat and managemest sinucure.

sonior exeoutives and the sunsltlwly of

and the amount of risks taken,
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« The organization, composition, and

incentive compensation systems. The

expose the organization Lo malerial

resources of the board of directors compensation commiltes should work  risks. These employees should include
should permit effective oversight of closely with any board-level risk and i) senior executives and others who are
ingentive compensation. audil where the sut ponsible for oversight of the
The board of dicectors of a banking ~ of theic actions overlap. organization’s firm-wide activities or
organization should have, or have « A banking organization’s disclosure  material business lines; (ii) indivi
access to, a level ofexperhse and practicas should support safe and sound  employess, including non
experiencain risk incentive compensation arrangemen ployees, whose activilics may expose
compensation practices i the ﬁnanmal Ifa banking opganizalion’s incenlive  the organization to material amaunts of
services industry that is appropriate for P on 413 provide risk; and (iii) groups of employees who
the nature, scope, and v of the tives to take risks that  are subject to the same or similar
organization’s activities. This level of 422 he!‘m‘d the tolerance of the incentive compensation arrangements
expertise may be present collectivel 's theserisks  and who, in the sgeragate. may expose
among the members of tha board, may  ar@ likely toalso present arisktothe  the organization to material amounts of
come rom formal training of from safety and soundness of the :
experienca in addressing these issues, # To help promole safety 0 Identily the lypes and lime
including as a director, or may be and soundness, a banking organization  herizons of risks to the erganization
ohtained through advice received from  Should provide an appropriate amount  from the activities of these emplayaas;
outside counsal, consultants, or ather 9 gils i O Assess the patential for the
experts wilh expertise in i pensaton acangemen for ) perﬂomranoe measures included in the
and risk-manag iva 20 I ;
Thrbomd o diclo of ::g ;,Bmann; processes to ol "].mm to ‘late mlemdent nsk:.hu
ization wi 1 | i
orgenization w’l!l le,ss SonpH and tholders to allow them to moniter ”p nll{c]'llds balmcmpg elements, such
arvangements may nat find it necessary  20ds where approprizle, lake actions to. - as risk adjustments or deferral periods,
or appropriate to tequire special board 1St the potential for such within the incentive compensation
expertise or to retain and use outside tsand p b Gements for these emp that
experts in this area. ; g employ tzke 1p are designed to cusum_llm
In selecting and using outside parties, rigks. Such should include  the ammang: will be balanced in
the board of directors should give due information relevant to employeas other  light of the size, type, and Lime horizon

altention to potential conflicts of
interest arising from other dealings of

than senior executives. The scope and
level of the information disclosed by the
ization should be tailared to the

the parties with the org; or for
other reasons. The board 2lso should
exercise caution to avoid allowing

outside parties to obtain undue levels of ¢

influenca. While the retention and use
of outside parties may be helpful, the

nature and mms!smly ofthe

of the inherent risks of the employess’
aclivilies;

& Communicate to the employees the
ways in which their incentive

its

awards or pay will
tod to reflect the risks of their

ha ad:

+ Large banking msamzaumssheuld
lullowa syslmauc approach to

aclivities to the organization; and
% Moniter incentive compensation

board retains ultimate ihility for systemn that ~ awards, payments, risks taken, arnd tisk
ensuring that the organization’s hashal.'anm:l incentive pees for th - I r
incentive AtBanh'ng organizations with large " lm e:nr:de‘;}:;rlangmen at
::,:S:::i;m‘ vhhsityand numbers of risk-taking employees sensitive to risk and risk cutcomes,

Large banking organizotions and angﬁi‘l:od‘i{:m;aflwm?s.g;d hoc 1L Conclusion
organizations that are significant users %P eveloping balancea. - .
of incentive compensalion, 1f a soparaty  2TONGEMENts is unlikely o bereliable. Banking organizations are responsibla
campensation commitiee s notalready 1. an LBO should usea systematic for ensoring thal their ncentive
in place or required by other approach—supported by mh'”[ and compensation aml&mi’::fi" tot

: N lized policies, p and o 3

:ﬁmugéuufﬁzﬁiab?ﬁm:’éaﬁ;ﬁﬂ systems—to ensure that those behavior and are cnnslslsnt with the
that uses incentive compensation fpa  3TengeIents & appropriately salety and soundness of the
significaut extent should consider balanced and consistent with safety and  organization. The Agencies expect
establishing such a committee— st Such an approach shmllg] banking lwénfrﬁw'ake prompt

portin rovida fos the organization effectiv Ll dress deficiencies in their
:im ENI: m{g::ﬁﬁ&ﬁ: ! : e Y inoeilhvg compensation amangements or
the oarfrli7£wn b mé';nm 8 2 Identify employees who are related risk-management, contrel, and

16 Systems, A . eligible to recaive incentive go_ﬁmance pmcassesd o activel
ation and wheseactivities ma @ Agencies intend lo actively
zommlllcc shnuldube compasod salely ComPensaion anc wWhoseactity Y monitor the actions taken by barking
i izations in his area and will

directors. 1f the board doss not have " Oatho oiker hand, s sl psiouly, organ furl knd wit
such a compensation commilles, the  oftha sharebalders 7 a basking seganization are a;i'?;mlsmn“:d;;f:ﬁ;; m‘ﬁﬁ:&
board should take other staps o ensure vt necassarily consistent with safety and P i

that non-executive directors of the board
arg actively involved in the oversight of

 San, New York Stock Exchange Listed
y Marua] Secticn 5034.0542); N
Listing Rube 5605{d); Interal Ravesiue Code soction
162§m) {26 US.C. 183 m]).

soundness.
25 banld

compensation anangements, Where
the Agencies will take

ies that

A pprop
il theincarlivo compecatioa disclore supervisory or enforcement aclion to
e gl S 5. P --;“M‘ that material defic
o L:.SECM;&Y::’MMM- posc athreat to Ihe safety and
51175, 74 FR 68334 (Dee. 23, 2009) { 4 of thy

Al17 (VR s 229 a0l 24,

promptly ar]dmsed The .\gunctes also
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will update this guidance 25 appropriate
lo incorporate best practices as they
develop over time,

This concludes the text of the
Guidance on Sound Incentive
Compensation Policies,

Dated: June 17, 2010,

John € Dugan,
Compiroiler of the Currency.

Dy crdor of the Board of Gavernors of the
Fedoral Reserve Syster, [une 21, 2010.
Rober! deV, Frierson,

Deputy Secretory of the oard.
Dated: June 21, 2010,

Valerie ). Best,

Assistant Executive Seceetary, Federal

Depasit Insuronce Corgaraiion.

Dated: June 10, 2010,

By the Office of Thift Supervision.
John E. Bavman,

Acting Director.

[FR Doz, 2000-15435 Fillad 6=34=105 £:45 1]
BILLING CODE §210-01-F £810-43-P §TH-01-P 720
o-F

Diled: June 16, 2010,
Becky Rhiodes,
Associate Administroler, Office of Travel,
Transportotion, and Assel Monagement.

following Weh site: hitp://
wiihealth govihealihypeople.
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DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Indian Health Service

American Indians Into Psychology;
Motice of Compelitive Grant
Applications for American Indians Into
Psychology Program

Announcement Type: New.

Funding Opportunity Number: HHS-
THS-2010-INPSY-0001.

CFDA Number: 93,470,

Key Dates

Application Deadline: July 23, 2010,
Review Date: July 29, 2010.
Barliest A i Stort Dote:

GENERAL SERVICES
ADMINISTRATION

[Docket 2010-00%; Sequence 3]

Federal Travel Regulation (FTR);
Directions for Reporting Other Than
Coach-Class Accommodations for
Employees on Oificial Travel

AGENCY: Offica of Governmentwide
Policy, General Services Administration
(GSA).

ACTION: Notic of GSA Bulletin FTR 10-
05.

SWHARY‘ The General Services
ini: in conj

September 1, 2010,
1. Funding Opportunity Desceiplion
The Indian Health Service (IHS) is
accepling competitive grant applications
for the American Indians into
Psychology Program. This pregram is
authorized under the authority of "25
U.S.C. 1621pla-d).", Indian Health Care
Improvement Act, Public Law 94437,
as amended by Public Law 102-573 and
Public Law 111-148.
Purpose
The purpose of the Indians inle
Psychology Program is to develop and
maintain Indian psychology career
recruilment programs s a means of
i Indians Lo enter tha

(GSA),
with the G Accountal ilily
Oifice (GAO) repost, Premium Class
Travel: Internal Control Weaknesses
Governmentwide Led lo Improper and
Abusive Use of Premium Class Travel
(GAO-07-1268), has issued GSA
Bulletin FTR 10-05. This bulletin
provides directions to Federal Agencies
for ceporting othcgglan n?ach-c!lass

bohavieral health field. This program is
described at 93.970 in the Catalog of
Federal Domestic Assistance. Costs will
be determined in accordance with
applicable Office of Management and
Budget Circulars. The Public Health
Service (PHS) is commilted to achieving
the hea]lh promotion and disease

bjectives of Hnellh) People

yeas on
official wavel. GSA Bulletin FTR 10-05
may be found at http:/fvwie.gsa.gov/
federalivavelregulation.

DATES: The provisions in this Bulletin
are effactive June 9, 2010.

FOR FURTHER INFORMATION CONTACT: Mr.
Patrick O'Grady, Officz of
Govermmentwide Palicy (M), Office of
Travel, Transportation, and Asset
Management (MT), General Services
Administration at (202) 2084493 or via
email at patrick.ogrody@gsa gov. Plaase
cite GSA Bulletin FTR 10-05.

2010, PHS-led activity for selting
priority areas. This program
announicement is related to the priority

d promote the
Ton-use nIalI tobacco products. In
addition, Public Law 103-227, the Pro-
Chifdren Act of 1994, prohibits smoking
incertain facilities {or in some cases,
any portion of the facility) in which
regular or routine education, library,
day care, health care, ot early childhood
development services are provided lo
children, This is consistent with the
PHS mission la pratect and advance the
physical and mental health of the
American people.
11, Award Information

of Awords: Grant.

Stimaled Funds Availahle: The total
amount identified for Fiscal Year 2010
is$757,386, The award is for 12 months
in duration and the average award is
approsimately $252,462. Awards under
this announcement are subject to the
availability of funds. In the absence of
funding, the agency is under no
obiigeﬁon Iualﬁ:]l:e)‘awa:ds funded under
this announcement.

Anlicipated Number of Awards: An
estimated two awards will be made
under the program. If funding becomes
available, additional awards may be
made.

ot Period: 4 years.

Award Amaum.-gzsz.esz. [er year.
111, Eligibility Information
1. Eligible Applicants

Public and nonprafit private colleges
and universities that offer a Ph.D. in
clinical programs accredited by the
American Psychological Association
will be eligible to apply for a grant
under this announcement. However,
anly one grant will be awarded and
funded to a college or university per
funding cycle.

2. Cost Shoring/Matching

This announcement does nol require
malching funds or cast sharing,
3. Other Requirements

Required Affiliations—The grant

applicant must submit official
docummilatmn indicating a Tribe's

area of Bducational and C
basnd progran:s. Patential applicants
may obtain a copy of Healthy People
2010, summary report in print, Stock
No, 017-001=005347-9, ar via CD-ROM,
Stock No. 107-001-00549-5, through
the Superintendent of Documents,
Government Printing Office, P.O. Box
471954, Piltsburgh, PA 15250-7945,
(202) 512-1800, You may also access
this information via the Internet at the

P with and support of the
program within the schools on its
reservation and its willingness to have
a Trihal representative serving on the
program advisory board. Documentation
must be in the form prescribed by the
Tribe's governing body, i.e., letter of
suppart or Tribal resolution.
Documentation must be submitted from
every Tribe involved in the grant
program, i application budgets excocd
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Risk-taking incentives provided by incentive compen-
sation arrangements in the financial services industry
were a contributing factor to the financial crisis that
began in 2007. To address such practices, the Federal
Reserve first proposed guidance on incentive com-
pensation in 2009 that was adopted by all of the fed-
eral banking agencies in June 2010,

To foster implementation of improved practices, in
late 2009 the Federal Reserve initiated a mulli-
disciplinary, horizontal review of incentive compen-
sation practices at 25 large, complex banking organi-
zations. One goal of this horizontal review was to
help fill out our understanding of the range of incen-
tive compensation practices across firms and catego-
ries of employees within firms. The second, more
important goal was to guide cach firm in implement-
ing the interagency guidance.

Given the variety of activities at these complex firms,
and the number and range of employees who artina
position to assume significant risk, our approach has
been to require each firm to develop, under our
supervision, its own practices and governance mecha-
nisms to ensure risk-appropriate incentive compensa-
tion that accords with the interagency guidance
throughout the organization. Supervisors assessed
areas of weakness at the firms, in response to which
the firms have developed comprehensive plans outlin-
ing how those weaknesses will be addressed, These

sors, will be the basis for further progress and
evaluation.

As explained in more detail in this report, every firm
in the review has made progress during the review in
developing practices and p that will inter-
nalize the principles in the interagency guidance into
the management systems in each firm. Many of these
changes are already evident in the actual compensa-

tion arrangements of firms, For example, senior
executives mow have more than 60 percent of their
incentive compensation deferred on average, higher
than illustrative international guidelines agreed by
the Financial Stability Board, and some of the most
senior executives have more than 80 percent deferred
with additional stock retention requirements after
deferred stock vests. Moreover, firms are now atten-
tive to risk-taking incentives for large numbers of
employees below the executive level—at many firms
h ds or tens of th ds of employ
which was not the case before the beginning of the
horizontal review, when most firms paid litthe atten-
tion to risk-taking incentives, or were attentive only
for the top employees.

Yet every firm also needs to do more. As oversight of
incentive compensation moves into the regular super-
visory process, the Federal Reserve will continue to
work to ensure progress continues both in the imple-
of the firms’ plans and in the risk-

plans, as modified based on comments from supervi-

! The financial institutions in the Incentive Compensation Hori-
2omal Review are Ally Financial Inc.; Amenican Expeess Com-
pany; Bank of Amenica Corporation; The Bank of New York
Mellon Corporation; Capital One Financial Corparation; Cii-
group Inc.; Discover Financial Services; The Goldman Sachs
Group, Inc.; JPMorgan Chase & Co.; Morgan Stankey: North-
crm Trust Corporation; The PNC Financial Services Group,
Inc.: State Strect Corporation; SunTrust Banks, Inc.; US, Ban-
corp: and Welks Fargo & Company; and the US. operations of

appropriate character of actual compensation
practices.

Steps Taken by Firms

With the oversight of the Federal Reserve and other
banking agencies, the firms in the horizontal review
have impl d new practices to make employ

Barclays ple, BNP Paribas, Crodit Suiwse Group AG, Deutsche
Bark AG. HSBC Holdings ple, Roval Bank of Canada, The
Royal Bank of Scotland Group ple, Secicte Generale, and
UBS AG.

incentive compensation sensitive to risk. Thc' follow-
ing is a briel progress report on four key areas of the
review. More details can be found in the report:
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Incentive Compensation Practices

* Effective Incentive Compensation Design. All firms
in the horizontal review have implemented new
practices to balance risk and financial results in a
manner that does not encourage employees o
expose their organizations to imprudent risks. The
most widely used methods for doing so are risk
adjustment of awards and deferral of payments.

— Risk adfustments make the amount of an incen-
tive compensation award for an employee take
into account the risk the employee’s activities
may pose to the organization. At the beginning
of the horizontal review, no firm had a well-
developed strategy to use risk adjustments and
many had no effective risk adjustments. Every
firm has made progress in developing appropri-
ale risk adjustments, but most have more work
to do to ensure the full range of risks are appro-
priately balanced. An example of a leading-edge
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practice that is now used by a few firms is includ-

ing in internal profit measures used in incentive
compensation awards a charge for liquidity risk
that takes into account stressed conditions. This
reduces incentives 1o take imprudent liquidity
risk. An example of a challenge for many firms
is development of policies and procedures to
guide judgmental adjustments of incentive com-
pensation awards. Such internal guidelines help
promote consistency and effectiveness in inen-
tive compensation decisionmaking.

~Deferring payout of a portion of incentive com-
pensation awards can help promote prudent
incentives i done in a way that takes into
account risk taking, especially bad outcomes.
Deferring payouts was fairly common before the
erisis, especially for senior executives and highly
paid employees. However, pre-crisis deferral
arrangements typically were not structured to
fully take account of risk or actual outcomes.
Almost all firms now use vehicles for some
employees that adjust downward the amount of
deferred incentive compensation that is paid if
losses are large, However, most firms still have
work todo to implement such arrangements for
alarger set of employees and to more closely
link such reductions to individual employees”
actions, particularly for employees below the
senior executive level.

* Progress in Identifying Key Employees, At most
large banking organizations, thousands or tens of

thousands of employees have a hand in risk taking.

Yet, before the crisis, the conventional wisdom at
most firms was that risk-based incentives were

important only for a small number of senior or
highly paid and no firm
identified the relevant employees who could, either
individually or as a group, influence risk. All firms
in the horizontal review have made progress in
identifying the employees for whom incentive com-
pensation arrangements may, il not properly struc-
tured, pose a threat to the organization’s safety and
soundness. All firms in the horizontal review now
recognize the importance of establishing sound
incentive compensation programs that do not
encourage imprudent risk taking for those who can
individually affect the risk profile of the firm. In
addition, slightly more than half of the firms have
identified groups of similarly compensated employ-
¢es whose combined actions may expose the orga-
nization to material amounts of risk. However,
some firms are still working to identify a complete
set of mid- and lower-level employees and to fully
assess the risks associated with their activities.

o
ally

Changing Risk-Management Processes and Con-
trols, Because firms did not consider risk in the
design of incentive compensation arrangements
before the crisis, firms rarely involved risk-
management and control personnel when consider-
ing and carrying out incentive compensation
arrangements. All firms in the horizontal review
have changed risk-management processes and
internal controls to reinforce and support the devel-
opment and maintenance of balanced incentive
compensation arrangements. Risk-management
and control personnel are engaged in the design
and of of incentive ¢ arrange-
ments of other employees to ensure that risk is
properly considered. Some firms have further work
to do to provide sufficiently active and robust
engagement by risk management and control staff.

Progress in Altering Corporate Governance Frame-
works. At the outset of the horizontal review, the
boards of directors of most firms had begun 1o
consider the relationship between incentive com-
pensation and risk, though many were focused
exclusively on the incentive compensation of their
firm’s most senior executives. Since then, all firms
in the horizontal review have made progress in
altering their corporate governance frameworks to
be attentive to risk-taking incentives created by the
incentive ¢ process for employ
throughout the firm. The role of boards of direc-
tors in incentive ¢ ion has expanded, as
has the amount of risk information provided to
boards related to incentive compensation. The
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appropriateness of the degree of engagement of
the boards will be evaluated after a few years of
experience.

Scope and Status of Reform Effort

Supervisors in the horizontal review gathered confi-
dential supervisory information from all firms and
found important differences in practices across busi-
ness lines and banking organizations. Additionally,
practices are changing rapidly in response to the Fed-
eral Reserve’s efforts and industry developments.
Therefore, a moment-in-time, comparative analysis of
individual firms from the horizontal review is not
possible and could be misleading. That said, the Fed-
eral Reserve is working to foster market discipline in
the area of incentive compensation. On this front, the

October 2011 3

Federal Reserve intends to implement the Basel
Committee’s recent “Pillar 3 disclosure requirements
for remuneration,” issued in July 20117 which will
provide more complete information about risk-
related el of incentive i i

of individual institutions.

In part spurred by the horizontal review, incentive
compensation practices at banking organizations are
continuing to evolve and develop. We expect this evo-
lution to continue. The Federal Reserve will continue
to work with these firms through the supervisory
process to ensure improvement and progress are
ststained.

# See “Fillar 3 disclosure requirements on remuneration issued by
the Basel Committee.”™ Bank for Infernational Settlenrents, {nww
Jbisong/pres/pl 10701 ).
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[ntroduction

Risk-taking incentives provided by incentive compen-
sation arrangements in the financial services industry
were a contributing factor to the financial crisis that
began in 2007. To address such practices, the Federal
Reserve first proposed guidance on incentive com-
pensation in 2009 that was adopted by all of the fed-
eral banking agencies in June 2000, In 2009, the Fed-
eral Reserve announced a horizontal review of incen-
tive compensation practices at a group of large,
complex banking organizations. (See “Principles of
the Interagency Guidance and Supervisory
Expectations™ on page % and “Incentive Compensa-
tion Horizontal Review” on page 11.)

Pre-Crisis Conditions and Response

As discussed in the interagency guidance, the activi-
ties of employees may create a wide range of risks for
a banking organization, such as credit, market,
liquidity, operational, legal, compliance, and reputa-
tional risks, as well as other risks to the viability or
operation of the organization. Some of these risks
miay be realized in the short term, while others may
become apparent only over the long term. For
example, future revenues that are booked as current
income may net materialize, and short-term profit-
and-loss measures may not appropriately reflect dif-
ferences in the risks associated with the revenue
derived from different activities. In addition, some
risks—or combinations of risky steategics and posi-
tions—may have a low probability of being realized
but would have highly adverse effects on the organi-
zation if’ they were to be realized (“bad tail risks”).
While sharcholders may have less incentive 1o guard
against bad tail risks because of the infrequency of
their realization and the existence of the federal
safety net, these risks warrant special attention for
safety-and-soundness reasons given the threat they
pose to the organization’s solvency and the federal
safety net.

Before the crisis, large banking organizations did not
pay adequate attention to risk when designing and

P their incentive comp systems, and
some employees were provided incentives to take
imprudent risks. For example, an employee who
made a high-risk loan may have generated more rev-
enug in the short run than one who made a low-risk
loan. Incentive compensation arrangements based
solely on the level of short-term revenue paid more to
the employee taking more risk, thereby incentivizing
employees to take more, sometimes imprudent, risk.
Led by supervisors in the horizontal review, over the
past two vears banking organizations have improved
their incenti pensati to take
appropriate account of risk. The two most common
ways 1o do so—risk adjustments and deferral— make
use of risk information that becomes available at dif-
ferent points in time,

Risk-Based Adjustments to
Compensation

Information about risks taken that is known before
incentive compensation is awarded can be used to
make risk adjustments to those awards. For example,
if an employee in a lending unit makes many high-
risk loans during a year, the estimated profit from the
loans can be adjusted when designing the employee’s
incentive compensation package, using either quanti-
tative or qualitative information. In all cases, risk
adjustments should consider likely losses under
stressed conditions, and not merely business-as-usual,
s0 that larger, but lower-probability, loss outcomes
can be taken into account.

Both quantitative and qualitative risk information
can be used in making such adjustments. They can be
applied either through use of a formula or through
the exercise of judgment and may play a role in set-
ting amounts of incentive compensation pools
(bonus pools), in allocating pools to individuals'
incentive compensation, or both. The effectiveness of
the different types of adjustments varies with the
situation of the emplovee and the banking organiza-
tion, as well as the thoroughness of their implemen-
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tation. Banking organizations in the horizontal
review have made significant progress in improving
their risk adjustments, but most still have work to do.
‘The first topicin “Balancing Incentives at Large
Banking Organizations” on page 13 describes the
main types of risk adjustments and some areas in
which further work is needed.’

Deferred incentive compensation can contribute to
prudent incentives because risk taking and risk out-
comes often become clearer over time. If payout of a
portion of incentive compensation awards is deferred
for a period of time after the award date, late-arriving
information about risk taking and outcomes of such
risk taking can be used to alter the payouts in ways
that will improve the balance of risk-taking incen-
tives. Banking organizations in the horizontal review
have made progress in improving deferral practices,
but many still have work to do on performance con-
ditions for vesling, Deferral practices are described in
the second topic in “Balancing Incentives at Large
Banking Organizations” on page 15.

Risk adjustments and deferral are not the only ways
of improving the balance of risk-taking incentives.
Some alternatives, such as the use of longer perfor-
manee periods when evaluating employees' perfor-
manee and awards and reducing the sensitivity of
awards to measures of short-term performance are
briefly described in the third topic in “Balancing
Incentives at Large Banking Organiztions” on
page17.

At the beginning of the horizontal review, the con-
ventional wisdom at most firms was that risk-taking
incentives were important only for a small number of
senior or highly paid employees. Though the deci-
sions and incentives of senior executives are indeed
very important, the combined risk taking by a group
of similarly compensated employees can also be
material to the firm’s risk profile. Thus, identifying
the set of emplovees, who may individually or collec-
tively expose the firm to material amounts of risk, is
a key element of practice. The interagency guidance
notes that such “covered employees” should include
not only those who can individually affect the risk
profile of the firm, but also groups of similarly com-
pensated employees whose actions when taken
together can affect the risk profile. Examples of such
groups may include many types of traders and loan
originators. Most firms in the horizontal review have

" Employecs sometimes take risk in pursuit of goaks other than
short-term financial performance, In such cases, risk adjust-
menls may also contribute Lo baknoed risk-Laking incentives,

made progress in identifying covered employees, but
some still have work to do. The fourth topic in “Bal-
ancing Incentives at Large Banking Organizations™
on page |8 discusses covered employees and progress
in identifying them.

As described in the i v guidance, establish-
ment of prodent risk-taking incentives should be
eritically supported by risk-management and control
personnel. In addition, practices to promote
improvements in the reliability and effectiveness of
incentive compensation systems over time can use-
fully support development of prudent risk-taking
incentives on a sustained basis. These clements are
described in “Risk Management, Controls, and Cor-
porate Governance” on page 21, which notes prog-
ress in most areas.

Some observers have been particularly interested in
comparing progress of incentive compensation prac-
tices of firms h red in different jurisdicti
Approximately one-third of the large banking orga-
nizations included in the horizontal review are head-
quartered outside the United States (foreign banking
organizations, or FBOs). In general, progress in con-
forming 1o the interagency guidance is similar at the
USS. banking organizations and at the FBOs in the
horizontal review, and progress in conforming to the
Financial Stability Board's (FSB) Principles for
Sound Compensation Practices (Principles) and the
related Implementation Standards,’ which are some-
what less demanding than the interagency guidance,
isalso similar, as described in “International
Context™ on page 25.

As the horizontal review of incentive compensation
practices draws 1o a close, further work on incentive
compensation will continue through the normal
supervisory process. Much supervisory work is
already focused on risk management and control sys-
tems. Risk-taking incentives are a complementary
focus for supervisors. However, incentive compensa-
tion practices are likely 1o evolve rapidly over the
next several years, so both firms and supervisors
must continue to adapt and improve. The Federal
Reserve also intends to implement the Basel Commit-
tee's recent “Pillar 3 disclosure requirements for
remuneration.” issued in July 201 1. Increased public
disclosure about risk-related incentive compensation
practices at major firms may improve market disci-

* The FSBiswed the Principles in April 2009 and the fmpleaen-
tation Standunds in Septesnber 209, These FSB documents are
available at www financialsiabifityboand.onglistfsh_
publications/iad_| 2¥indes um.
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pline of such practices. Finally, the Federal Reserveis  compensation practices, as mandated by the Dodd-
working with other banking and financial regulatory  Frank Wall Street Reform and Consumer Protection
agencies to develop an interagency rule on incentive Act (Dodd-Frank Act).
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Principles of the Interagency Guidance and

Supervisor

Expectations

The interagency guidance is anchored by three prin-
ciples:

I Balance between risks and results, Incentive com-
pensation arrangements should balance risk and
financial results in 2 manner that does not
encourage employees Lo expose their organiza-
tions to imprudent risks;

- Processes and controls that reinforce balance. A
banking organization’s risk-management pro-
cesses and internal controls should reinforce and
support the development and maintenance of
balanced incentive compensation arrange-
ments; and

s

tes

- Effective corporate governance. Banking organiza-
tions should have strong and effective corporate
governance to help ensure sound incentive com-
pensation practices, including active and effective
oversight by the board of directors.

The interagency guidance is consistent with both the
FSB Principles and Implementation Standards
adopted in 2009.°

Affected Bank Personnel: Executive
and Non-Executive Employees

Incentive compensation arrangements for executive
and non-executive employees able to control or influ-
ence risk taking at a banking organization may pose
safety-and-soundness risks i’ not properly struc-

¥ On April 14, 2011, as mandated by the Dodd-Frank Act. the
Federal Rescrve, along with the Office of the Comptroller of the
Currency, the Foderal Deposit Insurance Corporation, the For-
mer Office of Thrifi Supervision, the National Crodit Union
Administration, the Securities and Exchangs Commission, and
the Federal Housing Finance Agency, issuod for comment a
proposed ruk on incentive compensation practices. The pro-
poscd ruk: builds off the interagency guidance. This repon
focuses on the observations froen the horizoatal review, which

ductedin th of the imeragency guidance and

does not discuss the proposed rule. The proposed rube i avail-
alble at ww.gpo govifdsysphg FR-201 104 I pd 20011937
pdl

tured. Accordingly, the i ¥ g applies
to senior executives as well as other employees who,
either individually or as part of a group of similarly
compensated employees, have the ability to expose
the banking organization to material amounts of
risk, In identifying employees covered by the inter-
agency guid banking organizations are directed
to consider the full range of inherent risks associated
with an employee’s work activities, rather than just
the level or type of risk that may remain after appli-
cation of’ the organization’s internal controls for
managing risk (“residual risk”).

Four Methods for Linking
Compensation and Risk

The interagency guidance discusses four methods
that banking organizations often use to make incen-
tive compensation more sensitive to risk: (1) risk-
adjusting incentive compensation awards based on
measurements of risk; (2) deferring payment of
awards using mechanisms that allow for actual award
payouts to be adjusted as risks are realized or become
better known; (3} using longer performance periods
(for example, more than one year) when evaluating
employees” performance and granting awards; and
(4) reducing the sensitivity of awards to measures of
short-term performance.” Each method has advan-
tages and disadvantages.

Akey premise of the interagency guidance is that the
methods used to achieve appropriately risk-sensitive
incentive compensation arrangements likely will dif-
fer across and within firms. Employees” activities and
the risks associated with those activities vary signifi-
cantly across banking orzanizations and potentially
across employees within a particular banking organi-
zation. Differences across firms may be basad on
their principal chosen lines of business and the char-

 Asnotod in the interagency puidance, this list of mathods is not
intended 1o be exhaustive—other methods may exist or be
developed.
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acteristics of the markets in which they operate,
among other factors, affecting both the types of risk
faced by the firm and the time horizon of those risks.
Even within firms, employees” activities and the
attendant risks can depend on many different vari-
ables. including the spevific sales targets or business
strategies and the nature and degree of control or
influence that different employees may have over risk
taking. These differences naturally create different
opportunities and different potential incentives,

existing controls. For example, unbalanced incentive
compensation ar can place ial
strain on the risk-management and internal control
functions of even well-managed organizations.
Therefore, risk-management and internal control
functions should be involved in designing, imple-
menting, and evaluating incentive compensation

broadly speaking, for emplovees to take or infl

risk, Thus, the use of any single, formulaic approach
to incentive compensation by banking organizations
or supervisors is unlikely to be effective at addressing
all incentives to take imprudent risks.

Avoiding “One-Size-Fits-All” Limits
or Formulas

The interagency guidance helps to avoid the potential
hazards or unintended consequences that would be
associated with rigid, one-size-fils-all supervisory
limits or formulas. Subject to supervisory oversight,
each organization is responsible for ensuring that its
incentive compensation arrangements are consistent
with its safety and soundness. Methods for achieving
balanced incentive compensati g at
one organization may not be effective at another
organization, in part because of the importance of

i ing incentive compensation ar

with the firm’s own risk-management systems and
business model, Similarly, the effectiveness of meth-
ods is likely to differ across business lines and units
within a large banking organization. In general, large
banking organizations are likely to need multiple
methods to ensure that incentive compensati

nts to ensure that the prop-
erly take nisk into account.
The i idance recognizes that large bank-

ing organizations tend to be significant users of
incentive compensation arrangements, and that
flawed approaches to incentive compensation at these
institutions are more likely to have adverse effects on
the broader financial system. Accordingly, the inter-
agency guidance elaborates with greater specificity
certain supervisory expectations for large banking
organizations.”

Timelines for Adoption

In adopting the interagency guidance, the banking
agencies recognized that achieving conformance with
its terms and principles would likely require signifi-
cant changes and enhancements to firm practices and
that fully implementing such changes would require
some time. For the large banking organizations in the
horizontal review, we communicated our expectation
that cach firm should demonstrate significant prog-
ress toward consistency with the interagency guid-
ance in 2010, should achieve substantial conformance
with the interagency guidance by the end of 2011
(affecting the award of incentive compensation
awards for the 2011 performance year), and should
fully conform thereafter.

arrangements do not encourage imprudent risk
taking.

Well-Designed Management and
Control Functions

7 For cxample, the interagency guidance states that large banking
\izath should hav I hioi 1

i by forml and welldl Jopad pol-

cis, procedures, and systems to ensure that incentive compens-

with safiy and sourdoess Such insttutions shoukd o have
robust procoduses for collocting information about the effects of

their incenti programs layee risk taking,
as wall as systems and processes for using this information 1o
hasi adjust compensat to climinate or reduce unin-

The interagency guidance also places great
on the role of risk-management and internal control
functions in providing for balanced risk-taking incen-
tives. Poorly designed or implemented incentive com-
pensation arrangements can themselves be a source
of risk to banking organizations and undermine

tended incentives for risk taking, Similarty, the interagency
guidance unges lange banking organizations to actively monitor
industry, academic. and regulatory developments in incentive

ipensation practices and theory and be prepaned to incory
rate into their i i P [Fom $y3LeMs oW O emerging
methods that are likely to improve the organization’s bong-term
financial well-being and safety and soundnes
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Incentive Comp

nsation Horizontal Re

In late 2009, in conjunction with its initial proposal
of principles-based guidance on incentive compensa-
tion, the Federal Reserve launched a special simulta-
neous, horizontal review of incentive compensation
practices and related risk management, internal con-
trols, and corporate governance pragtices at a group
of large complex banking organizations. These firms
were chosen because flawed approaches to incentive
compensation at these institutions are more likely to
have adverse effects on the broader financial system
and because of their extensive use of incentive com-

ducting the horizontal review and communicating
with the firms.

To perform the supervisory assessments of confor-
mance with the interagency guidance, we gathered
extensive information from the firms on their incen-
tive compensation arrangements and associated pro-
cesses. policies, and procedures. We reviewed internal
documents governing existing incentive compensa-
tion practices as well as self-assessments of incentive
compensation practices relative to the interagency

pensation practices. The special work iated with
the horizontal review is now nearing completion, but
supervisory work on incentive compensation will
continue through the ongoing supervisory process.

The Federal Reserve has communicated to the firms
our assessment of their practices and our expecta-

idance, We conducted many face-1o-fave meetings
with senior executive officers and members of boards
of directors” compensation committees. To supple-
ment this information and to evaluate specifically
how incentive compensation programs were imple-
mented at the line-of-business level, the Federal
Reserve conducted focused examinations of incentive

tions for remediation in areas where imy nts
are needed. The firms, with the oversight and input
of the Federal Reserve, have each developed remedia-
tion plans. These remediation plans, along with
updates and discussion around them, have been a key
mechanism for bringing clarity about needed
changes.

Scope of the Horizontal Review and
Feedback Provided

To carry out this major supervisory initiative, the
Federal Reserve made a substantial commitment of
stafl resources and senior management attention,
More than 150 individuals from the Federal Reserve
and the other banking agencies have been involved in
the horizontal review. In addition to senior supervi-
sory stafl, these included a multidisciplinary group of
professionals, including supervisors, economists and
lawyers, several specially constituted incentive com-
pensation on-site review teams, and the permanent
supervisory teams assigned to cach of the involved
banking organizations. Federal Reserve stafl has
coordinated with other banking regulators in con-

compensation practices in trading and mortgage-
origination business lines at a number of the organi-
zations involved in the horizontal review.

The Federal Reserve has continued to provide indi-
vidualized feedback to each of the firms as addi-
tional information and updates of remediation plans
have been received. All of the firms have made prog-
ress toward achieving consistency with the inter-
agency guidance. The nature and extent of remaining
work varies across organizations and sometimes
within organizations. Achieving conformance with
the interagency guidance depends on the successful
build-out of systems and processes, achievement of
intermediate implementation milestones, and success-
ful completion of remediation plans. Even then, in
many cases, it will be important for the firms to keep
in mind that new systems and practices have not been
fully tested by experience, so ongoing monitoring of
these new systems and practices will be important.

With regard to FBOs with activities in the United

States, we have acknowledged the particular chal-

lenges that arise as they seek to conform their LS.
D with the details of their home-country
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¢ I regulator’s exp and those of
the interagency guidance. As noted, the interagency
guidance is consistent with international regulatory
efforts on incentive compensation practices, including
the FSB Principles and fimpl Standurds

mentary priniples of effective consolidated supervi-
sion and national of banking i
operating in the United States

We have indicated our intent to follow the comple-

* For

i pensaion practices al
FBOs, see “International Context™ on page 25.
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Balancing Incentives at Large Banking

Organizations

This section describes methods firms use to provide
employees with prudent risk-taking incentives, as well
a5 identifies the relevant set of employees. It is mostly
related to the first of the three principles in the inter-
agency guidance.

Incentive compensation arrangements achieve bal-
ance between risk and financial reward when the
amount of money ultimately received by an employee
depends not only on the employee's performance, but
also on the risks taken in achieving this performance.
Firms often determine the dollar amount of incen-
tive s awards for a perfi year
immediately after the end of the year. Part of the
award may be paid immediately and part may be
deferred. Risk adjustments (see Topic | below) are

based decisions. Risk adjustments may play a role in
setting amounts of bonus pools, in allocating pools
to individuals” incentive ¢ or both. In all
cases, Tisk adjustments should consider likely losses
under stressed conditions, and not merely business-
as-usual, so that larger, but lower-probability loss
outcomes can influence incentives to take risk.

Every firm has made progress in developing and
implementing appropriate risk adjustments, but the
progress is uneven, not only across firms, but within
firms. Substantial work remains to be done to
achieve consistency and effectiveness of such adjust-
ments in providing balanced risk-taking incentives.
Because most incentive compensation decisions
involve some judgment, a key element of that work is

features of incentive compensati T

that incorporate information about risks taken into
decisions about the total amount of awards. Deferred
payouts can also be adjusted for risk using informa-
tion that becomes available during the deferral
period, as described under Topic 2. Topic 3 focuses
on other balancing methods, and Topic 4 on identifi-
cation of coverad employees (those employees for
whom prudent risk-taking incentives are particularly
important).

Topic 1: Risk Adjustment and
Performance Measures

At the beginning of the horizontal review, no firm
had a well-developed strategy to use risk adjustments
and many had no effective risk adjustments. Cur-
rently, all firms in the horizontal review employ some
sort of risk adjustment for at least some subset of
employees, but the role of risk adjustments in the
overall mix of balancing strategies varies across firms
and across businesses within firms. Some adjust-
ments rely on quantitative measures of risk, while
others are based on perceptions of risks taken by
employees or business units. Quantitative measures
of risk may be applied mechanically (although this is
relatively unusual) or as an element in judgment-

imj 1 written policies and procedures and
improved monitoring practices.

Disciplined, Judgment-Based
Decisionmaking

Judgment is an element of decisionmaking at every
firm and at nearly every step in the design and opera-
tion of incentive compensati gements,” This
poses two challenges: (1) ensuring that decisions
based on judgment are made consistently can be dif-
ficult and (2) risk adjustments may be only one of
many inputs into decisionmaking about incentive
compensation awards. Without appropriate restraint,
judgments about other aspects of an employee’s per-
formanee, such as achieving a certain level of market
share, could be made in 2 way that would undermine
the desired incentive effects of the risk adjustments,
To promate consistency and effectiveness of the
impact of judgment on balanced risk-taking incen-
tives, the interagency guidance notes that firms are
expected to have robust policies and procedures to
guide the consistent use of judgment, and that deci-
sions should be documented so that firms can review

* An exceplion is formulaic compensation plans, such as commis-
sion sabes plans, which sometimes specifly amounts of incentive
compensation according 103 specific formula set at the begin.
ning of the year,
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whether policies and procedures are being followed
and can assess the effectiveness of the policies and
procedures over time."

At the beginning of the horizontal review, most firms
lacked written policies and procedures to guide man-
agers in making risk adjustments, and policies and
procedures for incentive compensation decisionmak-
ing often did not clearly identify the weight to be
given to risks laken during the performance vear.
Such policies and procedures, along with training for
managers and ex post review of decisions, are impor-
tant to achieving consistent application of risk
adjustments. Some firms have made progress in
developing wrilten policies and procedures and
related processes, but others are still in the process of
completing this work.""

Quantitative and Qualitative Risk
Measures

In cases where risk adjuslmmls are applu:d based on
a formula, incenti I are
made using measures of financial performance that
are net of a risk charge based ona quantitative meas-
ure of risk. Such adjustments balance incentives to
take risk 1o the extent that such charges offset
increases in financial performance (or reductions in
costs) that are associated with increased risk taking.
The use of mechanical risk adjustments is possible
when suitable quantitative risk measures are avail-
able, and the effectiveness of this type of risk adjust-
ment depends on the quality of the risk measure. One
leading edge practice, observed at some firms, is to
assess a charge against internal profit measures for

liquidity risk that takes into account stressed condi-
tions and to use this adjusted profit measure in deter-
mining incentive compensation awards

Most firms in the horizontal review also used quanti-
tative risk as an input 1o jud based
incentive compensation decisionmaking. For
example, boards of directors usually take into
account available risk measures when making deci-
sions about bonus pools for the firm or about awards
for senior executives. Some risk measures can be dif-
ficult to convert into quantitative risk charges, but
nevertheless convey useful information. However, as
noted previously, achieving a consistent balancing
impact through judgmental decisionmaking is a chal-
lenge. Firms with more well-developed policies and

to guide decisi in judgmentally
using quantitative risk information seemed more
likely to achieve a consistent balancing impact. This
is an area in which many firms are working to
improve effectiveness.

Almost all firms in the horizontal review use non-
quantitative perceptions of risk taking as a basis for
some risk adjustments. Such adjustments have the
potential o address hard-to-measure risks and limi-
tations of existing data and risk-measurement meth-
ods. For example, the manager of a lending business
might be aware that some emplayees of the business
make riskier loans and others safer loans, even
though the quantitative risk measures available to the
manager do not show it. Based on this information,
the manager could risk adjust by giving lower incen-
tive compensation awards per unit of revenue to the
employees making the riskier loans. As in other cases
whm incentive compcnsauon awards are based on
based decis ing, they are more likely

Fﬁrmmplc,an iation shoubd have palicies and
dues that deseribe how mp.ham:mmlwmm;u«lg
ment to achiest buhml:. u\clwhng a dmnpuon. ET wrw!led.
of the
nsk-{a!\lr@ mmhcs 1o be considered in making :nl‘onmi;udg
ments. Such policies and procedures need not involve a precise
analysis to be followed in developing discretionary risk adjust-
mcm& bt sbo'uld pm\'uk mnug]\ structurcand instraction that
don a clear and con-

sistent basis and therchy allow for ex pest monitoring.

' Some firms have identifiad in their policies and procedunes spe-
ifiic Factors nﬁ!ropmlclolh Imrne‘busimssand smployee

rok, includ poinis aderod by manage-
nent when mak ing di risk djuast Soms firems
have introducod new processes aimed af governing

discretion-hased n;km!;u;:mmls andaimed at providing docu-

mentztion sulficient 1o support review of such decisions by

Internal Audit. Soqml'nmalso have .mgnod cnnuvl-rnmm

emplovess 1o focus

promdu:u. and on Mum!almmm\ havc
improved

bout

boﬂ risk adjustments work, which is crucial m’ul] impacton
riskaking decisions.

tobe consistently eflective where firms have clear
policies and procedures to guide application. Devel-
oping such policies and procedures is particularly
challenging because the information about risk is
qualitative and the nature of the information tends to
change over lime.

Risk Adjustment and Bonus Pools

Incentive compensation practices of firms differ in
the process of determining the total bonus pools and
the allocation of incentive ¢ ion to individi
als. In a top-down process, senior management and
the board of directors determine the size of an over-
all amount of funding for the firm as a whole near
the end of the performance vear, and this bonus pool
is then split into sub-pools for cach business. Pools
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are allocated to individual employees in @ manner
related to their individual performance. Ina
bottom-up process, the firm assesses performance of
each employee and assigns him or her an incentive
compensation award, with the total amount of incen-
tive compensation for the year for the firm as a whole
simply being the sum of individual incentive compen-
sation awards. Most firms’ processes are a mixture of
top-down and botiom-up, but the emphasis can dif-
fer markedly."”

Risk adjust balance incentive comp
arrangements to the extent they affect the incentives
provided to individuals. The impact on incentives
may be limited in cases where a firm makes risk
adjustments only when deciding amounts of’ pools
because the award 1o each employee under the pool
will receive the same adjustment, This is appropriate
when the nature and extent of risk taking of all
employees under the pool is the same, suich as cases
where a pool applies to a business unit in which all
risk decisions are influenced in the same way by all

pl Where individual employees in a single
poal can have varied levels of impact on the amount
of risk, the differences will not be fully addressed by
risk adjustments to the pool alone. In such cases,
additional adjustments incorporated into decisions
about individual incentive compensation awards
would be needed to make the risk adjustment fully
effective.

Next Steps

Most of the firms in the horizontal review have made
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ues and to evaluate best practices in this arca as they
evolve.

Topic 2: Deferred Incentive
Compensation

Another method for balancing incentive compensa-
tion arrangements is to defer the actual payout of a
portion of an award to an emplovee significantly
beyond the end of the performance period, adjusting
the payout for actual losses or other aspects of the
employee’s performance that are realized or become
better known only during the deferral period. Such
deferral arrangements make it possible for the
amount ultimately paid to the employee to reflect
information about risks taken that arrives during the
deferral period.

The interagency guidance does not require that defer-
ral be used for all emplovees: does not suggest any
specific formula for deferral arrangements; and does
not mandate the use of any specific vehicle for pay-
ment, such as stock. However, the interagency guid-
ance does have some specific suggestions relating to
deferral arrangements for senior executives. A sub-
stantial fraction of incentive compensation awards
should be deferred for senior executives of the firm
because other methods of balancing risk-taking
incentives are less likely 1o be effective by themselves
for such individuals.

Elements of Deferral Practices

significant changes to their risk ad
for awards for the 2011 performanee year. Still, most
continue to have work to do, including development
of appropriate policies and procedures to guide judg-
mental adj of incenti pensation
awards. Most firms should continue to evaluate the
effectiveness of the quantitative and qualitative risk
adjustments they are using and whether risks are
appropriately balanced. Additionally, in 2012 firms
should evaluate how effective the risk adjustments
used for the 2011 awards were, and make improve-
ments as necessary, The Federal Reserve will continue
to work with the firms to make sure progress contin-

1% Even at firens with 2 bottom-up erphasis, budget constraints
place a practical limit on the size of the aggregate bonus for the
firm as a whols, 5o some top-down ehment is present. Similarly,

The prop of incentive comy awards to
be deferred was substantial at the firms in the hori-
zontal review. For example, senior executives now
have more than 60 percent of their incentive compen-
sation deferred on average, higher than illustrative
international guidelines agreed by the FSB, and some
of the most senior executives have more than 80 per-
cent deferred with additional stock retention require-
ments after deferred stock vests. Most firms assign
deferral rates to employees using a fixed schedule or
“cash/stock table™ under which employees receiving
higher incentive compensation awards generally are
subject to higher deferral rates, though deferral rates
for the most senior executives are often set separately
and are higher than those for other employees.

Defierral periods generally range from three to five
years, with three vears the most common. Most orga-
i in the horizontal review use the same defer-

top-down firms take some account of perceived perfe of
key individualsin setting pools.

ral period for all employees in a given incentive com-
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pensation plan and often for all employees. Some
firms transfer ownership of the entire deferred award
to the employee at the end of the vesting period
(“clifl vesting”), while others adopted a schedule
under which a portion of the award vests at given
intervals.

The most common vehicles for conveying deferred
incentive compensation to employees are shares of
the firm’s stock, steck options, and performance
units {an instrument with a pavout value that
depends on a measure of performance during the
deferral period, often an accounting measure like
earnings or return-on-¢quity). Some firms use
deferred cash or debt-like instruments.

Performance-Based Deferral

At the beginning of the horizontal review, few firms
adjusted payouts of deferred awards for risk out-
comes or other information about risks taken that
became available during the deferral period. Without
such performance conditions, deferral arrangements
are unlikely to contribute to balancing risk-taking
incentives (for ease of reference, deferral with perfor-
mance conditions is referred to as “performance-
based deferral”)."*

LR 3 ith perfk Biod il baciiios:

clear during the horizontal revien. The first is reled to pay-
ment of deferred incentive compensation in share-based instru-
mcrits. Where vehicles are share-based, at the time shares are
awarded, risk-tak ions during the year might
hane either upside or downside effects on the stock price in the
future, sothe net effect on incentives is mot clear, Moreover,
most employees below the senior executive kevel are not likely to
believe that their own risk-taking docissons will have a material
impact on the firm's stock price. For example, if the keader of a
business unit knows that a particular strategy may lead to bosses
that are lange from the standpoint of the unit, the leader may
believe any sisch losses would be msone than offset by profits
from o1ber business units. Thus, the kader would not expect the
losses to affioct the ultimate value of defeened pay roceived, and
deferval would have listhe impact on his or her risk-taking incen-
tives. In order for a deferral arrangement to meaningfully con-
tribute 1o balance, vesting triggers shoubd be based on measures
of performance that are linked 1o the employee’s risk-taking
activities, especially those taken before the inoentive compens-
tion award,

The second commson issae that bocame clear during the hori-

Firms in the horizontal review have made progress in
implementing performance-based deferral arrange-
ments that promote balanced risk-taking incentives.
Each firm's setup is somewhat different, but three
broad styles of arrangement were observed—formu-
laic. judgment-based, and a hybrid of the two. Ina
formulaic approach, the percentage of the award that
vests is directly related to a measure of performance
during the deferral period. Ina judgment-based
arrangement, the circumstances under which less
than full vesting will occur are decided judgmentally
rather than being linked to fixed values of perfor-
manee metrics, and the amount of incentive compen-
sation paid out under those circumstances is also
decided through a judgment-based process. In a
hybrid setup, a specific tngger value of performance
isset al the beginning of the deferral period, and if
performance falls below that trigger value, a
Jjudgment-based process determines how much of the
deferred incentive compensation will not vest." To
the extent that judgment plays a role in the vesting
decision, firms are expected to have robust policies
and procedures 1o guide the consistent use of judg-
ment, and decisions should be appropriately docu-
mented so that firms can monitor whether their poli-
cies and procedures are being followed.'® Policies and
procedures need to be clear to employees, or they will
not have a clear understanding when risk-taking deci-
sions are made of which outcomes will lead to forfei-
ture, in which case deferral arrangements are not
likely to have a significant impact on risk-taking
behavior, Many firms still have work to do on their
policies and procedures in this area.

Most firms in the horizontal review have clawback
arrangements for at least some employees that are
triggered by malfeasance, violations of the firm's
policies, and material restatement of financial
results.'® Such clawback provisions can contribute to

performance-based deferral arrangensent alo chould be dearly
explained to empl covered by thoss
% In a common variant of the bybrid process, once the tngeer is
met for a perticular group (¢g.. & business unit), the discretion.
ary process determings not only the peroentage of incentive
ion that vests, but also which employees are subject

zontal review nelated to the particular p di

(triggers) chosen by firms. Some firms have performance-based

deferral arrangements that allow for a lange or oulsized payout

when the values of triggers reflect positive performance. How-
) %

to Jess than full vesting, wsually based on which emplovess were
responsible for bosses or for imprudent risk taking.

15 bout the tse of disceetion in deferral
ane simikar sbou the wse of discretion in ex ante

ever, these may play
risk during the deferral period in onder 1o mavimize the value
of such triggers and thus may not balanc risk-taking incentives
One example of 3 trigger that mey be appeopriate is one that
reduces the amount of delerned compensation that is vested if
the fire {or business line or unil, depending on the kevel of the
emploves) experiences megative net income in any fscal vear
during the deferral period. The rebevant triggers for any

risk adjustment, as discussed under Topic | of this report,

** The word “clawback™ is sometimes used to refer 10 any deferral-
of-payment method. The term “cliwback™ also may refer spe-
cifically under which an emplaye: must
relurm incentive compensation payments previously roceived by
the emploves if certain risk outcomes occur. Section 34 of the
Sarbancs-Ondey Act of 2002(15 US.C. 7243), which applics 1o
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balanced risk-taking incentives by discouraging spe-
cific types of behavior. While potentially effective,
they do not affect most risk-related decisions and are
not triggered by most risk outcomes—the narrow
focus of these arrangements mean that they are
unlikely to contribute meaningfully to balance.

Progress on performance-based deferral for the 2010
performance year was most common for senior
exccutives. Many firms are now in the process of
revising arrangements to be used for the 2011 perfor-
manee year and are extending performance-based
deferral coverage to more employees as a mechanism
to provide prudent risk-taking incentives. Some firms
have implemented, or are implementing,
performance-based deferral for all employees receiv-
ing deferred incentive compensation, while others are
doing so mainly for employees whose authorities and
influence over risk taking are such that risk adjust-
ments might have only limited effectiveness in balanc-
ing risk-taking incentives, such as senior managers
within business lines and other employees engaged in
activities that involve risks over a long duration.

Next Steps

Most of the firms in the horizontal review have made
significant changes to their deferral arrangements,
Many firms in the horizontal review have increased
the fraction of incentive compensation that is
deferred for both senior executives and other employ-
ees. All firms have more work to do Lo improve their
performance-based deferral arrangements. Firms
may also fine-tune the role of deferral relative to risk
adjustments as they gain experience with how the
two work together. As firms develop and fine-tune
deferral arrangements, firms should evaluate how
well these deferral arrangements have worked and
make improvements as necessary. The Federal
Reserve will monitor and encourage progress and
work to ensure that practices are effective.

Topic 3: Other Methods that Promote
Balanced Risk-Taking Incentives

Risk adjustments and deferral with performance-
sensitive features represent important mechanisms
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for achieving balanced incentives for taking risk. The
interagency guidance also identifies the use of longer
performance periods (for example, more than one
vear) and reduced sensitivity of awards 1o short-term
perf as methods for achieving balance. Dur-
ing the horizontal review, we observed the use of
both methods, though neither was universally used.

Evaluating Performance: Emphasis on
Long-Term over Short-Term

Firms used longer performance periods (that is.a
backward-looking multiyear assessment horizon), for
example, for senior executives in some cases, and in
others for non-executive employees. Measuring and
evaluating performance or awards on a multiyear
basis allows for a greater portion of risks and risk
outeomes to be observed within the performance
assessment horizon, thus garnering many of the ben-
efits of a deferral arrangement with performance-
sensitive features. One simple variation involves using
risk outcomes from prior-vear actions as a consider-
ation in reducing current-year incentive compensa-
tion award decisions. To be effective, multiyear
assessments should be based on policies and proce-
dures that give appropriate weight 10 poor outcomes
due to past decisions. Otherwise, adverse outcomes
may be effectively ignored due to an emphasis on
current-year performance.

Damping the sensitivity of incentives to measures of
shart-term performance was a choice made by some
institutions to rein in incentives when, for example,
concerns arose about the significance of the incen-
tives or risks involved. For example, increasing bonus
pools or individual award amounts at a lower rate
when financial performance is well above target levels
can limit incentives to take large risks to achieve
extreme levels of performance. A cap on incentive
compensation awards beyond a certain level of per-
formance is another example. However, in the hori-
zontal review, there were few instances where such
caps and reduced sensitivity were sufficient by them-
selves 1o balance risk-taking incentives.

Next Steps

The interagency guidance urges large banking orga-
izations to actively monitor industry, academic, and

chiel exocutive officers and chief lnardial officers of public
banking organizations, i e of this pecific type
of “clawhack™ requirensent. Nearly all U.S.-based firms in the
horizontal review are publicly traded, and therefone subject to
this provision.

regulatory devel in p

practices and theory to identify new or emerging
methods that are likely to improve the organization’s
long-term financial well-being and safety and sound-
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ness, The Federal Reserve will do the same and will
encourage firms to use methods that are most appro-
priate for their circumstances.

Topic 4: Covered Employees

Identifying the full set of employees who may indi-
vidually or collectively expose the firm to material
amounts of risk is a crucial step toward managing
risks associated with incentive compensation. With-
out identifying the relevant emplovees, a firm cannot
be sure it has properly designed its incentive compen-
sation arrangements to provide appropriate risk-
taking incentives.

Three Categories of Covered Employees

The interagency guidance describes three categories
of such employees, which together are referred to as
“covered employees™

* senior evecutives;

* other individual employees able to take or influence
material risks; and

* groups of similarly compensated individuals who,
in aggregate, can take or influence material risks.

arrangements for all covered

The second approach designates a very large st of
employees as covered, such as all employees receiving
any incentive compensation, or all employees subject
toa subset of the firm’s incentive compensation
plans. Although this reduces the effort required to
identify covered employees, firms still need to iden-
tifyy the relevant types and severities of risks that are
incentivized through incentive compensation
arrangements to be sure incentives to take such nisks
are balanced.

Many firms appropriately identify at least some
groups of similarly compensated employees who may
collectively expose the firm to material risk.
Examples include originators of morigages, commer-
cial lending officers, or groups of traders subject to
similar incentive compensation arrangements.

Establishing Robust Processes Going
Forward

Several firms have yet to establish robust processes
for identifying covered employees that are consistent
with the interagency guidance, especially for identify-
ing groups of covered employees. Some firms rely
heavily on mechanical materiality thresholds in their
identification process. For example, only employees
able to make decisions that commit at least $1 billion
of the firm's economic capital might be eligible for
consideration as covered employees, or only employ-

emplovees should be appropriately balanced, regard-
less of whether the covered employee is a senior
exccutive, an individual, or part of a group of simi-
larly compensated individuals. Though the Federal
Reserve has no target number or quota of covered
employees for any firm, many of the largest firms
have determined they have thousands or tens of
thousands of covered employees

Standard Approaches to Covered
Employee Identification

Firms follow one of two general approaches o iden-
tify covered emplovees. One approach involves devel-
oping and following a systematic process that identi-
fies types of risk that each employee (or group of
employees) takes or influences and that assesses the
materiality of the risks. Such a process should “cast a
wide net” and should consider the full range of types
and severities of risk, Some firms have invested in
enhanced information systems to Facilitate this pro-
cess. Many firms in the horizontal review follow this
approach.

ecs above a given level of total compensation, Such
materiality thresholds as applied by most firms to
exclude employees from being considered covered

ployees have three k (1) they
often fail to capture the full extent to which an
employee may expose the firm to sk, (2) they tend
to exclude potential covered employees who may sig-
nificantly influence risk taking but do not make final
risk decisions, and (3) they often ignore groups of
similarly comp d employees. In reviewing the
firms” use of thresholds, we found that under some
circumstances, a suitably chosen materiality thresh-
old could appropriately play a compl y role in
identifying covered employees il used 10 include
employees as covered employees.

FBOs with LS, operations that were part of the
horizontal review face special challenges in develop-
ing procedures for identifving covered employees for
purposes of the interagency guidance, Generally,
home-country supervisors expect their standards to
be met by the consolidated organization, and so in its
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U.S. aperations, an FBO must meet both home-
country and U.S. regulatory expectations. Many of
these firms have home-country supervisors whose
regulations focus on a more limited set of employees
than deseribed in the interagency guidance.'” As a
result, these firms need to develop processes to iden-
tify bath covered employees in their US. operations
for application of the interagency guidance and those
employees subject to home-country regulation. The
number of covered employees for purposes of the

12 dance in US. op of an FBO
may exceed the number of employees subject to
home-country regulation.

Next Steps

All firms in the horizontal review now recognize the
importance of establishing sound incentive compen-

¥ Supervisors in many other jurisiictions require their firms 1o
identily only their equivakent of individual covered enplovers,
often wsing materiality standards that restrict attention toa rela-

tively small number of individuals.
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sation programs that do not encourage imprudent
risk taking for those employees who can individually
affect the risk profile of the firm. In addition, many
firms have identified groups of similarly compen-
sated employees whose combined actions may expose
the organization to material amounts of risk. Some
firms have put in place a robust process for identify-
ing relevant individuals and groups of employees,
with the flexibility to adapt to the changing business
environment over time. However, some firms are still
working to identify a complete set of mid- and lower-
level employees, and others are working to ensure
their process is sufficiently robust. The Federal
Reserve will work with the firms to ensure that prog-
Tess Continues.
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Risk Management, Controls, and Corporate

Governance

Establishment of balanced risk-taking incentives
should be supported by the engagement of risk-
management and control personnel in the design and
implementation of incentive compensation arrange-
ments, incentive compensation for such personnel

role traditionally involved little or no focus on incen-
tives to take risk or the risk associated with the
employee's activities. Risk-management personnel
traditionally had relatively hittle involvement in incen-
tive compensation design, and their involvement in
Sl

king was often limited, for example, to

that is independent of the financial perf of
the businesses they oversee (in order to limit conflicts
of interest), practices to promote improvements in
the reliability and effectiveness of incentive compen-
sation systems over time, and imp ingor-

only supplying information about breaches of inter-
nal policy and procedure by individual employees or
units. However, a few firms did incorporate risk

porate govermance. These features are discussed in
topies 3 through 8 below.

Topic 5: Risk-Management and
Control Personnel and the Design of
Incentive Arrangements

Properly identifying risks attendant to employees™
activities and setting suitable balancing mechanisms
are critical elements of providing balanced risk-
taking incentives. The interagency guidance notes
that risk-management processes and internal controls
should reinforce and support the development and
maintenanee of balanced incentive compensation
arrangements. Risk-management and control person-
nel (including Internal Audit) should be involved in
the design, operation, and monitoring of incentive
compensation arrangements because their skills and
expertise provide essential perspective and support.
Risk-management stafl, in particular, should partici-
pate in the firm’s analysis and decisionmaking
regarding the identification of covered employees, the
selection of any risk-sensitive performance metrics,
the development of risk-adjustment methodologies
and vesting triggers, and the overall effectiveness of
the firm’s balancing efforts.

At all firms in the horizontal review, certain func-
tions, such as human resources and finance. tradi-

produced by risk-management personnel
into financial performance measures used in incen-
tive compensation decisionmaking before the crisis.

Increased Involvement of
Risk-Management Personnel in Design
and Decisionmaking

Risk-management personnel are now involved in
incentive compensation system design and decision-
making at virtually all firms in the horizontal review,
Howeser, the intensity and nature of involvement
varies. For example, risk-management functions now
provide significant risk-relaed input to the board-
level decisionmeking process for individual senior
executive incentive compensation at all firms and for
bonus pool size decisions at firms at which pools play
a role. Most firms consider some quantitative risk
measures in making at least some meentive compen-
sation decisions; and these are usually provided by
the risk and finance functions. Nonetheless, at some
firms, risk expents primarily play a peripheral or
informal role

Control, finance, and risk-management stalf mem-
bers provide some input to individual employee per-
formance reviews at many firms. For example. they
report breaches of policy and procedure or rate the
“risk awareness” or adherence to the firm’s risk
appetite of individual employees or business units. At
firms that use committee structures in their incentive

tionally were involved in incenti p
decisions and in the design and implementation of
incentive compensation arrangements. However, this

pensation decisionmaking process, control,
finance, or risk-management personnel usually are
among the members of committess. At most firms in
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the horizontal review, risk nt and control
functions are also involved in identification of cov-
ered employees.

At firms where risk-management personncl are
intensely imvolved in basic design decisions for the
incentive compensation system, as well as in deter-
mining details of the risk-related elements of the
incentive compensation process overall, progress on
risk-taking incentives has tended to be faster. At
firms where risk experts play a peripheral, informal
role, progress has tended to be slower, primarily
because other personnel tend to have less experience
and expertise in designing risk identification and
measurement features. Several firms remain in the
latter category.

Next Steps

The main challenge going forward is to ensure that
risk and control | | are actively
engaged with incentive compensation and that
improvements in risk management and in recognition
of risks the firm takes are incorporated into incentive
compensation decisionmaking, The Federal Reserve
will continue to work with firms to ensure that such
personnel have an appropriate role.

Topic 6: Incentive Compensation
Arrangements for Staff in
Risk-Management and Control Roles

Improper incentive compensati gements can
compromise the independence of stall’ in risk-
management and control roles. For example, a con-
flict of interest is created if the performance meas-
ures applied to them, or the bonus pool from which
their awards are drawn, depend substantially on the
financial results of the lings of business or business
activities that such stalT oversee. Such dependence
can give stall an incentive to allow or foster risk tak-
ing that is inconsistent with the firm’s risk-
management policies and control framework or the
safety and soundness of the firm. Thus, risk-
management and control personnel should be com-
pensated in a way that makes their incentives inde-
pendent of the lines of business whose risk taking
and incentive compensation they monitor and con-
trol. Such stall” includes not only employees assigned
to firmwide risk-management or control functions,
but also emplovees who perform similar roles while

embedded within individual lines of business within
the firm.

Maintaining the Independence of
Risk-Management and Control Personnel

The firms in the horizontal review have completed
much of the necessary work in this area. Perfor-
mance measures applied to stafl in risk-management
and control roles are usually oriented to the perfor-
manee of their oversight duties and not the perfor-
mance of the line of business they oversee. Their
incentive compensation may be indireetly related to
financial performance, if, for example, the bonus pool
is drawn from the firmwide pool, which is related to
firmwide performance. In most cases, linkage to
firmwide performance is likely to be too weakly
linked to control and risk-management decisions to
pose a significant conflict of interest.

Where more direct or substantial potential conflicts
of interest have arisen, some firms achieved indepen-
dence by moving risk-management and control func-
tion personnel out of line-of-business incentive com-
pensation plans or line-of-business bonus pools,
eslablishing separate plans or pools for them. Other
firms established separate bonus pools for stafl in
risk-management and control roles, the sizes of
which do not depend directly on the financial perfor-
mance of a particular line of business or business
activity.

At some [irms, lower-level risk-management or con-
trol stall members who are embedded in business
lines receive their incentive compensation awards
from the business line bonus pool. Such practices can
be acceptable if' the relevant stafl members perform
functions that are unrelated to risk-taking decisions
and if the product of their work is unrelated to
incentive compensation decisionmaking.

Some firms include comments from cross-function
reviews (such as 360 degree reviews) in incentive com-
pensation decisionmaking for all stafl’ members. This
raises the possibility that business line reviews could
nflugnce incentive compensation decisions for risk-
management and control stall members even if no
formal link to financial performance exists. In addi-
tion, some firms have incentive compensation
arrangements for stafl’ in risk-management and con-
trol functions that are subject to adjustments based
on management judgment. Clear guidance from poli-
cies and procedures, clear documentation of indi-
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vidual judgment-based adjustments (and decisions
made under such policies and procedures), and
review by internal audit help to ensure the incentive
compensation awards are not swayed by business line
resuls.

Next Steps

As part of its normal supervision of the indepen-
dence of risk and control functions, the Federal
Reserve will continue to be attentive to the risk-
related incentives provided by the incentive compen-
sation arrangements for their personnel.

Topic 7: Practices Promoting
Reliability

Firms should regularly review whether the design
and implementation of their incenti pensati
systems deliver appropriate risk-taking incentives and
should correct deficiencies and make imp
that are suggested by the findings. The interagency
guidance mentions several practices that can contrib-
ute to the effectiveness of such activity, including
internal reviews and audits of compliance with poli-
cies and procedures, monitoring of results relative to
pectations, and simulation of the op of
incentive compensation arrangements before
implementation,

Importance of Internal Reviews and Audits

Internal reviews and audits of compliance with poli-
cies and procedures are important to ensure that the
incentive compensation system is implemented as
intended by those employees involved in incentive
compensation decisionmaking, For example, if pro-
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OIpen: ation awards, of risk and
risk outcomes, amounts of ultimate payments of
deferred incentive compensation, and other factors
relevant to incentive compensation decisions. Such
monitoring bears some resemblance to the “backtest-
ing” that is often done for risk-management models
and systems. To be effective, such monitoring should
include some quantitative analysis, but because all
incentive compensalion systems involve some exercise
of human judgment in decisionmaking, effective
monitoring is not likely to be purely quantitative or
mechanical. Large banking organizations are more
likely to require some use of automated systems lo
adequately monitor the effectiveness of incentive
compensation arrangements in balancing risk-taking
incentives, especially systems that support capture of
relevant data in databases that support monitoring
and analysis.

Next Steps

All organizations in the horizontal review have con-
siderable work remaining to fully implement prac-
tices promoting balanced risk incentives in their
incentive compensation arrangements. Few organiza-
tions performed extensive reviews and analyses
related to risk-taking incentives before the crisis. In
some cases internal audit reviewed other aspects of’
incentive compensation activities, such as incentive

compensation award dish nt practices or
adherence 1o vesting policies related to
time-of-service.

Over time, as incentive compensation is awarded and
paid out and risk outcomes become better known,
firms and their supervisors will learn more about the
reliability of methods for balancing risk-taking incen-
tives and the effectiveness of different methods off
reliability. In the meantime, the Federal

cedures require that specific quanti of
risk are to be included in financial performance
measures used in decisionmaking, but they are not,
the sensitivity of decisions to risk taking probably
would not be as intended. Though the internal audit
function should play a key role in this activity, other
functions such as risk management, finance, and
human resources also should be involved.

An incentive compensation system may be imple-
mented as intended, but it may still fail to achieve the
desired relationship between risk and reward because
features of its design and operation do not work out
as expected. Detecting such problems requires that a
firm monitor relationships among measures of short-
and long-run financial performance, amounts of

Reserve will work with firms as they develop the nec-
essary systems and capabilities and will promote
experimentation and innovation.

Topic 8: Strong Corporate
Governance

Active and effoctive oversight of incentive compensa-
tion practioes by the board of directors is a key ele-
ment of the interagency guidance. The board of
directors of a large banking organization, or its del-
egated committee, should actively oversee the devel-
opment and operation of the organization’s incentive
compensation policies, systems, and refated control
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processes, The board of directors or the delegated
committees of such organizations should also moni-
tor the effectiveness of incentive compensation
arrangements in balancing the risk-taking incentives
of covered employees.

Most of the firms in the horizontal review already
had in place a board-level compensation committee
composed of independent directors. While histori-
cally these commitiees have been actively engaged in
lecisions relating to the incenti pensali
arrangements for certain senior executives, their
involvement in overseeing the incentive compensation
practices and arrangements relating to other covered
employees (including non-executives) has increased
considerably during the horizontal review. All firms
in the horizontal review have enhanced the role of the
board in ing the incenti pensati

system for all covered employees and are now paying
increased attention to risk-related aspects of incen-
tive compensation. Some firms have established man-

The board of directors or its delegated committee
should review and approve policies and procedures
that appropriately address corporate standards and
processes governing the design, approval, administra-
tion, and ing of incentive i
arrangements for covered employees. At some firms
in the horizontal review, the relevant body is not yet
consistently reviewing and approving these standards.

The board of directors should regularly review the
results of monitoring of incenti h i
arrangements described in the previous section and
results of other activities undertaken to promote reli-
ability of the incentive compensation system. For
example, boards should receive periodic reports that
review incentive compensation awards and payments
relative to risk outcomes on a backward-looking
basis to determine whether the organization’s incen-
tive compensation arrangements may be promoting
imprudent risk taking, As noted previously, at most
firms such reports are at a relatively early stage of

agement committees that include rep atives of
risk-management and control functions to support
their effonts. Notwithstanding progress made to date,
firms indicated that they will continue to implement
enhanced corporate governance practices and that
these practices will continue to evolve.

Progress in Facilitating Effective Internal
Communications

Most firms have established mechanisms to facilitate
communication between the compensation commit-
tee and the risk and audit committees. Many firms
have members of the compensation committee that
are also members of the risk and audit committees.
Other firms rely on regular meetings between the
compensation and risk committees, while others have
not yet enhanced their communications systems and
rely on communications that are more ad hoc in
natue.

develog While some boards undertake an
annual review of the effectiveness of incentive com-
pensation in avoiding inappropriate ineentives to

incur risk, many currently rely on periodic presenta-
tions by the chicf risk officer or other risk-
management stall to the board of directors or its
compensation committee, the content of which varies
considerably from firm to firm.

Next Steps

Though firms have implemented improved corporate
governance practices, the effectiveness of such prac-
tices will not be known until some vears of experi-
ence have been accumulated. Effectiveness will
depend on the attentiveness of members of compen-
sation committees to risk-taking incentives. The Fed-
eral Reserve will continue to work to promote effec-
tive g ¢ of incentive ¢ ion practices
at banking organizations.
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International Conte

Some observers have been interested in comparing
progress of firms headquartered in different jurisdic-
tions in improving their incentive compensation prac-
tices, for example, in progress relative to the FSB
Principles and fuplementarion Standards.

About one-third of the large banking organizations
included in the horizontal review are headquartered
outside the United States. Almost all of the FBOs in
the hori. review are headg Iin Europe
(including the United Kingdom). We observed prog-
ress in implementing the interagency guidance, which
is consistent with the FSB documents, at both US.
banking organizations and FBOs. However, the inter-
agency guidance, while consistent with the FSB Prin-
ciples and Implementation Standards, is more detailed
and demanding in many respects. Thus, satisfying the
expectations implied by the FSB documents is not
necessarily enough to satisfy the expectations in the
interagency guidance.

Conformance with Interagency
Guidance

In general, progress on conforming to the interagency
guidance is similar at the U.S. banking organizations
and at the FBOs in the horizontal review. Firms that
are more and less far along can be found in both sets
of firms. With respect to particular aspects of the
guidance, the FBOs have had more difficulty in iden-
tifying covered employees in their US. operations (as
noted previously, few foreign supervisors employ the
concept of groups of covered employees, instead
focusing their attention on relatively small numbers
of senior and highly paid employees). Progress on
conforming to the elements of the interagency guid-
ance that focus on corporate governance and the role
of risk gement and control | 1is similar
at FBOs and U.S. banking organizations.

Progress on achieving balanced incentive compensa-
tion arrangements is similar on the whole across the

the rate of innovation are different between the
groups. For risk adjustments, some foreign supervi-
sors have emphasized risk adjustments mainly at the
level of firmwide or business line bonus pools. Thus,
some FBOs have made progress risk adjusting such
poals but have made less progress implementing risk
adjustments down to the level of the individual
employee.

Some observers have been particularly interested in
the details of deferral practices, focusing on the share
of incentive compensation awards that is deferred
and the use of equity as a vehicle for deferred incen-
live ¢ Numerical ples of deferral
fractions set out in the FSB Principles and lplemen-
tation Standurds are sometimes used as a benchmark
(60 percent or more for senior executives, 40 percent
or more for other individual “material risk takers,”
which are not the same as covered employecs). Defer-
ral fractions are at or above these benchmarks al
both the U.S. banking organizations and the FBOs in
the horizontal review,

In some cases, substantial deferral fractions are
achieved in different ways. As noted previously, most
US. firms and some FBOs use a cash-stock table that
increases the deferral rate as the amount of incentive
compensation increases. As a practical matter, this
results in substantial deferral rates for senior execu-
tives and for some employees. In contrast, as noted
previously, some European Union (EU) supervisors
prescribe some elements of’ pay structure for some
employees at EU banking organizations. This also
results in substantial deferral rates for those
emplovees.

European Union Approach to
Deferred Incentive Compensation

In many cases the pay structure under the EU regula-
tion is somewhat different than that seen at US.
banking organizations. Under some national imple-

twa groups, but the balancing methods employed and

within the EU, the deferred portion of an
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incentive compensation award is required to be
granted half in an equity-linked instrument and half
in cash or a cash-like vehicle. The upfront portion of
the incentive compensation award is required 1o be
paid half in cash and half in stock subject to a reten-
tion requirement of six months to one year. Though
the overall fraction of the incentive compensation
award granted in stock is substantial in such imple-
mentations, the upfront stock subject 1o a retention
requirement is likely to have a limited balancing
impact on risk-taking incentives due to the short
retention period. The impact of the deferred portion
depends on performance conditions; in the absence
of performance conditions, deferred cash will have
only a modest balancing impact since the amount
ultimately received by the employee is reduced only in
the event of the firm’s failure.

Overall, the net exposure of an employee (o a firm’s
performance over time is not necessarily larger under

the EU regulation than under the simpler structures
often seen at US. firms. For example, if 60 percent of
an incentive compensation award is deferred for three
vears, half in stock and hall’ in cash that vests unless
the firm fails, then only 30 percent of the incentive
compensation award is exposed to poor performance
short of failure. In contrast, suppose all deferred
awards are in stock deferred for three years, as is
common in the United States. If the same 60 percent
of the incentive compensation award is deferred, the
whole 60 percent is exposed to the variation in the
value of the stock. IT the stock is also subject (o effec-
tive performance conditions, the whole 60 percent is
exposed to the conditions. The details of vesting and
other performance conditions are particularly impor-
tant to the overall balancing impact.
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Conclusion

Reinforced by the supervisory activities undertaken
through the horizontal review, the large banking
organizations in the review have made significant
progress toward enhancing their incentive compensa-
tion arrangements in ways that provide appropriately
balanced incentives to take risks (as outlined in the
interagency guidance) and promote safety and
soundness. As described in this report, however, most
firms still have significant work to do to achieve full
conformance with the interagency guidance,

The Federal Reserve remains commitied to helping
move the industry forward in developing and imple-

menting incentive compensation practioss that are
consistent with prudent risk management and safety
and soundness. Continued supervisory attention will
be focused on further refinement and implementation
and on making appropriate changes as business con-
ditions change and business strategies evolve,
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Q.8. Many economists, including President Trump’s Chair of the
Council of Economic Advisers, have long advocated for less restric-
tive immigration policies to help grow the U.S. labor force, espe-
cially in light of an aging population and low birth rate. According
to the Pew Research Center, without a steady stream of a total of
18 million immigrants between now and 2035, the share of the U.S.
working-age population could decrease to 166 million. 5

What repercussions would restrictive immigration policies have
on our workforce and economy?

A.8. Immigration is an important contributor to the rise in the U.S.
population, accounting for roughly one-half of population growth
annually. And population growth, in turn, affects the growth rate
of the labor force as well as the growth of the overall economy.
Thus, from an economic growth standpoint, reduced immigration
would result in lower population growth and thus, all else equal,
slower trend economic growth. However, immigration policy is not
the purview of the Federal Reserve but rather is the responsibility
of the Congress and the Administration.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARNER
FROM JEROME H. POWELL

Q.1. Alternative Reference Rate: Some underappreciated work that
you have guided at the Federal Reserve is that of the Alternative
Reference Rate Committee. Global regulators have acknowledged
that at the end of 2021, banks will no longer be required to submit
to the panel that determines LIBOR, meaning that the rate could
stop publication at that time. LIBOR is currently critical to the
smooth functioning of our financial system, as it underlies $200
trillion in notional value, or ten times U.S. GDP, including a sig-
nificant amount of floating-rate mortgages. As the FSOC’s annual
report highlighted, if LIBOR disappears without a liquid market in
the replacement rate, the effects could be catastrophic. Yet a switch
to an alternative rate, the secured overnight financing rate, re-
quires tremendous collaboration by the private sector and the offi-
cial sector and the creation of financial markets that would facili-
tate the arbitrage between LIBOR and the secured rate, and the
creation of new products in the new secured rate.

Do you believe end users will demand products in the new se-
cured rate sufficient to build a deep and liquid market in the se-
cured rate before the end of 2021, even though first movers in this
space are likely to pay a premium for the product before the mar-
ket is fully developed? Why?

A.1. As you note, the Financial Stability Oversight Council (FSOC)
has highlighted the potential risks to U.S. financial stability from
the London Interbank Offered Rate (LIBOR) since 2014. These con-
cerns led the Federal Reserve to convene the Alternative Reference
Rates Committee (or ARRC) at that time. The ARRC is a diverse
group of private sector firms and institutions that has widespread
support from the U.S. official sector. In addition to the Federal Re-
serve Board, the Consumer Financial Protection Bureau, the Com-

5hitp:/ | www.pewresearch.org | fact-tank /2017 / 03 / 08 | immigration-projected-to-drive-growth-
in-us-working-age-population-through-at-least-2035 /
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modity Futures Trading Commission (CFTC), the Federal Deposit
Insurance Commission (FDIC), the Federal Housing Finance Au-
thority, the Federal Reserve Bank of New York, the Office of the
Comptroller of the Currency (OCC), the Office of Financial Re-
search, the Securities and Exchange Commission (SEC), and the
U.S. Treasury Department (U.S. Treasury) all act as ex officio
members of the ARRC. The ARRC’s work in identifying the secured
overnight financing rate (SOFR) as a recommended alternative to
U.S. dollar LIBOR and developing a plan to promote use of SOFR
on a voluntary basis has unquestionably been necessary in helping
to make sure that the financial stability risks identified by the
FSOC do not materialize.

I have been greatly encouraged by the response of the private
sector since SOFR began publication in April of this year. Even in
this short period of time, we have already seen evidence that SOFR
can and will be used by a wide range of market participants. The
Chicago Mercantile Exchange is offering futures contracts on
SOFR, and trading activity has already risen to above 5,000 con-
tracts (or about $15 billion) per day with a total open interest of
$75 billion. SOFR futures already have far more daily transactions
underlying them than LIBOR. In addition, the London Clearing
House group has begun offering clearing of SOFR swaps. And im-
portantly, we have already seen two recent issuances of debt tied
to SOFR. Both of these issuances were met with high demand and
were oversubscribed, indicating that there is a robust pmt of the
market that recognizes that SOFR instruments have value to them.

There are several reasons that I believe we will see liquidity in
SOFR instruments continue to grow. First, as a fully transactions-
based, International Organization of Securities Commissions com-
pliant benchmark based on the overnight U.S. Treasury repo mar-
ket—the largest rates market in the world—SOFR really does rep-
resent a robust alternative to U.S. dollar LIBOR. Because so many
firms are active in the Treasury repo market, they naturally have
incentives to trade SOFR instruments. Second, many market par-
ticipants have come to realize that the risks the FSOC has pointed
to in LIBOR are quite likely to materialize, and I believe they see
that it is in their own interest to move away from LIBOR and to-
ward SOFR. The ARRC and the official sector will 'need to continue
to educate market participants about the risks to LIBOR, and work
to make sure that this transition is a smooth one.

Q.2. Foreign banks and prudential rules: I noticed that in the sin-
gle-counterparty credit limit (SCCL) final rule, the Fed applied lim-
itations on domestic bank holding companies that have $250 billion
or more in total assets and the intermediate holding companies of
foreign banks with at least $50 billion in total assets. And in the
recent CCAR results, the Fed exempted three U.S. banks with as-
sets between $50 billion and $100 billion, but continued to apply
CCAR to the intermediate holding company of one foreign bank
that has nearly $900 billion in total assets but only $86 billion in
the U.S.

Can you describe the philosophy guiding the Fed’s decisions to
keep foreign banks’ U.S. holding companies covered by these impor-
tant prudential rules?
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A.2, In 2014, recognizing that the U.S. operations of foreign bank-
ing organizations (FBOs) had become more complex, inter-
connected, and concentrated, the Board adopted a final rule that
established enhanced prudential standards for large U.S. bank
holding companies (BHCs) and FBOs to help increase the resiliency
of their operations. These standards include liquidity, risk manage-
ment and capital, and require a FBO with a significant U.S. pres-
ence to establish an intermediate holding company (IHC) over its
U.S. subsidiaries to facilitate consistent supervision and regulation
of the U.S. operations of the foreign bank. The standards applied
to the U.S. operations of FBOs are broadly consistent with the
standards applicable to U.S. bank holding companies. However, the
standards can also take into account the combined footprint of
FBOs’ U.S. operations, including their branches and agencies.

Accordingly, the 2018 final rule to implement single-counterparty
credit limits (SCCL) for large U.S. bank holding companies tailors
the application of SCCL to U.S. IHCs such that U.S. IHCs of simi-
lar size to U.S. BHCs covered under the rule are subject to the
same SCCL, but the final rule also takes into account the ITHC’s
role as one portion of a significantly larger banking organization.

Similarly, the Board’s annual Comprehensive Capital Analysis
and Review (CCAR) applies more stringent standards to an THC
based on whether it is large and complex, meaning it (1) has aver-
age total consolidated assets over $250 billion or (2) has average
total nonbank assets of $75 billion or more, and (3) is not a U.S.
global systemically important firm.

The Board monitors the impact of its regulations after implemen-
tation to assess whether the regulations continue to function as in-
tended. In implementing enhanced prudential standards for FBOs
with a large U.S. presence, the Board sought to ensure that FBOs
hold capital and liquidity in the United States and have a risk
management infrastructure commensurate with the risks in their
U.S. operations. In general, FBOs with $50 billion in U.S. sub-
sidiary assets are among the largest and most interconnected for-
eign banks operating in the United States. As a result of the ITHC
requirement, these films have become less fragmented, hold capital
and liquidity buffers in the United States that align with their U.S.
footprint, and operate on more equal regulatory footing with their
domestic counterparts. I believe our current IHC framework with
the current threshold is working well.

Q.3. Volcker Rule: The policy behind the Volcker Rule is to reduce
risky activities in banks, in particular high risk proprietary trad-
ing. I've long been a supporter of the Volcker Rule, and I think this
is a worthy goal, as we never want banks to go back to that type
of risky trading. The rule aims to achieve this in part by prohib-
iting banks from investing in hedge funds and private equity funds.
I've heard, however, that the current definition has captured in-
vestments that seem far removed from the statute’s original con-
cern—such as an incubator for women-run businesses—and pro-
hibits bank investments in funds where banks are permitted to
make the investment directly. The proposed rulemaking seems fo-
cused on easing compliance burdens that have been associated with
the subjective intent test under the current rule, but it provides lit-
tle clarity on the agencies’ thinking on the covered fund side.
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Can you describe how the Federal Reserve is thinking about
changes to the covered fund rules?

A.3. The Board, along with the OCC, FDIC, CFTC, and SEC (the
agencies) adopted regulations to implement section 13 of the BHC
Act, the “Volcker Rule”, in 2013. These regulations included a defi-
nition of “covered fund” that, in the agencies’ view, was consistent
with the statutory purpose of the Volcker Rule to limit certain in-
vestment activities of banking entities. Subsequently, and based on
experience with the Volcker Rule regulations, the agencies identi-
fied opportunities for improvement and proposed amendments to
the Volcker Rule regulations in June 2018.

The proposal requests comment on how to tailor the regulations
governing a banking entity’s covered fund activities. For example,
the proposal asks whether a different definition of “covered fund”
would be appropriate. In addition, the proposal requests comment
on potential exemptions for particular types of funds, or funds with
particular characteristics.

Since proposing the amendments in June, the agencies have held
meetings with and received comments from interested patties re-
garding the treatment of covered funds. The agencies expect to
meet with and receive comments from interested parties through-
out the comment period, and will carefully consider each comment
to determine whether any changes to the covered fund regulations
would be appropriate.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM JEROME H. POWELL

Q.1. Home Mortgage Disclosure Act. 1 remain concerned about dis-
crimination in mortgage lending, especially as we no longer have
publicly available data on loan quality for 85 percent of the banks
and credit unions. This means we need to rely on the staff of regu-
lators to ensure banks comply with the Equal Credit Opportunity
Act and the Fair Housing Act.

How will you make sure that your bank examiners are looking
at credit scores, loan-to-value ratios, interest rates, and other indi-
cators of loan quality to ensure African Americans, Latinos, and
single women are not getting lower quality mortgage loans?

A.1. The Federal Reserve’s fair lending supervisory program re-
flects our commitment to promoting financial inclusion and ensur-
ing that the financial institutions under our jurisdiction fully com-
ply with applicable Federal consumer protection laws and regula-
tions. For all State member banks, we enforce the Fair Housing
Act, which means we can review all Federal Reserve-regulated in-
stitutions for potential discrimination in mortgages, including po-
tential redlining, pricing, and underwriting discrimination. For
State member banks of $10 billion dollars or less in assets, we also
enforce the Equal Credit Opportunity Act, which means we can re-
view these State member banks for potential discrimination in any
credit product. Together, these laws prohibit discrimination on the
basis of race, color, national origin, sex, religion, marital status, fa-
milial status, age, handicap/disability, receipt of public assistance,
and the good faith exercise of rights under the Consumer Credit
Protection Act (collectively, the “prohibited basis”).
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We evaluate fair lending risk at every consumer compliance
exam based on the risk factors set forth in the interagency fair
lending examination procedures. Relevant to an evaluation of loan
quality, those procedures include risk factors related to potential
discrimination in pricing, underwriting, and steering. With respect
to potential discrimination in the pricing or underwriting of mort-
gages, if warranted by risk factors, the Federal Reserve will re-
quest data beyond the public Home Mortgage Disclosure Act
(HMDA) data, including any data related to relevant pricing or un-
derwriting criteria, such as applicant interest rates and credit
scores. This data can be requested from any Board-supervised insti-
tution, including the institutions that were exempted from report-
ing additional HMDA data by the Economic Growth, Regulatory
Relief, and Consumer Protection Act (EGRRCPA).1 The analysis
then incorporates the additional data to determine whether appli-
cants with similar characteristics received different pricing or un-
derwriting outcomes on a prohibited basis (for example, on the
basis of race), or whether legitimate pricing or underwriting cri-
teria can explain the differences.

At every examination, the Federal Reserve evaluates whether a
lender might be discriminatorily steering consumers towards cer-
tain loans. An institution that offers a variety of lending products
or product features, either through one channel or through multiple
channels, may benefit consumers by offering greater choices and
meeting the diverse needs of applicants. Greater product offerings
and multiple channels, however, may also create a fair lending risk
that applicants will be illegally steered to certain choices based on
prohibited characteristics. The distinction between guiding con-
sumers toward a specific product or feature and illegal steering
centers on whether the institution did so on a prohibited basis,
rather than based on an applicant’s needs or other legitimate fac-
tors. If warranted by risk factors, the Federal Reserve will request
additional data, such as consumers’ credit scores and loan-to-value
ratios, to determine that consumers would not have qualified for
conventional loans.

Q.2. Is it your expectation that the Fed will have the time and re-
sources to proactively monitor these banks, without the required
reporting in place?

A.2. Provisions in the recently enacted bill, EGRRCPA, related to
HMDA data collection requirements for certain institutions will not
impact the Federal Reserve’s ability to fully evaluate the risk of
mortgage pricing or underwriting discrimination. Although not in-
cluded in the public HMDA data, if warranted by risk factors, the
Federal Reserve will request any data related to relevant pricing
and underwriting criteria, such as the interest rate and credit
score. The Federal Reserve’s practice of requesting data relevant to
pricing and underwriting criteria where warranted by risk factors
predates EGRRCPA’s enactment, and the practice will continue.

1See “Economic Growth, Regulatory Relief, and Consumer Protection Act”, Public Law 115-
174, S. 2155 8§104(a) (May 24, 2018).
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Q.3. How many additional staff will it take to proactively monitor
the more than 5,000 banks now exempted from reporting require-
ments?

A.3. With respect to HMDA, the Federal Reserve supervises ap-
proximately 800 State member banks. Recently enacted EGRRCPA
exempts certain institutions from reporting the additional HMDA
data fields required by the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd—Frank Act). However, institutions
exempted by EGRRCPA that meet HMDA’s data reporting thresh-
old2 must continue to report the HMDA data fields that are not
the additional fields required by the Dodd-Frank Act. As noted
above in response subpart (b), the Federal Reserve’s practice of re-
questing data relevant to pricing and underwriting criteria, where
warranted by risk factors, predates EGRRCPA’s enactment, and
the practice will continue. The Federal Reserve continually evalu-
ates its workload and staffing needs to ensure that we are fulfilling
our supervisory responsibilities.

Q.4. Volcker—Postpone the Deadline for Comment. Congress passed
the Volcker Rule to prevent taxpayer backed banks from gambling
with insured deposits, destabilizing the financial system and failing
or requiring bailouts. Recently, the SEC, CFTC, Federal Reserve,
the OCC, and the FDIC have issued a new Volcker Rule proposal.
However, I am concerned that regulators have only allowed for a
60-day comment period to respond to a 689 page rule. That rule in-
cludes 342 enumerated questions, dozens of additional questions on
the costs or benefits of aspects of the proposal, and invitations to
comment on numerous technical concepts and provisions. A limited
2 month comment period may not allow for outside groups, aca-
demilcs and researchers the full time needed to analyze the pro-
posal.

Will you extend the comment period by an additional 90 days?

A4, In early June 2018, the Board of Governors of the Federal Re-
serve System, the Office of the Comptroller of the Currency, the
Federal Deposit Insurance Corporation, the Securities and Ex-
change Commission, and the Commodity Futures Trading Commis-
sion (together, the “agencies”) proposed revisions to the rules im-
plementing section 13 of the Bartle Holding Company Act (12
U.S.C. 8§1851), also known as the Volcker Rule. The proposal’s com-
ment period was for 60 days after publication in the Federal Reg-
ister on July 17, 2018. On September 4, 2018, in response to re-
quests from commenters, the agencies announced an extension of
the comment period for an additional 30 days, until October 17,
2018. The extension will allow interested persons additional time
to analyze the proposal and prepare their comments. The agencies
will carefully consider all comments in formulating the final rule.

Q.5. Wage Stagnation. For the past 8 years, we have added jobs
every quarter. However, wages are not going up. In fact, worker

2In general, if a financial institution has assets exceeding $45 million and originated at least
25 closed-end mortgage loans in each of the two preceding calendar years, or originated at least
500 open-end lines of credit in each of the two preceding calendar years, it must meet the
HMDA reporting requirements for its asset size. See “A Guide to HMDA Reporting: Getting it
Right!”, Federal Financial Institutions Examination Council (Eff. Jan. 1, 2018), https://
wwuw.ffiec.gov /| Hmda [ pdf/2018guide.pdf.
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pay in the second quarter dropped nearly one percent below its
first-quarter level, according to the PayScale Index, one measure of
worker pay. When accounting for inflation, the drop is even steep-
er. Year-over-year, rising prices have eaten up still-modest pay
gains for many workers, with the result that real wages fell 1.4
percent from the prior year, according to PayScale. The drop was
broad, with 80 percent of industries and two-thirds of metro areas
affected.

Meanwhile, many corporate profits have never been stronger.
Banks are making record profits. Companies spent more than $480
billion buying their own stocks. The increased profits are not going
to workers’ salaries. Additionally, productivity has increased by
73.7 percent from 1973 to 2016.

Please expand on your views about the connection between
wages and productivity.

A.5. Over long periods of time, I believe that the best way to get
faster sustainable wage growth (adjusted for inflation) is to raise
productivity growth. The linkage between real wages and produc-
tivity is well-grounded in economic theory and both tended to rise
together in the several decades following World War II. However,
wage growth and productivity growth do not necessarily track
closely over shorter periods, and even over a longer period of time,
higher productivity growth does not guarantee a faster rise in real
wages, as there are other factors that influence wages as well. This
was evident between 1990 and 2010, when real wage growth for
the average worker lagged despite a pickup in productivity
growth.3 That said, in recent years, both productivity growth and
wage growth have been disappointing, and my sense 1s that efforts
to boost productivity growth will be needed to support a faster sus-
tained pace of real wage gains.

Q.6. At the hearing, you said that investment in education and
skills were “the single best” way to increase wages for workers. But
many have found that connection to be overstated. For example,
Thomas Picketty, author of Capitalism in the 21st Century, wrote
in a blogpost: 4

“there’s a lot of hypocrisy’ in the rhetoric of conservatives
who condemn inequality while failing to support policies
like an increased minimum wage and ramped-up infra-
structure spending . . . You're saying let’s tax the top and
invest that money into education for all.

[Jeb Bush] is a proponent of school choice, of giving schools
vouchers so they can attend public school or private school,
whatever they want. Is this a good solution in terms of
dealing with what he calls the opportunity gap?” Ball asks
Piketty.

3This pattern is evident in many other industrialized countries as well. Economists have been
actively researching this issue, but thus far have not come to a consensus about the cause. Plau-
sible explanations include the rapid advances in information and computing technologies during
that period, increased international trade and outsourcing, and increased product market con-
centration among firms. But this is clearly an issue that warrants further study.

4 Brinker, Luke. “Thomas Picketty Slams Jeb Bush on Education and Inequality: ‘I Think
There’s a Lot of Hypocrisy.”” Salon. March 11, 2015. Available at: https://www.salon.com/
2015/03/ 11 /thomas-piketty-slams-jeb-bush-on-education-and-inequality-i-think-theres-a-lot-of-
hypocrisy /.
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“From what I can see, he doesn’t want to invest more re-
sources into education. He just wants more competition

. . there’s limited evidence that this is working. And I
think most of all what we need is to put more public re-
sources in the education system. Again, if you look at the
kind of school, high school, community college that middle
social groups in America have access to, this has nothing
to do with the very top schools and universities that some
other groups have access to,” Piketty replies. “[1lf we want
to have more growth in the future and more equitable
growth in the future, we need to put more resources in the
education available to the bottom 50 percent or 80 percent
of America. So it’s not enough just say it, as Jeb Bush
seems to be saying, but you need to act on it, and for this
you need to invest resources,” he says. Asked about claims
by Bush and other conservatives that a so called “skills
gap” is responsible for the growth in inequality, Piketty
dings that narrative as simplistic. “The minimum wage
today is lower than it was 50 years ago, unions are very
weak, so you need to increase the minimum wage in this
country today. The views that $7 and hour is the most you
can pay low-skilled worker in America today . . . I think
is just wrong—it was more 50 years ago and there was no
more unemployment 50 years ago than there is today. So
I think we could increase the minimum wage,” Piketty
says, adding that the U.S. should also invest in “high-pro-
ductivity jobs that produce more than the minimum wage.”
Education is important, Piketty acknowledges, but edu-
cation alone is not enough to ameliorate inequality. “You
need wage policy and you need education policy,” he says.
“And in order to have adequate education policy, you also
need a proper tax policy so that you have the proper public
resources to invest in these public services. Also you need
infrastructure. Many of the public infrastructure in this
country are not at the level of what the very developed
should have. You cannot say, like many of the Republicans
are saying, we can keep cutting tax on these top income
groups who have already benefited a lot from growth and
globalization over the past 30 years.” Data from the Sur-
vey of Consumer Finances indicates that, even when ac-
counting for educational and racial disparities, black
households headed by a college graduate are still less
wealthy than less-educated white ones. >

Please provide citations for your argument that education is the
main driver for falling wages.

How do you respond to analysis from other economists that say
other reasons—tax policies, weakening unions, regulations that
benefit the financial sector—are a stronger predictor for wage stag-
nation?

5Reeves, Richard V., and Katherine Guyot. “Black Women Are Earning More College De-
grees, but That Alone Won’t Close Race Gaps”. Brookings. December 4, 2017. Available at:
https:/ |www.brookings.edu | blog | social-mobility-memos /2017 | 12 / 04/ black-women-are-earning-
more-college-degrees-but-that-alone-wont-close-race-gaps.
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Can you further elaborate on the wage inequities between racial
and educational disparities?

A.6. 1T would like to start by noting two good references detailing
the important link between education and wages are: The Race Be-
tween Education and Technology by Claudia Goldin and Lawrence
F. Katz;6 and “The Polarization of Job Opportunities in the U.S.
Labor Market: Implications for Employment and Earnings” by
David Autor.7 The book by Goldin and Katz traces the coevolution
of educational attainment and the wage structure in the United
States through the twentieth century. They argue, in particular,
that the demand for educated workers outpaced the supply begin-
ning in about 1980, and that this supply-demand imbalance re-
sulted in a rise in the wage premium for college-educated workers.
In addition, both resources note that increases in educational at-
tainment have not kept pace with rising educational returns, sug-
gesting that the slowing pace of educational attainment has con-
tributed to the rising gap between college and high school earnings.
And, although the college wage premium has leveled off in recent
years, it remains large. 8

Of course, education is not the only factor that influences wage
growth. For example, the paper by David Autor points out that the
rise in the relative earnings of college graduates reflected both ris-
ing real earnings for college workers and falling real earnings for
noncollege workers. He attributes these trends to the polarization
of job growth, with job opportunities concentrated in relatively
high-skill, high-wage jobs and low-skill, low-wage jobs, and cites
the automation of routine work and the increased globalization of
labor markets through trade and outsourcing as the primary influ-
ences on this trend. He acknowledges that changes in labor market
institutions, in particular, weaker labor unions and a falling real
minimum wage, may also play a role but argues that these factors
are less important, in part because these wage trends are evident
in many industrialized countries.

With regard to racial disparities in wages, research by econo-
mists at the Federal Reserve Bank of San Francisco shows that Af-
rican American men and women earn persistently lower wages
compared with their white counterparts and that these gaps cannot
be fully explained by differences in age, education, job type, or loca-
tion. ? I agree with their conclusion that these disparities are trou-
bling and warrant greater attention by policymakers.

Q.7. Regulation. Chair Powell, at your nomination hearing, you
told me that you supported strong consumer protections.

6(Claudia Goldin and Lawrence F. Katz, “The Race Between Education and Technology”,
Belknap Press, 2010.

7David Autor, “The Polarization of Job Opportunities in the U.S. Labor Market: Implications
for Employment and Earnings” Brookings, April 2010, https:/ /www.brookings.edu [ wp-content/
uploads/2016/06/04jobs _autor.pdf.

8 A recent paper by Robert Valletta estimates that the wage premium for a college-educated
worker (relative to a high school graduate) rose from about 30 percent in 1980 to 57 percent
in 2010 and has leveled off since then. See Robett Valetta, “Recent Flattening in the Higher
Education Wage Premium: Polarization, Skill Downgrading, or Both?” Working Paper No. 2016-
17, Federal Reserve Bank of San Francisco, August 2016.

9Mary C. Daly, Bart Hobijn, and Joseph H. Pedtke, “Disappointing Facts About the Black—
White Wage Gap”, FRBSF Economic Letter No. 2017-26, Federal Reserve Bank of San Fran-
cisco.
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Please name at least five issues areas where the Federal Reserve
will continue to lead in consumer protection.

A.7. The Federal Reserve has a strong commitment to promoting
a fair and transparent financial services marketplace. We conduct
consumer-focused supervision and enforcement; conduct research
and policy analysis; develop and maintain relationships with a
broad and diverse set of stakeholders; and work to foster commu-
nity development.

Our consumer protection efforts include investigating consumer
complaints, assuring consumers’ fair and equal access to credit and
treatment in financial markets, assessing the trends shaping con-
sumers’ financial situations, and offering consumer help via tools
and resources developed by Reserve Banks and other agencies. Ex-
amples of the range of our consumer protection priorities and ef-
forts are described below.

As part of our supervisory outreach, our Reserve Banks have var-
ious consumer and community advisory councils. Additionally, the
Board meets semiannually with its Community Advisory Council
(CAC) as well as with a wide range of consumer and community
groups throughout the year. The CAC is a diverse group of experts
and representatives of consumer and community development orga-
nizations and interests. This important line of communication pro-
vides the Board with broad perspectives on the economic cir-
cumstances and financial services needs of consumers and commu-
nities, with a particular focus on the concerns of low- and mod-
erate-income populations.

With regard to our enforcement of fair lending laws and unfair
or deceptive acts or practices (UDAP) laws, our supervisory pro-
gram is rigorous and we are clear in our communications with
firms about our expectations when we find weakness in their com-
pliance management systems or violations of consumer laws. When
we find consumer hmm, we make sure that consumers are provided
any appropriate restitution, and when the situations warrant, we
also impose civil money penalties.

Fair lending violations may cause significant consumer harm as
well as legal, financial, and reputational risk to the institution. The
Federal fair lending laws—the Equal Credit Opportunity Act
(ECOA) and the Fair Housing Act (FHA)—prohibit discrimination
in credit transactions, including transactions related to residential
real estate. The ECOA, which is implemented by the Board’s Regu-
lation B (12 CFR part 202), prohibits discrimination in any aspect
of a credit transaction. It applies to any extension of credit, includ-
ing residential real estate lending and extensions of credit to small
businesses, corporations, partnerships, and trusts. Lending acts
and practices that are specifically prohibited, permitted, or re-
quired are described in the regulation.

Official staff interpretations of the regulation are contained in
Supplement I to the regulation. The FHA, which is implemented by
regulations promulgated by the U.S. Department of Housing and
Urban Development, 10 prohibits discrimination in all aspects of
residential real estate-related transactions.

10 See 24 CFR part 100.
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The Board is committed to ensuring that every bank it super-
vises complies fully with Federal financial consumer protection
laws, including the fair lending laws. A specialized Fair Lending
Enforcement Section at the Board works closely with Reserve Bank
staff to provide guidance on fair lending matters and to ensure that
the fair lending laws are enforced consistently and rigorously
throughout the Federal Reserve System (System). Fair lending risk
is evaluated at every consumer compliance examination. Addition-
ally, examiners may conduct fair lending reviews outside of the
usual supervisory cycle, if warranted by elevated risk.

Section 5 of the Federal Trade Commission Act (FTC Act) pro-
hibits UDAP and applies to all persons engaged in commerce, in-
cluding banks, and the law extends to bank arrangements with
third parties. The Federal Reserve has the authority to take appro-
priate supervisory or enforcement action when unfair or deceptive
acts or practices are discovered at institutions under the Federal
Reserve’s jurisdiction, regardless of asset size. We apply long-
standing standards when weighing the need to take supervisory
and enforcement actions and when seeking to ensure that unfair or
deceptive practices do not recur. Examples of practices the Federal
Reserve has found to be unfair or deceptive include certain prac-
tices related to overdrafts and student financial products and serv-
ices.

With respect to these and other UDAP issues, the Federal Re-
serve’s enforcement actions have collectively benefited hundreds of
thousands of consumers and provided millions of dollars in restitu-
tion.

In addition to carrying out enforcement actions, we provide train-
ing, direction and support to Reserve Bank examiners in assessing
institutions’ compliance with applicable laws and regulations.

On the consumer level, the System also has a robust process for
responding to consumer complaints about the banks we supervise.
We investigate every complaint of an institution under our super-
visory jurisdiction and refer them to the appropriate agency if it in-
volves an institution that we do not supervise. Reserve Banks must
respond in writing in a timely manner.

For the financial institutions we regulate, we develop and offer
guidance to help reduce risk to consumers that supports our desire
to ensure equitable treatment of all consumers, including those in
underserved and economically vulnerable populations.

We collect and analyze risk data and trends in the financial serv-
ices sector affecting consumers and the financial institutions that
we supervise, and we identify emerging consumer protection issues
and promote compliance by highlighting these areas in publica-
tions, webinars, and other outreach. Examples include our recently
launched Consumer Compliance Supervision Bulletin, which pro-
vides to banks and others high-level summaries of pertinent super-
visory observations related to consumer protections, as well as our
Consumer Compliance Outlook, a System publication focused on
consumer compliance issues, and its companion webinar series,
Outlook Live, both of which are targeted to the industry to support
banks’ compliance efforts.

Another example is our annual Survey of Household Economic
Decisions (SHED). The SHED is designed to enhance our under-
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standing of how adults in the United States are faring financially,
and the results of the survey are posted on our public website.
Other areas include research particularly focused on the housing
market, small business access to credit, and rural economic devel-
opment issues.

Through a number of events and on a variety of matters, we pro-
vide outreach to consumer advocacy and community development
organizations that outlines the risks in consumer financial product
markets. Examples of such programs have focused on auto lending,
FinTech/marketplace lending, and student lending.

Q.8. Monetary Policy. If the Fed usually cuts the Federal funds
rate by 5 percentage points to fight a recession and the neutral
rate is around 2.5 percent, what steps can the Federal Reserve cur-
rently take to offset a recession?1! Expand the balance sheet by
buying treasuries?

A.8. The possibility that the Federal funds rate could be con-
strained by the effective lower bound in future economic downturns
appears larger than in the past because of an apparent decline in
the neutral rate of interest in the United States and abroad. Sev-
eral developments could have contributed to such a decline, includ-
ing slower growth in the working-age populations of many coun-
tries, smaller productivity gains in the advanced economies, a de-
creased propensity to spend in the wake of the financial crises
around the world since the late 1990s, and perhaps a paucity of at-
tractive capital projects worldwide.

In any case, the Federal Reserve has a number of tools that it

can use in the event that the Federal funds rate is constrained by
the effective lower bound. One such tool is explicit forward guid-
ance about the path of future policy. By announcing that it intends
to keep short-term interest rates lower for longer than might have
otherwise been expected, the Federal Reserve can put significant
downward pressure on longer-term borrowing rates for American
families and businesses. Another tool is large-scale asset pur-
chases, which can also put downward pressure on longer-term bor-
rowing rates and ease financial conditions. These tools have been
an important part of the Federal Reserve’s efforts to support eco-
nomic recovery over the past decade. Studies have found that these
tools eased financial conditions and helped spur growth in demand
for goods and services, lower the unemployment rate, and prevent
inflation from falling further below the Federal Open Market Com-
mittee’s (FOMC) 2 percent objective. The Federal Reserve is pre-
pared to use its full range of tools if future economic conditions
were to warrant a more accommodative monetary policy than can
be achieved solely by reducing the Federal funds rate.
Q.9. Many Federal Reserve officials—including most recently out-
going New York Fed President Bill Dudley—have talked about the
need for Congress to beef up fiscal stabilizers that can react auto-
matically to a downturn.

11Bosley, Catherine. “Summers Warns Next U.S. Recession Could Outlast Previous One”,
Bloomberg. February 28, 2018. Available at: https:/ /www.bloomberg.com [ news/articles/2018-
02-28 [ summers-warns-next-u-s-recession-could-outlast-the-previous-one.
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Do you agree that Congress should be working on this? If so,
which stabilizers do you think are most effective? 12

A.9. The current monetary policy tools available to the Federal Re-
serve can provide significant accommodation in the event of an eco-
nomic downturn, although we recognize that there are limits stem-
ming importantly from the effective lower bound on the nominal
Federal funds rate. As a matter of prudent planning, we continue
to evaluate potential monetary policy options in advance of an epi-
sode in which our primary policy tool is constrained by the effective
lower bound. Since monetary policy is not a panacea, counter-
cyclical fiscal policy actions are a potentially important tool in ad-
dressing a future economic downturn. In particular, automatic fis-
cal stabilizers have been and continue to be helpful in providing
timely accommodation and thus tempering the extent of a down-
turn. A range of fiscal policy tools and approaches could enhance
their effectiveness in helping to provide cyclical stability to the
economy. However, it is appropriate that the details of fiscal policy
changes be left to the Congress and the Administration.

Q.10. At your most recent press conference you said—“we can’t be
too attached to these unobservable variables.” If that’s the case, do
you think it is possible that the United States could sustain a long
period of unemployment at 3 percent or even lower? Japan’s unem-
ployment has fallen to 2.7 percent and Germany is at 3.4 percent.

A.10. Monetary policy necessarily involves making judgments
about aspects of the economy that cannot be measured directly but
instead must be inferred. One of those aspects is the level of the
unemployment rate that can be sustained in the longer term with-
out generating either upward or downward pressure on inflation.
That level is sometimes referred to as the natural rate of unem-
ployment. Economic modelers have only a limited ability to esti-
mate the natural rate of unemployment at any given moment;
moreover, there is every reason to believe that the natural rate can
and does change over time. For both of these reasons, policymakers
must always be vigilant in looking for evidence that might cause
them to revise their existing estimates of parameters such as the
natural rate of unemployment.

As of today, most estimates of the natural rate of unemployment
in the United States range between 4 percent and 5 percent. Other
countries will have different rates of unemployment that are sus-
tainable in the longer run (sometimes markedly so), depending on
the characteristics of the workforces in those countries (such as age
and education), the geographic mobility of jobs and workers, and
structural labor market policies, to name a few factors.

Q.11. At the last hearing you described the risks to the economy
as balanced, but it seems like the Fed has much more room to
tighten policy—by raising rates and running down the balance
sheet—than 1t does to loosen policy. Doesn’t that change the bal-
ance of risks? If you hike interest rates too fast, you have limited
tools to address an economic slowdown. If you hike too slowly, you
have ample tools to address the overheating.

12“Officials on Record: Automatic Stabilizers”, Dudley, William C. “Speech: Important Choices
for the Federal Reserve in the Years Ahead”, The Federal Reserve in the Years Ahead. April 18,
2018. Available at: https:/ /www.newyorkfed.org | newsevents [ speeches /2018 /dud180418a.
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A.11. The FOMC recognizes that the effective lower bound (ELB)
on the Federal funds rate can impose a significant constraint on
the conduct of monetary policy. This is one of the reasons that the
Committee has normalized the stance of monetary policy at a grad-
ual pace during the current economic expansion. That said, the
Federal Reserve has other tools at its disposal to provide economic
stimulus when the Federal funds rate is constrained by the ELB,
including explicit forward guidance about the path of Federal funds
rate and large-scale asset purchases. Moreover, with strong labor
market conditions, inflation close to 2 percent, and the level of the
Federal funds rate at a bit below 2 percent, the risk of returning
to the ELB has diminished substantially since earlier in the recov-
ery. Overall, the FOMC currently sees the risks to its economic
outlook as roughly balanced.

History has shown that moving interest rates either too quickly
or too slowly can lead to bad economic outcomes. If the FOMC
raises interest rates too rapidly, the economy could weaken and in-
flation could run persistently below the FOMC’s objective. Con-
versely, there are risks associated with raising interest rates too
slowly. Waiting too long to remove policy accommodation could
cause inflation expectations to begin ratcheting up, driving actual
inflation higher and making it harder to control. Moreover, the
combination of persistently low interest rates and strong labor
market conditions could lead to undesirable increases in leverage
and other financial excesses. While the Federal Reserve has tools
to address such developments, these circumstances could require
the FOMC to raise interest rates rapidly, which could risk dis-
rupting financial markets and push the economy into recession.

Q.12. Fed Governance, Diversity, and the San Francisco Fed Va-
cancy. At your confirmation hearing, you expressed your support
for more diversity among the Federal Reserve’s leadership, saying,
“We make better decisions when we have diverse voices around the
table, and that’s something we're very committed to at the Federal
Reserve.” 13 You also commented on the role that the Board of Gov-
ernors plays in approving new Reserve Bank presidents, and as-
sured the Senate Banking Committee that there is always a “di-
verse pool” in searching for candidates to fill those positions. How-
ever, the December selection of Thomas Barkin as the president of
the Richmond Fed gives reason for doubt. 14 Press reports note that
you were very involved in vetting candidates. 15

Then, in April, John Williams was announced as the new New
York Fed president. A source close to the process said that the New
York Fed search committee just could not find qualified candidates
who were interested in this position, even though community

13 CNBC. “Jerome Powell: I'm a big supporter of diversity.” November 28, 2017. Available at:
https:| |www.cnbc.com [video /2017 11/28/ jerome-powell-im-a-big-supporter-of-diversity.html.

14 Sebastian, Shawn. “Fed Up Blasts Process, Outcome of Richmond Federal Reserve Presi-
dential Appointment”, The Center for Popular Democracy. Available at: htips://
populardemocracy.org | news-and-publications / fed-blasts-process-outcome-richmond-federal-re-
serve-presidential-appointment.

15 Condon, Christopher. “Fed Documents Show Powell’s Hand in Richmond President Search”,
Bloomberg. July 16, 2018. Available at: https:/ /www.bloomberg.com [ news/articles/2018-07-16 /
fed-documents-show-powell-s-hand-in-richmond-president-search.
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groups had given a list of qualified and diverse candidates to the
New York Fed board in January. 16
Can you explain why these candidates were not considered?

A.12. It is crucial for us to conduct search processes that are trans-
parent and open to public input, and that encourage interest and
applications from qualified candidates with as wide a variety of
personal and professional backgrounds as possible. The Federal Re-
serve System needs such diversity to be fully effective in dis-
charging its responsibilities, and we have observed that better deci-
sions are made when there are many different perspectives rep-
resented around the table. I am firmly committed to conducting
each president search in as open a manner as possible. However,
I also recognize the importance of maintaining the privacy of can-
didates and the confidentiality of the composition of the candidate
pool in order to encourage as many qualified individuals to apply
as possible. Therefore, it is not appropriate for me to comment on
the qualification of individual candidates.

During the recent Reserve Bank president searches, the search
committees proactively sought out candidates from a variety of
sources. More specifically, in addition to engaging the search firm
Spencer Stuart, the Federal Reserve Bank of New York (FRBNY)
search committee engaged Bridge Partners, which has a specific ex-
pertise in the identification of diverse talent. The FRBNY search
committee itself also undertook an extensive program of outreach
intended to solicit input and views from a range of constituencies
across the district:

e The search committee sent approximately 400 letters soliciting
feedback on the attributes that would enable success in the
role of FRBNY president, as well as specific names for consid-
eration.

e Members of the search committee met with the FRBNY’s
standing advisory committees, including the Advisory Council
on Small Business and Agriculture, the Community Advisory
Group (comprised of nonprofit organizations), the Economic
Advisory Panel (comprised of academic economists), and the
Upstate New York Regional Advisory Board.

e The search committee also held two meetings at the FRBNY
with ad hoc groups of invitees, one focused on labor and advo-
cacy organizations and the other on business and industry.

Out of these large candidate pools, the search committees identi-
fied candidates who not only had the desired experiences and key
attributes but also confirmed their interests in the president posi-
tions. The FRBNY search committee, at the conclusion of its search
process, published the process timeline and the characteristics of
the candidate pool. 17

16 Guida, Victoria, and Aubree Eliza Weaver. “In Defense of the NY Fed Search Committee”,
Politico. March 30, 2018. Available at: https:/ /www.politico.com [ newsletters / morning-money /
2018/03/30/in-defense-of-the-ny-fed-search-committee-154624. Guida, Victoria. “Warren Leads
Crusade for Diversity at Fed”, Politico. April 2, 2018. Available at: https:/ /www.politico.com /
story /2018 /04 /02 federal-reserve-diversity-elizabeth-warren-452122.

17For more information about the FRBNY’s president search timeline, see hitps://
www.newyorkfed.org | aboutthefed | presidential-search-timeline.
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Q.13. Former Honeywell CEO David Cote served as a banker-elect-
ed member of the New York Fed board and search committee, but
abruptly stepped down in mid-March. We later learned he had re-
signed this position to take a job with Goldman Sachs. 18 According
to the New York Fed, the search committee had already settled on
John Williams by the time that Cote resigned from the board. The
outgoing New York Fed president was formerly Goldman Sachs’
chief economist, and there have been many reported instances of
an overly cozy relationship between the Fed and Goldman Sachs,
including tapes that leaked in 2014 showing that the New York
Fed was very lenient in supervising Goldman. 19

Do you think it is appropriate that one of the people responsible
for choosing a top Wall Street regulating position was negotiating
a job with Goldman Sachs at the very moment he was making the
decision about who the next New York Fed president should be?

Does this event raise concerns that the financial industry has too
much influence on regional Reserve Banks boards?

A.13. The process for selecting a Federal Reserve Bank president
is set forth in the Federal Reserve Act. Subject to the approval of
the Board of Governors, a Reserve Bank president is appointed by
that Bank’s Class Band Class C directors. These are the directors
who are not affiliated with banks or other entities supervised by
the Federal Reserve. Class A directors, who are bankers, are not
involved in the search process.

Since 2014, Mr. Cote served on the board of the FRBNY and on
the search committee as a Class B director, representing the pub-
lic. Mr. Cote brought to the board his background in the manufac-
turing and represented the industry while serving as a director.
Mr. Cote promptly resigned his position on the FRBNY board of di-
rectors, recognizing that pursuing new business opportunities in
the banking sector would affect his eligibility to serve as a Class
B director. 20

Q.14. A recent analysis by the Center for Popular Democracy found
that although there has been an increase in the gender and racial
diversity of the Federal Reserve Bank’s directors, the Fed is still
falling short of true public representativeness. 21 Williams’ selection
has opened up a vacancy at the San Francisco Federal Reserve
Bank. The twelfth Federal Reserve district is the largest and most
diverse in the country, including a significant Latino population.
Latinos comprise 30 percent of the district. There has never in the
Fed’s history been a Latino Federal Open Markets Committee par-
ticipant, either as a governor or as a Reserve Bank president.

18 Campbell, Dakin. “Goldman Sacks Teaming up With Former Honeywell CEO Cote To
Strike an Unusual Acquisition”, Business Insider. Accessed July 16, 2018. Available at: http://
www.businessinsider.com | goldman-sachs-and-former-honeywell-ceo-cote-teaming-up-to-buy-an-in-
dustrial-company-filing-2018-5.

19Haedtler, Jordan. “Why Do Former Golden Sachs Bankers Keep Landing Top Slots at the
Federal Reserve?” The Nation. November 30, 2015. Available at: htips:/ /www.thenation.eom /
article |why-do-former-goldman-sachs-bankers-keep-landing-top-slots-at-the-federal-reserve /.
Bernstein, Jake. “The Carmen Segarra Tapes”, ProPublica. November 17, 2014. Available at:
https: | |www.propublica.org [ article | the-carmen-segarra-tapes.

OFor more information about our policies governing the directors, see https://
wwuw.federalreserve.gov | aboutthefed | directors | policy-governing-directors.htm.

21Fed Up. “New Report Analyzes Diversity at the Federal Reserve in 2018”, The Center for
Popular Democracy. February 14, 2018. Available at: hitps:/ /populardemocracy.org/blog | new-
report-analyzes-diversity-federal-reserve-2018.
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Do you think it would be valuable for you and your colleagues
to hear the perspective of a Latino FOMC participant?

A.14. As I have said, we make better decisions when we have di-
verse voices around the table, and that is something we are very
committed to at the Federal Reserve. The Federal Reserve seeks di-
versity in personal and professional backgrounds to be more effec-
tive in discharging its responsibilities. We value a broad represen-
tation of perspectives, and are working hard towards greater diver-
sity at all levels of the Federal Reserve. Recognizing that the ap-
pointment of a Reserve Bank president is, as a legal matter, the
responsibility of the Class B and Class C directors who are by defi-
nition not affiliated with financial institutions in the district, we at
the Board worked closely with the search committee to ensure a
strong and transparent process that identified a broad and diverse
slate of qualified candidates.

As you know, the Federal Reserve Bank of San Francisco
(FRBSF) recently selected Mary Daly as its next president. The
processes of the FRBSF search committee were fair, transparent,
and inclusive. 22 The FRBSF search committee included eligible di-
rectors from its board who brought diverse backgrounds and expe-
riences to the process. Further, the search committee partnered
with Diversified Search, the largest female-founded and owned firm
that specializes in identifying candidates from diverse backgrounds.
The search committee carried out an extensive outreach program,
both in person and virtually, with a range of constituencies across
the district, to gain their input on the search process, obtain their
views on the most important attributes for the Bank president role,
and solicit their recommendations of potential candidates.

At the conclusion of its search process, the FRBSF published ad-
ditional information about the outreach conducted, timeline, and
characteristics of the candidate pool. The FRBSF noted that of 283
prospective candidates 33 percent were from a minority back-
ground and 33 percent were female.

Q.15. Inflation Target. In a paper that was recently presented to
Atlanta Fed President Raphael Bostic, economist Dean Baker ar-
gued that the Fed should consider removing the shelter component
from its core inflation indexes. 23 The reason is that higher housing
costs, particularly in a handful of metropolitan areas, are signifi-
cantly outpacing other measures of inflation—and that these in-
creases stem from a lack of supply. Baker further argues that con-
tinued interest rate increases from the Fed might have the per-
verse effect of sapping housing construction, thereby exacerbating
the very problem (rising inflation) that the Fed is trying to address.
What do you make of this analysis?

A.15. We interpret the Federal Reserve’s price-stability mandate as
applying to a broad measure of the price of goods and services pur-
chased by consumers. Shelter makes up a large component of con-

22For more information about the San Francisco search, go to: https:/ /www.frbsf.org [ our-dis-
trict / press [ news-releases [ 2018 | mary-c-daly-named-federal-reserve-bank-of-san-francisco-presi-
dent-and-chief-executive-officer | 2utm__source=frbsf-home-in-the-news&utm medium=frbsf&
utm__campaign=in-the-news.

23 Baker, Dean, “Measuring the Inflation Rate: Is Housing Different?” Center for Economic
and Policy Research. June 2018. Available at: htip:/ /cepr.net/publications/reports/measuring-
the-inflation-rate-is-housing-different.
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sumers’ expenditures, and a price index that excludes shelter
would provide a highly incomplete measure of the cost of living.

To be sure, because monetary policymakers need to be forward
looking in setting policy, we also pay attention to less-comprehen-
sive inflation measures to help gauge whether a particular inflation
movement is likely to persist. For example, we examine price in-
dexes excluding food and energy items, as food and energy prices
often exhibit large transitory movements. But idiosyncratic price
movements are by no means limited to food and energy, and they
could well occur in shelter prices at times; we need to be attentive
to whether such movements might be providing a misleading signal
about inflation’s likely future course. My fellow policymakers and
I will continue to factor such judgments into our analyses, even as
we remember that overall consumer price inflation must be the ul-
timate focus of our policy.

Q.16. Immigration. Neel Kashkari, the chief of the Minneapolis
Fed, stated that immigration has a net benefit on economic growth.
He said slowing down immigration may slow down job growth and
the U.S. economy as a whole.

Do you agree with President Kashkari?

A.16. Immigration is an important contributor to the rise in the
U.S. population, accounting for roughly one-half of population
growth annually. And population growth, in turn, affects the
growth rate of the labor force as well as the growth of the overall
economy. Thus, from an economic growth standpoint, reduced im-
migration would result in lower population growth and thus, all
else equal, slower trend economic growth. However, as you know,
immigration policy is for Congress and the Administration to de-
cide.

Q.17. SIFI Designation. As a voting member of FSOC, you and
your fellow members are tasked with the mission of identifying and
responding to risks that threaten the financial stability of the
United States, particularly in the shadowy nonbank ecosystem that
required numerous massive bailouts following the 2008 financial
crisis. Despite the large number of bail-outs conferred, only four
nonbanks were designated as systematically significant by the
FSOC.

As you considering whether to reduce monitoring and oversight
of one of those institutions?

What about the financial state or inherent systemic risk of large
nonbank institutions has changed since FSOC made the consider-
ations that warrants removing any enhanced prudential oversight?

A.17. The financial crisis showed that the distress of large and sys-
temic nonbank financial companies could imperil the financial sta-
bility of the United States, ultimately putting the American econ-
omy at risk. The Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act) gave regulators new tools to ad-
dress this problem, including authorizing the Financial Stability
Oversight Council (FSOC) to determine that a nonbank financial
company’s material financial distress would threaten the financial
stability of the United States. If such a determination is made,
such firms are then subject to supervision by the Federal Reserve
Board (Board). The Dodd—Frank Act authorizes the Board, in con-
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sultation with the FSOC, to establish enhanced prudential require-
ments and to supervise nonbank financial companies that have
been designated as systemically important. Further, the Dodd—
Frank Act requires the FSOC to reevaluate each determination of
a nonbank financial institution as systemically important on at
least an annual basis. The FSOC is also responsible for making the
determination to retain or rescind the designation of a nonbank fi-
nancial institution.

Financial vulnerabilities, such as high leverage levels and matu-
rity mismatches between assets and liabilities, are not at the ele-
vated levels they were prior to the crisis. Regulators have devel-
oped a deeper understanding of the ways in which nonbank finan-
cial institutions differ from banks, particularly in terms of their
vulnerability to runs and the potential systemic impact this may
have on the U.S. financial system. Further, several nonbank finan-
cial institutions have made significant changes to the organiza-
tional structure of their firms as well as the markets that they par-
ticipate in, which has further reduced their overall risk to the U.S.
financial system.

However, the regulatory community has learned from the experi-
ence of the financial crisis that it is important to focus on potential
regulatory gaps and to deal with vulnerabilities that may build in
nonbank financial institutions before the risks become material. In
this context, it is important to continue to monitor large nonbank
financial firms to ensure that, should they encounter distress, the
functioning of the broader economy is not threatened. Finally, the
possibility of de-designation provides an incentive for designated
firms to significantly reduce their systemic footprint.

Q.18. Stock Buybacks. The Fed’s 2018 CCAR cycle allowed the 22
largest banks to payout $170 billion in dividends and buybacks,
around a quarter more than 2017. Banks subject to the CCAR proc-
ess are likewise paying out close to 102 percent in buybacks and
dividends as a percentage of forecasted earnings. 24

In the wake of the Federal Reserve’s annual stress testing, Wells
Fargo announced plans to buy back up to $24.5 billion in stock, and
boost its quarterly dividend. Twenty-eight other firms were also al-
lowed to proceed with additional proposals to boost stock buybacks
and dividends. 25

In your testimony before the Committee, you noted that invest-
ments in training and education were “the single best thing we can
do to have a productive workforce.”

What does research suggest about whether dividends and
buybacks raise wages for American workers?

Does the Fed have any researching suggesting the impact on eco-
nomic growth if a larger percentage of bank earnings instead went
to raise wages of nonmanagerial and/or frontline bank workers?

A.18. Productivity growth is a key determinant of wage growth,
and investments in new capital equipment or innovative tech-

24 Larkin, Michael. “All Banks Clear Stress Test—But This Big Name’s Payout Plan at Risk”,
Investor’s Business Daily. June 21, 2018. Available at: https:/ /www.investors.com [ news / stress-
test-results-federal-reserve-bank-dividends-buybacks/ | .

25 Bloomberg. “Wells Fargo Plans $24.5 billion in Stock Buybacks After Passing Fed Stress
Test”. Los Angeles Times. June 28, 2018. Available at: htip:/ /www.latimes.com [ business/la-fi-
wells-fargo-stock-buyback-20180628-story.html.
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nologies are important factors for improving productivity growth.
Similarly, increased worker compensation can be a factor in en-
couraging individuals to join or remain in the labor force and to de-
velop new skills, which can further increase productivity and wage
growth. However, comparing the economic effects of these uses of
a company’s earnings to the eventual economic effects of stock
buybacks is difficult because we do not know where the gains from
buybacks will ultimately turn up. In particular, when a company
buys back its shares or pays higher dividends, the resources do not
disappear. Rather, they are redistributed to other uses in the econ-
omy. For instance, shareholders may decide to invest the windfall
in another company, which may in turn make productivity-enhanc-
ing investments. Or they may decide to spend the windfall on goods
and services that are produced by other companies, who may in
turn hire new workers. In these ways, stock repurchases would
also be likely to boost economic growth. Ultimately, companies
themselves are the best judges of what to do with their profits,
whether it is to invest in their business or increase returns to
shareholders through dividends or share buybacks.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR JONES
FROM JEROME H. POWELL

Q.1. In the Federal Reserve’s 2018 Report on the Economic Well-
Being of U.S. Households, the report finds that 40 percent of Amer-
icans do not have the sources to cover an unexpected $400 expense.

While the number of Americans responding in this manner has
shrunk since 2013, as noted in the report, it is still an alarmingly
high number.

The report notes that the most common response among those
who could not cover an expense is to place the purchase on a credit
card.

Are there broader economic implications of such a reliance on po-

tentially high-priced consumer credit?
A.1. According to the survey, conducted in the fourth quarter of
2017, 18 percent of U.S. adults report that they would pay a hypo-
thetical $400 emergency expense with a credit card that they then
pay off over time.! In the initial survey in 2013, this fraction was
17 percent. The fraction of adults who said they would not be able
to meet a $400 expense by any means declined to 12 percent in
2017 from 19 percent in 2013.

Broader implications of such responses are difficult to gauge. The
costs of financing such an expense would add financial burden on
these households, relative to paying in cash. However, for some
households, such credit access may act as a relief valve of sorts, al-
lowing them to meet the emergency or avoiding even costlier forms
of credit such as payday loans.

Q.2. Does the Federal Reserve have further context on this re-
sponse—how does the number of Americans unable to cover a $400
expense compare to previous decades, or to other advanced econo-
mies?

1For the survey and report, see the Federal Reserve Board’s Survey of Household Economics
and Decision Making at wwuw.federalreserve.gov [ consumerscommunities / shed.htm.
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A.2, The Federal Reserve first asked how individuals would handle
a $400 unexpected expense in 2013. While we do not have an exact
comparison in prior decades or in other countries, the Federal Re-
serve Board’s triennial Survey of Consumer Finances (SCP) reports
that the share of households with easily accessible savings remains
low and has changed little in recent decades. 2 Liquid savings, such
as cash, checking or saving accounts, are the least costly and easi-
est assets to use for unexpected expenses. The 2016 SCP reports
that nearly half of all families did not have $3,000 in liquid sav-
ings, almost the same fraction since 1989 in inflation-adjusted
terms.

Q.3. Does this inability to cover expenses increase dramatically
across certain groups for example, seniors, young people, or minori-
ties?

A.3. Yes, financial security and the ability to cover expenses, dif-
fers across demographic groups. As one example, in 2017, one-quar-
ter of white adults without education beyond a high school degree
did not expect to pay their current month’s bills in full. Among Af-
rican Americans and Hispanics with the same education level, that
fraction was 41 percent and 35 percent respectively.

Financial security is more common with more education, but a
gap by race and ethnicity remains. As a second example, only half
of young adults (under the age of 30) would use cash or its equiva-
lent to cover an unexpected $400 expense, versus 57 percent of
middle-aged adults (ages 30 to 64) and 71 percent of seniors (age
65 and older). Even with such differences by age, race, and edu-
cation, the economic recovery has improved the finances across
many groups.

Q.4. I am concerned that for Americans that live paycheck to pay-
check, the United States’ payment system can, at times, fall short.
In particular, I believe there is great need for faster payments, in-
cluding quicker access to consumer funds after deposit. When con-
sumers do not access to their own funds, they often resort to and
rely on high-cost products that are outside of the traditional bank-
ing system.

The Federal Reserve has acknowledged the need to help foster a
faster payments system with its work and creation of the Faster
Payments Task Force. What are the next steps and future prior-
ities for the Task Force?

Ad4. In July 2017, the Faster Payments Task Force (FPTF) con-
cluded its work upon release of its final report. The FPTF’s Final
Report reflected the task force’s perspectives on challenges and op-
portunities with implementing faster payments in the United
States, outlined its recommendations for next steps, and included
the proposals and assessments for the 16 participants that opted
to be included in the final report.3 The FPTF recommendations
identified the need for ongoing industry collaboration to address in-
frastructure gaps; to develop models for governance, rules, and

2For more information, see reports and research on the Federal Reserve Board’s Survey of
Consumer Finance at www.federalreserve.gov /econres/scfindex.htm.

3 Faster Payments Task Force, “Final Report Part One: The Faster Payments Task Force Ap-
proach”, January 2017, and “Final Report Part Two: A Call To Action”, July 2017. Available
at hitps:/ | fasterpaymentstaskforce.org/.
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standards; and to consider actions and investments that will con-
tribute to a healthy and sustainable payments ecosystem. A num-
ber of recommendations called for Federal Reserve support to facili-
tate this ongoing collaboration.

Following up on the work of the FPTF and other efforts to ad-
vance the Federal Reserve’s desired outcomes (focused on speed, se-
curity, efficiency, international payments, and collaboration) for the
payment system, the Federal Reserve published, in September
2017, a paper presenting refreshed strategies and tactics that the
Federal Reserve is employing in collaboration with payment system
stakeholders. 4

The Federal Reserve kicked off these refreshed strategies and
tactics in the summer of 2017, by facilitating the industry’s work
to address the FPTF recommendations related to governance, direc-
tories, rules, standards, and regulations. In addition, consistent
with the FPTF recommendations, the Federal Reserve has been as-
sessing the needs and gaps to enabling 24x7x365 settlement in
support of a future ubiquitous real-time retail payments environ-
ment.

Further, the Federal Reserve has started to explore and assess
the need, if any, for any other operational roles to support ubig-
uitous, real-time retail payments. These efforts are being pursued
in alignment with Federal Reserve’s longstanding principles and
criteria for the provision of payment services.

Q.5. As you know, new accounting standards, based on a “current
expected credit loss” (CECL) model, developed by the Financial Ac-
counting Standards Board (FASB) will go into effect in 2020. While
the new accounting standards underwent multiple years of study,
the implementation of these standards will result in one of the
larger changes to banking accounting in recent memory.

The CECL standard is likely to affect bank capital in uncertain

and potentially volatile ways, especially as banks begin the transi-
tion process to this new accounting standard. Did FASB consult
with the Federal Reserve for how these changes might impact bank
capital?
A.5. The Federal Reserve Board (Board) along with the other U.S.
Federal financial institution regulatory agencies have supported
the Financial Accounting Standards Board’s (FASB) efforts to im-
prove the accounting for credit losses and provide financial state-
ment users with more decision-useful information about the ex-
pected credits losses on loans and certain other financial instru-
ments.

Throughout the development of the current expected credit loss
(CECL), the FASB conducted extensive outreach with a diverse
group of stakeholders, including the Federal Reserve System.
Stakeholders provided input and feedback through the public com-
ment letters and participation in public forums. The FASB did not

4The desired outcomes are outlined in the Federal Reserve System’s “Strategies for Improving
the U.S. Payment  System”, January 26, 2015.  Available at  https://
fedpaymentsimprovement.org [wp-content /uploads / strategies-improving-us-payment-system.pdf.
The refreshed strategies and tactics are outlined in the Federal Reserve System’s “Strategies
for Improving the U.S. Payment System: Federal Reserve Next Steps in the Payments Improve-
ment Journey”, September 6, 2017. Available at hitps:/ /fedpaymentsimprovement.org /wp-con-
tent [ uploads | next-step-payments-journey.pdf.



144

specifically consult the Board regarding CECL’s impact to bank
capital since their mandate is to establish and improve financial
accounting and reporting standards to provide decision-useful infor-
mation to investors and other users of financial reports.

In response to CECL, the Board, with the Office of the Comp-
troller of the Currency (OCC) and the Federal Deposit Insurance
Corporation (FDIC) (together, “the agencies”), recently issued a
joint proposal that would address the forthcoming changes. In par-
ticular, the proposal would provide firms the option to phase in the
day-one regulatory capital effects of CECL over a 3-year period.

The agencies intend for this transition provision to address films’
challenges in capital planning for CECL implementation, particu-
larly due to the uncertainty of economic conditions at the time a
film adopts CECL.

The agencies are currently reviewing comments to the proposal
in preparation for finalizing it. In addition, the agencies will con-
tinue to monitor the effects of CECL implementation on regulatory
capital and bank lending practices to help determine whether any
further changes to the capital rules are warranted.

Q.6. Is the Federal Reserve taking into these rule changes as it
continues to implement capital rules created by the Dodd—Frank fi-
nancial reform law?

A.6. The Board is indeed taking into consideration the impact of
CECL in connection with the Board’s ongoing regulatory and su-
pervisory functions. For example, the agencies, earlier this year
issued a joint proposal entitled Implementation and Transition of
the Current Expected Credit Losses Methodology for Allowances
and Related Adjustments to the Regulatory Capital Rules and Con-
forming Amendments to Other Regulations. 5 In the joint proposal,
the agencies proposed to amend the regulatory capital rules of the
agencies to address changes to U.S. generally accepted accounting
principles (GAAP) resulting from the FASB’s issuance of CECL.
The proposal would provide firms subject to the capital rules with
the option to phase in, over a 3-year period, the day-one adverse
regulatory capital effects of CECL that may result from the adop-
tion of the new accounting standard. This transition period is in-
tended to address the potential challenges in planning for CECL
implementation, including the uncertainty of economic conditions
at the time that a firm adopts CECL. In addition, the proposal
identifies certain credit loss allowances under the new accounting
standard that would be eligible for inclusion in regulatory capital.

The agencies are currently reviewing comments received from
the public on the proposal. The Board will continue to monitor the
effects of CECL implementation on firms supervised by the Board
and on the U.S. financial system.

Q.7. As the CECL requirements go into effect in 2020, the first
tests of how they impact bank capital may come during annual
CCAR process.

Will the Federal Reserve be taking into account these rule
changes as it undertakes the 2019 and 2020 CCAR process?

583 Federal Register 22312 (May 14, 2018).
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A.7. In May 2018, the Board published a joint notice of proposed
rulemaking with the OCC and FDIC to address changes to U.S.
GAAP associated with CECL, issued by FASB in June 2016. Under
the proposal, the Board would not incorporate CECL into the su-
pervisory stress tests, and would not require a firm to incorporate
CECL into its stress tests, until the 2020 cycle. If a banking orga-
nization were to adopt CECL for the first time in 2021, it would
not be required to include provisioning for credit losses under the
new standard until the 2021 stress test cycle.

This proposal avoids “pulling forward” the effect of CECL, by
aligning the dates that firms are expected to include CECL in their
comprehensive capital analysis and review projections with the ac-
tual date of implementation for those firms implementing in 2020
and 2021.

In advance of CECL implementation, the Federal Reserve is con-
sidering feedback received during outreach discussions with indus-
try representatives, developing approaches for incorporating provi-
sion for credit losses in its supervisory models, and preparing for
parallel testing of those models.
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Jerome H. Powell, Chairman
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STATEMENT ON LONGER-RUN GOALS AND MONETARY PoLICY STRATEGY

Adopted effective fanuary 24, 2012; as amended eflective January 30, 2018

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

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

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

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

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

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

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

recent projections, the median of FOMC participants estimates of the longer-run normal rate of
unemployment was 4.6 percent.

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

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

Economic activity increased at a solid pace
over the first hall' of 2018, and the labor
market has continued to strengthen. Inflation
has moved up, and in May, the most recent
period for which data are available, inflation
measured on a 12-month basis was a little
above the Federal Open Market Committee’s
(FOMC) longer-run objective of 2 percent,
boosted by a sizable increase in energy prices.
In this economic environment, the Committee
judged that current and prospective economic
conditions called for a further gradual removal
of monetary policy accommodation. In line
with that judgment, the FOMC raised the
target for the federal funds rate twice in the
first half of 2018, bringing it to a range of

1% to 2 percent.

Economic and Financial
Developments

The labor market. The labor market has
continued to strengthen. Over the first

six months of 2018, payrolls increased an
average of 215,000 per month, which is
somewhat above the average pace of 180,000
per month in 2017 and is considerably faster
than what is needed, on average, to provide
jobs for new entrants into the labor force.
The unemployment rate edged down from
4.1 percent in December to 4.0 percent in June,
which is about % percentage point below the
median of FOMC participants’ estimates of
its longer-run normal level. Other measures
of labor utilization were consistent with a
tight labor market. However, hourly labor
compensation growth has been moderate,
likely held down in part by the weak pace of
productivity growth in recent years.

Inflation. Consumer price inflation, as
measured by the 12-month percentage change
in the price index for personal consumption
expenditures, moved up from a little below
the FOMC's objective of 2 percent at the end
of last year to 2.3 percent in May, boosted by

a sizable increase in consumer energy prices.
The 12-month measure of inflation that
excludes food and energy items (so-called core
inflation), which historically has been a better
indicator of where overall inflation will be in
the future than the total figure, was 2 percent
in May. This reading was } percentage point
above where it had been 12 months earlier, as
the unusually low readings from last year were
not repeated. Measures of longer-run inflation
expectations have been generally stable.

Economic growth, Real gross domestic product
(GDP) s reported to have increased at an
annual rate of 2 percent in the first quarter

of 2018, and recent indicators suggest that
economic growth stepped up in the second
quarter. Gains in consumer spending slowed
carly in the year, but they rebounded in

the spring. supported by strong job gains,
recent and past increases in household

wealth, favorable consumer sentiment, and
higher disposable income due in part to the
implementation of the Tax Cuts and Jobs Act.
Business investment growth has remained
robust, and indexes of business sentiment have
been strong. Foreign economic growth has
remained solid, and net exports had a roughly
neutral effect on real U.S. GDP growth in the
first quarter. However, activity in the housing
market has leveled off this year.

Financial conditions. Domestic financial
conditions for businesses and households
have generally continued to support economic
erowth. After rising steadily through 2017,
broad measures of equity prices are modestly
higher, on balance, from their levels at the end
of last year amid some bouts of heightened
volatility in financial markets. While long-
term Treasury yields, mortgage rates, and
yields on corporate bonds have risen so far
this year, longer-term interest rates remain
low by historical standards, and corporate
bond issuance has continued at a moderate
pace. Moreover, most types of’ consumer loans



2 suMmaRy

remained widely available for households with
strong creditworthiness, and credit provided by
commercial banks continued to expand. The
foreign exchange value of the U.S. dollar has
appreciated somewhat against the currencies
of our trading partners this year, but it
remains below its level at the start of 2017,
Foreign financial conditions remain generally
supportive of growth despite recent increases
in financial stress in several emerging market
economies.

Financial stability. The U.S. financial system
remains substantially more resilient than
during the decade before the financial crisis.
Asset valuati inue to be elevated
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accommodative, thereby supporting strong
labor market conditions and a sustained return
1o 2 percent inflation.

The FOMC expects that further gradual
increases in the target range for the federal
Tunds rate will be consistent with a sustained
expansion of economic activity, strong labor
market conditions, and inflation near the
Commiltee’s symmetric 2 percent objective
over the medium term. Consistent with this
outlook, in the most recent Summary of
Economic Projections (SEP), which was
compiled at the time of the June FOMC
meeting, the median of participants’

despite declines since the end of 2017 in the
forward price-to-earnings ratio of equities and
the prices of corporate bonds. In the private
nonfinancial sector, borrowing among highly
levered and lower-rated businesses remains
elevated, although the ratio of household
debt to disposable income continues to be
moderate. Vulnerabilities stemming from
leverage in the financial sector remain low,
reflecting in part strong capital positions

at banks, whereas some measures of hedge
fund leverage have increased. Vulnerabilities
associated with maturity and liquidity
transformation among banks, insurance
companies, money market mutual funds,
and asset managers remain below levels that
generally prevailed before 2008

Monetary Policy

Interest rate policy. Over the first halfl of 2018,
the FOMC has continued to gradually increase
the target range for the federal funds rate.
Specifically, the Committee decided to raise
the target range for the federal funds rate at

its meetings in March and June, bringing it

1o the current range of 1% 1o 2 percent. The
decisions to increase the target range for the
federal funds rate reflected the economy’s
continued progress toward the Committee’s
objectives of maximum employment and price
stability. Even with these policy rate increases,
the stance of monetary policy remains

ts for the appropriate level for

the federal funds rate rises gradually over

the period from 2018 to 2020 and stands
somewhat above the median projection for

its longer-run level by the end of 2019 and
through 2020. (The June SEP is presented

in Part 3 of this report.) However, as the
Committee has continued to emphasize, the
timing and size of future adjustments to the
target range for the federal funds rate will
depend on the Committee’s assessment of
realized and expected economic conditions
relative to its maximum-employment objective
and its symmetric 2 percent inflation objective.

Balance sheet policy, The FOMC has
continued to implement the balance sheet
normalization program described in the
Addendum to the Policy Normalization
Principles and Plans that the Committee issued
about a year ago. Specifically, the FOMC has
been reducing its holdings of Treasury and
agency securities by decreasing, in a gradual
and predictable manner, the reinvestment

of principal payments it receives from these
securities.

Special Topics

Prime-age labor force participation, Labor
force participation rates (LFPRs) for men and
women between 25 and 54 years old—that is,
the share of these individuals either working
or actively seeking work—trended lower



152

between 2000 and 2013. Those trends likely
reflect numerous factors, including a long-run
decling in the demand for workers with lower
levels of education and an increase in the
share of the population with some form of
disability. By contrast, the prime-age LFPR
has increased notably since 2013, and the
share of nonparticipants who report wanting
a job remains above pre-recession levels. Thus,
some continuation of the recent increase in
the prime-age LFPR may be possible if labor
demand remains strong, (See the box “The
Labor Force Participation Rate for Prime-Age
Individuals™ in Part 1.)

Oil prices. il prices have climbed rapidly
over the past year, reflecting both supply and
demand factors. Although higher oil prices
are likely to restrain household consumption
in the United States, much of the negative
effect on GDP from lower consumer spending
is likely to be offset by increased production
and investment in the growing U.S. oil sector.
Consequently, higher oil prices now imply
much less of a net overall drag on the economy
than they did in the past, although they will
continue to have important distributional
effects. The negative effect of upward moves
in oil prices should get smaller still as U.S. oil
production grows and net oil imports decline
further. (See the box “The Recent Rise in Qil
Prices”™in Part 1.)

Monetary policy rules. Monetary policymakers
consider a wide range of information on
current economic conditions and the outlook
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when deciding on a policy stance they deem
most likely to foster the FOMC? statutory
mandate of maximum employment and stable
prices. They also routinely consult monetary
policy rules that connect prescriptions for the
policy interest rate with variables associated
with the dual mandate. The use of such rules
requires, among other considerations, careful
judgments about the choice and measurement
of the inputs into the rules such as estimates
of the neutral interest rate, which are highly
uncertain, (See the box “Complexities of
Monetary Policy Rules™ in Part 2.)

Interest on reserves. The payment of interest
on reserves—balances held by banks in

their accounts at the Federal Reserve—is an
essential tool for implementing monetary
policy because it helps anchor the federal
funds rate within the FOMC's target range.
This tool has permitted the FOMC to achieve
a gradual increase in the federal funds rate in
combination with a gradual reduction in the
Fed's securities holdings and in the supply
of reserve balances. The FOMC judged that
removing monetary policy accommodation
through first raising the federal funds rate
and then beginning to shrink the balance
sheet would best contribute to achieving and
maintaining maximum employment and
price stability without causing dislocations in
financial markets or institutions that could put
the economic expansion at risk. (See the box
“Interest on Reserves and Its Importance for
Monetary Policy” in Part 2.)
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PART 1
Recent EcoNoMIC AND FINANCIAL DEVELOPMENTS
Domestic Developments

The labor market strengthened further
during the first half of the year .. .

Labor market conditions have continued to 1. Net change in payroll employment

strengthen so far in 2018, According to the
Bureau of Labor Statistics (BLS), gains in
total nonfarm payroll employment averaged ws g _
215,000 per month over the first half of the e

year. That pace is up from the average monthly - AMN\/‘W
pace of job gains in 2017 and is considerably v

faster than what is needed to provide jobs for — . T -
new entrants into the labor force (figure 1).!
Indeed, the unemployment rate edged down
from 4.1 percent in December to 4.0 percent
in June (figure 2). This rate is below all = ™
Federal Open Market Committee (FOMC)
participants’ estimates of its longer-run

it ponig rages Thoxmasds of .

&

I
g

}

I
g &8 &8 ¥

2009 2010 2011 2012 2013 2014 2015 2006 207 2018

Soowce: Burean of Labor Sttisics via Haver Amalytics.

normal level and is about ¥ percentage point
below the median of those estimates? The
unemployment rate in June is close to the lows
last reached in 2000.

The labor force participation rate (LFPR),
which is the share of individuals aged 16
and older who are either working or actively
looking for work, was 62.9 percent in June
and has changed little, on net, since late
2013 (figure 3), The aging of the population
is an important contributor to a downward
trend in the overall participation rate. In
particular, members of the baby-boom
cohort are increasingly moving into their
retirement years, a time when labor force
participation is typically low. Indeed, the
share of the civilian population aged 63

and over in the United States climbed from
16 percent in 2000 to 19 percent in 2017 and
is projected to rise to 24 percent by 2026,
Given this trend, the flat trajectory of the

1. Monthly job gains in the range of 130,000 1o
160,000 are consistent with an unchanged unemployment
rate and an unchanged labor force participation rate.

2. Seethe Summary of Economic Projections in Part 3
of this report,
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2. Measures of labor underutilization
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LFPR during the past few years is consistent
with strengthening labor market conditions.
Similarly, the LFPR for individuals between
25 and 54 years old—which is much less
sensitive to population aging—has been rising
for the past several years. (The box “The
Labor Force Participation Rate for Prime-
Age Individuals™ examines the prospects for
further increases in participation for these
individuals.) The employment-to-population
ratio for individuals 16 and over—the share
of the total population who are working—
was 60.4 percent in June and has been
gradually increasing since 2011, reflecting the
combination of the declining unemployment
rate and the flat LFPR.

Other indicators are also consistent with

a strong labor market. As reported in the

Job Openings and Labor Turnover Survey
(JOLTS), the rate of job openings has
remained quite elevated.’ The rate of quits has

Nore: The dota are moedhly. mwwmm
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I
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Soewen: Buresu of Labor Stasistics via Haver Analytics,

3. Indeed, the number of job openings now about
matches the number of unemployed individuals
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stayed high in the JOLTS, an indication that
workers are able to successfully switch jobs
when they wish to. In addition, the JOLTS
layoff rate has been low, and the number of
people filing initial claims for unemployment
insurance benefits has remained near its
lowest level in decades. Other survey evidence
indicates that households perceive jobs as
plentiful and that businesses see vacancies as
hard to fill. Another indicator, the share of
workers who are working part time but would
prefer to be employed full time—which is part
of the U-6 measure of labor underutilization
from the BLS—fell further in the first six
months of the year and now stands close to its
pre-recession level (as shown in figure 2).

... and unemployment rates have fallen
for all major demographic groups

The continued decline in the unemployment
rate has been reflected in the experiences of
multiple racial and ethnic groups (figure 4).
The unemployment rates for blacks or
African Americans and Hispanics tend to
rise considerably more than rates for whites
and Asians during recessions but decline

4. Uncmployment rate by race and ethnicily
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The Labor Force Participation Rate for Prime-Age Individuals

The overall labor force participation rate (LFPR) has
generally been trending lower since 2000, and while

increases in automation, such as the use of robotics,
and various aspects of globalization have spurred

the aging of the babyy-boom g ion into

ages provides an impariant reason for that decline,
itis not the only reason. Another contributing factor,
as shown in figure A, is that the LFPRs of prime-age
men and women (those between 25 and 54 years
old) trended lower through 2013 even though prime-
age LFPRs are largely unaffected by the aging of

the population: The prime-age male LFPR has been
declining for six decares, and the prime-age female

the elimi of some types of jobs—in particular,
some manufacturing jobs that have historically been
held by workers without a college education—and
emerging jobs may require a different set of skills. These
developments may have led some workers to become
discouraged over the lack of suitable job opportunities
and drop out of the labor force. The rising share of
college-educated workers, which may partly reflect

LFPR has drifted lower since 2000 afier a multidecade
increase. Nevertheless, prime-age LFPRs have moved
up notably and consistently since 2013, as improving
labor market conditions have drawn some individuals
back into the labor force and encouraged others not to
leave, These recent increases in the prime-age LFPR,
in the context of the longer-run trend decline, raise the
question of how much additional scope there is for
further increases in prime-age labor force participation.
To gauge whether further increases are possible, a
useful starting point is understanding the factors behind
the longer-run decline in the prime-age LFPR, as these
factors may limit additional increases if they continue
to exert some downward pressure, One factor may
be a secular decline in the demand for workers with
lower levels of education. Indeed, as shown in figure B,
the long-tun declines in prime-age LFPR are much
larger among adulls without a college degree than
among college-educated adults. Research suggests that

A, Prime-age labor force panticipation rates

individuals responding over ime to the declining
dermand for jobs that require less education, has likely
prevented even steeper declines in the prime-age LFPR,
as better-educated workers have higher LFPRs and

may be more adaptable to unforeseen disruptions in
particular jobs or industries,

Another potential factor may be that an increasing
share of the prime-age population has some difficulty
working because of physical or mental disabilities.

For example, figure C shows that about 5 percent of
both prime-age men and women report that they are
out of the labor force and do not want a job due to
disability or illness; those shares have trended higher
over the past several decades. Other research suggests
that increased opioid use may be associated with a
lower prime-age LFPR, although it is unclear how
much of the decline in the prime-age LFPR can be
directly explained by opioid use or whether increases
{continued)

1. For evidence on displacement from technological
changes, see Diid H. Autor, David Dom, and Gordon H,

H (2015}, “Untangling Trade and Technology: Evidence

Aely e 0 Local Labor Markets,” Feanomic Joumal, vol, 125 (May),
pp. 621-46; Daron Acemoglu and Pascual Restrepo 12017),
- — o5 “Robots and Jobs: Evidence from U.S. Labor Markets,” NBER
Working Paper Series 23285 (Cambridge, Mass.: National
= i m;ﬂ of Economic Research, March), wivwnberorg
= — 55 papershw23285; and Daron Acemoglu and Pascual Restrepo
(2018}, “Adtificial Intelligence, Automation, and Work,” NBER
= g ® \Working Paper Series 24196 (Cambridge, Mass.; National
= I GV e ~— 15 Bureau of Economic Research, January), www.nber.org/
/’ p  Depershw23196, For evidence on globelizaion—in paricula;
o L - import competition since the 2000s—see Divid H. Autor
& David Dom, and Goedon H, Hanson (2013, “The China
_ 7 _ @ Syndrome: Local Labor Marked Eifects of Impor Competition
¥ in the United Sttes” American Feonomic Review, vol. 103
— — % (Dctober), pp. 2121-68, A discussion of these and other
(STRTN [ TNTRRIE NTNTTRTAR: RATUTY : (NTRNRNOITIN | planations is also provided in Kathasine C. Abraham and
1578 1983 1968 1993 199 20 08 213 018 Melissa 5. Kearney (2018), “Explaining the Decline in the LS.

Note: The it are seasonally adjestod. The shaded bars indicate periods
of basiness. revcion 2 defimad by the Nationa] Baresn of Ecvonomsic
Rescarch

Sovwre: Bureau of Laboe Statistics.

E fation Rati: A Review of the Evidence,”
'NBER Working Paper Series 24333 (Cambridge, Mass.:
National Bureau of Economic Research, February), www.nber,
orgpapersin 24333,



157

B. Prime-age libor force participation rates by education
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in opioid use are an indirect result of poor employment
opportunities.’

Caregiving responsibilities play an important role in
explaining why LFPRs for prime-age women are lower
than for men, and they may play an increasing role in
explaining declining prime-age LFPRs for men as well.
‘As shown in figure C, roughly 15 percent of prime-
age women report being out of the labor force for
caregiving reasons—by far the largest reason for prime-
ape women to report not wanting a job—but this share
has been fairly flat over time. In contrast, while a much
smaller fraction of men are out of the labor force for
caregiving reasons, that share has trended up in recent
decades, likely reflecting some shift in household

2 Evidence that opivid use could be significant for
fing the dectining LFPR is provided by Alan B,
Kmegnrﬂﬂl?l ‘\\'hm-H.szI “he Workers Gone? An
Inquiry into the Decline of the LS. Labor Force Participation
Rate,” Bioakings a,persm&mmc#un‘:y Fall.pp 1-82,

% A "
\ “‘prea.w.\o\'h\k'”" Jationshi |....

responsibilities as women participate in the workforce
in greater numbers. For some—especially those for
whom childcare costs are not a major concern—nol
participating in the labor force may represent an
unconstrained choice to care for other members of their
families. For others, however, this decision may reflect
alack of affordable childcare.

Additionally, the share of the population—
particularly black men—uwith a history of incarceration
has increased over time. Individuals who have
previously been incarceraled often have trouble finding
work, in part because many employers choose notto
hire people with such a background and likely also
in part because incarceration prevents people from
accumulating work experience and developing skills
valuable to employers, Discrimination could also help
explain the lack of participation for some minarity
groups, as they recognize that such discrimination
limits their job opportunities.

International comparisons may help clarify the
i ¢ of some of those factors, Since 1990, the

epioid preseriptions and emplogment a1 the county level is
found in Janet Currie, Jonas Y. Iin, and Molly Schrell (2018,
“LLS5. Employment and Opioids: Is There 2 Connection?”
NBER Working Paper Secies 24440 (Cambridge, Mass.:
National Bureau of Economic Research, March), www.nber,
org/papersiw24440. Some evidence on whether the opioid
epidemic varies with local economic conditions is provided
by Jefi Lassimore, Alex Durante, Kimbery Kreiss, Ellen Merry,

(continued on next page)

Christina Park, and Claudia Sahm (2018), “Shedding Light on
Qur Econoemic and Financial Lives,” FEDS Notes, httpssvww,
fderal P ; beddine dich

our-economic-and-financialives-20180522.bm.
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The Labor Force Participation Rate fcontinued)

C. Prime-age nonparticipation by reason
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Source: U.S, Census Burca, Current Populamn Survey.

prime-age LFPR in the United States has declined
considerably for both men and women relative to other
advanced countries. Some factors, like automation and
globalization, have affected all advanced economies to
some degree and for some lime, yet diverging long-run
trends in prime-age labor force participation have still
occurred. Research suggests that part of the relative
decline in the United States is explained by differential
changes in work-family policies across countries.
Other parts of the divergence may be explained by
other policies, including policies designed toward
keeping those affected by ion and globalizati

self-report as wanting a job (despile not having actively
searched for a job recently) has been declining since
2010, that share for men remains between % and
W percenlage point abcme its 2007 level and earlier
peaks. F prime-age men and

women who had previously reported being out of the
labor force and not wanting a job due to disability or
illness have been entering the labor force at increasing
rates in recent years.

Looking forward, how can policymakers support
additional improvements in the prime-age LFPR?

attached to the labor force, or other factors—such as
incarceration or opioid use—that differ across those
countries.”

Although many of the factors behind the
mullidecade decline in the prime-age LFPR may
persist, some continuation of the increases in the LFPR
over the past few years nevertheless seems possible,
especially if labor market conditions remain favorable.
Indeed, as shown in figure C, although the share of
nonparticipating piime-age men and women who

3. For recent trends on prime-age LFPRS in the United
States compared with other developed countries, see
Organisation for Economic Co-operation and
(2018), OFCD Feonomic Surveys: United States 2018 Paris:
OECD Publishing), dx.doi org/10.1787/eco_surveys-usa-2018-
en. For a description of policy differences across countries

Favorable labor market conditions can fikely help,
and monetary policy can therefore play a role through
supporting strong cyclical conditions as part of its
maximum-employment objective. However, structural
factors (in contrast with cyclical anes) are also
important to address; policies to address such factors
are heyond the scope of monetary policy.

and how this may affect difierences in LEPR, see International
Manetary Fund (2018), *Labor Force Participation in Advanced
Economies: Drivers and Prospects,” chapeer 2 in Workd
Economic Outlook: Cychical Upswing. Struciural Change
(Washington: IMF, Aprill, pp. 71-128. For evidence on how
work-family policies may affect prime-age LEPRs in the United
States relative to other OECD countries, see Francine D, Blau
and Lawrence M. Kahn 12013), “Female Labor Supply: Why

Is the Uinited States Falling Behind!™ American Economic
Review, vol. 103 iMay), pp. 251-56.
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more rapidly during expansions. Indeed,

the declines in the unemployment rates for
blacks and Hispanics have been particularly
striking, and the rates have recently been at
or near their lowest readings since these series
began in the early 1970s. Although differences
in unemployment rates across ethnic and
racial groups have narrowed in recent years,
they remain substantial and similar to pre-
recession levels, The rise in LFPRs for prime-
age individuals over the past few years has
also been evident in each of these racial and
ethnic groups, with increases again particularly
notable for African Americans. Even so, the
LFPR for whites remains higher than that for
the other groups (figure 5).*

Increases in labor compensation have
been moderate . ..

Despite the strong labor market, the available
indicators generally suggest that increases

in hourly labor compensation have been
moderate. Compensation per hour in the
business sector—a broad-based measure

of wages, salaries, and benefits that is quite
volatile—rose 2% percent over the four
quarters ending in 2018:Q1, slightly more than
the average annual increase over the preceding
seven or so years (figure 6). The employment
cost index—a less volatile measure of both
wages and the cost to employers ol providing
benefits—likewise was 23 percent higher in
the first quarter of 2018 relative to its year-
carlier level; this increase was Y2 percentage
point faster than its gain a year earlier. Among
measures that do not account for benefits,
average hourly carnings rose 2% percent in
June relative to 12 months earlier, a gain in
line with the average increase in the preceding
few years. According to the Federal Reserve
Bank of Atlanta, the median 12-month wage

4. The lower levels of labor force participation for
these other groups differ importantly by sex. For African
Americans, men have a lower participation rate relative
1o white men, while the participation rate for African
American women is as high as that of white women. By
contrast, the lower LFPRs for Hispanics and Asians
reflect lower participation among women,
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7. Change in business-sector output per hour
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Sounce: Bureau of Labor Statistics via Haver Analytics.

erowth of individuals reporting to the Current
Population Survey increased about 3% percent
in May, also similar to its readings from the
past few years*

... and likely have been restrained by
slow growth of labor productivity

Those moderate rates of compensation

gains likely reflect the offsetting influences

of a strong labor market and persistently
weak productivity growth. Since 2008, labor
productivity has increased only a little more
than 1 percent per year, on average, well below
the average pace from 1996 through 2007 of
2.8 percent and also below the average gain in
the 1974-95 period of 1.6 percent (figure 7).
The weakness in produetivity growth may

be partly attributable to the sharp pullback

in capital investment during the most recent
recession and the relatively slow recovery

that followed. However, considerable debate
remains about the reasons for the recent
slowdown in productivity growth and whether
it will persist.®

Price inflation has picked up from the
low readings in 2017

In 2017, inflation remained below the FOMC's
longer-run objective of 2 percent. Partly
because the softness in some price categories
appeared idiosyncratic, Federal Reserve
policymakers expected inflation to move
higher in 2018.” This expectation appears to be

. The Atlanta Fed's measure differs from others in
that it measures the wage growth only of workers who
were employed both in the current survey month and
12 months earlier,

6, The box “Productivity Deselopments in the
Advanced Economies™ in the July 2017 Monetary
Policy Report provides more information. See Board
of Governors of the Federal Reserve System (2017),
Manetary Policy Report (Washington: Board of
Governors, July), pp. 12-13, hutps:Hwww.federalreserve.
govimonetarypolicy 201 7-07-mpr-part1.him,

7. Additional details can be found in the June 2017
Summary of Economic Projections, an addendum to the
minutes of the June 2017 FOMC meeting. See Board
of Governors of the Federal Reserve System (2017),
“Minwes of the Federal Open Market Commitiee,
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on track so far. Consumer price inflation, as
measured by the 12-month percentage change
in the price index for personal consumption
expenditures (PCE), moved up to 2.3 percent
in May (figure 8). Core PCE inflation, which
excludes consumer food and energy prices that
are often quite volatile and typically provides
a better indication than the total measure of
where overall inflation will be in the future,
was 2 percent over the 12 months ending in
May—0.5 percentage point higher than it

had been one year earlier. The total measure
exceeded core inflation because of a sizable
INCrease in consumer energy prices. In
contrast, food price inflation has continued to
be low by historical standards—data through
May show the PCE price index for food and
beverages having increased less than ¥: percent
over the past year.

The higher readings in both total and core
inflation refative to a year earlier reflect faster
price increases for a wide range of goods and
services this year and the dropping out of the
12-month calculation of the steep one-month
decline in the price index for wireless telephone
services in March last year. The 12-month
change in the trimmed mean PCE price
index—an alternative indicator of underlying
inflation produced by the Federal Reserve
Bank of Dallas that may be less sensitive

than the core index to idiosyncratic price
movements—slowed by less than core inflation
over 2017 and has also increased a bit less

this year. This index rose 1.8 percent over the
12 months ending in May, up a touch from the
increase over the same period last year.*

June 13-14, 2017.” press release, July 5. hups:/
wiww.federalreserve. govinewsevents/pressreleases/
monetary201 70705, him.

§. The tnmmed mean index excludes whatever prices
showed the largest increases or decreases in a given
month; for example, the sharp decline in prices for
wirghess telephone services in March 2017 was excluded
from thisindex.
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9. Brent spot and futures prices
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Oil prices have surged amid supply
concerns . ...

As noted, the faster pace of total inflation

this year relative to core inflation reflects a
substantial rise in consumer energy prices.
Retail gasoline prices this year were driven
higher by a rise in oil prices. The spot price of
Brent crude oil rose from about $65 per barrel
in December to around S75 per barrel in early
July (figure 9). Although that increase took
place against a backdrop of continued strength
in global demand, supply concerns have
become more prevalent in recent months. (For
a discussion of the reasons behind the oil price
increases along with a review of the effects of
ol prices on U.S. economic growth, see the
box “The Recent Rise in Oil Prices.”)

... while prices of imports other than
energy have also increased

Nonfuel import prices rose sharply in early
2018, partly reflecting the pass-through

of earlier increases in commodity prices
(figure 10). In particular, metals prices posted
sizable gains late last year due to strong
global demand but have retreated somewhat
in recent weeks.

Survey-based measures of inflation
expectations have been stable ... .

Expectations of inflation likely influence actual
inflation by affecting wage- and price-setting
decisions. Survey-based measures of inflation
expectations at medium- and longer-term
horizons have remained generally stable so
far this year. In the Survey of Professional
Forecasters conducted by the Federal Reserve
Bank of Philadelphia, the median expectation
for the annual rate of increase in the PCE
price index over the next 10 years has been
around 2 percent for the past several years
(figure 11). In the University of Michigan
Surveys of Consumers, the median value

for inflation expectations over the next 5 to

10 years has been about 2V percent since

the end of 2016, though this level is about

Y percentage point lower than had prevailed
through 2014. In contrast, in the Survey of
Consumer Expectations conducted by the



163

Federal Reserve Bank of New York, the
median of respondents expected inflation rate
three years hence has been moving up recently
and is currently at the top of the range it has
occupied over the past couple of years.

. ... while market-based measures of
inflation compensation have largely
moved sideways this year

Inflation expectations can also be gauged

by market-based measures of inflation
compensation. However, the inference

is not straightforward, because market-
based measures can be importantly affected
by changes in premiums that provide
compensation for bearing inflation and
liquidity risks. Measures of longer-term
inflation compensation—derived either from
differences between yields on nominal Treasury
securities and those on comparable-maturity
Treasury Inflation-Protected Securities
(TIPS} or from inflation swaps—have moved
sideways for the most part this year after
having returned to levels seen inearly 2017
(figure 12)." The TIPS-based measure of
S5-to-10-year-forward inflation compensation
and the analogous measure of inflation swaps
are now about 2 percent and 2% percent,
respectively, with both measures below the
ranges that persisted for most of the 10 years
before the start of the notable declines in
mid-2014."

9, Inflation compensation implied by the TIPS
breakeven inflation rate is based on the difference, at
comparable maturities, between vields on nominal
Treasury securities and vields on TIPS, which are indexed
10 the total consumer price index (CPI). Inflation swaps
are contracts in which one party makes payments of
certain fived nominal amounts in exchange for cash
flows that are indexed to cumulative CP1 inflation over
some horizon. Focusing on inflation compensation 5 to
10 years ahead is useful, particularly for monetary policy.
beciuse such forward measures encompass market
participants’ views about where inflation will settle in the
long term after developments influencing inflation in the
short term have run their course.

10, As these measures are based on Pl inflation,
one should probably subtract about % to ' percentage
point—the average differential with PCE inflation over
the past two decades—to infer inflati 1on on
a PCE basis.
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The Recent Rise in Oil Prices

Oil prices have increased more than 50 percent
over the past year, with the spot price of Brent crude
oil rising from a bit belew $50 per bareel to around
§75 per barrel (figure A). For much of the period,
further-dated futures prices remained relatively stable,
in the neighborhood of $55 per barrel; however, since
February, futures prices have moved up appreciably,
reaching over $70 per hamel,

Both supply and demand factors have contributed
to the oil price increase, In particular, the broad-based
improvement in the outlook for the global economy
wasa key driver of the price increase in the second
half of 2017. In recent months, supply concemns have
become more prevalent, affecting both spot and funher-
dated futures prices. Despite sharply rising U.S. ol
production, markels have been atiuned to escalaling
conflict between Saudi Arabia and Iran as well as the
precipitous decline in Venezuelan oil production amid

A, Brent spotand futures prices

the country’s economic and political crisis. Prices also
increased after President Trump announced on May §
that the United States was withdrawing from the Iran
nuclear deal and that sanctions against Iranian oil
exports would be reinstated.

The pattern of spot and futures prices indicates
that market participants generally anticipate that oil
prices will decline showly over the next few years, in
part reflecting an expectation that supply, including
1.5, shale oil production, will grow to meet demand,
In addition, the higher prices put pressure on OPECs
November 2016 agreement with certain non-OPEC
countries to restrain production. A stated aim of the
agreement was o reduce the glut in global inventories,
and, in recent months, inventory levels have fallen
rapidly toward long-run averages. In response to both
lower inventories and higher prices, OPEC leaders
slightly relaxed the production agreement in June this
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year, reducing some of the upward pressure on prices,
That saidl, futures prices have not retwmed to their early
2018 levels, implying that market participants expect
some of the recent increase in prices to be long lasting.
What is the expected efiect of the recent rise in oil
prices on the U.5. economy? To begin with, higher il
prices are likely to restrain household consumption.
In particular, the inceease in oil prices since last year
is estimated to have translated into a roughly §300
increase in annual expenditures on gasoline for the
average household, from about $2,100 to $2,400.
However, as U.S, oil production has grown rapidly
over the past decade, the ratio of net U.S. oil imponts
to U.S, gross domestic product (GDP) has declined
substantially (figure B). As a result, higher ol prices
now imply much less of a redistribution of purchasing

B. Net oil import share
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power abroad than in the past, as much of the negative
eifect on GDP from lower household consumption

s likely to be offset by increased production and
investment in the growing U.S. oil sector. On net, the
drag on GDP from higher oil prices is likely a small
fraction of what it was a decade ago and should get
smaller still if U5, ol production continues to grow

as projected—figure C—and the net oil import share
shrinks toward zero,

Indeed, if U.S. oil trade moves fully into balance,
the offsetting effects of a change in the relative price of
oil might be expected to net out within the domestic
economy. However, even if the United States is no
longer a net oil imponer, to the extent that higher
oil prices cause credit-constrained consumers to cut
spending by more than ol producers expand their
investment, this redistribution of purchasing power
could still have negative effects on overall GDP.
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13, Change in real gross domestic product and gross
domestic income
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Real gross domestic product growth
slowed in the first quarter, but spending
by households appears to have picked up
in recent months

After having expanded at an annual rate of

3 percent in the second half of 2017, real gross
domestic product (GDP) is now reported to
have increased 2 percent in the first quarter of
this year (figure 13). The step-down in growth
during the first quarter was largely attributable
1o a sharp slowing in the growth of consumer
spending that appears transitory, and gains in
GDP appear to have rebounded in the second
quarter. Meanwhile, business i has
remained strong, and net exports had little
effect on output growth in the first quarter. On
balance, over the first half of this year, overall
economic activity appears to have expanded at
a solid pace.

The economic expansion continues to be
supported by favorable consumer and business
sentiment, past increases in household

wealth, solid economic growth abroad, and
accommodative domestic financial conditions,
including moderate borrowing costs and easy
access to eredit for many households and
businesses

Gains in income and wealth continue to
support consumer spending . . .

Following exceptionally strong growth in the
fourth quarter of 2017, consumer spending
in the first quarter of this year was tepid,
rising at an annual rate of 0.9 percent. The
slowdown in growth was evident in outlays
for motor vehicles and in retail sales more
generally; moreover, unseasonably warm
weather depressed spending on energy services.
However, consumer spending picked up in
more recent months as retail sales firmed, and
PCE in April and May rose at an annual rate
of 2% percent relative to the average over the
first quarter (figure 14).

Real disposable personal income (DPI), a
measure of after-tax income adjusted for
inflation, has increased at a solid annual rate
of about 3 percent so far this year. Real DP1
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has been supported by the reduction in income
taxes owing to the implementation of the

Tax Cuts and Jobs Act (TCJA) as well as the
continued strength in the labor market. With
consumer spending rising just a little less than
the gains in disposable income so far this year,
the personal saving rate has edged up after
having fallen for the past two years (figure 15).

Ongoing gains in household net worth likely
have also supported consumer spending.
House prices, which are of particular
importance for the balance sheet positions of
a large set of households, have been increasing
at an average annual pace of about 6 percent in
recent years (figure 16)." Although U.S. equity
prices have posted modest gains, on net, so far
this year, this flattening followed several years
of sizable gains. Buoyed by the cumulative
increases in home and equity prices, aggregate
household net worth was 6.8 times household
income in the first quarter, down just slightly
from its ratio in the fourth quarter—the
highest-ever reading for that ratio, which dates
back to 1947 (figure 17).

.....and borrowing conditions for
consumers remain generally favorable ... .

Financing conditions for consumers are
generally favorable and remain supportive

of growth in household spending. However,
banks have continued to tighten standards

for credit cards and auto loans for borrowers
with low credit scores, possibly in response

to some upward moves in the delinguency
rates of those borrowers. Mortgage credit has
remained readily available for households with
solid credit profiles. For borrowers with low
credit scores, morigage financing conditions
have eased somewhat further but remain tight
overall, In this environment, consumer credit
continued to increase in the first few months
of 2018, though the rate of increase moderated
some from its robust pace in the previous year
(figure 18).

1. For the majority of households, home equity
makes up the largest share of their wealth.
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17, Wealth-to-income ratio
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... while consumer confidence remains
strong

Consumers have remained upbeat. So far this
vear, the Michigan survey index of consumer
sentiment has been near its highest level

since 2000, likely reflecting rising income, job
gains, and low inflation (figure 19). Indeed,
households” expectations for real income
changes over the next year or two now stand
above levels preceding the previous recession.

Business investment has continued
to rebound . . .

Investment spending by businesses has
continued to increase so far this year, with
notable gains for spending, both on equipment
and intangibles and on nonresidential
structures (figure 20). Within structures,

the rise in oil prices propelled another steep
ramp-up in investment in drilling and mining
structures—albeit not yet back to the levels
recorded from 2012 to 2014—while investment
in nonresidential structures outside of the
energy sector picked up after declining in
2017. Forward-looking indicators of business
investment spending remain favorable on
balance. Business sentiment and the profit
expectations of industry analysts have been
positive overall, while new orders of capital
goods have advanced on net this year.

... while corporate financing conditions
have remained accommodative

Aggregate flows of credit to large nonfinancial
firms remained strong in the first quarter,
supported in part by relatively low interest
rates and accommodative financing conditions
(figure 21). The gross issuance of corporate
bonds stayed robust during the first half of
2018, while yields on both investment- and
speculative-grade corporate bonds moved

up notably but remained low by historical
standards (figure 22). Despite strong growth in
b investment, ding commercial
and industrial (C&I) loans on banks’ books
rose only modestly in the first quarter,
although their pace of expansion in more
recent months has strengthened on average. In
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April, respondents to the Senior Loan Officer
Opinion Survey on Bank Lending Practices,
or SLOOS, reported that demand for C&I
loans weakened in the first quarter even as
lending standards and terms on such loans
eased."” Respondents attributed this decline in
demand in part to firms drawing on internally
generated funds or using alternative sources of
financing. Meanwhile, growth in commercial
real estate loans has moderated some but
remains strong. In addition, financing
conditions for small businesses appear to

have remained generally accommodative, with
lending standards little changed at most banks
and with most firms reporting that they are
able to obtain credit. Although small business
credit growth has been subdued, survey data
suggest this sluggishness is largely due to
continued weak demand for credit by small
businesses.

But activity in the housing sector has
leveled off

Residential investment, which rose a modest
2%; percent in 2017, appears to have largely
moved sideways over the first five months of
the year. The slowing in residential investment
likely is partly a result of higher mortgage
interest rates. Although these rates are still
low by historical standards, they have moved
up and are near their highest levels in seven
years (figure 23). In addition, higher lumber
prices and tight supplies of skilled labor

and developed lots reportedly have been
restraining home construction. While starts
of both single-family and multifamily housing
units rose in the fourth quarter, single-family
starts have been little changed, on net, since
then, whereas multifamily starts continued
to climb earlier this year before flattening
out (figure 24). Meanwhile, over the first five
months of this year, new home sales have
held at around the rate of late last year, but
sales of existing homes have eased somewhat
(figure 25). Despite the continued increases
in house prices, the pace of construction has

12, The SLOOS is available on the Board's website at
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25, New and existing home sales
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not kept up with demand. As a result, the
months’ supply of inventories of homes for
sale has remained at a relatively low level, and
the aggregate vacancy rate stands at the lowest
level since 2003.

Net exports had a neutral effect on GDP
growth in the first quarter

After being a small drag on U.S. real GDP
growth last year, net exports had a neutral
effect on growth in the first quarter. Real
ULS. exports increased about 32 percent at
an annual rate, as exports of automobiles
and consumer goods remained robust. Real
import growth slowed sharply following

a surge late last year (figure 26). Nominal
trade data through May suggest that export
growth picked up in the second quarter, led
by agricultural exports, while import growth
was tepid. All told, the available data suggest
that the nominal trade deficit likely narrowed
relative to GDP in the second quarter

(figure 27).

Fiscal policy became more expansionary
this year . ...

Federal fiscal policy will likely provide a
moderate boost to GDP growth this year. The
individual and corporate tax cuts in the TCJA
should lead to increased private consumption
and investment, while the Bipartisan Budget
Act of 2018 (BBA) enables increased federal
spending on goods and services. As the effects
of the BBA had yet to show through, federal
government purchases posted only a modest
gain in the first quarter (figure 28).

After narrowing significantly for several years,
the federal unified deficit widened from about
2V percent of GDP in fiscal year 2015 t0

3% percent in fiscal 2017, and it is on pace

to move up further in fiscal 2018. Although
expenditures as a share of GDP in 2017

were relatively stable at 21 percent, receipts
moved lower to roughly 17 percent of GDP
and have remained at about the same level so
far this year (figure 29). The ratio of federal
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debt held by the public to nominal GDP was
76Y% percent at the end of fiscal 2017 and is
quile elevated refative to historical norms

(figure 30).

... and the fiscal position of most state
and local governments is stable

The fiscal position of most state and local
governments remains stable, although there is a
range of experiences across these governments
and some states are still struggling. After
several years of slow growth, revenue gains of
state governments have strengthened notably
as sales and income tax collections have picked
up over the past few quarters. In addition,
house price gains have continued to push up
property tax revenues at the local level. But
expenditures by state and local governments
have been restrained. Employment growth

in this sector has been moderate, while real
outlays for construction by these governments
have largely been moving sideways at a
relatively low level.

Financial Developments

The expected path of the federal funds
rate has moved up

Market-based measures of the path of the
federal funds rate continue to suggest that
market participants expect further gradual
increases in the federal funds rate. Relative

to the end of last year, the expected policy

rate path has moved up, boosted in part by
investors’ perception of a strengthening in

the domestic economic outlook (figure 31).

In particular, the policy path moved higher

in response 1o incoming economic data so far
this year, especially the employment reports,
which were seen as supporting expectations for
a solid pace of growth in domestic economic
activity. In addition, investors reportedly
interpreted FOMC communications in the first
half of 2018 as signaling an upbeat economic
outlook and as reinforcing expectations for
further gradual removal of monetary policy
accommodation,
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31, Market-impliod federal funds rate
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Survey-based measures of the expected path
of the policy rate over the next few years have
also increased modestly since the end of fast
year. According to the results of the most
recent Survey of Primary Dealers and Survey
of Market Participants, both conducted by
the Federal Reserve Bank of New York just
before the June FOMC meeting, the median
of respondents’ projections for the path of the
federal funds rate shifted up about 25 basis
points for 2018 and beyond, compared with
the median of assessments last December.”
Market-based measures of uncertainty about
the policy rate approximately one to two years
ahead increased slightly, on balance, from their
levels at the end of last year.

The nominal Treasury yield curve has
shifted up

The nominal Treasury yield curve has shifted
up and flattened somewhat further during the
first half of 2018 after flattening considerably
in the second half of 2017. In particular, the
yields on 2- and 10-year nominal Treasury
securities increased about 70 basis points and
45 basis points, respectively, from their levels
at the end of 2017 (figure 32). The increase

in Treasury yields seems to largely reflect
investors’ greater optimism about the domestic
growth outlook and firming expectations for
further gradual removal of monetary policy
accommodation. Expectations for increases

in the supply of Treasury securities following
the federal budget agreement in early February
also appear to have contributed to the increase
in Treasury yields, while increased concerns
about trade policy both domestically and
abroad, political developments in Europe,

and the foreign economic outlook weighed on
longer-dated Treasury yields. Yields on 30-year
agency mortgage-backed securities (MBS)—an
important determinant of mortgage interest

13. The results of the Survey of Primary Dealers
and the Survey of Market Participants are available
on the Federal Reserve Bank of New Yorks website at
tpssifwww.newyorkfed.org/markets/primarydealer_
survey_questions him! and https:/fwww.newyorkfed org/
markets/survey_markel_participants, respectively.
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rates—increased about 60 basis points over the
first hall’ of the year, a bit more than the rise in
the 10-year nominal Treasury vield, but remain
low by historical standards (figure 33). Yields
on corporate debt securities—both investment
grade and high yield—rose more than Treasury
yields, leaving the spreads on corporate bond
yields over comparable-maturity Treasury
yields notably wider than at the beginning of
the year.

Broad equity indexes rose modestly amid
some bouts of market volatility

After surging as much as 20 percent in 2017,
broad stock market indexes rose modestly,
on balance, so far this year amid some bouts
of heightened volatility in financial markets
(figure 34). The boost to equity prices from
first-quarter earings reports that generally
beat analysts’ expectations was reportedly
offset by increased uncertainty about trade
policy, rising interest rates, and concerns
about political developments abroad. While
stock prices for companies in the technology
and consumer discretionary sectors rose
notably, those of companies in the industrial
and financial sectors declined modestly. After
spiking considerably in early February, the
implied volatility for the S&P 500 index—
the VIX—declined and ended the period
slightly above the low levels that prevailed in
2017. (For a discussion of financial stability
issues, see the box “Developments Related to
Financial Stability.”)

Markets for Treasury securities, morigage-
backed securities, and municipal bonds
have functioned well

On balance, indicators of Treasury market
functioning remained broadly stable over

the first half of 2018, A variety of liquidity
metrics—including bid-ask spreads, bid sizes,
and estimates of transaction costs—have
displayed minimal signs of liquidity pressures
overall, with the exception of a brief period
of reduced liquidity in early February amid
elevated financial market volatility. Liquidity
conditions in the agency MBS market were
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Developments Related to Financial Stability

The LS. financial system remains substantially more
resilient than during the decade before the financial
crisis.' Valuations continue to be elevaled for a range
of assets. In the private nonfinancial sector, the ratio of
total debt to gross domestic product (GDP) s about in
line with an estimate of its trend, and vulnerabilities
associated with debt remain moderate on balance.
While borrawing among highly levered and lower-
rated firms is elevated and a future weakening in
economic activity could amplify some vulnerabiliti

A, Forward price-to-camings ratio of S&P 300 firms

Meerly

) . -
T " _— 5

in the comporate sector, the ratio of household debt to
disposable income has remained stable in recent years.
Vulnerabilities associated with leverage in the financial
sector appear low, reflecting in part strong capital
pasitions of banks, However, some measures of hedge
fund leverage have increased. Vulnerabilities associated
with maturity and liquidity transformation continue to

_ﬂf'--v. " —n

- -

[INTNEUN] ARNARENANS NWUNEE (TANINiNe
1966 1990 199 1956 2001 2006 2010 2014 2015

Nore: The data depict the aggregane forwand price-t-camings ratio of
SEP 300 firms. The Eisorical madien is bused o data ffoem 1985 10 e

be low compared with levels that generally prevailed paded s inic p he Naticaal
before 2008, Tharezs of Esoaomic Rescarch. Dats arc based on 1 2moothabead expected
camings per share,

Valuation pressures in various assel markets
remain elevated by historical standards, although
they have declined somewhat since the stant of the
year, as corporate bond prices have fallen and higher
earnings have helped rationalize equity prices, Market
movements were outsized in February, around the time
of the previous Monetary Policy Report, Since then,
volatility has receded, although it has ended up slightly
ahove the low levels seen in 2017 Even with higher
expected earnings due in part to changes in tax law, the
forward equity price-to-eamings ratio for the S&P 500
remains in the upper end of its historical distribution
(figure A). Treasury term premiums have increased
modestly from the beginning of the year but remain
low relative to historically observed values. Corporate

Socace: Suffestimutes basod oo Thomsen Revters BES.

markets, commercial property valuations continue to
be stretched. Capitalization rates {computed as the ratio
of net aperating income relative to property values)
remain bow, and, in recent quarters, their spreads to
yields on 10-year Treasury securities have moved down
considerably, Finally, valuation pressures in residential
real estate markets increased modestly. Aggregate price-
to-rent ratios, adjusted for an estimate of their long-run
trend and the carrying cost of housing, are approaching
the cycle peaks of the early 1980s and early 19905 but
remain well below the levels observed on the eve of
the financial crisis,

bond yields and their spreads to yields on comparali
maturity Treasury securities have increased notably,

but they continue to be low by historical standards. In
particular, speculative-grade yields and spreads lie in
the bottom fiith and bottom fourth of their respective
historical distributions. In leveraged loan markets,
issuance has been robust, spreads have reached their
fowest levels since the financial crisis, and the presence
of loan covenants has decreased further. In real estate

1. An overview of the framework for assesing financial
stability in the United States is provided in Lael Brainard
12018}, “An Upsate on the Federal Reserve’s Financial Stability
Agenda,” speech delivered at the Ceater for Global Econormy
and Business, Stem School of Business, New York University,
Neew Yoek, Apeil 3, hitp federal /
speechibrainasd20180403a htm.

B

With households and & taken together, the
ratio of total debt to GDP is about in line with estimates
of its trend, although pockets of stress are evident. In
the household sector, the net expansion of household
debt has been in line with income growth and is
concentrated among prime-rated borrowers, However,
delinguency rates for some forms of consumer credit
have moved up, suggesting rising strains among riskier
borrowers even with unemployment very low. Banks
are reportedly tightening standards on credil card and
auto loans. In the nonfinancial business sector, leverage
of corporate businesses remains high, as indicated by
a positive sectoral credit-to-GOP gap. Net issuance of
risky debt has risen in recent quarters, mainly driven by
the growth in leveraged loans (figure B). While current

feontinued)
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corporate credit conditions are favorable overall,

with low interest expenses and defaults, the elevated
leverage in this sector could result in higher fuure
default rates. In addition, weak protection from loan
covenants could reduce early intervention by lenders
and lower recovery rates for investors on default.
Investars may ako be exposed to significant repricing
risks because bond vields and credit risk premiums are

adverse” sc the most stringent scenario

yet used in the Board's stress tests, with the LS,
unemployment rate rising almost 6 percentage points to
10 percent—prajects $378 billion in total losses for the
35 participating banks during the nine guarters tested.
Since 2009, these firms have added about $800 billion
in common equity capital. The Board also evaluates the
capital planning processes of the participating banks,
including the fiems” planned capital actions, such as
dividend payments and share buybacks.’ The Board did
not object to the capital plans of 34 firms. Although
the recent U.S, tax legislation is expected to increase
banks’ post-tax earnings, and hence their ability

to accrete capital, it did lead to one-time losses,
decreasing banks' capital ratios at the end of 2017, the
jumping-off point of the stress tests. In part because

of these effects, evident in text figure 36, two firms
were required to maintain their capital distributions

at the levels they paid in recent years. Separately, one
firm will be required to address the management and
analysis of its counterparty exposure under stress, The
Board objected 1o the capital plan of one bank because
of qualitative concerns,

Vulnerabilities associated with liquidity and
maturity transformation—that s, the financing of
illiquid assets or long-maturity assets with short-
maturity debt—continue to be low, owing in part to

both low.

Vulnerabilities from financial-sector leverage
continue to be relatively low. Core financial
intermediaries, including large banks, insurance
companies, and broker-dealers, appear well positioned
to weather economic stress. Regulatory capital ratios for
the global systemically imy banks have remained

liquidity regul for banks and money market
reform, Large banks have strong liquidity positions,
because their use of core deposits as a source of
funding and their holdings of high-quality liquid
assels remain near historical highs, while their use of
short-term wholesale funding as a share of liabilities
is near historical lows, Since the money market fund

well above the fully phased-in enhanced regulatory
requirements and are close to historical highs. Capital
levels at insurance companies and broker-dealers

also remain relatively robust by historical standards,
However, some indicators of hedge fund leverage in
the equity market, such as the provision of total margin
credit to equity investors, have risen to historically
elevated levels, and in the past few quarters dealers
have reportedly eased, on net, price terms to their
hedge fund clients.

The results of supervisory stress tests released in June
by the Federal Reserve Board confirm that the nation’s
fargest banks are sirongly capitalized and would be
able to lend to households and businesses even during

reforms imph d in October 2016, assets under
management at prime funds, institutions that proved
vulnerable to runs in the past, have remained far below
pre-reform levels. In addition, the growth in altemative
short-term investment vehicles, which may have some

fcontinued on next page)
2, See Board of Governors of the Federal Reserve System

(2018}, “Federal Reserve Board Releases Results of Supervisory
Bank Sress Tests,” press release, June 21, hitps/www.

bereg201806212m.

3. See Board of Govemors of the Federal Reserve System
12018}, "Federal Reserve Releases Results of Comprehensive
Capital Analysis and Review (CCARL” press release, June 29,

bereg201606290 hem,
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Financial Stability rcontinued)

similar vulnerabilities, continues to be limited, as
investors have shifted primarily from prime funds into
government funds.

Risks from abroad are moderate overall, Advanced
foreign economies (AFEs), many of which have
significant financial and real linkages to the United
States, continue to have notable or elevated valuations
in some asset markets and, in a few countries, high
levels of household debt relative to GOP: These
factors have contributed to some AFEs announcing
of implementing macroprudential actions, including
increases in countercyclical capital buffers, over the
past couple of years, More generally, AFE financial
sectors continue their slow pace of deleveraging
that started after the global financial and euro-area
sovereign debt crises. In addition, low corporate debt
spreads in the past few years have yet to translate
into any marked increase in leverage in most of these
countries” nonfinancial corporate sectors. Some major
emerging market economies continue to harbor

maore pronounced vulnerabilities, reflecting some
combination of the following; substantial corporate
leverage, fiscal concers, or excessive reliance on
foreign funding. Globally, potential downside risks to
international financial markets and financial stability
include political uncentainty, an intensification of irade
tensions, and challenges posed by rising interest rates.

The countercyclical capital buffer (CCyB) is a
macroprudential tool the Federal Reserve Board can
use o increase the resilience of the financial system
by raising capital requirements on the largest banks.
Activating the CCyB is appropriate when systemic
vulnerabilities are meaningfully above nommal.* The
Board is closely monitoring the level and configuration
of systemic vulnerabilities described earlier,

4. See Board of Governors of the Federal Resenve Sydtem
(20163, “Regulatory Capital Rules: The Federal Reserve Boands
Framework for Implementing the U.S. Basel 1l Countercyclical
Capital Buffer,” final policy statement {Docket No. R-1529),
Federal Register, vol, 81 {September 16), pp. 63682-86,
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also generally stable. Overall, the functioning
of Treasury and agency MBS markets has not
been materially affected by the implementation
of the Federal Reserve’s balance sheet
normalization program, including the
accompanying reduction in reinvestment of
principal payments from the Federal Reserve’s
securities holdings. Credit conditions in
municipal bond markets have remained stable
since the turn of the year. Over that period,
yield spreads on 20-year general obligation
municipal bonds over comparable-maturity
Treasury securities edged up a bit,

Money market rates have moved up in
line with increases in the FOMC's target
range

Conditions in domestic short-term funding
markets have also remained generally stable
so far in 2018. Yields on a broad set of money
market instruments moved higher in response
to the FOMC's policy actions in March and
June. Some money market rates rose during
the first quarter more than what would
normally occur with monetary tightening.
For example, the spreads of certificates of
deposit and term London interbank offered
rates relative to overnight index swap (O1S)
rates increased notably, reportedly reflecting
increased issuance of Treasury bills and
perhaps also the anticipated tax-induced
repatriation of foreign earnings by U.S.
corporations. The upward pressure on short-
term funding rates, beyond that driven by
expected monetary policy, eased in recent
months, leading to a narrowing of spreads

of some money market rates to OIS rates.
However, the spreads remain wider than at the
beginning of the year.

Bank credit continued to expand and
bank profitability improved

Aggregate credit provided by commercial
banks continued to increase through the first
quarter of 2018 at a pace similar to the one
seen in 2017. Its pace was slower than that of
nominal GDP, thus leaving the ratio of total
commercial bank credit to current-dollar
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35, Ratio of total commercial bank credit to nominal gross
domestic product
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37, Equity indexes for selected foreign economics
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GDP slightly lower than in the previous year
(figure 35). Available data for the second
quarter suggest that growth in banks’ core
loans continued to be moderate. Measures of
bank profitability improved in the first quarter
of 2018 after having experienced a temporary
decline in the last quarter of 2017. Weaker
fourth-gquarter measures of bank profitability
were partly driven by higher write-downs of
deferred tax assets in response to the U.S. tax
legislation (figure 36).

International Developments

Political developments and signs of
moderating growth weighed on advanced
foreign economy asset prices

Since February, political developments

in Europe and moderation in economic
growth outside of the United States weighed
on some risky asset prices in advanced
foreign economies (AFEs). Interest rates on
sovereign bonds in several countries in the
European periphery rose notably relative to
core countries, and European bank shares
came under pressure, as investors focused

on the formation of the Italian government.
Nonetheless, peripheral bond spreads
remained well below their levels at the height
of the euro-area crisis, and the moves partly
retraced as a government was put in place.
Broad stock price indexes were little changed
on net (figure 37). In contrast to the United
States, long-term sovereign yields and market-
implied paths of poliey rates in the core euro
area as well as the United Kingdom declined
somewhat, and rates were little changed in
Jepan (figure 38).

Heightened investor focus on
vulnerabilities in emerging market
economies led asset prices to come under
pressure

Investor concerns about financial
vulnerabilities in several emerging market
economies (EMEs) intensified this spring
against the backdrop of rising U.S. interest
rates. Broad measures of EME sovereign
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bond spreads over U.S. Treasury vields
widened notably, and benchmark EME equity
indexes declined, as investors serutinized
macroeconomic policy approaches in several
countries. Turkey and Argentina, which faced
persistently high inflation, expansionary fiscal
policies, and large current account deficits,
were among the worst performers. Trade
policy developments between the United
States and its trading partners also weighed on
EME asset prices, especially on stock prices
in China and some emerging Asian countries,
EME mutual funds saw net outflows in May
and June after generally solid inflows earlier
in the year (figure 39). While movements in
asset prices and capital flows were notable for
a number of economies, broad indicators of
financial stress in EMEs remained low relative
to levels seen during other periods of stress in
recent years.

The dollar appreciated

After depreciating during 2017, the broad
exchange value of the U.S. dollar has
appreciated moderately in recent months
(figure 40). Factors contributing to the
appreciation of the dollar likely include
moderating growth in some foreign economies
combined with continued output strength

and ongoing policy tightening in the United
States, downside risks stemming from political
developments in Europe and several EMEs,
and the recent developments in trade policy.
Several currencies appeared particularly
sensitive to trade policy developments,
including the Canadian dollar and the
Mexican peso, related to the North American
Free Trade Agreement negotiations, as well

as the Chinese renminbi, which fell notably
against the dollar in June.

The pace of economic activity moderated
in the AFEs

In the first quarter, real GDP growth
decelerated in all major AFEs and turned
negative in Japan, down from robust rates of
activity in 2017 (figure 41). Part of this slowing
is a result of temporary factors, though,
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including unusually cold weather in Japan

and the United Kingdom, labor strikes in the
euro area, and disruptions in oil production in
Canada. In most AFEs, economic indicators
for the second quarter, including purchasing
manager surveys and exports, are generally
consistent with solid economic growth.

Despite tight labor markets,
inflation pressures remain subdued in
mostAFEs. ..

Sustained increases in oil prices provided
upward pressure on consumer price inflation
across all AFEs in the first half of the year
(figure 42). However, core inflation has
generally remained muted in most AFEs.,
despite further improvement in labor market
conditions. In Canada, in contrast, core
inflation picked up amid solid wage growth,
pushing the total inflation rate above the
central bank target.

.. prompting central banks to maintain
highly accommodative monetary policies

With underlying inflation still subdued, the
Bank of Japan and the European Central
Bank (ECB) kept their policy rates at
historically low levels, although the ECB
indicated it would again reduce the pace of
its asset purchases starting in October. The
Bank of England and the Bank of Canada,
which both began raising interest rates last
year, signaled that further rate increases will
be gradual, given a moderation in the pace of
economic activity.

In emerging Asia, growth remained
solid . . .

Economic growth in China remained solid
in the first quarter of 2018, as a rebound in
steel production and strong external demand
bolstered a recovery in industrial activity
and overall growth (figure 43). Indicators

of investment and retail sales have slowed

in recent months, however, suggesting that
the authorities” effort to rein in credit may
have softened domestic demand. Most other
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emerging Asian economies registered strong
growth in the first quarter of 2018, partly
reflecting solid external demand.

... while growth in some Latin American
economies was mixed

In Mexico, real GDP surged in the first quarter
as economic activity rebounded from two
major earthquakes and a hurricane last year.
Following a bricf recovery in the first half of
2017, Brazil's economy stalled in the fourth
quarter and grew tepidly in the first quarter,
and a truckers’ strike paralyzed economic
activity in late May.
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The Federal Open Market Committee
continued to gradually increase the
federal funds target range in the first half
of the year ...

Since December 2013, the Federal Open
Market Committee (FOMC) has been
gradually increasing its target range for

the federal funds rate as the economy has
continued to make progress toward the
Committee’s congressionally mandated
objectives of maximum employment and

price stability. In the first half of this year, the
Committee continued this gradual process of
scaling back monetary policy accommadation,
increasing its target range for the federal funds
rate % percentage point at its meetings in both
March and June. With these increases, the
federal funds rate is currently in the range of
1% 10 2 percent (figure 44)." The Committee’s
decisions reflected the continued strengthening

14. See Board of Governors of the Federal
Reserve System (2018), “Federal Reserve Issues
FOMC Statement.” press release, March 21, hitpssf
wivw federalreserve.cov f q [
monetary20180321a htm; and Board of Governors of’
the Federal Reserve System (2018), “Federal Reserve
Issues FOMC Statement,” press release. June 13, hups:f
W, fad, 1 Ji I 1 I

monetary 2015061 3a. htm.

44, Selected interest rates
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of the labor market and the accumulating
evidence that, after many years of running
below the Committee’s 2 percent longer-
run objective, inflation had moved close to
2 percent.

. ... hut monetary policy continues to
support economic growth

Even after the gradual increases in the federal
funds rate over the first half of the year, the
Committee judges that the stance of monetary
policy remains accommodative, thereby
supporting strong labor market conditions
and a sustained return to 2 percent inflation.
In particular, the federal funds rate remains
somewhat below most FOMC participants’
estimates of its longer-run value,

The Committee expects that a gradual
approach to increasing the target range for
the federal funds rate will be consistent with
a sustained expansion of economic activity,
strong labor market conditions, and inflation
near the Committee’s symmetric 2 percent
objective over the medium term. Consistent
with this outlook, in the most recent
Summary of Economic Projections (SEP),
which was compiled at the time of the June
FOMC meeting, the median of participants”

Dy

10-year Treasery rate

2oyear Treasury rate
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assessments for the appropriate level of the
target range for the federal funds rate at
year-end rises gradually over the period from
2018 1o 2020 and stands somewhat above the
median projection for its longer-run level by
the end of 2019 and through 2020.*

Future changes in the federal funds rate
will depend on the economic outlook as
informed by incoming data

The FOMC has continued to emphasize
that. in determining the timing and size of
future adjustments to the target range for
the federal funds rate, it will assess realized
and expected economic conditions relative
to its maximum-employment objective and
its symmetric 2 percent inflation objective.
This assessment will take into account a wide
range of information, including measures

of labor market conditions, indicators of
inflation pressures and inflation expectations,
and readings on financial and international
developments.

In evaluating the stance of monetary policy,
policymakers routinely consult prescriptions
from a variety of policy rules, which can serve

13, See the June SEP, which appeared as an addendum
to the minutes of the June 12-13, 2018, meeting of the
FOMC and is presented in Part 3 of this report,

45. Principal payments on SOMA securities
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as useful benchmarks. However, the use and
interpretation of such prescriptions require,
among other considerations, careful judgments
about the choice and measurement of the
inputs to these rules such as estimates of the
neutral interest rate, which are highly uncertain
(see the box “Complexities of Monetary

Policy Rules™).

The FOMC has continued to implement
its program lo gradually reduce the
Federal Reserve’s balance sheet

The Committee has continued to implement
the balance sheet normalization program
deseribed in the June 2017 Addendum to the
Policy Normalization Principles and Plans
This program is gradually and predictably
reducing the Federal Reserve’s securities
holdings by decreasing the reinvestment of the
principal payments it receives from securities
held in the System Open Market Account,
Since the initiation of the balance sheet
normalization program in October of last year,
such payments have been reinvested to the
extent that they exceeded gradually rising caps
(figure 45).

16. The addendum, adopted on June 13, 2017, is

available at hupssfwww. federalreserve, govimonetanypolicy/
TiksFOMC_PolicyNomalization. 201 7061 3.pdf.
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Complexities of Monetary Policy Rules

Overview

Maonetary policy rules are mathematical formulas
that relate a policy interest rate, such as the federal
funds rate, to a small number of other economic
variables—typically including the deviation of inflation
from its target value along with an estimate of resource
slack in the economy. Policy rules can provide helpful
guidance for policymakers, Indeed, since 2004,
prescriptions from policy rules have been included
in written materials that are routinely sent to the
Federal Open Market Committee (FOMC). However,
interpeetation of the prescriptions of policy rules
requires careful judament about the measurement of
the inputs o the rules and the implications of the many
considerations that the rules da not take into account.

Policy rules can incorporate key principles of good
monetary policy” One key principle is that monetary
policy should respond in a predictable way to changes
in economic conditions. A second key principle is
that monetary policy should be accommodative when
inflation is below the desired level and employment
is below its maxi inable level; |
monetary policy should be restrictive when the
opposite holds, A third key principle is tha, to stabilize
inflation, the policy sate should be adjusted by more
than one-for-one in response to persistent increases of
decreases in inflation.

Economists have analyzed many monetary policy
rules, including the well-known Taylor (1993) rule.
Other rules include the “balanced approach” rule, the
“adjusted Taylor (1993)" rule, the “price level” rule, and
the “first difference” rule ffigure AL These policy rules

1. For discussion regarding principles for the conduct of
monetary policy and monetary policy rules, see Board of
Governores of the Federal Reserve System (2018), “Monetary
Policy Principles and Practice;” Board of Govemors, hitps:if

4 B ¥ y-palicy-
principles-and-practice hm,

2. The Taylor (1993) rule was supgested in john B. Tavlor
(1993, “Discretion versws Policy Rules in Practice,” Carnegie-
Rochester Conference Sesies on Public Policy, vol. 39
December), pp, 195-214, The balanced-approach rule was
analyzed in John B Tavlor (1999), “A Historical Analysis of

reflect the three key principles of good monetary policy
noted earlier, Each rule takes into account estimates
of how far the economy is from achieving the Federal
Reserve’s dual-mandate goals of maximum employment
and price stability.
Four of the five rules include the difference
between the rate of unemployment that is sustainable
in the longer run and the current unemployment
rate (the unemployment rate gap); the first-difference
rule includes the change in the unemployment gap
rather than its level.” In addition, four of the five rules
include the difference between recent inflation and the
FOMCs longer-un objective (2 percent as measured
by the annual change in the price index for personal
consumplion expenditures, o PCE), while the prive-
level rule includes the gap between the level of prices
today and the level of prices that would be observed
ifinflation had been constant at 2 percent from a
specified starting year (Plgap.* The price-level rule
thereby takes account of the deviation of inflation from
{continued on next page)

Policy, proceedings of a symposium Dy the Federal
Reserve Bank of Kansas City, held in Jackson Hole, Wyo,,
Augusst 2-3 (Karsas City: Federal Reserve Bank of Kansas
Cityl, pp. 137-59, httpsfwww kansascityfed.ong publicat!
sympos'1 984/s84.pdi. Finally, the first-ditierence rule was
intreduced by Athanasios Orphanides (2003), “Historical
Monetary Palicy Analysis and the Taylor Rule,” fournal

of Monetary Economics, vol, 50 (July), pp. 983-1022, A
compeehensive review of palicy rules is in John B, Taylor
and John C. Williams (2011), “Simple and Robust Rules for
Monetary Policy.” in Benjamin M. Friedman and Michael
Woodiord, eds., Handbook of Monetary Economics, vol. 38
{Amsterdam: Norh-Holland), pp. §29-59. The same volume
of the Handbook of Monetary Economics also discusses
appenaches other than policy rules for deiving policy rate

prescriptions,

3. The Taylor (1993) rule represented slack in resource
utilization using an output gap (the difference between the
cudrent level of real gross domestic product (COP) and what
COP would be if the economy was operating al mavimum
employmentl, The rules in figure A repeesent slack in resource
uiilization using the unemplovment gap instead, because that
gap better capiures the FOMCS statulory goal 1o promote
maxinum . Movements in these aliemative

Monetary Policy Rules,” in John B. Taylor, ed., Monetary Folicy
Rules (Chicago: University of Chicago Press), po. 319-41, The
adjusted Tayloe (1993) rule was studied in David Reifschaeider
and fohn C. Williams (20005, *Three Lessons for Monetary
Policy in a Low-Inflation Era,” fournal of Money, Crodit and
Banking, vol. 32 (November), pp. 936-66. A price-level rule
was discussed in Robert E. Hall (Y984), “Monetary Strategy
with an Elastic Price Standard,” in Price Stabelity and Public

resource uilizati highly correlated. For
mose infocmatian, see the nate belony figure A.

4, Caleulating the peescriptions of the price-level rule
requites selecting a starting year for the price level from which
to cumulate the 2 percent annual inflation. Figure B uses 1598
a5 the tarting year. Around that time, the underdying trend
of inflation and longer-term inflation expectations stabilized
ata level consistent with PCE price inflation being close to
2 percent.
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Monetary Policy Rules continved)

A, Monetary policy rules

Taylor (1993) rule R = g4 + 0.5(m, = 780 + (ul® = )
Balanced-approach rule RP = pR 4+ 0.5(m = 1)+ 2 - uy)

Taylor (1993) rule, adjusted me = maximum {7 - Z,, 0}

Price-level rule R = maximum {527+ @y + (ub® = uy) + 05(PLgap,). 0}
First-difference rule RE? = Recy + 05, = )+ (uf=up) = (uf?y = wpe)

Nore: &7, R, ™, R", and /" represent the values of the nominal federal funds rate prescribed by the Taylor (1993),
‘balanced-approach, adjusted Taylor (1993), price-level, and firstifference rubes, respectively.

R denotes the actual rominal foderal funds rate for quanter 1, 2 is four-quarter price inflation for quarter £, 1 is the
mvmplmmcm rate in quanirs, and u‘*)suwlmro[lhc nutral real foderal funds rate in the longer run that, on average, is
expected to be consistent wi J and inflation at the FOMC's 2 percent longer-run objective,
=, In addition, " is the rate ol'uncmplo\ml in the Jonger run, Z: is the cumulative sum of past deviations of the federal
funds rate from the prescriptions of the Taylor (1993) ruke when that rule preseribes setting the foderal finds rate below zero.
PLgap. i the percent deviation of the actual level of prices from a price Jevel that rises 2 percent per vear from its levelina
specified starting period.

The Taylor (1993) rube and other policy ruk written in tevms of the deviation of real output from its full
capacity level, In these equations, the output gap hz.s Boen replaced with the gap between the rate of unemployment in the
Tonger run and its actual level (using a relationship known 2s Okun's law) in order 1o represent the rubes in termss of the
FOMC’s statutory goals. Historically, movements in the output and unemployment gaps have been highly correlated. Box
note 2 provides references for the policy rules.

the long-run objective in earlier periods as well as also recognizes that the federal funds rate cannot be
the current period. Thus, if inflation had been running  reduced matesially below zero. If inflation runs below
persistently above 2 percent, the price-level rule would  the 2 percent objective during periods when the ule
prescribe a higher level for the federal funds ratethan prescribes setting the federal funds rate well below

rules that use the curent inflation gap. Likewise, zero, the price-level rule will, over time, provide

if inflation had been running persistently below accommodation to make up for the past inflation

2 percent, the price-level rule would prescribe setting — shortfall,

the policy rate bower than rules that use the cument The U.S. economy is complex, and the monetary
inflation gap. policy rules shown in figure A do not capture many

The adjusted Tavlor (1993} rule recognizes that elements that are relevant to the conduct of monetary
the federal funds rate cannot be rechsced materially policy. Moreover, as shown in figure B, different
below zero, and that following the prescriptions meanetary palicy rules often offer quite different
of the standlard Taylor (1993) rule after a recession prescriptions for the federal funds rate.* In practice,
during which interest rates have fallen to their lower there i no unique eriterion for favoring one rule over
bound may, for a time, not provide enough policy another. In recent years, almost all of the policy rules
accommodation. To make up for the cumulative (continued)
shertiall in accommodation (2), the adjusted rule i, Fr—— s el
prescribes only a gradual return of the policy rate to . These prescriptions aee calculated using (1) publi
the (positive)levels prescribed by the standard Taylor f:émggm&:hf“m sl
(1993) rule after the economy begins to recover. :

: e neutral real interest rate and the longer-run value of the
The particular price-level rule specified in figure A nemglovment fate.
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B. Mistorical federal funds rate prescriptions from simple policy rules
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shown have called for rising values of the federal funds
rate, but the pace of tightening that the rules prescribe
has varied widely.

Uncertainty about the neutral interest rate
in the longer run

The Taylor (1993), balanced-approach, adjusted
Taylor (1993), and price-level rules provide
prescriptions for the fevel of the federal funds rate;
all require an estimate of the neutral real interest rate
in the longer run {r/"—that is, the level of the real
federal funds rate thal is expected to be consistent, in
the longer run, with maximum employment and stable
inflation.* The neutral real interest rate in the longer
run is determined by structural features of the economy
and is not observable. In addition, its value may vary
over time because of fluctuations in trend productivity

6. The first-difference rule shown in figure A does not

require an estimate of the neutral real interst rate in the
run. However, this rule has its own shostcomings, For

example, research suggests that this sort of rule will result in
preatet volatifity in employment and inflation relative to what
would be obtained under the Taylor (1993} and balanced-
approach rules unless the estimates of the neutral real federal
funds rate in the longer run and the rate of unemployment in
the longer run that are included in those nules are sufficiently
ar from their true valises.

dex for PCE exchdi
Bz Chip Econoesc Infscancons; Foderal Reserve Boand suff extimates.

d10d evergy in 1995 jaied 3 et pee

growth, changing demographics, and other shifts in the
structure of the economy. As a resull, estimates of the
neutral real interest rate in the longer run made today
may differ substantially from estimates made later,
Academic studies have estimated the longer-
run value of the neutral real interest rate using
statistical techniques to caplure the variations among
inflation, interest rates, real gross domestic product,
unemployment, and other data series. The range of
estimates is wide but suggests that the neutral real rate
has declined since the turn of the century (figure €./
There is substantial slatistical uncertainty surrounding
each estimate of the longer-run value of the neutral
real rate, as evidenced by the width of the 95 percent
{continued on next page)

7. The range of estimates is computed using published
values or values computed using the methodology from the
following studies: Marco Del Negro, Domenico Giannone,
Marc P, Giannoni, and Andrea Tambaloti (2017), “Safety,
Liquidity, and the Natural Rate of Interest” Brookings
FPapers on Econoric Activily, Speing, pp. 235-94, hitps2if

Bioiinns ad 10

delregrotetsp! Thpea.pdi; Kathryn Holston, Thomas Laubach,
and fobn C. Williams (2017}, "Measuring the Natural

Rate of Interest: International Trends and Dieterminants,”
Jousnal of Intesnational Econaenics, supp. 1, vol. 108

(May), pp. $59-75; Benjamin K. johannsen and Elmar
Mertens (2016), “The Expected Real Interest Rate inthe

Long Run: Time Series Evidence with the Effective Lower
Bound,” FEDS Notes (Washington: Board of Govemors
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Monetary Policy Rules continued)

uncertainty bands for the estimated values in the first
quarter of 2018 (figure D).

The longer-run normal level of the federal funds
rate under appropriate monetary policy—equal to
the sum of the neutral real interest rate in the longer
run and the FOMC's 2 percent inflation objective—is
‘one benchmark for evaluating the current stance
of monetary policy. Uncertainty about the longer-
run value of the neutral real interest rate leads to
uncertainty about how far the current federal funds
rate i from its longer-run nomal level. For the Taylor
(1993, balanced-approach, adjusted Taylor (1993), and
price-level rules, different estimates of the neutral real
intesest rate in the longer run translate one-or-one to
differences in the prescribed setting of the federal funds
rate. As a result, the substantial statistical uncertainty
accompanying estimates of Ihe neutral rate in the

C. Range of selected estimates for the neutral real federal
funds rate in the longer run
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longer run implies sut | uncertainty
the prescriptions of each policy rule. Fnllowlnglhe
prescriptions of a policy rule with an incorrect value of
the neutral rate could lead to poor economic outcomes.

If the longer-run value of the neutral real interest rate
is currently at the low end of the range of estimates,

of the Federal Reserve System, February 9), hrq;s!.\mw

the-expected-real-interest- ulumh&lmg-mmeum
evidence-with-the-effective-bower-bound- 20160209 himl;
Michael T, Kiley (2015}, *What Can the Data Tell Us about
the Equilibrium Real Interest Rate?” Finance and Economics
Discussion Series 2015-77 (Washinglon: Board of Governors
of the Federal Reserve System, September, hitpo/id.doi.
org10.17016FEDS.2015.077; Thoenas Laubach and John
C. Williams (2015}, “Measuring the Natural Rate of Interest
Redux,” Hutchins Center Working Paper 13 (Washinggon:
Brookings Institution, November), hitps:liwww.brookings.
edulvp-contentiuploads/201607/WP 5-Lavhach-Williams-
ratural-interest-rate-redu pdi; Kurt F. Lewis and Francisoo
Vazquez-Grande (2017), “Measuring the Natral Rate of
Interest: Alternative: Specifications,” Finance and Economi

Nert: The shodked bars &
18 Ntional Burea of Eevreimis Research.

Sounce: Foderal Reserve Boand staff cakubaions, along with referonces
Bistod i o pote 7.

then monetary policy is more likely to be constrained
by the lower bound on nominal interest rates in the
future, Historically, the FOMC has cut the federal
funds rate by 5 percentage points, on average, during
downturns in the economy. Cutting the federal funds
rate by this much in response to a future econamic
downturn may not be feasible if the neutral federal
funds rate is as low as most of the estimates suggest.
{continved)

Gewvernors of the Federal Reserve Systern, Junes, bt/

doi.org/10.17016/FEDS.2017.059; Thomas A, Lubik and

Chrigtian Matthes (2013}, 'Cal-:ulmg the MuraiRaneni

Interest: A Comnparison of Two Al

Fonomic Brif 15+10 (Richmand, Va.: Fedeal I'ﬂﬁmvelhnk

nf Richmond, October), htipsswwwrichmondied. oy medial
hieconomic_briel2015/

hmondiedonublicats

Discussion Series 2017-059 (Washingion: Board of

pelifeb_15-10.pd.
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D, Point estimates and uncertainty bands for newtral real rate in the longer run as of 2018:Q1

Study Puint estimate 95 percent inty band
Del Negro and others (2017) 13 (7.1}
Holston and others (2017) K3 (-2.5.3.7)
Joh and Mertens (2016) i (-1.3,25)
Kiley (2013) 4 (-6, 1.6)
Laubach and Williams (2015) : (-34,536)
Lewis and Vazquez-Grande (2017) 13 {530
Lubik and Matthes (2013) 10 (23,45)

Sovace: Fodera] Reserve Board staff calculations, along with refenenoes listod in box note 7,

As a result, it may not be feasible o provide the levels
of accommodation prescribed by many policy rules,
potentially leading to elevated unemployment and
inflation averaging below the Committee’s 2 percent
objective.” Rules that try to offset the cumulative
shortfall of accommodation posed by the lower bound
on nominal interest rates, such as the adjusted Taylor
(1993) rule, or make up the cumulative shortfall in

the level of prices, such as the price-level rle, are
intended to mitigate the effects of the lower bound

In the vears following the financial crisis, with the
federal funds rate close to zero, the FOMC recognized
that it would have limited scope to respond to an
unexpected weakening in the economy by lowering
short-term interest rates. This risk has, in recent years,
provided a sound rationale for following a more
gradual path of rate increases than that prescribed by
some policy rules. In these circumstances, increasing
the policy rate quickly in order to have reom to
cut rates during an economic downtumn could be

on the economy by providing more acc
than prescribed by rules that do not have these
makeup features.”

&, For funther discussion of these issues, see Michael T,
Kiley and John M. Roberts (20171, “Monetary Policy in a Low
Interest Rate World,” Brookings Papers on Econonic Acthity,
Spring, pp. 317-72, htpsadiwww,brookings.eduhvp-content/
uploads/2017/08Kileytextsp! Thpea pdf,

9. Economists have found that 3 “makeup” policy can
be the best response in theory when the palicy interest
fabe is constrained at zevo. See Ben 5. Bemanke (2017),
“Monetary Policy in a New Era,” paper presented at

c fuctive because it might make a downturn
more likely to happen.

Macroeconomic Policy,” a held at the
Peterson Institute for Intemational Economics, Washington,
October 12-13, hitps:fipiie. corsystem/iiles/documents!
bermanke201 7101 2paper.pdi; and Michael Woodford (1904,
“Commentary: How Should Monetary Policy Be Conducted
inan Era of Price Stability?™ in New Challenges for Monetary
Policy, lings of a symposi d by the Federal
Reserve Bank of Kansas City (Kansas City, Moz Federal
Reserve Bank of Kansas City) pp. 277-316, htipssfivww,
kansascityled.ong publications/researchescpsymposivms!
ep-1999.




42 PART 2: MONETARY POLICY

In the first quarter, the Open Market Desk

at the Federal Reserve Bank of New York,

as directed by the Committee, reinvested
principal payments from the Federal Reserve’s
holdings of Treasury securities maturing
during each calendar momth in excess of

$12 billion. The Desk also reinvested in agency
mortgage-backed securities (MBS) the amount
of principal payments from the Federal
Reserve’s holdings of agency debt and agency
MBS received during each calendar month in
excess of 88 billion. Over the second quarter,
payments of principal from maturing Treasury
securities and from the Federal Reserves
holdings of agency debt and agency MBS were
reinvested to the extent that they exceeded

518 billion and 512 billion, respectively. At

its meeting in June, the FOMC increased the
cap for Treasury securities to $24 billion and
the cap for agency debt and agency MBS

10 $16 billion, both effective in July. The
Committee has indicated that the caps for
Treasury securities and for agency securities
will increase to $30 billion and 520 billion per
month, respectively, in October. These terminal
caps will remain in place until the Committee
judges that the Federal Reserve is holding no
more securities than necessary to implement
monetary policy efficiently and effectively.

46, Federal Reserve assets and liabilities
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The implementation of the program has
proceeded smoothly without causing disruptive
price movements in Treasury and MBS
markets. As the caps have increased gradually
and predictably, the Federal Reserve’s total
assets have started to decrease, from about
S$4.4 trillion Tast October to about $4.3 trillion
at present, with holdings of Treasury securities
at approximately $2.4 trillion and holdings

of agency and agency MBS at approximately
S1.7 trillion (figure 46).

The Federal Reserve's implementation of
monetary policy has continued smoothly

To implement the FOMC decisions to raise
the target range for the federal funds rate in
March and June of 2018, the Federal Reserve
increased the rate of interest on excess reserves
(IOER) along with the interest rate offered

on overnight reverse repurchase agreements
(ON RRPs). Specifically, the Federal Reserve
increased the [OER rate to 13 percent and
the ON RRP offering rate to 1} percent in
March. In June, the Federal Reserve increased
the [OER rate to 1.95 percent—3 basis points
below the top of the target range—and the
ON RRP offering rate to 1% percent. In
addition, the Board of Governors approved

i
3
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Sounce: Fedoral Reserve Board, Statistical Release H4.1, "Factors Affecting Reserve Balances.™



a Y percentage point increase in the discount
rate (the primary credit rate) in both March
and June. Yields ona broad set of money
market instruments moved higher, roughly in
line with the federal funds rate, in response
to the FOMC's policy decisions in March
and June. Usage of the ON RRP facility

has declined, on net, since the turn of the
year, reflecting relatively attractive yields on
alternative investments.

The effective federal funds rate moved up
toward the IOER. rate in the months before
the June FOMC meeting and, therefore,
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was trading near the top of the target range.
At its June meeting, the Committee made a
small technical adjustment in its approach

to implementing monetary policy by setting
the IOER rate modestly below the top of the
target range for the federal funds rate. This
adjustment resulted in the effective federal
funds rate running closer to the middle of the
target range since mid-June. In an environment
of large reserve balances, the I0ER. rate has
been an essential policy tool for keeping the
federal funds rate within the target range set by
the FOMC (see the box “Interest on Reserves
and Its Importance for Monetary Policy”).
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Interest on Reserves and Its Importance for Monetary Policy

The financial crisis that began in 2007 triggered the
deepest recession in the United States since the Great
Depression. In response, the Federal Open Market
Commiltee (FOMC) cut its target for the federal funds
rate to nearly zero by late 2008. Other short-term
interest rates declined roughly in line with the federal
funds rate. Additional monetary stimulus was necessary
to address the significant economic downtum and
the associated downward pressure on inflation, The
FOMC undertook other monetary policy actions to
put downward pressure on longer-term interest rates,
including large-scale purchases of longer-term Treasury
securifies and agency-guaranteed morgage-backed
securities,

These policy actions made financial conditions more
accommodative and helped spur an economic recovery
that has become a long-lasting economic expansion.
The unemplayment rate has declined from 10 percent
o less than 4 percent over the course of the recovery
and expansion, and inflation has been low and fairly
stable. The FOMC's actions were critical to fostering
progress toward maximum employment and stable
prices—the statutory goals for the conduct of monetary
policy established by the Congress.

The Federal Reserve’s large-scale asset purchases
had the side effect of generating a sizable increase in
the supply of reserve balances, which are the balances
that banks maintain in their acoounts at the Federal
Reserve.’ From the onset of the financial crisis in
August 2007 until October 2014, when the FOMC
ended the last of its asset purchase programs, the
supply of reserve balances rose from about $15 billion
to about $2% trillion.” Reserve balances rose well
above the level necessary to meet reserve requirements,
thus swelling the quantity of excess reserves held by the
banking system.

1. All deposilory institutions fcommercial banks, saxings
banks, theit institutions, credit unions, and mest LS. branches.
and agencies of foreign banks) that maintain reserve balances
are eligible to eam interest on those balances. We refler to
these irstitutions as “hanks”

2, For a detailed discussion of how the changes in Federal
Reserve securities holdings affect the Federal Reserve’s
halance sheet and sectors of the U.S. econony, see Jane
thrig, Lawrence Mize, and Gretchen €. Weinbach 2017),
“Hanv Does the Fed Adjust lts Securities Holdings and Wha 1
Adfected?” Finance and Economics Discussion Series 2017-
(9% (Washingon: Buf:d olﬁmwn.ime Federal Reserve

System, P gonlecontes/
fedsfiles/2017099pap.pdf.

As the economic expansion continued and
unemployment declined—and with labor market
conditions projected to continue improving—the
FOMC decided that it would scale back policy
support by increasing the level of shortterm intesest
rates and by reducing the Federal Reserve's securities
holdings. To that end, the Commitiee began gradually
raising its target range for the federal funds rate in
December 2015. Later, in October 2017, it began
gradually reducing holdings of Treasury and agency
securities; this gradual reduction results in a decline in
the supply of reserve balances. The FOMC judged that
remaving monetary policy stimulus through this mix of
first raising the federal funds rate and then beginning
to shrink the balance sheet would best contribute to
achieving and maintaining maximum employment and
price stability without causing dislocations in financial
markets or institutions that could put the economic
expansion at risk.

Interest on reserves—the payment of interest on
balances held by banks in their accounts at the Federal
Reserve—has been an essential policy tool that has
permitted the FOMC to achieve a gradual increase in
the federal funds rate in combination with a gradual
reduction in the Fed's securities holdings and in the
supply of reserve balances.” Interest on reserves is a
maonetary policy tool used by all of the world’s major
central banks,

Interest on reserves is the principal tool the FOMC
uses to anchor the fedesal funds rate in the target range.
The federal funds rate, in turn, establishes an important
benchmark for the borrawing and lending decisions
in the banking sector (figure A). When the Federal
Reserve increases the target range for the federal funds
rate and the interest rate it pays on reserve balances,
banks bid up the rates in shot-term funding markets
1o levels consistent with those increases; rates in other
short-term funding markets—such as commercial
paper rates, Treasury bill rates, and rates on repurchase

{continved)

3, The Financial Services Regulatory Relied Act of 2006
austhorized the Federal Reserve Banks to pay interest on
balances held by or on behali of depository institutions 31
Federal Reserve Banks, subject to regulations of the Board of
Genemors, effective October 1, 2011, The effective date of this
autherity was changed to October 1, 2008, by the Emergency
Economic Stabilization Act of 2008, The Congress authorized
the payment of interest on feserves 1o help minimize the
incentives for costly reserve avoidance schemes and to provide
the Federal Reserve with a palicy tool that could be useiul for
moenetary policy implementation moee beoadly.
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A, Overnight money market rates

MONETARY POLICY REPORT: JULY 2018 45

B, Term money markel rates
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agreements—all tend to move higher as well (figure B).
This increase in the general level of short-term rates,
together with the expected future path of short-term
rates, then influences the level of other financial asset
prices and overall financial conditions in the economy.
Thus, changing the interest rate on reserves has proven
to be an effective tool for transmitting changes in the
FOMC’s target range for the federal funds rate to other
interest rates in the economy,

The rate of interest the Federal Reserve pays on
banks’ reserve balances is far lower than the rate that
banks can eam on alternative safle assets, including
most U.S. govemment or agency securities, municipal
securities, and loans to businesses and consumers.”
Indeed, the bank prime rate—the base rate that banks
use for loans to many of their customers—is currently
around 300 basis points above the level of interest on
reserves, Banks continue o find lending atiractive,
and bank lending has been expanding at a solid pace
since 2012, Households have begun to see interest
rates on retail depaosits rising as well. Moreover, the
configuration of interest rates implies that the retum
the Federal Reserve earns on its holdings of securities

4. The Congress’s authorization allows the Federal
Reserve 1o pay interest on deposits maintained by depository
institutions a1 a rate not 10 excesd the “general level of
shor-term interest rates.” The Federal Reserve Board's

Nore: The upper bond of the tasper range i he indenest on reserves rase
il Jun: 13, 2018, afler which it is 5 busis points higher.

Soumie: For US. Treasery bill, Deparment of G Teeawry: foe AL
fimancial commercial paper, inkevest on reserves, 2ad tpet range, Fderal
Reserve Bourd.

is higher than the interest it pays on reserve balances.
Each year, the Federal Reserve remits its eamings—
that is, its income net of expenses—to the Treasury
Department; in 2017, remittances totaled more than
$80 billion,

Had the Federal Reserve not been able to pay
interest on reserve balances at the same time that
excess reserves in the banking system were large, it
would not have been able to gradually raise the federal
funds rate and other short-term interest rates while
reserve balances were abundant; the FOMC would
hiwe had to take a different approach to scaling back
maonetary policy accommedation. This approach likely
would have involved a rapid and sizable reduction
in the Federal Reserve’s securities holdings in arder
to put sufficient upward pressure on interest rates,

(continued on next page)

lation D defines short-term interest rates for the purposes
of this autheity a5 “rates on obligations with maturities of
no maee than one year, such as the primary credit rate and
rates on temn federal fuads, term repurchase agreements,
commercial paper, term Eurodollar deposizs, and other similar
instruments,” The rate of interest on resenves has been well
within a range of short-term interedt rates as defined in Board
regulations. For current fates on a number of short-tem money
marked instruments, see Board of Governors of the federal
Reserve System, Sitisical Release H.15, “Selected Interest

Rates,” i icusrent.
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Interest on Reserves continued)

Getting the pace of asset sales just right for achieving
the Federal Reserve’s objectives would have been
extremely challenging, Such an appeoach to removing
accommodation would have run the risk of disrupting
financial markets, with adverse effects on the economy.

Indeed, as observed during the early summer of
2013, market reactions 1o changes in the outlook for
the Federal Reserve’s haldings of long-temm securities
can have outsized effects in bond markets. At that time,
FOMC communications that pointed te the eventual
cessation of asset purchases seemed to alarm investors
and reportedly contributed to a rise in longer-term rates
of 150 basis points aver just a few months. That rise in
rates quickly pushed up the cost of mongage credit and
rates on other forms of borrowing for households and
businesses,

Thus, Federal Reserve policymakers judged that
the best strategy for adjusting the stance of monetary
policy would be radual increases in the target range
for the federal funds rate, supplemented later on by
gradual reductions in the Federal Reserve’s securities
holdings. The ongoing, pradual reduction in the Federal
Reserve's securities holdings that the FOMC set in
molion in 2017 will bring the level of reserve balances
down substantially over the next few years. The size
of reserves that banks eventually want to hold will
reflect balances held to meet reserve requirements and
payments needs as well as balances held to address
regulatory and structural changes in the banking system
since the financial crisis.” Although the level of reserve
balances that banks will eventually want to hold is not

5. For a discussion of the changes in the banking system
since the financial crisis and their potential effects on the
demand for reserve balances, see Randal K. Quarles (2018),
“Liguidity Regulation and the Size of the Fed’s Balance Sheet,”
speech defivered at “Currencies, Capital, and Central Bank
Balances: A Policy Conderence,” Hoover Institution, Stanford
University, Stanfoed, Calif,, May 4, https:twww federalresene.
govinewsevents'speechiquarles20180504a.mm.

yet known, that level is likely to be much lower than it
is today, though appreciably higher than it was before
the crigis." In addition, the amount of U.S. currency—
Federal Reserve notes—that people in the United States
and elsewhere want to hold has increased substantially
since the crisis. If banks want to hold more resenve
balances and the public wants to hold more U.S.
currency than before the crisis, the Federal Reserve will
need to supply the reserves and cumrency, so the Federal
Reserve's securities holdings also will have to be larger
than before the financial ¢risis.”

Interest on reserves will remain an important policy
tool for keeping the federal funds rate within the target
range set by the FOMC and thus managing the level of
short-term interest rates, even as the ongoing reduction
in the Federal Reserve’s securities holdings generates a
gradual decline in the amount of reserve balances on
which the Federal Reserve pays interest. In June 2018,
the Federal Reserve made a small technical adjustment
to de-link the rate of interest on reserves from the top
of the Committee’s target range for the federal funds
rate. At the June 2018 FOMC meeting, the Committee
increased the federal funds target range by 25 basis
points, while the rate of interest on reserve balances
was increased by 20 basis points. This change is
intended to ensure that the federal funds rate continues
to trade well within the Committee’s target range. The
spread between the effective federal funds rate and the
rate of interest on reserves could continue to narow
aver lime as the Federal Reserve's securities holdings
and the supply of reserve balances gradually decline.

6, Uncestainty about the evenlual level of resenve balances
is anothver reason that the FOMC has been reducing the
Federal Reserve’s holdings of securities, and the supply of
resenve balances, gradually:

7. Currency grows roughly in line with nominal gross
domestic product, In December 2008, currency in circelation
was around $850 billion, compated with $1.6 trillion at the
end of june 2016,
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SummaRry oF EcoNOMIC PROJECTIONS

The following material appeared as an addendum to the minutes of the june 12-13, 2018,

meeting of the federal Open Market Committee.

In conjunction with the Federal Open

Market Committee (FOMC) meeting held

on June 12-13, 2018, meeting participants
submitted their projections of the most likely
outcomes for real gross domestic product
(GDP) growth, the unemployment rate, and
inflation for each year from 2018 to 2020

and over the longer run."” Each participant’s
projections were based on information
available at the time of the meeting, together
with his or her assessment of appropriate
monetary policy—including a path for the
federal funds rate and its longer-run value—
and assumptions about other factors likely

to affect economic outcomes. The longer-

run projections represent each participant’s
assessment of the value to which each variable
would be expected to converge, over time,
under appropriate monetary policy and in the
absence of further shocks to the economy.™
“Appropriate monetary policy” is defined as
the future path of policy that each participant
deems most likely to foster outcomes for
economic activity and inflation that best
satisfy his or her individual interpretation of
the statutory mandate to promote maximum
employment and price stability.

All participants who submitted longer-run
projections expected that, in 2018, real GDP
would expand at a pace exceeding their
individual estimates of the longer-run growth
rate of real GDP. Participants generally saw
real GDP growth moderating somewhat in
each of the following two years but remaining
above their estimates of the longer-run rate,

17. Three members of the Board of Governors were in
office at the time of the June 2018 meeting.

1$. One participant did not submit longer-run
projections for real GDP growth, the unemployment rate,
or the federal funds rate.

All participants who submitted longer-run
projections expected that, throughout the
projection period, the unemployment rate
would run below their estimates of its longer-
run level. All participants projected that
inflation, as measured by the four-quarter
percentage change in the price index for
personal consumption expenditures (PCE),
would run at or slightly above the Committee’s
2 percent objective by the end of 2018 and
remain roughly flat through 2020. Compared
with the Summary of Ecanomic Projections
(SEP) from March, most participants slightly
marked up their projections of real GDP
growth in 2018 and somewhat lowered their
projections for the unemployment rate from
2018 through 2020; participants indicated

that these revisions reflected, in large part,
strength in incoming data. A large majority of
participants made slight upward adjustments
to their projections of inflation in 2018.

Table 1 and figure 1 provide summary statistics
for the projections.

As shown in figure 2, participants generally
continued to expect that the evolution of

the economy relative to their objectives

of maximum employment and 2 percent
inflation would likely warrant further gradual
increases in the federal funds rate. The central
tendencies of participants” projections of the
federal funds rate for both 2018 and 2019
were roughly unchanged, but the medians

for both years were 25 basis points higher
relative to March. Nearly all participants who
submitted longer-run projections expected
that, during part of the projection period,
evolving economic conditions would make it
appropriate for the federal funds rate to move
somewhat above their estimates of its longer-
run level.
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Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents,

under their individual of projcted appropriate monetary policy, June 2018
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In general, participants continued 1o view
the uncertainty attached to their economic
projections as broadly similar to the
average of the past 20 years. As in March,
most participants judged the risks around
their projections for real GDP growth, the
unemployment rate, and inflation to be
broadly balanced.

The Outlook for Economic Activity

The median of participants’ projections for
the growth rate of real GDP, conditional on
their individual assessments of appropriate
monetary policy. was 2.8 percent for this year
and 2.4 percent for next year. The median

was 2.0 percent for 2020, a touch above the
median projection of longer-run growth, Most
participants continued to cite fiscal policy as

a driver of strong economic activity over the
next couple of years. Many participants also

mentioned accommodative monetary policy
and financial conditions, strength in the global
outlook, continued mementum in the labor
market, or positive readings on business and
consumer sentiment as important factors
shaping the economic outlook. Compared with
the March SEP, the median of participants’
projections for the rate of real GDP growth
was 0.1 percentage point higher for this year
and unchanged for the next two years.

Almost all participants expected the
unemployment rate o decline somewhat
further over the projection period. The
median of participants’ projections for the
unemployment rate was 3.6 percent for the
final quarter of this year and 3.5 percent

for the final quarters of 2019 and 2020. The
median of participants’ estimates of the
longer-run unemployment rate was unchanged
at 4.3 percent.
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Figure 1. Medians, centeal tendencies, and ranges of economic projections, 2018-20:and over the longer run
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Figure 2. FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range or target level

for the federal funds rate
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Figures 3.A and 3.B show the distributions of
participants’ projections for real GDP growth
and the unemployment rate from 2018 to 2020
and over the longer run. The distribution of
individual projections for real GDP growth
this year shifted up noticeably from that in the
March SEP. By contrast, the distributions of
projected real GDP growth in 2019 and 2020
and over the longer run were little changed.
The distributions of individual projections for
the unemployment rate in 2018 to 2020
shifted down relative to the distributions

in March, while the downward shift in the
distribution of longer-run projections was
very modest.

The Outlook for Inflation

The medians of’ participants’ projections for
total and core PCE price inflation in 2018 were
2.1 percent and 2.0 percent, respectively, and
the median for each measure was 2.1 percent
in 2019 and 2020. Compared with the March
SEP, the medians of participants’ projections
for total PCE price inflation for this year and
next were revised up slightly. Some participants
pointed to incoming data on energy prices

as a reason for their upward revisions. The
median of participants’ forecasts for core PCE
price inflation was up a touch for this year and
unchanged for subsequent years,



198

Figures 3.C and 3.D provide information on
the distributions of participants’ views about
the outlook for inflation. The distributions
of both total and core PCE price inflation
for 2018 shifted to the right refative to the
distributions in March. The distributions of
projected inflation in 2019, 2020, and over
the longer run were roughly unchanged.
Participants generally expected each measure
to be at or slightly above 2 percent in

2019 and 2020.

Appropriate Monefary Policy

Figure 3.E provides the distribution of
participants’ judgments regarding the
appropriate target—or midpoint of the target
range—for the federal funds rate at the end
of each year from 2018 to 2020 and over the
longer run, The distributions of projected
policy rates through 2020 shifted modestly
higher, consistent with the revisions to
participants’ projections of real GDP growth,
the unemployment rate, and inflation. As

in their March projections, a large majority
of participants anticipated that evolving
economic conditions would likely warrant
the equivalent of a total of either three or
four increases of 23 basis points in the target
range for the federal funds rate over 2018.
There was a slight reduction in the dispersion
of participants’ views, with no participant
regarding the appropriate target at the end of
the year to be below 1.88 percent. For each
subsequent year, the dispersion of participants’
year-end projections was somewhat smaller
than that in the March SEP.

The medians of participants’ projections

of the federal funds rate rose gradually to

2.4 percent at the end of this year, 3.1 percent
at the end of 2019, and 3.4 percent at the end
of 2020. The median of participants’ longer-
run estimates, at 2.9 percent, was unchanged
relative to the March SEP.

In discussing their projections, many
participants continued to express the view
that the appropriate trajectory of the federal
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funds rate over the next few years would
likely involve gradual increases. This view
was predicated on several factors, including a
judgment that a gradual path of policy firming
likely would appropriately balance the risks
associated with, among other considerations,
the possibilitics that U.S. fiscal policy could
have larger or more persistent positive effects
on real activity and that shifts in trade policy
or developments abroad could weigh on

the expansion. As always, the appropriale
path of the federal funds rate would depend
on evolving economic conditions and their
implications for participants’ economic
outlooks and assessments of risks.

Uncertainty and Risks

In assessing the path for the federal funds rate
that, in their view, is likely to be appropriate,
FOMC participants take account of the range
of possible economic outcomes, the likelihood
of those outcomes, and the potential benefits
and costs should they oceur. Asa reference,
table 2 provides measures of forecast
uncertainty, based on the forecast errors of
various private and government forecasts

over the past 20 vears. for real GDP growth,
the unemployment rate, and total PCE price
inflation. Those measures are represented
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Figure 3.A. Distribution of participants’ projections for the change in real GDP, 2018-20 and over the longer run
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Figure 3.B. Distribution of participants’ projections for the unemployment rate, 2018-20 and over the longer run
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Figure 3.C. Distribution of participants” projections for PCE inflation, 2018-20 and over the longer run
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Figure 3.D. Distribution of participants’ projections for core PCE inflation, 2018-20
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Figure .E. Distibution of participants jud

[ the midpoint of the appropriate target range for the federal

funds rate or the appropriate target level for the federal funds rate, 2018-20 and over the longer run
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graphically in the “fan charts” shown in

the top panels of figures 4.A, 4.B, and 4.C.
The fan charts display the median SEP
projections for the three variables surrounded
by symmetric confidence intervals derived
from the forecast errors reported in table 2.

If the degree of uncertainty attending these
projections is similar to the typical magnitude
of past forecast errors and the risks around the
projections are broadly balanced, then future
outcomes of these variables would have about
a 70 percent probability of being within these
confidence intervals. For all three variables,
this measure of uncertainty is substantial and
generally increases as the forecast horizon
lengthens.

Participants’ assessments of the level of
uncertainty surrounding their individual
economic projections are shown in the
battom-left panels of figures 4.A, 4.8,

and 4.C. Nearly all participants viewed

the degree of uncertainty attached to their
economic projections for real GDP growth,
the unemployment rate, and inflation as
broadly similar to the average of the past
20 years, a view that was essentially unchanged
from March.”

Because the fan charts are constructed to be
symmetric around the median projections,
they do not reflect any asymmetries in the
balance of risks that participants may see

in their ic projections. Particip
assessments of the balance of risks to their
economic projections are shown in the
bottom-right panels of figures 4.A, 4.8, and
4.C. Most participants judged the risks to
their projections of real GDP growth, the
unemployment rate, total inflation, and core
inflation as broadly balanced—in other words,
as broadly consistent with a symmetric fan
chart. Compared with March, even more

19. Atthe end of this summary, the box “Forecast
Uncertainty” discusses the sources and interpretation
of inty ding the economic fi
explains the approach used to assess the uncertainty and
risks attending the participants’ projections.

i
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participants saw the risks to their projections
as broadly balanced. Specifically, for GDP
growth, only one participant viewed the risks
as tilted to the downside, and the number of
participants who viewed the risks as tilted

to the upside dropped from four to two.

For the unemployment rate, the number of
participants who saw the risks as tilted toward
low readings dropped from four to two. For
inflation, all but one participant judged the
risks to either total or core PCE price inflation
as broadly balanced.

In discussing the uncertainty and risks
surrounding their projections, several
participants continued to point to fiscal
developments as a source of upside risk,
many participants cited developments related
to trade policy as posing downside risks to
their growth forecasts, and a few participants
also pointed to political developments in
Europe or the global outlook more generally
as downside-risk factors. A few participants
noted that the appreciation of the dollar
posed downside risks to the inflation outlook.
A few participants also noted the risk of
inflation moving higher than anticipated as the
unemployment rate falls,

Participants” assessments of the appropriate
future path of the federal funds rate were also
subject to considerable uncertainty. Because
the Committee adjusts the federal funds

rate in response to actual and prospective
developments over time in real GDP growth,
the unemployment rate, and inflation,
uncertainty surrounding the projected path
for the federal funds rate importantly reflects
the uncertainties about the paths for those
key economic variables, Figure 5 provides a
graphical representation of this uncertainty,
plotting the median SEP projection for the
federal funds rate surrounded by confidence
intervals derived from the results presented

in table 2. As with the macroeconomic
variables, forecast uncertainty surrounding the
appropriate path of the federal funds rate is
substantial and increases for longer horizons.
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Figure 4.A. Uncertainty and risks in projections of GDP growth
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Figure 4.B. Uncertainty and risks in projections of the I rate
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Figure 4.C. Uncertainty and risks in projections of PCE inflation
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Figure 5. Uncertainty in projections of the federal funds rate

Median projection and confidence interval based on historical forecast errors

Peroent
Fderal funds rate
= Midpoint of target range —%
-Mdnnol’mp_uw

2013 4 2015 2016 o7 2018 009 201

Nore: The bluc and red lines are bastd on actual values and median projected valuss, respoctively, of the Committoe’ target for
the federal funds rate al the end of the year indicated. The actual values arc the midpoint of the target sange: the modian projectod
\'dln.‘\s:lm Imodonu!'h:(lhc midpoint of thetarget range or the target kevel. The confidence interval around the median projected

d errors of variows private and forecasts made oner the previous 2 years The
confidence interval is not smulymmmm]h ﬂv:pmpmm:‘nrlh:l‘edml lmmc pnmn]; bemmmmwmwm
not forevasts of the Bikeliest mcumcsmﬁnkdmll'undsmc.bu: mlm

w..,_ShilI historical forocast T d the uncertainty arourd the future pulhol‘lhe
foderd I'mdsmegcnml.edw inty aboul the ic variables as well as additional adj monetary
pohn‘ll!al may be appropriate to offset the effects of shocks to the coonomy.
tobe when it is truncatod at rero—the botiom of the bowest tanget Fange

fullhcl'ndcm[l‘undsmnhal has been adopied in the past b; the Committee This truncation would not be intended to indicate
the likelibood of the u»ofnegmw interest rates o peovide additional monetary policy accommodation if doing so was judged
appropriate. In such situations, the Committee could also cmploy other tools, including forward guidance and lange-scale asset
wrduscs. 1o provide additional ammudauun Bowusc wmlwnﬁﬂmsmﬂdlﬂ'ﬂ from thoss that prevailed, on verage,

20 years, the widih and d on the basis of the historical Forocast errors
mynol mlloct FOMC participants”current a of the inty and risks anound their
o 'ﬂ:mﬁdtwmlm:] isderived Frunl'wmsl.wﬂh:mwhﬂofs’umluw wmmmlkfmﬂhqm«d’ Ih.‘}wl
indicated; more i these data Tessabana 70

interval if thy denee imterval has b dat zero.




209

62 PART 3: SUMMARY OF ECONOMIC PROJECTIONS

Forecast Uncertainty

The economic projections provided by the members of
the Board of Governors and the presidents of the Federal
Reserve Banks inform discussions of monetary policy
among policymakers and can aid public understanding
of the basis for policy actions. Considerable uncertainty
attends these projections, however. The economic and
statistical models and relationships used to help produce
ecanomic forecasts are necessarily imperect descriplions
of the real world, and the future path of the economy
can be affected by myriad unforeseen developments and
exents, Thus, in setting the stance of monetary policy,
participants consider not only what appears to be the
most likely economic outcome as embodied in their

in the bottom-left panels of those figures. Participants
also provide judgments as to whether the risks to their
projections are weighted to the upside, are weighted to
the downside, or are broadly balanced, That is, while the
symmetric historical fan chants shown in the top panels of
figures 4.A through 4.C imply that the risks to participants’
projections are balanced, participants may judge that
there is a greater risk that a given variable will be above
rather than below their projections. These judgments
are summarized in the lowerright panels of figures 4.4
through 4.C.

As with real activity and inflation, the outlook for
the future path of the federal funds rate is subject to

projections, but also the range of ive p
the likelihood of their occurring, and the patential costs to
the economy should they occur,

Table 2 cummarizes the average historical accuracy
of a range of forecasts, including those reported in past
Monetary Policy Reports and those prepared by the
Federal Reserve Board's staff in advance of meetings of the
Federal Open Market Committee (FOMC). The projection
extor ranges shown in the table illustrate the considerable
uncertainty associated with economic forecasts. For
example, suppose a participant projects that real gross
domestc product (GOP) and total consumer prices will
rise steadily at annual rates of, respectively, 3 percent and
2 percent. i the uncertainty attending those projections
is similar to that experienced in the past and the risks
around the projections are broadly balanced, the numbers
reported in table 2 would imply a probability of about

considerable yncertainty. This uncertainty arises primarily
because each participant’ of i
stance of monetary policy depends importantly on

the evolution of real activity and inflation over time. If
economic conditions evolve in an unexpected manner,
then assessments of the appropriate setfing of the federal
funds rate would change from that point forward, The
final line in table 2 shows the error ranges for forecasts of
short-term interest rates. They suggest that the historical
confidence intervals associated with projections of the
federal funds rate are quite wide. It should be noted,
however, that these confidence intervals are not strictly
consistent with the projections for the federal funds

rate, as these projections are not forecasts of the most
likely quarterly outcomes but rather are projections

of participants' individual of appropri

70 percent that actual GDP would expand within a range
of 1.7 to 4.3 percent in the current year, 1.0 to 5.0 percent
in the second year, and 0.9t 5.1 percent in the third
year. The cormesponding 70 percent conf intervals
for overall inflation would be 1.3 to 2.7 percent in the
current year and 1.0 to 3.0 percent in the second and third
years, Figures 4.A through 4.C illustrate these confidence
bounds in *fan charts” that are symmetric and centered on
the medians of FOMC participanis” projections for GDP
growth, the unemployment rate, and inflation. However,
in some instances, the risks around the projections may
not be symmetric. In particular, the unemployment rate
cannot be negative; funthermore, the risks around a
particular projection might be tilted to either the upside or
the downside, in which case the comesponding fan chart
would be asymmetrically positioned around the median
projection.

Because cument conditions may differ from those that
prevailed, on average, over history, participants provide
judgments.as to whether the uncertainty attached to
their projections of each economic variable is greater
than, smaller than, or broadly similar to typical levels
of forecast uncedainty seen in the past 20 years, as
presented in table 2 and reflected in the widths of the
confidence intervals shown in the top panels of figures
4.A through 4.C. Participants’ current assessments of the
uncertainty surrounding their projections are summarized

y policy and are on an end-of-year basis.
However, the forecast emrors should provide a sense of the
uncertainty around the future path of the federal funds rate
generated by the uncertainty about the macroeconomic
variables as well as additional adjustments to monetary
policy that would be appropriate to offset the effects of
shocks to the economy.

If at some point in the future the confidence interval
around the federal funds rate were to extend below zero,
it would be truncated at zero for purposes of the fan chart
shown in figure 5; zero is the bottom of the lowest target
range for the fedleral funds rate that has been adapted
by the Committee in the past. This approach to the
construction of the fedesal funds rate fan chart would be
merely a convention; it would not have any implications
for possible future policy decisions regarding the use of
negative interest rates to provide additional monetary
policy accommaodation if doing so were appropriate. In
such situations, the Committee could also employ other
toals, including forward guidance and asset purchases, to
provide additional accommodation,

While figures 4.A through 4.C provide information on
the uncertainty around the economic projections, figure 1
provides information on the range of views across FOMC
participants. A comparison of figure 1 with figures 4.
through 4.C shows that the dispersion of the projections
across participants is much smaller than the average
forecast emors over the past 20 years,
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ABBREVIATIONS

AFE advanced foreign economy

BBA Bipartisan Budget Act of 2018

BLS Bureau of Labor Statistics

C&l commercial and industrial

Desk Open Market Desk at the Federal Reserve Bank of New York
DPI disposable personal income

ECB European Central Bank

EME emerging market economy

FOMC Federal Open Market Committee; also, the Committee
GDP gross domestic product

I0ER interest on excess reserves

JOLTS Job Openings and Labor Turnover Survey

LFPR labor force participation rate

MBS mortgage-backed securities

Michigan survey
018

ONRRP

PCE

SEP

SLOOS

S&P

TCIA

TIPS

VIX

University of Michigan Surveys of Consumers
overnight index swap

overnight reverse repurchase agreement
personal consumption expenditures

Summary of Economic Projections

Senior Loan Officer Opinion Survey on Bank Lending Practices

Standard & Poor’s

Tax Cuts and Jobs Act

Treasury Inflation-Protected Securities
implied volatility for the S&P 500 index
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ARTICLE SUBMITTED BY SENATOR BROWN

Bhe New Pork Bimes

Paychecks Lag as Profits Soar, and
Prices Erode Wage Gains

By Patricia Cohen

July 13,2018

Corporate profits have rarely swept up a bigger share of the nation’s wealth, and -
workers have rarely shared a smaller one.

The lopsided split is especially pronounced given how low the official unemployment
rate has sunk. Throughout the recession and much of its aftermath, when many
Americans were grateful to receive a paycheck instead of a pink slip, jobs and raises

* were in short supply. Now, complaints of labor shortages are as common as tweets. For
the first time in a long while, workers have some leverage to push for more.

Yet many are far from making up all the lost ground. Hourly earnings have moved
forward at a crawl, with higher prices giving workers less buying power than they had
last summer, Last-minute scheduling, no-poaching and noncompete clauses, and the use
of independent contractors are popular tactics that put workers at a disadvantage.
Threats to move operations overseas, where labor is cheaper, continue to loom,

And in the background, the nation’s central bankers stand poised to raise interest rates
and deliberately rein in growth if wages climb too rapidly.

Workers, understandably, are asking whether they are getting a raw deal.

“Sure, you can get a job slinging hamburgers somewhere or working in a warehouse,”
said Christina Jones, 53, of Mobile, Ala, Ms. Jones spent eight months searching for a job
with living wages and benefits, after being laid off from a paper company where she had
worked for nearly 13 years. Dozens of interviews later, she landed work last month at a
concrete crushing company as an accounts payable clerk for $14 an hour — two-thirds
her previous salary. '
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“You hear, ‘Oh, the unemployment rate is as low as it's ever been,” Ms. Jones said, but
“it was discouraging.”

Businesses have been more successful at regaining losses from the downturn. Since the
recession ended in 2009, corporate profits have grown at an annualized rate of 6.5
percent. Several sectors have done much better. On Friday, for example, banks like
JPMorgan Chase and Citigroup reported outsize double-digit earnings in the second
quarter.

Yearly wage growth has yet to hit 3 percent. And when it does, the Federal Reserve —
which has a mandate to keep inflation under control even as it is supposed to maximize
employment — can be expected to tap the brakes.

Labor’s Declining Share

Workers’ paychecks account for much less of the nation’s total income since the last recession,
and the profits of businesses account for more.

Employee pay 25 2 share of national income

RECESSIONS
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Corporate profits s a share of national income
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Source: Bureau of Economic Statistics | By The New York Times

As Fed policymakers have explained, allowing the economy to run too hot “could lead
eventually to a significant economic downturn.” And persistent wage increases, unlike
growing profit margins, are considered a signal that the heat is on.

The bank's primary method of cooling the economy is to dampen spending and investing
by raising interest rates and making it more expensive to borrow money — an antidote
that could hurt profits in some sectors as well as trim payrolls. The thinking goes like
this: Better to inflict some pain now, in the form of higher joblessness and sluggish wage
growth, than to allow more pain later.

After keeping benchmark interest rates at near-zero levels during the recession, the Fed
has been gradually nudging them up. So far this year, it has raised rates twice.

With tariffs piling up and potentially pushing prices higher, odds are that the Fed will
push through two more increases before 2018 ends. The Labor Department reported this
week that one inflation measure, the Consumer Price Index, had increased 2.9 percent in
12 months — the highest level in six years.

Discomfort with a tight labor market and growing worker bargaining power is to some
degree baked into the Fed's makeup. Pressure to raise wages during expansions will
inevitably be seen as precursors to insidious inflationary pressure.

The conventional wisdom that higher wages inevitably lead to higher prices, however, is
flimsy, some economists argue.

“It theoretically makes sense,” Michael R. Strain, an economist at the conservative
American Enterprise Institute, said of the link between wage increases and inflation,
“but empirically, it's increasingly difficult to find a real strong link.”

A study by the Federal Reserve Bank of Cleveland, for example, concluded that “the
connections among wages, prices, and economic activity are more akin to a tangled web
than a straight line,” and that “the ability of wages to help predict future inflation is
limited.”
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Atight labor market should give workers some leverage to push for higher wages, but hourly earnings have
moved forward at a crawl. Christie Hemm Klok for The New York Times

Regardless, there is plenty of evidence that workers have yet to receive their fair share
of this most recent expansion — or even the previgus one.

Since the century’s start, labor’s share of the nation’s income has sunk to the lowest
levels in decades.

In 2000, when the jobless rate last fell below 4 percent, corporations pulled in 8.3 percent
of the nation’s total income in the form of profits; wages and salaries across the entire
work force accounted for roughly 66 percent.

Now, the jobless rate is again fluttering below 4 percent. But corporate profits account
for 13.2 percent of the nation’s income. Workers’ compensation has fallen to 62 percent.
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If workers’ share had not shrunk, they would have had an additional $532 billion, or
about $3,400 each, said Jared Bernstein, an economic adviser to former Vice President
Joseph R. Biden Jr. And at this point in the recovery, shifting some of those corporate
profits to workers would have no effect on inflation, he noted.

In the tug of war between workers and investors, Americans living on a paycheck have
seldom been left with a shorter end of the rope.

Fredy Amador has spent years working for various temporary help agencies, packing
boxes of baby clothes, quality-checking packages of popcorn and doing other work at
warehouses across the Chicago area. Despite what he says are frequent promises of
permanent work, he has never been able to escape temp status.

Recently, his situation got worse, He used to receive holidays and paid vacations, he
said, but the agency that offered them lost its contract to another firm that did not.
“They want to avoid all the benefits,” said Mr, Amador.

Mr. Amador, 34, said he earns $12 an hour, far less than the $20 an hour or more earned
by permanent employees doing similar work. For extra money, he drives for the ride-
hailing service Lyft on the weekends, “Even if you have really good skills, you have to
start as a temp,” said Mr, Amador, who moved to the United States from Honduras 12
years ago. “They never give you an opportunity to move on.”

Economists have offered various explanations for why workers are not doing better: the
steady weakening of labor unions, the ability of American companies to find cheaper
labor abroad or automate further, piddling productivity growth and the rise of superstar
companies that are extremely efficient with a relatively small labor force.

The recent tax overhaul has further pumped up corporate earnings. Promises that lower
tax bills for businesses would translate into higher wages have yet to materialize.
Higher gas and medical care costs have eaten away at whatever gains most workers
have made.
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Nor are those extra profits going into business expansion. Since the first of the year,
American companies including Apple, Wells Fargo and McDonald's have announced
nearly $680 billion in buybacks of their own stock, according to the research firm
TrimTabs. In essence, they are directing a majority of the windfall to investors and chief
executives, who tend to have large stock-based compensation packages.

Profits are also financing foreign mergers and acquisitions. “A lot of U.S. businesses are
looking abroad to see what they can buy,” said Jason Gerlis, managing director of TMF
Group U.S.A,, a global consulting firm, “because it’s easier to finance or capitalize
offshore.”

The reason is a change in the tax law that limited interest deductibility on domestic
investments, but not on those abroad, International deals in the first half of 2018 nearly
doubled compared with the same period last year.

The United States may be leading other big industrialized countries in economic growth,
but its labor force does not fare well in comparison. American workers' share of their
country’s total output fell much sharper and faster than the average reported by the
Organization for Economic Cooperation and Development, The United States also had a
larger proportion of low-wage workers than nearly every other member.

When the economy was struggling, employers became accustomed to inboxes flooded
with résumés and snaking lines of eager applicants. Many may have forgotten, or never
learned how, to compete for workers,

When it comes to complaints of a labor shortage, as Neel Kashkari, president of the
Minneapolis Fed, has said: “If yow're not raising wages, then it just sounds like
whining.”

Follow Patricia Cohen on Twitter: @PatcohenNYT,

Ben Casselman contributed reporting.

Aversion of this article appears in print on July 14, 2018, on Page A1 of the New York edition with the headline: Profits Swell, But Laborers See No
Relief
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