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Transcript of the Federal Open Market Committee Meeting on
July 26-27, 2016

July 26 Session
CHAIR YELLEN. Okay. We are all a couple of minutes early, but it looks like we’re
ready to get going. Today’s meeting, as usual, will be a joint meeting between the FOMC and
the Board of Governors. So I need a motion to close the Board meeting.
MR. FISCHER. So moved.
CHAIR YELLEN. Thank you. Okay. We’re going to begin with our first topic, “Long-

Run Framework for Monetary Policy Implementation,” and let me ask Simon to start us off on

this.

MR. POTTER.! Thank you, Madam Chair. We will be referring to the materials
titled “Long-Run Framework for Monetary Policy Implementation.”

The briefing today summarizes the work of three foundational workgroups on the
foreign experience, lessons from the crisis, and money markets that was distributed to
the Committee over the past few weeks. As you know, this is a System-wide effort
with important contributions from a number of divisions of the Board and all of the
Reserve Banks. Today, in addition to the presenters at the table—Brian Doyle, David
Altig, and Beth Klee—we have Patricia Zobel, Ed Nosal, and Susan McLaughlin
seated behind us, who were the co-leads for these presenters. They’ll also be
available to answer questions.

In slide 3 of your rather thick presentation package, you can see the key goals of
the project that were agreed to almost one year ago. These goals have obviously been
influenced by the experience of advanced-economy central banks over the past
10 years or so. The foundational workgroups were designed to put this experience
into a structure that will feed into the two framework workgroups, which are focused
on interest rate targets, operating regimes, and the balance sheet. Our current plan is
for the framework workgroups to present their findings at the November meeting.
The feedback that you will provide today and in November will inform the staff’s
work on evaluating comprehensive frameworks that will be presented to the
Committee further down the road.

The next slide shows an additional set of objectives for alternative operating
frameworks. Objective 2 on promoting efficient, effective, and resilient money

! The materials used by Messrs. Potter, Doyle, and Altig and Mses. Klee and Remache are appended to this
transcript (appendix 1).
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markets will be an important focus of the presentation today. As also noted on this
slide, the Committee’s normalization principles and plans provide an additional set of
criteria when it comes to the size and composition of the SOMA portfolio. Brian will
now present on the foreign experience.

MR. DOYLE. Thank you, Simon. To start our presentations, I’m going to talk
about monetary policy implementation elsewhere in the world. The foreign
experience workgroup, co-led by Patricia Zobel of the Federal Reserve Bank of New
York, primarily surveyed the experience of nine advanced-economy central banks.
As noted on slide 6, this survey included how central banks implemented policy
before the crisis, how the frameworks evolved since then, and some of the rationale
for those frameworks. In my limited time, I will just touch on some of the highlights
from the memorandum that was circulated earlier.

As shown in your next slide, there is one finding that is perhaps useful to state
right off the bat. We don’t see dramatic differences in most central banks’ ability to
control short-term money market rates or to transmit effects of monetary policy out to
longer-term interest rates. However, the wide variety of frameworks represents
choices that central banks have made regarding how to achieve that control. And a
better understanding of these choices may be helpful, as they reflect decisions that
these central banks made regarding tradeoffs along other dimensions.

What are the primary differences in these frameworks? First, as noted in the first
row of the table in slide 8, before the crisis, nearly all advanced-economy central
banks communicated monetary policy with an overnight interest rate. But what that
rate was varied some. A few central banks, like the Federal Reserve, used a target for
a market rate. Many others used an administered rate—that is, a rate pertaining to
some operation that they themselves set. Even in these latter cases, central banks
often made reference to a market rate. The market rates were usually unsecured rates.
Inn a couple of cases, however, they were secured rates.

As shown in your next slide, how central banks controlled money market rates
also varied. Before the crisis, most used “corridor” regimes, supplying reserves to
meet banks’ demand at the policy rate and generally using lending and deposit
facilities to create a ceiling and a floor. Within this group, most central banks had
some form of reserve requirements to foster a stable demand for reserves. A few
central banks used “floor” regimes, providing sufficient liquidity for market rates to
trade near the rate of interest that the central bank pays on deposits or reserves.

After the crisis began, how central banks implemented policy shifted.
Unconventional policies, including large-scale asset programs not only of
government, but in some cases private-sector assets; long-term funding programes,
such as those of the ECB; and, most recently, negative interest rates, in some cases
became the primary means of implementing and communicating policy. And, as
indicated by the arrows in the chart, as central banks injected more liquidity under
some of these programs, corridor systems in many instances became de facto floor
systems.



July 26-27, 2016 6 of 283

As shown on the next slide, the distinctions between corridor and floor regimes
have become blurred a little in recent years, as central banks changed how they
remunerate reserves and gave banks a wider degree of choice over how many
reserves to hold. To encourage interbank trading and reduce banks’ hoarding of
reserves, central banks using floors began to pay a lower rate on reserves above some
threshold or quota—*"tiered remuneration.” This “tiering” is also similar to what has
been seen more recently with negative policy rates at the Swiss National Bank and the
Bank of Japan, albeit for a very different reason—that is, to limit the costs for banks
of holding reserves. And, before the crisis, the Bank of England implemented a
corridor regime in which banks could choose their own target for reserves—a
“voluntary reserves target”—reducing some of the costs associated with reserve
requirements.

These regimes influence the nature of activity in money markets, as highlighted
on the next slide. Systems characterized by scarce excess reserves generally feature
robust interbank trading. In floor systems that featured quotas, in conditions of still-
abundant reserves, money market trading is largely between banks that are above
their quotas and banks that are below. Likewise, currently in Japan and the United
Kingdom, money market trading is largely between nonbank participants without
access to remunerated accounts and banks with access. In these economies, as shown
in the figure, money market rates trade below the rate on reserves, as is the case in the
United States (the red line). Some central banks view arbitrage activity created by
remuneration systems as meaningful and robust, while others view activity created by
reserve scarcity as providing more insight into money market conditions.

Turning the page, another observation from the foreign experience is that central
banks have added counterparties and accepted a wider range of collateral during the
crisis (or already had broad sets of both) and expect to keep those broader sets. For
some central banks, this broadening of counterparties has included nonbank entities,
including financial market utilities. The main reason for the expansion during the
crisis was a desire to provide liquidity to parts of the financial system that were “cut
off.” But some foreign central banks also see advantages in reducing competitive
distortions created by conferring counterparty status on a narrow group and in the
enhanced information that they receive about interacting with a number of
institutions. That said, central banks acknowledge that broader policy comes with
costs—increased operational costs, the potential to reduce private market activity—
and that accepting a wider set of collateral could create some moral hazard if it
encourages banks to hold riskier assets.

The next slide, slide 13, notes that a few central banks see liquidity insurance—
the readiness to provide broad-based liquidity in the case of a shock—as distinct from
either monetary policy implementation or emergency lending and have different
operations to meet those separate objectives. The Bank of England views liquidity
insurance as operations with clear criteria for use and broad access, and its scheme
allows financial institutions to obtain reserves or liquid assets for less liquid assets.
They view the clarity about the purpose of these operations as, it is hoped, reducing
stigma and clarity about when these facilities would be used as limiting contagion
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during stress events. That said, although some central banks provide greater clarity
about their plans to employ such operations in stress events, others prefer some
ambiguity about the circumstances of when they would use such operations.

Turning to your next slide, foreign central banks are still considering other
features of their long-run frameworks. For example, most central banks think that
they should be ready to use unconventional policies if needed and expect to maintain
some operational preparedness. And central banks have diverse views about the
appropriate size and composition of their balance sheets in the long run. Many
central banks that have expanded their balance sheets with asset purchases in recent
years hope to return to some form of smaller balance sheet in the future. But they
also acknowledge that higher demand for reserves by banks may leave their balance
sheets larger than before the crisis. Some have also noted that exceptionally large
balance sheets can complicate relationships with fiscal authorities.

As highlighted in the final slide for this portion of the presentation, most central
banks are still learning about how they should adapt policy implementation to the
effects of new regulations. But one effect that most central banks do expect is that
demand for reserves will increase. Excess reserves qualify as high-quality liquid
assets (HQLA) under the Liquidity Coverage Ratio (LCR), and getting excess
reserves for less liquid collateral (where possible) boosts the LCR. Central banks are
split on how they should complement this effect. The Reserve Bank of Australia
introduced a facility to help banks meet this demand in some instances, in part
because Australia has a low stock of government debt. Other central banks will only
take HQLA as collateral or are considering making changes to the costs of reserves to
discourage banks from relying on the central bank to meet the LCR.

I’1l now turn to Dave Altig, who will turn the focus back “stateside” and share
some lessons from the crisis.

MR. ALTIG. Thanks, Brian. The task of the lessons from the financial crisis
workgroup was to evaluate the performance of the Federal Reserve’s monetary policy
implementation framework during the period of the financial crisis, which we defined
as running from August 2007 to May 2009. Slide 17 provides several metrics
pertaining to stress in various funding markets during this time frame.

There is disagreement among scholars as to the relative roles of illiquidity,
counterparty concerns, and asset-risk repricing as drivers of these spreads, and in the
memo, we review the research literature devoted to disentangling these effects. Our
reading of the literature suggests that all three elements were at play during the crisis,
but we emphasize that our analysis was not aimed at evaluating the necessity or the
efficacy of specific tools. Our objective was to assess the efficacy of the pre-crisis
framework in supporting the implementation of these tools once a policy course was
chosen.

As described by slide 18, the pre-crisis framework can be summarized as follows:
One, rate control was based on reserve scarcity. The level of excess reserves was
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minimal, and the banking system operated on the downward-sloping part of its net
demand curve. The Desk supplied reserves to meet demand through daily open
market operations in order to manage the effective federal funds rate to the FOMC’s
target.

Two, liquidity was provided through two tools. Daily monetary policy operations
provided liquidity to the banking system via repurchase agreements with primary
dealers against government securities, and Reserve Banks made discount window, or
primary credit, loans to individual depository institutions collateralized by a broad set
of assets.

And, three, the portfolio was not a policy tool. The portfolio was simply a
byproduct of the various activities the Federal Reserve undertook as part of its
implementation framework. SOMA holdings were sized nearly equal to, and over
time grew at the same rate as, the quantity of currency in circulation. The portfolio’s
size was maintained by reinvesting the proceeds of maturing securities; portfolio
growth occurred through outright purchases of Treasury securities.

It’s worth noting that before the crisis, stress events had been moderate in both the
duration and scale of their effect on the Federal Reserve’s balance sheet and had been
managed adequately through the pre-crisis framework’s combination of traditional
open market operations and discount window lending. The 2007-09 crisis
represented an unprecedented stress test of the pre-crisis framework. The nature of
the pain points that were revealed and experience with new tools introduced to
address these shortcomings form the foundation of our analysis.

I’11 highlight five key takeaways from our review of the crisis. These lessons,
many of which will be quite familiar, were informed by research studies, transcripts
of FOMC meetings, archival MarketSource commentary, and the recollections of
Federal Reserve staff actively involved in policy implementation during that time.
Our list of lessons begins on slide 19 with the observation that, in the absence of
IOER and adequate reserve draining tools, the pre-crisis “reserve scarcity” framework
set up a tradeoff between interest-rate control and large-scale liquidity provision, a
tension that persisted until that framework was effectively abandoned post-Lehman.

As the chart on this slide illustrates, most of the liquidity provision programs
implemented over the course of the crisis represented additions to the Federal
Reserve’s balance sheet. In the absence of the ability to pay interest on reserves,
maintaining rate control required the Open Market Desk to keep the level of reserves
in a relatively narrow band. This meant that additions to reserves or liquidity arising
from various liquidity programs required offsetting reductions in reserves, or
“sterilization.” Reserve draining prior to the crisis relied primarily on redemptions of
maturing securities. This strategy for draining reserves became increasingly
inadequate following the collapse of Bear Stearns, as redemption capacity hit its limit
and liquidity programs expanded.
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Our second conclusion, noted on the next slide, is that the two pre-crisis liquidity
tools, open market operations and the discount window, were themselves not
adequate to provide the type of large-scale liquidity insurance that was needed during
the crisis. Open market operations and discount window lending were confined to
limited sets of counterparties and, particularly in the case of open market operations,
collateral types. Other tools had to be created to overcome their limitations—for
example, highlighted in green text on this slide, the Term Auction Facility (or TAF)
was introduced to circumvent the stigma problem associated with the discount
window. FX swap lines with foreign central banks were activated to address broader
global demand for dollar funding in order to contain spillover to domestic markets.
The schematic on slide 20 emphasizes that the broadly based 13(3) facilities
implemented in 2008, highlighted in blue text, supported policy transmission by
reaching counterparties and collateral types beyond our normal monetary policy
operating framework of the time.

The chart on slide 21 illustrates our third takeaway. Although the federal funds
effective rate was successfully managed to the policy target for most of the period
before Lehman, intraday rate volatility was elevated throughout the crisis period and
posed an ongoing challenge to policy implementation. Intraday volatility emerged
early in the crisis as aggressive foreign bank demand in the morning gave way to
weak domestic demand in the afternoon. The primary credit rate turned out to be a
very “leaky” ceiling; once implemented, the IOER turned out to be a leaky floor. The
lack of a firm ceiling or floor complicated the day-to-day task of policy
implementation.

Our fourth takeaway is spelled out on slide 22: The System was not well
prepared to implement large-scale asset purchases once the funds rate hit the effective
lower bound. In particular, there was a significant degree of “on-the-job learning” in
order to develop a purchase program. The learning process and implementation took
time, reflecting the lack of preexisting arrangements to support these transactions.

Finally, as also noted on slide 22, the pre-crisis framework was not sufficiently
robust or flexible in the face of significant liquidity stress and disruptions to the
monetary transmission mechanisms. For example, the growth of offshore
intermediation in U.S. dollars shown on slide 23 and the expansion of nonbank
intermediation shown on slide 24 introduced new linkages across market segments,
which expanded the channels of monetary transmission. The pre-crisis framework
was not designed with these secular developments in mind and proved inadequate
when these new channels were disrupted.

Notably, the FOMC has already decided to retain standing swap arrangements
with the Bank of England, the Bank of Canada, the Bank of Japan, the ECB, and the
Swiss National Bank and has used them since the crisis period. Swap lines with these
central banks have become part of the FOMC’s normal framework and represent an
increase in the robustness of offshore market developments.
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On slide 25, we summarize the timeline of tools implemented over the course of
the crisis. As indicated by the darker bars representing instruments created over the
course of the crisis, the Federal Reserve was innovative in designing and
implementing new tools to address emerging liquidity problems. This, however,
required venturing well beyond the core framework and investing heavily to
overcome gaps in our existing knowledge and infrastructure. The System lacked the
flexibility to pull nonstandard tools off the shelf to address unusual market stress.
The ad hoc nature of the response to emerging stress prolonged the time it took to
implement facilities in response and increased the System’s exposure to operational
risks.

I’1l now turn the stage over to Beth Klee, who will summarize the work of the
money markets group.

MS. KLEE. Thanks, Dave. As detailed on slide 27, we now turn our focus to the
set of short-term wholesale funding markets often referred to as money markets.
Money markets collectively help determine short-term interest rates and are a key link
in monetary policy transmission. These markets were at the center of many of the
problems that arose in the financial crisis.

To provide some background on the behavior of money markets, the next slide
shows that prior to the financial crisis, major overnight money market rates—
including those for CP, repo, federal funds, and Eurodollars—were highly correlated.
Indeed, a statistical common factor can explain nearly 95 percent of the daily
variation in these four interest rates from 2001 to 2006. In addition, money markets
operated in a way that made it fairly easy for the Federal Reserve to implement
monetary policy to keep the effective federal funds rate close to its target. In this
way, the Federal Reserve’s ability to influence rates in the federal funds market
allowed it to strongly influence rates in these related markets.

As shown on the next slide, post-crisis, measured at high frequencies, money
market rates may now be somewhat less tightly connected than in the past, although
they still retain a high degree of pass-through. In particular, the share of daily
variation explained by a common factor has declined to about 85 percent from 2010
to 2015, suggesting that there are somewhat looser linkages and greater dispersion
across these money market rates than there were in the pre-crisis period.

Although it is difficult to identify precisely all of the factors that have led to this
change in the behavior of money market rates, the memo focused on three.
Specifically, as shown on slide 30, since the crisis, significant changes in the Federal
Reserve’s monetary policy implementation framework, the business practices of some
market participants, and new regulations have left an imprint on money markets.
Today we’ll highlight a few key themes of the memo.

First, as noted on slide 31 and as Dave mentioned earlier, in the wake of the
financial crisis, the Federal Reserve altered its policy implementation framework in a
few key ways: Asset purchases contributed to a huge expansion of the Federal
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Reserve’s balance sheet and the volume of excess reserve balances held by the
banking system. The Federal Reserve also implemented IOER, developed
supplementary tools to support monetary policy implementation, and expanded the
set of counterparties eligible to participate in reverse repurchase agreements.

As noted on the next slide, in part reflecting the increase in reserve balances, the
character of trading in the federal funds market changed. Banks no longer needed to
trade in the federal funds market to meet reserve requirements and manage payment
flows because most banks found themselves flush with reserves. Instead, most
federal funds trading today reflects arbitrage activity—that is, lending by FHLBs to
banks and DIs, with the latter earning the IOER. Because FHLBs do not earn IOER,
virtually all federal funds trades now take place at rates below the IOER rate. Still,
the federal funds rate remains linked to other money market rates and has responded
to changes in the Federal Reserve’s administered rates. In particular, increasing the
target range for the federal funds rate and raising the IOER and overnight RRP rates
proved effective in lifting the constellation of money market rates in December 2015.

Nonbank financial institutions are active lenders in money markets, both to banks
and to other nonbanks. As noted on slide 33, the introduction of the overnight RRP
operations created an additional direct linkage between FOMC policy actions and
nonbank financial institutions. Moreover, market participants suggest the overnight
RRP is a relevant “comparator rate”—that is, a rate that provides a reference point for
repo market participants. Furthermore, the volatility of triparty and primary-dealer-
reported overnight repo rates declined with the introduction of the overnight RRP,
and, more generally, the Federal Reserve’s overnight RRP operations have
established an effective floor on the level of repo rates.

The next slide highlights the second factor brought up in the memo, which is,
namely, how changes in market participants’ business practices have affected money
markets. Specifically, many firms have become more cautious in managing credit,
interest rate, and liquidity risks since the crisis. For example, Fannie Mae and
Freddie Mac ceased their unsecured lending in the federal funds market. Fannie’s
and Freddie’s withdrawal occurred amid acute stresses in European peripheral
sovereign debt markets and perhaps reflected a desire to minimize these risk
exposures.

The next slide notes the third factor that was brought up in the memo that has
affected money markets: regulations. Since the crisis, a global regulatory reform
program has put into place important new regulations to limit imprudent risk-taking,
intended to increase the safety and resiliency of the financial system. Looking
narrowly at money markets, the regulations that should have the greatest effect
include the expanded FDIC base, the money market mutual fund reforms, and the
Basel III regulatory changes, which include the supplementary leverage ratio, the
liquidity coverage ratio, and the net stable funding ratio.

Against this backdrop, individual institutions may now find it less attractive to
expand their balance sheets without a commensurate rise in capital and liquidity
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positions. Consistent with this hypothesis, as shown on slide 36, the spread between
the Treasury GCF and triparty repo rates has widened considerably since 2014.
Absent frictions, arbitrage should ensure that these two rates should be identical. The
wider spread reportedly in part reflects institutional frictions, which could include
some tiering of rates for smaller dealers that generally have less access to direct
lending from money fund counterparties. Under this scenario, larger dealers borrow
from money market funds in the broader triparty market and lend the funds to smaller
dealers in the GCF market. Because the initial borrowing expands the larger dealer’s
balance sheet, the GCF rate can rise notably above the triparty rate to compensate
dealers for that expansion.

Slide 37 outlines some open issues regarding the future evolution of money
markets and their connection to an implementation framework. Conversations with
market participants suggest that the structural demand for reserves likely has
increased significantly over the pre-crisis experience, and demand for reserves may
also be more variable. The increased reserve demand stems from both precautionary
and regulatory factors as well as changes in business practices. Of course, the effects
of these factors on reserve demand are likely to be most pronounced if the Federal
Reserve also remunerates excess reserves at rates close to the level of market interest
rates. If underlying demand for reserves is much higher than in the past, there could
be upward pressure on the level of short-term interest rates and a resumption of
interbank trading in the federal funds market sooner than the point at which the staft’s
current projections involve an assumption that scarcity effects set in as a result of
SOMA redemptions.

In addition, U.S. money markets may be more stable now than pre-crisis. This
year there have been two episodes of stress in financial markets, and in both of these
cases, U.S. money markets continued to operate well. Policymakers’ views on the
fundamental stability of money markets may inform their judgments about a range of
issues associated with the long-run framework, including the size and composition of
the Federal Reserve’s balance sheet and the appropriate level of preparedness to
provide liquidity on a large scale.

To summarize, as noted on slide 38, the new regulatory environment and changes
in business models are factors that will likely have implications for various designs of
the monetary policy framework that best achieves the FOMC’s monetary policy
objectives. Some important regulatory changes are not yet in place, and market
participants may adjust their business models further in response. The monetary
policy framework can be designed to support and enhance the benefits of the new
regulatory approach in fostering a more resilient financial system with the
understanding that a central bank’s implementation framework is a critical
determinant of behavior in money markets. I’ll now turn the presentation over to
Julie Remache.

MS. REMACHE. Thank you, Beth. Before turning the session over to your
questions and comments and as a way to summarize our work, I’d like to highlight a
few significant themes emerging from the work presented today as they relate to the
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set of key goals for a future implementation framework. Simon began our
presentation with these, and they are repeated for your reference on slide 40.

The first goal highlights the need for the framework to be robust during periods of
financial stress and in response to structural changes in the financial system. The
money market work highlighted many of the important regulations that have been put
in place in recent years. As Beth noted, these regulations, which are meant to
improve the stability of the financial system, require that financial institutions
increase the amount of liquid assets that they hold to provide some measure of self-
insurance. These regulations certainly increase the demand for high-quality liquid
assets. And it’s possible that they may also affect the demand for reserves—as Beth
noted, particularly so if they are remunerated at a rate close to market rates. This may
lead to a higher overall level of reserves than in the pre-crisis regime, leading the
Federal Reserve’s balance sheet to be somewhat larger, even if it were to return to a
scarce reserves regime.

The second goal stipulates that the framework should allow the Federal Reserve
to achieve its macroeconomic and financial stability objectives at the effective lower
bound. The foreign experience work highlights a range of policy actions undertaken
by other central banks, including the use of asset purchases, long-term funding
programs, and negative rates. If the probability of revisiting the effective lower
bound, perhaps routinely, in the future is reasonably high, and the duration of those
visits is as long as the one we have just experienced, this will have a pronounced
effect on the structure of the framework, including the set of tools that are chosen and
the structure of the balance sheet.

The third goal stipulates that the framework should support the ability to address
liquidity strains in money markets and to support financial stability. The work
presented this morning highlights a range of issues related to the interaction of
liquidity insurance and the monetary policy implementation framework. These
included tradeoffs in the pre-crisis framework between providing liquidity to address
marketwide stress and maintaining interest rate control, the role that liquidity
insurance operations played during the crisis in supporting the transmission of policy
rates, and the experience not only in the United States during the crisis, but also at
other central banks subsequently, with the benefits of providing liquidity to a broader
range of counterparties and against a wider set of collateral to support policy
transmission. Of course, such potential benefits should be weighed against potential
costs—which may include increased operational complexity and possible incentives
created for counterparties to increase allocation to less liquid assets.

Thank you, Madam Chair. That completes our presentation.

CHAIR YELLEN. Thank you. Before we turn to Q&A on the presentations and papers,
I’d like to take this opportunity to thank our presenters and all of the staff across the System who

have contributed to this very extensive project. The documents we received for today’s meeting
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come from the foundational workgroups. And I believe they serve the very useful function of
helping to establish a common understanding of our implementation framework, its evolution
through the crisis, features of frameworks at foreign central banks, and the operation of money
markets.

As described in the staff memos, our pre-crisis approach for implementing policy was not
adequate for dealing with the severe disruptions caused by the financial crisis. In response, we
made many innovations to provide liquidity to the financial system and to provide additional
monetary policy accommodation once the federal funds rate was lowered to the effective lower
bound. Some of these innovations remain key elements of our current framework. And, in
thinking about our framework in the longer run, it’s useful to recognize how much has changed
since before the crisis.

To my mind, perhaps the most significant enhancement to our implementation framework
has been the authority granted to us by the Congress to pay interest on reserve balances. The
IOER effectively severed the link between the quantity of reserves in the banking system and the
level of short-term interest rates. As a result, the tensions we faced in the early stages of the
crisis between providing liquidity on a large scale and maintaining control of the federal funds
rate is largely resolved. The ability to pay interest on reserves also helped enable us to employ
another key policy tool—namely, large-scale asset purchases. LSAPs are an effective tool for
providing monetary stimulus. But in the absence of a predictable means by which we can
subsequently scale back policy accommodation as the economy recovers, of the kind made
possible by IOER, LSAPs would carry greater risks—and, therefore, would be less effective.

Looking ahead, if the equilibrium federal funds rate remains lower in future decades than

in past ones, the effective lower bound may bind more frequently. It seems likely, then, that
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LSAPs will remain an important part of our toolkit to respond to the wide range of shocks we
face.

A third innovation in our framework has been the establishment of standing swap lines
with foreign central banks. These lines provide an important backstop with which to limit
funding strains in offshore dollar funding markets. As we saw in the crisis, such strains can have
material adverse effects on our financial system and the domestic economy.

Of course, the key objective of the long-run framework project is to identify changes that
could further enhance our implementation framework, and I hope you will mention such areas in
your remarks today. One area I would highlight is the discount window. We have long grappled
with the problem of stigma, which interferes with the efficient provision of liquidity to
depository institutions and prevents the primary credit facility from serving as an effective
ceiling on the federal funds rate. As the experience of other countries shows, this need not be the
case. This problem is an undesirable feature of our framework, and I believe it merits further
attention.

Another shortcoming of our current framework is the inability of IOER to provide a firm
floor on the federal funds rate. Our supplementary tools—notably, the overnight RRP as well as
our term draining tools—may well give us all the control we need over short-term interest rates
from a macroeconomic perspective. But having the market-determined level of the federal funds
rate and other overnight rates trade below IOER contributes to the impression that banks are
getting a special deal with us. That impression is amplified by the very large amount of reserves
in the banking system and the associated large payments to commercial banks of interest on their
reserve balances. It’s easy to explain why we have such a configuration of interest rates, due to

the elevated level of reserves in the banking system. But it does put us in a defensive position.
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So let me stop there. We have allocated plenty of time today for a good discussion, so
please feel free to ask a lot of questions and to make comments. I know that the staff would
appreciate hearing your thoughts about the direction of future work. At the November FOMC
meeting, we will have an opportunity to discuss the work of the framework workgroups, which
are examining interest rate targets, operating regimes, and balance sheet policies. While I don’t
anticipate that we will need to make critical decisions about our longer-run framework anytime
soon, | hope that this discussion and our next one will better position us for that eventuality.

Let’s now open the floor for questions to the staff, and after the Q&A, we will have an
opportunity to comment for anyone who would like to do so. Vice Chairman.

VICE CHAIRMAN DUDLEY. I have a question, and I don’t know that the staff has the
answer to it or that [ have an answer to it. The framework objectives basically imply that this is
about monetary policy implementation, it’s about financial stability, and it implies that financial
stability is important in terms of thinking about what the right framework is. But then, when we
come down to the Policy Normalization Principles and Plans, a framework should involve
holding “no more securities than necessary to implement monetary policy efficiently and
effectively.” So one seems narrower than the other, and I just was wondering how the staff was
thinking about that. Let’s imagine that we have a monetary policy framework that has huge
benefits for financial stability but might require somewhat more securities. Do we think that the
policy normalization principles are cast in stone, or could they be potentially modified? I just
would like the staff’s view on this.

MR. POTTER. I’m not sure that’s a question for the staff. [Laughter]

VICE CHAIRMAN DUDLEY. Let me ask it this way: Is there a tension between these

two things? They do seem a little bit in opposition to one another. And I think it would be
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interesting, as we discuss this, to decide: Do we really believe the framework should be broad
and include financial-stability objectives, or should it be narrow and just focused on monetary
policy implementation?

MR. TARULLO. Madam Chair. My recollection, Vice Chairman Dudley, is that when
we were talking about that stated principle of normalization, there was a little bit of back-and-
forth within the Committee, basically saying that’s an issue that does have some tension in it
because you could interpret effective monetary policy as meaning: You don’t want a monetary
policy that creates financial instability, because that would require reactions later. But my
recollection is, we self-consciously tabled the tensions inherent in that issue, and so my sense
was that it’s precisely one of the things that this exercise is going to have to address.

VICE CHAIRMAN DUDLEY. Yes. Ijust wanted to get that out on the table.

CHAIR YELLEN. Questions for the presenters? Let me see, President Rosengren.

MR. ROSENGREN. My question is on the international side, and it relates to one of the
things that came out of the crisis, nonbank SIFIs, which wasn’t something that most countries
were thinking about before the crisis. For most countries, those were insurance companies and
broker-dealers, depending on whether they were included or not included in commercial banks.
Do other countries make liquidity available to anybody classified as a SIFI? Are we unique in
that respect, or is that fairly common internationally? So, for example, we had GE, we have
insurance companies, and we’re viewing them as systemically-important institutions, but we’re
not giving them access to the discount window, which presumably means that even though they
are systemically important, we’re not worried about liquidity problems with those organizations
or we’re choosing not to address that. Are we unique among the countries that you interviewed,

or perhaps this may be a little too institutional?
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MR. DOYLE. No, not at all. There are some central banks that have extended their
counterparties beyond banks, even beyond broker-dealers. The Bank of England is one example
that has, in effect, explicitly said: Our framework is to give liquidity insurance to anyone we feel
is systemically important for liquidity, subject to liquidity shocks, and is adequately regulated.
And so the Bank of England allows, for example, for CCPs. Another case is the Swiss National
Bank’s inclusion of insurance companies, although I am not sure whether it is explicitly thinking
about SIFIs. In fact, the Swiss National Bank also includes banks that aren’t actually operating
in Switzerland but might be operating in Swiss franc markets. So it takes regulation in the euro
area, regulation in the United Kingdom, as being adequate for its purposes in order to lend to
those institutions.

MR. ROSENGREN. Thank you.

CHAIR YELLEN. President Lacker.

MR. LACKER. Yes. Thank you, Madam Chair. I have two questions. One is for Dave
Altig. This has to do with the narrative about the lessons of the crisis. The paper, I think early,
mentions sales of U.S. government securities and the extent to which we resorted to that to
sterilize and offset the effect of lending programs on aggregate reserves, in order to avoid driving
interest rates down. Then, later on, the paper seems to drop that option and says we didn’t have
any way to do that. And my sense from the narrative is that we didn’t sell all the securities we
could have, and it wasn’t clear why not. Now, I know some were pledged or lent out in the
TSLF, right? But my sense is, not all of them, but I guess I could look that up. Did we sell or
encumber all of the U.S. Treasury securities we could have? If we didn’t, why did we stop short

of selling U.S. government securities at the time we did?
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MS. MCLAUGHLIN. We sold quite a few securities. Between March and May of 2008,
we sold about $8 billion or $9 billion in bills, which is about 45 percent of the holdings at that
time. That’s actually after we had redeemed a substantial number of securities in the run-up to
the Bear Stearns time frame. We also sold about $55 billion in coupon securities, which
represented about 12 percent of our holdings. So we had run down a fair amount of the portfolio,
and then in that March and May period, we sold another very sizable chunk. It’s true that we
didn’t sell all of them, and it’s also true, as you noted, that some of the securities we needed to
hold, in part because those securities were serving as collateral or lend-out securities for
programs like the TSLF.

MR. LACKER. So there were a couple hundred billion we could have sold?

MS. MCLAUGHLIN. Yes. I don’t have the exact numbers. There were some securities.
They were, I believe, principally long-duration securities.

VICE CHAIRMAN DUDLEY. Isn’t the point, though, that we didn’t need to sell them
because we hadn’t added sufficient reserves that we had to offset?

MR. LACKER. Well, there’s this point at which we did, right?

VICE CHAIRMAN DUDLEY. No, no. I know, I know. But the point is, at the time, we
were basically saying, “Well, we can sell securities, and we can expand our liquidity provisions,
but we don’t want to be too aggressive in terms of our liquidity provision, because then we might
have to sell a whole lot of securities, and then we’re not sure what the market effect is going to
be.” So we basically were very conscious of how the liquidity provisions were going to add
reserves to the banking system and our ability to actually offset that by draining. Now, we did
sell securities, because that’s what we had to do to offset the reserves that we added.

MR. LACKER. Right.
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VICE CHAIRMAN DUDLEY. We didn’t do more because that’s the volume of reserves
we essentially had issued.

MR. POTTER. So I think your point, President Lacker, might be that the Desk could
have sold all of the outrights and just run a repo book. That repo book would have been more
flexible, and that would have perhaps given you three or four days in September 2008.

VICE CHAIRMAN DUDLEY. We would have had more capacity.

MR. LACKER. So let me see if I get this straight. Before this chart does the hockey-
stick thing on page 19, no question, we sold what we did, and we sterilized effectively. I’'m not
disputing that. But the assessment that comes out—and, Madam Chair, you repeated this—that
our crisis framework was inadequate for the liquidity provision. I just want to pinpoint in what
way it was.

VICE CHAIRMAN DUDLEY. We could have built up more capacity.

MR. LACKER. Is that resting on the notion that we didn’t have enough securities to
sell—following what happened after October 2008, in view of the reserve injections that
occurred after that, in light of the lending that occurred after that? We didn’t have enough
securities to sell—is that the idea?

VICE CHAIRMAN DUDLEY. Well, there is the gap between September and October
when the TARP legislation gives us the authority to pay interest on reserves? It’s really during
that month that we were exposed.

MR. LACKER. Right.

MR. POTTER. Well, there’s clearly that. There is the issue in the spring and the
summer of 2008 when the TAF and swaps were there, but they had a limit on the usage. We’ve

had a long discussion on this. I don’t think this was the first binding constraint in policymakers’
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minds, but from the operational perspective, when Vice Chairman Dudley and his staff were
thinking through about how to describe for you what we could do, they were constantly thinking
at the back of their minds, “We have to be careful here, because there’s only a limited amount we
can do if we have a lot of usage of, say, the TAF, or the swaps, to control the federal funds rate.”
And the federal funds rate was well above zero. It was about 2% percent at that time.

MR. LACKER. Well, then we could have sold more securities outright, right?

MR. POTTER. Exactly. The Desk could have come to you and said, “Over the next few
months, we are now going to liquidate all of the Treasury portfolio, run a repo book, and that
will give you more flexibility to size up these programs.”

MR. LACKER. But, even short of that, I don’t see what the problem would have been
then.

VICE CHAIRMAN DUDLEY. Part of the issue is, you don’t have foresight about
what’s going to come. You don’t know that Lehman weekend is coming down the road, right?
You could sell a lot of securities to build up your capacity, but then you have the cost of how that
could potentially disrupt the Treasury securities market, and do you want to do that or not?

MR. LACKER. Well, we were lowering rates.

VICE CHAIRMAN DUDLEY. Right. Selling bills and short-dated coupon securities is
probably not going to have much effect on the Treasury securities market or the Treasury yield
curve, but if we had sold a lot of longer-dated Treasur securities, I think there’s a question of
what that would do to the market. It’s a judgment call.

MR. POTTER. I think if we look back, there are many things we would have done in a
different way.

VICE CHAIRMAN DUDLEY. Oh, absolutely.
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MR. POTTER. That’s certainly true, but from the interviews that we’ve done, this was a
constraint in people’s minds. I don’t think it was a primary constraint in policymakers’ minds.
For them, there were a lot of issues—moral hazard and dealing with whether we could have such
large programs and what that would look like. Optically, that ended in the middle of September
2008.

CHAIR YELLEN. Didn’t the Treasury come along and help us manage this problem
substantially by running up its own balances?

VICE CHAIRMAN DUDLEY. Correct, and it helped drain reserves by holding more.

CHAIR YELLEN. And that was before October?

VICE CHAIRMAN DUDLEY. Yes.

MR. LACKER. I have a second question. It’s for Beth Klee. In your presentation, you
talked about linkages, and this shows up in the paper, too. There’s this graph on slide 28 that
shows pre-crisis rates are highly correlated, and then on slide 29 it says that rates may be less
connected at high frequencies. On 28, all the rates are really close to each other and the lines
kind of overlap, and then on 29, they wiggle around a lot and they’re far apart. But then, the
scales are different. To your credit and in all fairness, you cite, I think, some econometric work,
something about what fraction of variance is explained by a common factor.

MS. KLEE. Yes. That’s just doing a simple principal component analysis.

MR. LACKER. Okay. So when I look the one on 28, the pre-crisis, and I think about a
common factor there, I’'m thinking, that would be us, right, moving interest rates around?

MS. KLEE. Yes.

MR. LACKER. And then in your second sample, we’re not moving interest rates around

much at all. We do it once at the end. You’re not going to get the federal funds rate target or



July 26-27, 2016 23 of 283

some policy rate as being the common factor. So, you’d expect the fraction of variance
explained by the common factor to go down, right, and that would not to really reflect any
difference in meaningful linkages or the extent to which market rates would move if we raised
rates as much as we did on slide 28. Is that intuition correct, Beth?

MS. KLEE. I think it is to some degree. It’s basically a statistical exercise—it’s pretty
agnostic. I think that you’re going to see the rates travel more together if you have the policy
rates moving things, and so, therefore, that will explain more. To be technical about it: We take
out the mean. We control for these kinds of things, but—

MR. LACKER. You don’t take out the movement in the funds rate.

MS. KLEE. No, we don’t take out the movement in the funds rate.

MR. LACKER. Okay.

MS. KLEE. But in terms of the behavior of the constellation of rates when you move,
let’s say, either the federal funds rate target or, in this case, the administered rates, in both cases
the constellation of money market rates moved up. And so is 95 percent very different from 85
percent, particularly when you’re at the effective lower bound? That’s probably a judgment call.

MR. LACKER. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. Governor Fisher.

MR. FISCHER. Thank you, Madam Chair. Somebody said earlier that they weren’t sure
they should raise this issue, and I’'m not sure I should raise this issue except that it’s important.
The big thing that happened last time was at the time of the failure of Lehman Brothers. And
that made a difference to the entire world. Now, there’s nothing as far as I can see that prevents
us coming to a day on which we don’t have a tool to deal with a similar situation. So what are

we going to do on that day?
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MR. TARULLO. Are you waiting for an answer, sir?

MR. FISCHER. Well, the question I’m raising is what are we allowed to do?

CHAIR YELLEN. Do you mean what facilities do we have?

MR. FISCHER. Yes, Are we allowed to go to the FDIC and start putting this institution
into bankruptcy or at least into the FDIC’s care, with some hope that we’ve done enough work
that will enable us to prevent that having massive repercussions?

CHAIR YELLEN. Under Title 2?

MR. FISCHER. Under Title 2.

CHAIR YELLEN. And the FDIC has the ability to tap liquidity and lend to that
institution.

MR. FISCHER. Yes.

CHAIR YELLEN. We still have 13(3) powers to put in place broad-based programs if
it’s not a single institution.

MR. FISCHER. Yes, well, if we had five Lehmans, we would have had a bigger
problem.

MR. POTTER. Five investment banks.

MR. LAUBACH. But, Governor Fischer, just to be clear, for the purpose of this project,
we decided deliberately—and I believe also with your blessing—that we would actually stay
away from the explicit evaluation of, for example, 13(3) facilities, because we felt that they were
not part of a normal implementation framework. Now, as you saw from the material, clearly
there is a bit of a gray area here, in the sense that you cannot completely exclude the topic of
liquidity provision, because it turns out that liquidity provision and the implementation

framework are very closely tied. That said, I think what our work here has primarily focused on
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are questions such as, If you had to greatly expand the provision of liquidity, how would you still
be able to control short-term interest rates in order to implement the particular chosen stance for
monetary policy?

I’'m afraid that it was by design that this project was not intended to address the question
that you just raised.

MR. FISCHER. That’s clear, and if I agreed with that some time ago, then I plead guilty.
But, at some point, we’re going to have to look at this issue. We’ve got a plan, which is not
entirely “fair weather” sailing, but there are things that it doesn’t quite go into in the same depth
that it might. We’ve got to find a way of doing the best we can to figure out what we would do
in similar circumstances because they can quite well arise. It’s not that we banned them by
saying that you got rid of too-big-to-fail. If somebody eventually says “yes,” then it’s gone, but
that hasn’t happened, so we had better come back to it in some way, shape, or form, with the
attendant political difficulties being taken into account. It’s a very tough issue, as I’'m sure |
don’t have to say.

CHAIR YELLEN. And our powers have been restricted in Dodd-Frank, but we still do
have substantial 13(3) powers to create facilities to address strains, and in Dodd-Frank we got the
ability, if we deemed it important, to lend to a CCP or a designated financial market utility if it
encountered strains, which could be a different kind of problem that afflicts the financial system.
We’re not completely without powers, but they’re certainly not as broad as some other countries
have and have regularly put into effect.

MR. FISCHER. Okay.

CHAIR YELLEN. Other questions for the staff? President Rosengren.

MR. ROSENGREN. Thank you, Madam Chair. Sorry for the second question.
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CHAIR YELLEN. Please feel free. We’ve got a lot of time.

MR. ROSENGREN. This is an international question again. I’m looking at slide 8 on
the policy rates and the distinction between market and administered rates, and it’s striking how
many chose administered rates rather than market rates. When I think of the IOER, it’s a leaky
floor, which is, in some sense, by design. It’s a leaky floor because we didn’t give nonbanks
access to the administered rate. Are there any other central banks that chose to have a leaky
floor by design?

In some sense, you could view us as having an administered rate, because it’s really
weird that only the GSEs are trading in the federal funds market. So we’ve created, kind of by
design, an artificial market that’s very tied to the administered rate. The arbitrage works through
foreign banks, but because of the FDIC, they’re getting arbitrage profits relative to the GSEs,
which are government entities. It’s kind of a weird set of constraints that we’ve imposed to
make this a market. In some sense, I’d be interested whether anybody else has this kind of
characteristic. Are all of these administered rates truly administered rates, or is what they’ve
done to avoid leaky floors to allow other people to participate in the administered rate besides
depositories?

MR. DOYLE. If you turn to slide 11, I don’t know if they tried to do this by design or
not, but you can see in the case of both the Bank of England, which is depicted in the purple line,
and the Bank of Japan, shown in the dark blue line, money market rates are trading far below
their floor. And that includes some nonbank participants who are not part of or don’t have
access to accounts that get remunerated trading with banks that do have access. So it is this sort

of arbitrage activity. I don’t know whether it’s by design or not.
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MR. ROSENGREN. So those are administered rates or market rates when they have
those examples. That’s similar to us, right?

MR. DOYLE. In both of these cases, they are administered rates.

MR. POTTER. I don’t think they have a government-sponsored enterprise that has an
account at the central bank that can run transactions through that account but is not eligible to
earn that central bank rate. That is somewhat different, and it affects the federal funds market. If
you paid out to the GSEs, the federal funds rate would likely then trade above the effective rate
where the IOER is. Remember, that market is relatively small compared with the Eurodollar
market in which the nonbanks, which are the money funds, are much bigger transactors. You’d
still have that wedge, and that’s really what you see in the United Kingdom and Japan.

MR. DOYLE. This is a conjecture. I also don’t know if the statement is 100 percent
true. It is the case that you see that the rates trade not as below the floor in the case of the BOJ
and BOE. And that may be due to their having a broader set of counterparties, and it may also be
due to their having a much smaller nonbank sector. But, you know, that’s a conjecture.

MR. ROSENGREN. Thank you.

CHAIR YELLEN. Other questions? Governor Fischer.

MR. FISCHER. On page 12, there’s a discussion about liquidity provision to a broader
range of institutions, and then there’s bullet 4, which is that central banks see advantages to
having a more level playing field and to getting information about the institutions to which they
are lending, but that we need to be worried about moral hazard. That’s not written—that was
said. As far as I can see—and I think you said this in the written paper—the Bank of England,
for instance, has just tried to get rid of the moral-hazard aspects in the way it has set up these

facilities, or something like these facilities. And the question is, should we be saying, well, in
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essence, moral hazard is a barrier that we can’t overcome, or should we try to think of
institutional arrangements like the Bank of England has developed?

MR. DOYLE. One thing that a number of foreign banks expressed was that getting at
moral hazard might be more of a supervisory and regulatory issue than an issue for liquidity
insurance.

MR. TARULLO. But, of course, the Bank of England is the supervisor.

MR. DOYLE. Yes. So they would try to use those powers, although they were not the
supervisor, necessarily, in all instances, I guess.

MR. TARULLO. They are the only prudential supervisor.

MR. DOYLE. Okay. They are now. Yes, you're right, I’'m sorry.

MR. POTTER. That wasn’t the case partly when they designed this, but that’s the
situation now.

MR. DOYLE. Now.

MR. POTTER. It’s also true that that’s the change at the ECB.

MR. DOYLE. Although, in the case of the ECB, they don’t have the broadest set of
counterparties.

CHAIR YELLEN. President Kaplan.

MR. KAPLAN. I’ll get to this in the comments, but I gathered in reading all this—which
I thought was very well done and obviously very helpful for me—that while you didn’t address
some of the sensitivity about what powers we have and don’t have, you laid it out so that part of
the guidance we can offer in our comments should be: What should we have? And then we can
have a separate discussion about how to get from here to there? And the BOE is the one that

naturally you gravitate toward, because what they have—and we’ll get to this later—seems like a
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good thing to have. The issue here I gather is: How do we get to where we actually have the
ability to do the same thing the Bank of England does? I take it that’s a little trickier question.

MR. POTTER. My view is that the law, especially the Federal Reserve Act, is what we
take. It gives the Federal Reserve tremendous power. Before the crisis, the Bank of England
operated in a way that was much narrower in terms of the collateral that they would take. The
discount window will take a range of collateral, which is very wide compared with most central
banks.

MR. KAPLAN. So we might actually have the power.

MR. POTTER. There, you limit the type of counterparties. With open market
operations, if you’re prepared to narrow to a particular type of collateral, you can have a wide
range of counterparties.

MR. KAPLAN. Okay.

MR. POTTER. Within that construction, subject to some really important issues,
whatever decisions that you take, you have to think about the incentives you are putting into
money markets and about the financial institutions there. We can’t just be thinking of the case of
how would we lend a lot of money at a certain time? We have to think of how likely we are to
get to that situation, because we have incentives in place for those folks to take risks, because
they know that the Federal Reserve is there.

MR. KAPLAN. But that’s why we’re doing this exercise, to think through these things in
advance, right?

MR. POTTER. It’s part of the reason, yes.

MR. DOYLE. I guess I’d only add that part of the reason we cite the Bank of England

frequently is that it is a central bank that has done a lot of thinking and enacted a lot of change
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from where it was pre-2006, even before the crisis. The BOE changed its system before the
crisis, and we saw a lot of evolution during the crisis. Because they’ve done a lot of thinking,
it’s a lot of grist in the mill.

MR. KAPLAN. Thank you.

CHAIR YELLEN. Okay. Any further questions?

MR. LACKER. Madam Chair—

CHAIR YELLEN. President Lacker.

MR. LACKER. Yes. Let me just add a comment to echo what Thomas Laubach said.
We have the luxury now of separating questions of monetary control and interest rate control
from credit extension. When we were founded, the founders made a choice to combine those
two, and it was based on the monetary system at the time of the gold standard and the fact that
government finance, if it was monetized, tended to be associated with wartime departures from
the gold standard and inflation—or, if done in peacetime, associated with inflation. The
founders explicitly chose not to focus on government-debt backing for the money we would
issue but instead used the discount window in its mechanism. Very rapidly after that, we got
plenty of government securities, and we’ve figured out over the last century how to run central
banks with a portfolio in which the money they issue is backed by government securities and
without having that be inflationary. It was for a time in the *70s, but it isn’t now.

But that gives us the luxury of separating granting credit to the private sector from how
much liquidity we provide—and I use that word in the sense of our monetary liabilities that we
provide to the system. Now, liquidity is also used in these papers—a little sloppily—to refer to
credit extension, in which you are lending somebody those assets. To provide them to the

system, people can exchange assets to acquire our liabilities. But that’s not the same as our
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lending them to them. That division we can do, and so I think, on Thomas’s point, either we
separate thinking about liquidity provision and liquidity extension from monetary control or we
don’t. And if we are going to go down the road of combining the two, using credit extension as
part of monetary control, opens up a big can of worms. But I would just put in a pitch for
keeping those separate in our discussions.

CHAIR YELLEN. President Bullard.

MR. BULLARD. I have a follow-up for President Lacker. Could you elaborate on what
you mean? Because I took the point of the memos to be that these are not really separable
things, and therefore we have to design a system that appropriately balances the ability to
provide monetary control and the ability to provide liquidity in a crisis. And you just said, you
could separate these two things. So, what do you mean?

MR. LACKER. Well, I was going to get to this in my prepared remarks. At the risk of
some perseveration, [’ll just say that what I am proposing is a very simple regime in which we
pay interest on reserves and ignore everything else in the world—not ignore it, but don’t adopt
an explicit target for the funds rate, just drop that. Our policy rate is our administered rate, and
that’s it. And we count on arbitrage, as we do now, to align rates with that. So that’s a crisp,
pure polar model, and in that world, you know, our balance sheet can be whatever it is.

MR. BULLARD. Okay. So the point would be, it’s an administered rate.

MR. LACKER. Right. In that simple regime there doesn’t seem to be any tension
between monetary control and credit extension, right? We can extend credit, and we keep the
IOER where it is, and arbitrage presumably keeps everything where it is. So we don’t have to

sterilize anything. We just don’t have an issue. So the tension doesn’t arise in that scenario.
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MR. BULLARD. Okay. So your point would be that a lot hinges on an administered
rate versus a market rate?

MR. LACKER. Right. An administered rate with a floor. With other systems, like
reserve scarcity systems, you have to sterilize things. You have to deal with this issue. That was
the point—that, if there is going to be a tension, if the staff is going to ask us to consider
something in which there is some tradeoff, we haven’t seen a serious ex post review of our credit
programs. They are going to be asking us to make some choice, on the basis of the costs and
benefits of preparedness for liquidity provision programs, credit extension programs. I think we
would want something about the economic advantages and disadvantages of various levels of
preparedness for credit extension by a central bank. So I previewed my comments there.

MR. BULLARD. Thank you.

MR. LACKER. Certainly.

CHAIR YELLEN. Okay. A number of people have asked to comment. If others who
are not on this list wish to be added, just let us know. Let’s begin our comment opportunity with
the Vice Chairman.

VICE CHAIRMAN DUDLEY. Thank you. I think we all have to agree that the staff
have given us a lot to digest, and there’s obviously going to be much more to come on this. |
thought this round of work was very thorough and thoughtful. So thank you for that.

That said, I do think it’s extraordinarily premature to make any strong assertions about
what the long-run framework should look like at this point because I think there’s a lot more
work and assessment to do before we reach that point. As I see it, this is a very big and complex

subject, and, speaking for myself, I am going to need some time to get my head fully around the



July 26-27, 2016 33 0f 283

key issues and the potential alternatives and tradeoffs. Nevertheless, I’d like to make a couple of
comments at this very early stage.

My first comment, which is consistent with the framework objectives that were laid out
for us, is that we need to pick a framework that’s not just best suited for monetary policy
execution, but that is also best suited to achieving our financial-stability objectives. I can
imagine a framework that had significant financial-stability benefits—because it included a
broader set of counterparties, or it had stronger liquidity backstops, or it had liquidity backstops
that had less stigma—but it might be a little bit more complex than a simpler system might be in
terms of monetary policy execution. I might be willing to accept a little bit more complicated,
elaborate monetary policy execution in exchange for those financial stability benefits. So I think
we want to cast the net large and understand that we’re maximizing across both of these regimes,
monetary policy implementation and financial stability.

The second point is that, as the SOMA manager in 2007 and 2008, I don’t disagree with
anything the staff said. I thought the lessons of the financial crisis with respect to monetary
policy implementation are pretty clear. The setup then was not well suited for providing
liquidity to the system. We did encounter a conflict between the goal of supplying liquidity and
maintaining monetary control in 2007 and much of 2008. We didn’t move to particularly large
liquidity-assisted programs because we were worried about the consequences of that for reserves.
Only quite late in the fall of 2008, with the TARP legislation, did we get the opportunity to move
to the interest-on-reserves framework under which, in my mind, we were finally able to establish
credible, broad backstops without the risk of losing monetary policy control. And, if you think
about it, the crisis might have been less severe if we had been able to put such broad, open-ended

backstops in place sooner. We couldn’t do that because we were worried about monetary policy
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control, but if we had had broad, credible backstops in place, I think there would have been less
incentive for counterparties to pull away because they’d know that there would have been a way
of getting cash back at the end of the day. Also, I think there were a number of other problems
that I’d like to avoid in the future. I think the stigma associated with the discount window
borrowing, which the Chair talked about, was a huge problem. To me, another problem that
came up during the crisis that we need to consider was that we did supply a lot of liquidity to the
banking system, but that was not necessarily lent on to other important parts of the financial
system. In a hybrid system like we have—banks, nonbanks, a pretty big capital market—how do
we have a system to ensure that the credit actually gets to the people that need it? Getting it to
the banks may not be sufficient.

The third point I would just make is, although it’s still in the early day to reach firm
conclusions, I have to say that my current inclination is not to go back to the corridor system that
we had before the crisis. I viewed that as operationally cumbersome and at times ineffective at
keeping the federal funds rate where we want it to be. I remember the fact that we had these
fluctuations in the federal funds rate within a given day—higher in the morning in Europe and
then lower later in the day. You know, that was probably not a big problem in terms of effective
monetary policy, but then in September 2008, it actually got worse. We had difficulty keeping
the federal funds rate close to our target right after the Lehman Brothers failure. At the same
time, I don’t think we want or need to operate a regime in which the Federal Reserve has the
kind of extraordinary large balance sheet as it does today. I think the benefits of a floor system
can be achieved with a much smaller balance sheet.

The fourth point I would make is, I hope we all just remain open minded about where all

this is going. This means being open minded not just about the framework, but also not
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prematurely ruling out seeking other changes that might make a particular monetary policy
originally more effective. For example, I can imagine that after all the work is done, we can
conclude that seeking changes to the leverage ratio requirements that might exempt bank reserve
holdings with the Federal Reserve from the leverage-ratio calculation or seeking changes via
legislation or via regulation that would change our set of counterparties might result in a more
effective monetary policy regime, and I don’t think we should necessarily rule them out ex ante.
We should consider them carefully—What’s the benefit of trying to push down these certain
avenues against some of the constraints that we face?—and see if that’s worth it or not.

I also think changing our target from the federal funds rate to some other rate is certainly
something we should consider. I think an interesting open question is: What are the pros and
cons of targeting an administered rate versus a market rate? I frankly don’t see a particular
benefit of targeting a market rate. If you target an administered rate and the market rates move
consistently with that administered rate, it seem to me like an administered rate works just fine.
But I’d like that issue developed a little bit more fully.

Finally, I do think there are some important issues that could be more fully developed.
One thing that runs through the memo is this issue of interbank activity in the money markets. I
guess I have a fundamental question: In and of itself, is interbank activity in the money market a
good thing? When I step back and consider it at a little higher level, we want a financial system
that allows efficient intermediation between savers and borrowers. In an ideal system, savers
meet borrowers. There’s no need for anybody in the middle. They meet, and they exchange.
We’re all done. It seems to me that having a view that we want interbank money market activity
means we’re actually putting more stuff in the middle, more cost and more complexity, which

might not necessarily be a good thing. So I’m not sure that interbank activity is necessarily a
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good thing. I wouldn’t go in a priori thinking that’s a positive, and I’d like to see more work on
that.

The second issue I thought that would be interesting to explore a little further is whether
the issuance of Federal Reserve bills is in scope for this project. It seems to me that Federal
Reserve bills have a lot of advantages. You’d have a much broader set of counterparties. It
would drain reserves, and we could drain as much of reserves as we want. It would allow us to
lean much less heavily on the interest on excess reserves so that you could get away from the
idea that we’re favoring banks. So it seems to me that the Federal Reserve bill issuance is
probably worth some consideration.

And then the final meta questions I have are: How does the framework influence the size
of the banking system versus the nonbank system, and how is that relevant to financial stability?
We’re going to make choices that could either encourage the banking system to grow because
we’re providing benefit to being a bank, or we could offer a system that makes being a bank a
little bit less attractive, and so banks could shrink. So I think we need to think about how we
treat banks versus nonbanks as we go through this process and how that’s likely to affect the
future evolution of the financial system. Thank you.

CHAIR YELLEN. Thank you. President Williams.

MR. WILLIAMS. Thank you, Madam Chair. I agree with your opening remarks that
this is very useful material. Even though I’ve been in the Federal Reserve throughout this
period, it was nice to have all of the documents together, highlighting the key issues and open
questions.

In terms of open questions, the thing that struck me in reading through the very thorough

memos—and I agree here with the Vice Chairman—was the sense that there are still the same
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open questions today that we had the last time we discussed this. One example is how
regulations—especially in money market funds, in banking—will affect the demand for reserves
or affect relative activity in money markets and interest rates and things like that. That’s still an
ongoing process, so | think there’s time for us to learn more from that.

Another open question—and I do have a solution for this, but maybe I’ll save it for
tomorrow—is that we haven’t really progressed very far on policy normalization. [Laughter]
Some of the big questions we had were on the role of the ON RRP and its size: what the scale of
the ON RRP will be as we raise interest rates and how that will affect market conditions. We
started with this very open-ended, large approach to the program so that we could have very
good interest rate control. That’s been successful, but I still think we have a lot to learn as we do
raise rates about how that will actually function and the pros and cons of that.

So like the Vice Chairman commented, I think it is premature to come to conclusions
either here or November. In fact, I guess my main point [ would like to make is, I’'m worried a
little bit about the timeline here. It’s great that we have a discussion today and maybe in
November to intellectually think about these issues. In view of some of the uncertainties and
questions that will still be open, I’'m just not sure whether we’re going to have the information
we need even in 2017, which is when, I think, we’re supposed to have the kind of meeting at
which we actually try to come to agreement on some of this. I guess my one bit of advice is not
to try to hold to some fixed timeline in coming to decisions, but to have that be on the basis of
what we’ve learned and the events, say, over the next year.

Going back to the issue that Governor Fischer and others have brought up in their
questions, I do think, in setting up this new framework, we need to consider seriously what we

think the risks are and what the distribution of the risks that we’re worried about is. In normal
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times, I think any framework works fine. [Laughter] I think that’s the international experience.
It doesn’t matter in normal times how we do monetary policy. It’s fine. The issues that you
really want to think about the situations that are either very stressful from a financial-sector point
of view, the zero lower bound, negative interest rates. And I think that does force us to actually
think about what the likely scenarios are, not specifically about a Lehman Brothers or an AIG
kind of scenario, but more generally about what the problem is that we’re trying to solve?

Personally, because of my view on the low equilibrium real interest rate or natural rate of
interest, [ am mostly scared, if you will, about effective lower bounds, and I heard the word
“visit.” I feel this was like my son moving back home. The effective-lower-bound episodes are
not visits, they’re kind of stay-for-many-years situations. [Laughter] So, to me, in thinking
about the policy framework, a lot of the important issues come up, as you said, Madam Chair,
concerning LSAPs, liquidity insurance, and, obviously, stigma, and I’m not discounting those,
but I do think that the effective lower bound is the thing that worries me.

And I do want to bring up an issue that the Vice Chairman and others brought up, and
that’s the issue of the legal restrictions on our ability to conduct monetary policy. I’m thinking
about the types of assets we can buy, whether we can pay negative interest rates, Federal Reserve
bills—I was scribbling these down while people were speaking—the various tools that we will
have in the future to basically achieve our dual-mandate goals. And I recognize that these are
legal restrictions. Even interest on reserves is a legal restriction. But I do think that if we come
to the conclusion that we need more powerful monetary policy tools or that we need to be able to
use Federal Reserve bills or pay interest to a broader set of institutions, we should, when we
come to that view, try our best to convince elected officials that those are the tools that we need.

Now, I know we can’t control that, but I do think that should be part of our discussion. I don’t
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think we should have discussions only about what can we do under the current law, but we
should think seriously about, well, if we could have additional tools, what they would be.

The last comment is that—and I don’t mean to take up so much time, I apologize for
that—I do wonder about stigma. Stigma in this conversation today sounds a little bit like too-
big-to-fail. We’re all against it, but it’s actually an equilibrium outcome, right? It’s not about
who’s causing the stigma. It’s us, right? We’re the central bank, and the policies that we set and
the decisions we make are what cause banks not to want to come to the discount window. So in
thinking about stigma, I think we have to go back to what I understand the fundamental issues is:
Do we think there is value in telling financial institutions that you should be getting your funding
from the markets instead of coming to the central bank, or do we think that, no, in fact, we want
the central bank to be your source of funding on a regular basis? And I know I’m being very
loose in how I talk about that, but I do remember 2007. When we said, “The discount window is
open, and come,” and no one came, I think the issue was really about the fact that banks
understood that you weren’t supposed to come to the discount window unless you were in
trouble. And so I think that when we say we want to reduce stigma, we might look maybe a little
more inwardly and think harder about why it is that we developed that situation in the first place.

CHAIR YELLEN. Well, I think we had tried to change that through policy changes
made before the crisis to reduce the stigma and make it an effective ceiling, but I agree with your
point. We hadn’t been successful before that, and that continued to prevail during the crisis.

MR. WILLIAMS. I agree with what you just said, but I remember in 2007, with then-
Chairman Bernanke, it was almost like we had an announcement, along with balloons and free
hot dogs and soda pop, saying, “Come to the discount window. We’re open for business,” right?

And then everyone said, “Not so much.” And the TAF, I think, was, in a way, successful in
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creating a different structure that somehow removed the stigma. So I’m just bringing out the
issue that stigma seems to be something about which you can’t just say, “I want there to be no
stigma.” You have to think about where the stigma came from. Thank you, Madam Chair.

CHAIR YELLEN. President Lacker.

MR. LACKER. Thank you, Madam Chair. I’ll start by also complimenting the staff for
their considerable effort and having a wide range of researchers engaged in the project. I found
that really useful. These memos provide a lot of useful material, particularly the money market
field research. I think no matter what we do, the research that’s being done on this is going to be
of lasting value for the System.

A little side comment on “stigma” before we go on—I agree very much with President
Williams’s observations that it’s an outcome. If you think about wholly private market
transactions, they also are subject to exactly the same thing, that if it’s revealed that Party A
borrows at Rate X, that’s going to convey some information about the situation of Party 4. We
had Citigroup paying exorbitant amounts to raise additional capital in 2008, and that reveals
something to the markets about just how dire the situation was at Citi, and I think that’s
unavoidable. It’s part of the market outcome. And the lesson that yields for me is that we are
going to have to accommodate ourselves to some amount of stigma.

I approached this general subject of the long-range framework with a leaning toward, as |
said before, a simple, straightforward floor system, in which the interest rate on reserves is our
sole policy instrument. And we supply just enough reserves to satiate the banking system with a
fair, high degree of profitability and eschew targeting the federal funds rate or intervening in the
RP market. Now, I’'m looking forward to the staff’s future work on this, and, as the Vice

Chairman implored us, I’'m retaining an open mind. [Laughter] I’m open to persuasion. But
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what I’ve learned so far tilts me toward that preference. Beyond my preference about this, I
think that that simple regime is a useful benchmark, and I think the way to approach the analysis
of this is to take that and then view any other framework as that plus some stuff. And I’ll get
back to this.

At a broad level, what I take away from this is that there are a wide range of
considerations in money markets that affect market outcomes—the observed trading volumes
and prices for various money market instruments. The memos do a good job of documenting the
array of regulatory factors. I thought that was really useful, sort of a missing element in the
overnight RRP discussions we had. I think we had a sense that they were broad and pervasive
and complicated, and I think that’s the picture that emerges.

In addition, I was struck by the extent to which relationship considerations seem to affect
many money market transactions, and I’'m not sure I suspected they’d be as pervasive as they are.
Apparently, there are some money market funding deals that are bundled together with other
financial transactions and occur between parties that establish a relationship and continue it for
some time. So there must be some economies of scope across financial transactions or maybe
some fixed costs associated with establishing a relationship. Well, in those cases, the observed
transactions don’t represent arm’s-length Walrasian spot trades that are popular in our models, so
it’s not obvious to me what it means to target a rate in a market governed by sort of relationship
trades like that or whether it’s advisable.

I was also struck by the importance of counterparty credit risk. In some markets,
sometimes credit risk premiums are negligible or relatively stable outside of crisis periods, but
some premiums arguably have been quite relevant to the federal funds market because there’s

always been a noticeable dispersion of observed transaction rates. To me, this makes it tricky to
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think about targeting something like the average interest rate on federal funds when so many of
the transactions build in some tiering or differential, what you’d interpret as credit risk
premiums. When counterparty credit risk premiums rise across a broad range of counterparties
in that market, which arguably happened in August 2007, then you’d expect the credit risk
premiums to rise, right? And if risk-free rates don’t change, then the funds rate will rise. If we
target the funds rate, if we feel as if we have to hold that constant, then we in essence have to
lower what’s essentially the risk-free rate. Now, we often do find it appropriate to cut our policy
rate at times when credit risk premiums go up, but it’s not obvious that should be automatically
one-for-one, and that’s sort of what we imposed on the Desk in August 2007. We were sort of
cracking the whip, asking them to keep the average funds rate constant.

VICE CHAIRMAN DUDLEY. Iremember that. [Laughter]

MR. LACKER. Yes, you do. You were sitting right over there, getting some heat from
the Committee about that in September. And yet the situation was that we had these risk
premiums rising, and so you had to drive down what was, in essence, the risk-free rate. So if we
worked with an administered rate, then risk premiums do what they do and we make an explicit
decision about how much to offset that with a move in the risk-free rate. So, for me, as I said,
just the welter of factors that affect various spreads and money markets make the simplicity of
adopting an administered rate pretty attractive. They also make me dubious about targeting any
particular market rate or aiming our operations at any particular money market beyond this
administered rate we have.

We have some experience now away from the lower bound. It seems pretty clear that
arbitrage among various parties does make the interest rate on excess reserves an effective

anchor for other market rates. I think the interviews with money market participants confirm
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that. If we just relied on our administered rate, we’d avoid the dependence on the funds market,
which could dwindle to nothing pretty rapidly. We could avoid the cost of overnight RRP
operations and sort of footprint concerns we’ve had. The information in the staff memos
suggests those are superfluous to the degree to which IOER is acting as an effective market
anchor already. In addition, with a floor system and a large enough balance sheet to satiate
reserves, overnight and intraday lending by us would be fairly minimal. Daylight credit use
would be fairly minimal, another advantage I think we need to count.

Now, as I said, I prefer that regime, but I’1l just say that I think if the staff brings back a
recommendation for anything else, I think the burden of proof should be on demonstrating that
going beyond that simple regime has some benefits. Another way to put that as a question for
the staff would be: What would be wrong with that regime? If we had money market rates
configured the way they are, with us just running a simple IOER-based administered rate system,
what would be wrong with the funds rate trading we’d see? What would be wrong with the RP
rate? What would be wrong with money market rates that we’d need to correct by going in and
targeting some other rate? And I guess that’s the way to think about it.

There’s one wrinkle that detracts from a simple IOER-based administered rate regime
that springs to mind. The Congress gave the power to set the interest rate on excess reserves to
the Board of Governors and not to the FOMC—in hindsight, arguably, a blunder. [Laughter] It
might not be the first by the Congress, but—so I’'m okay for now with setting the target rate at
the funds rate as an interim arrangement until we can get the Congress to fix the legislation. But
in response to President Williams’s point: I think we shouldn’t be shy about deciding we’re
going to seek some changes. In the meantime, this is sort of a messy aspect of the current

framework because we really don’t care about the funds market per se, which is the point our
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Vice Chairman made. But having an announced target for the funds rate kind of makes it seem
like we do, and it’s an awkward aspect to the current regime, as I see it. So in their analysis of
alternative frameworks, I’d urge the staff to be candid about governance questions as they bring
back their work to us.

Let me talk about “liquidity programs,” as they’re called. One memo asks whether the
framework should be designed to mitigate the tension between interest rate control and liquidity
provision objectives. As I highlighted in response to President Bullard, in a simple floor system
relying on just the interest rate on reserves, there is no tension between our monetary policy
framework and liquidity programs. In fact, one of our former Federal Reserve Bank of
Philadelphia colleagues used to oppose floor systems for exactly this reason, because they
facilitated credit-market interventions. In case you were wondering, I can assure you that the
ease of undertaking credit-market interventions is not the reason I prefer a simple floor system.
[Laughter]

This obviously isn’t the time to debate the merits of the various ways we intervened in
credit markets during the crisis, but if the staff believes that there is a tension or a tradeoff
between the ability to undertake liquidity programs and a monetary policy framework that they’d
recommend, they’re going to have to come to us with some sense of the economic benefits and
costs of such credit programs, and they haven’t done this in the materials they provide. In fact,
the memo on lessons from the crisis simply takes as an unquestioned premise that various credit
market interventions were necessary. They’re referred to as things we had to do in this situation.
This is consistent with some popular narratives that emphasize the inherent dysfunctionality in
financial markets, but, as David Altig noted at the beginning of his remarks, scholars differ on

the interpretation of the events of the crisis. I’m not aware of any economic analysis comparing
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this popular narrative with alternatives, including ones that emphasize the extent to which
volatility and distress in financial markets in that period were induced by the moral hazard
effects of the perceived Federal Reserve stance toward credit provisions, particularly following
the August 2007 actions that President Williams so vividly described. We haven’t conducted
such an evaluation internally, and I’m not aware of any credible external assessment. And
without such a comparative assessment, I think the necessity of the sequence of credit market
interventions we undertook in the crisis is far from obvious. So if the staff believes that the
merits of liquidity program capability should be taken into account in monetary framework
design, it would seem essential that they take the time to conduct an after-action assessment of
our policy choices before, during, and after the crisis, even if that means putting the next phase
of the work on the long-run framework on hold. In my view, this type of assessment is long
overdue. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. President Mester.

MS. MESTER. Thank you, Madam Chair. Let me start by also adding my sincere
thanks to the Federal Reserve System staff for their leadership, insights, and sheer hard work on
the implementation framework project. I view the design of the project as focusing on the
longer-run framework first, and then, presumably, we’ll consider the appropriate transition path
to that framework. Also, as Governor Fischer suggested, we’ll need to really think about how
we address times that are not normal, or crisis periods.

We’re going to have this further Committee discussion focusing on framework specifics
in November, so I thought today I would just provide four questions I think the Committee

participants will need to consider in evaluating specifics.
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First, how much volatility are we comfortable in tolerating for the policy instrument
we’re targeting in normal times and then in times of stress? Presumably, this is going to be one
of the considerations in our preference for choosing an administered rate versus a market rate.
And if the choice is a market rate, which market rate? President Lacker, I take your discussion
as very interesting about the administered rate avoiding some of the problems. But, presumably,
it’s the correlation between that rate and other market rates that is going to matter for what we’re
doing. I think we still have to understand how the money markets are going to be affected by our
choices.

I think our control of some interest rates may be different from the way it was in the past
because of the structural and regulatory changes that occurred since the crisis, and I think the
memos lay out some of those changes quite well. The bottom line is, I think we have to be
focused on: How much does our control of certain interest rates imply for macro and financial
stability? I think that’s something that we need to think about. In crisis times, we may be
willing to allow for more volatility, but what about periods when we don’t necessarily realize
we’re at the beginning of a crisis? I guess I view the case of 2007 and early 2008 as one in
which it wasn’t necessarily clear at the time that the situation would develop into the crisis
proportions that we saw ex post. A lot of this is in hindsight. But when you’re actually in the
moment, I think those tradeoffs between control and liquidity provision loomed large, but we
didn’t necessarily know how things would turn out.

Second, how should the governance issues and political economy issues be resolved?
And a couple of the commenters have mentioned these. The interest rate on excess reserves is
set by the Board of Governors. Monetary policy decisions lie with the FOMC. So far, in the

post-crisis world, we’ve resolved this tension by still using the federal funds rate as our way of
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communicating about monetary policy. If we communicate with a market rate, presumably this
helps resolve the issue. The ON RRP rate also resolves the issue, because it’s an FOMC
decision. I think these kinds of issues also affect the size of the balance sheet we want to operate
with. It does have implications for our relationship with the fiscal authority and perhaps a
relationship of rates, like the ON RRP versus the IOER has “appearance” complications if we are
going to be paying banks. I think we have to take those kinds of political economy and
governance issues head on, and they should factor into our decisions about the long-run
framework.

Third, what’s our preference about the tradeoff between a framework that is complex
enough to handle many possible contingencies versus one that’s similar and presumably less
costly that works well in normal times but would need to be augmented in unusual times? This
is related to but somewhat different, I think, from the staff memo’s definition of robust and
flexible frameworks. The staff defines a robust framework as one that can provide sufficient
liquidity outside of the U.S. banking system at times of market stress, and a flexible framework
is one that can be adapted to handle evolving market conditions. I have to say, my own
preference is for a simpler framework that can be augmented with supplemental tools in times of
crisis. But this simpler framework would need to have aspects of both robustness and flexibility.
In other words, the simpler framework is not likely to be the same one we used before the crisis.
In particular, because of the possibility that the equilibrium interest rate will remain lower than it
was before the crisis and the probability of returning to the effective lower bound on the policy
rate, which has probably increased, we should have a standard approach to providing more
accommodation once the effective lower bound has been reached. And I do think we’re going to

have to deal with the changes that occurred in money markets, although I understand that our
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choice of framework then could feed back on some of those changes. So I think we need to
really understand some of those issues, and the memo has pointed out quite well the kinds of
issues we need to be thinking about.

I think that the Desk has undertaken a useful step in expanding counterparties, but
expanding the types of institutions to which we routinely provide liquidity directly could have its
own effect on the evolution of financial market structure, as pointed out by Vice Chairman
Dudley. It could raise moral hazard problems, and we need to understand those better. And, of
course, we’re going to also have to think about operational readiness. Presumably, even if we
decide that our standard framework isn’t going to include a lot of these liquidity facilities or
credit facilities or what have you, we’re going to have to maintain expertise in that. So I would
welcome further discussion on the tradeoff between simpler versus complex frameworks.

Finally, fourth, which framework design can best maintain the Federal Reserve’s long-
standing desire to avoid allocating credit to particular market segments and displacing private-
sector financial markets? Maybe I’m channeling my former colleague from the Federal Reserve
Bank of Philadelphia, that an operating framework that puts no limit on the size of the balance
sheet might make the Federal Reserve more vulnerable to political pressures that at times would
be exerted to get the Federal Reserve to use the balance sheet to support certain markets. And it
also might lead to more structural changes in the financial markets that we are going to have to
think about deeply as part of the discussion.

There are lot of interrelated considerations. I look forward to our discussion in
November, and let me, once again, thank the staffs of the Reserve Banks and the Board of
Governors for their efforts. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. President Rosengren.
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MR. ROSENGREN. Thank you, Madam Chair. I, too, would like to thank the staff for
the thought-provoking memos on a long-run framework. I would say the comments that have
already been made around the table were more wide ranging than I was expecting, and that’s a
very positive attribute.

I want to consider several assumptions that I believe are important in considering the
long-run framework. The first is whether periods when the federal funds rate reaches its lower
bound because of significant slack in the economy will be anomalous or a more common feature
of a low inflation environment. My view is that, as long as we have a low inflation target and a
low equilibrium real interest rate, a funds rate at or near its bound will become a regular feature
of business cycles. This conclusion echoes comments by President Williams. It’s been seven
years since the end of the recession, and we have raised rates only once. Moreover, we have yet
to shrink our balance sheet. Because few recoveries last a decade, it is quite likely that when the
next recession occurs, we will still have a large balance sheet and limited room to reduce the
federal funds rate before reaching its lower bound. One way to reduce the frequency with which
we hit the effective lower bound would be to raise the inflation target. At the time that we set a 2
percent target, few of us would have predicted how many advanced economies would be facing
long spells of negative rates, large balance sheets, and inflation rates below target. We should
have a thorough discussion of the long-run implications of central banks around the world setting
inflation targets that may result in the policy rate too often pinned at its lower bound. I hope we
have such an open discussion at the end of the year and that we revisit the inflation goal on a
regular basis—perhaps every five years, as the Bank of Canada does. If it seems likely we

choose to maintain a 2 percent inflation target, then we should choose a long-run framework that
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anticipates the federal funds rate regularly hitting its bound during recessions and allows us to
respond flexibly in a manner that best achieves our dual-mandate goals.

If the funds rate regularly hits zero during future recessions, my second concern is
whether we will augment conventional policy with quantitative easing or with negative interest
rates. [ would prefer expanding the balance sheet and possibly the composition of the balance
sheet before resorting to negative interest rates. The early assessment of the costs and efficacy of
negative interest rates is quite mixed. Most central banks that have gone negative have taken
actions to help insulate banks from some of the collateral effects from that policy. In light of the
concern about bailouts of banks in the United States, it’s unlikely that policies that insulate banks
will be politically feasible in the United States. I think it would be useful to have a fuller
discussion of negative interest rates and whether it’s likely to be employed as a policy response
to future recessions.

Given our reluctance to raise the inflation target, expanded balance sheets are likely to be
a regular feature of recessions. Thus, any policy we adopt should flexibly incorporate the need
to expand the balance sheet and to change both the duration and composition of holdings. I
agree with President Williams that we should consider asking for a broader set of assets that can
be held, along lines similar to the practice of other central banks.

If an expanded balance sheet is a regular feature of future policy, we may want to expand
our thinking on how we use our balance sheet. For example, if we decide that supervisory
policies are unlikely to be effective for addressing bubbles in real estate, we may want to more
actively consider whether to use our balance sheet to address such situations. In the face of
rising real estate leverage and prices, we might choose to raise rates in this sector by shortening

the duration of our holdings and selling some of our MBS. Of course, for this financial stability
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tool to be possible, we would need to hold long-duration assets and MBS. Thus, I would not
assume that in the future we will have a small balance sheet that is limited to short-duration
Treasury securities.

Many of us now assume that the equilibrium federal funds rate will be around 3 percent.
Historically, we have reduced interest rates more than 3 percentage points in response to most
recessions. Of course, in those instances, we did not hit the effective lower bound because
inflation and the real equilibrium rate were higher. But, for the future, we should assume that we
will likely hit the effective lower bound, that we will resort to some balance sheet expansion,
and, thus, we will need to control short-term interest rates for the foreseeable future and during
most recessions. I, somewhat surprisingly, agree with President Lacker on one issue. I would
prefer to focus on the IOER, an administered rate, but I also agree that that rate should be an
FOMC decision.

Finally, the staff should continue to explore how to be flexible in a situation of a
changing structure of our financial system. In particular, the platforms of both political parties
are calling for readopting Glass-Steagall restrictions. If that were to occur, we would once again
have large standalone broker-dealers that would likely be viewed as SIFIs regulated by the
Federal Reserve. Having large standalone broker-dealers implies a greater likelihood of runs on
them and calls into question whether the financing system can remain as dependent on
repurchase agreements.

Second, we are requiring financial institutions to be more liquid, and justifiably so.
However, there are limited quantities of high-quality liquid assets. Better understanding how our
supervisory actions, in trying to increase liquidity in financial institutions, affect demand for

short-term money market instruments would be useful.
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Third, broker-dealers tend to be highly sensitive to economic conditions. Many of the
European banks with large broker-dealers operate in the United States and remain troubled to
this day. The continued dependence on broker-dealers as counterparties raises the issue of
whether the discount window should be available to them to address liquidity issues or whether a
more substantive change in their funding model is in order.

Fourth, the money market fund industry continues to evolve. This has implications for
financial institutions’ ready access to market for short-term liabilities. With the incentives to
shift to government-only funds, the demand for high-quality liquid assets will increase further.

The issues raised by the staff were very useful. However, I would like to see us and the
staff spend more time discussing some of these key issues.

CHAIR YELLEN. Thank you. President Kaplan.

MR. KAPLAN. Thank you, Madam Chair. Thank you to the team around the System
that worked on this project. Let me just make a couple of comments that struck me after reading
through the papers, understanding these are early days.

Regulatory reform, I think, has certainly reduced the probability of financial crises and
limited their potential severity. However, it also probably has reduced incentives for arbitrage in
money markets and may introduce some frictions that make money markets work less smoothly,
therefore possibly increasing the need for liquidity actions by the Federal Reserve. A
combination of on-the-shelf liquidity facilities and the ON RRP may be needed to ensure future
money market functionality and interest rate control in a potential future crisis. So far, the ON
RRP facility has helped limit shortfalls and volatility in money markets, and the risk that it might
have exacerbated flights to quality really has not materialized. For example, we didn’t see it in

January and February of this year, and we haven’t seen it following the Brexit vote.
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Nevertheless, because crises can hit at unexpected times and in unexpected ways—and, by
definition, are surprises that you don’t expect—I do feel strongly that we should do more work
on having on-the-shelf liquidity facilities that could help limit the severity of market stress
episodes and help address one potential downside of an ON RRP facility. In my view, in that
crisis it may well be necessary to assist, in particular, the money market industry, dealers, and
nonbank financials.

On slide 13 of the briefing materials, the points 2 and 3 that you made are, to me, a
couple of the reasons why I would like to have on-the-shelf facilities. Number one, I think if
there’s clarity about the purpose of such operations, it does reduce stigma. And, in particular,
it’s important to emphasize that this is about the provision of liquidity versus emergency lending
to individual firms. I believe that if our communications are well prepared and explain what
those facilities are designed for, we won’t eliminate stigma but should help reduce it. Also, your
point about clarity on when liquidity insurance operations would be used—to limit contagion
during stress events—is a very key one and is another reason to have on-the-shelf facilities.

I would add two other reasons for having on-the-shelf facilities. One, it allows you to
move quickly, and, two, when you are in a crisis is not the time to be thinking through and
making up provisions and mechanisms to deal with the situation. That is, I’d rather we did this
in advance in the cold light of day rather than on the run. And I think we have the opportunity to
do that, so I would encourage you to do more work on this. I understand the risk that it may
appear to create or induce an overreliance on the Fed, and there are some political sensitivities
associated with that. But this work is very, very important, and I think history has shown that we
ought to have these facilities in place with our communication well established in advance. So I

encourage you to do more work on this. Thank you.
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CHAIR YELLEN. Thank you very much. President Evans.

MR. EVANS. Thank you, Madam Chair. I’d like to thank all of the contributors to the
long-run framework working groups who presented here today. The first installment has been an
impressive effort, and I learned a lot from reading the memos and discussing them with my staff.
The presentations clearly point to a number of tradeoffs that will be associated with choosing
among alternative implementation structures.

Before I forget, I agree with the comments that President Williams and President
Rosengren made, that the implications of the probability of hitting the effective lower bound
should be considered within the context of our long-run framework discussions. I think it is
certainly the case that the choice of our inflation objective is part of that, in terms of how low
interest rates will be during normal times and how much capacity we have to lower rates when
we need to do so.

I’d like to say at this point that [ remain open minded, no matter what I say after this.
[Laughter] I am not strongly wed to many prior views on the long-run framework, and it’s
simply useful for each of us to push, in our own way, harder on all of the framework
presentations. So, in that spirit, I will continue.

I’m not sure this isn’t just nostalgia for the old days, but I do confess some sympathies
for returning to our pre-crisis framework with a small balance sheet, or at least a smaller balance
sheet than we have. At least during normal times, it served us well and in ways that we probably
still don’t fully appreciate, at least I think when it comes to minimizing political risks that we
previously never considered.

A fundamental question for me is this: Do the changes in financial markets that we have

experienced over the past several years make it clearly undesirable to return to the “old world”?
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I’11 describe it that way. I appreciate that there are numerous details that complicate this return to
a more conservative, old-style monetary approach. For example, we will have to determine if
changes in regulation and business practices have had a lasting and unalterable effect on reserve
demand and overnight funding markets in general. And, in turn, there are many interactions and
interdependencies involved in analyzing this and other important questions. I’m looking forward
to hearing more about the strengths and weaknesses across alternative frameworks, both during
normal times and during periods of stress. Our ability to achieve our set of macroeconomic
outcomes is the most important piece of this decision tree, it seems to me. Maybe it’s the easiest.
The social benefits of reducing deadweight losses in some markets might be more uncertain and
controversial with respect to possible unexpected outcomes that I just can’t lay out today,
because I don’t know that we know them.

Again, here is that caveat. | remain open minded, but [ am wondering about the
following risk. It’s not just the economics that are difficult. The decisions that we make about
the implementation framework will be scrutinized from a political economy perspective as well,
and I think President Mester touched on a number of these issues. Inevitably, we will need to
consider the possibility that not all of our tools will be available in the future.

Madam Chair, you mentioned that there are already “optics” concerns related to the
IOER rate being above a market rate. The Congress has wondered whether that is something of
a subsidy to certain financial institutions. For example, large IOER payments to banks may not
always be seen as “living the Friedman rule” and reducing regulatory reserve burdens. I worry
about the possibility that, when rates increase and get closer to neutral, when we finally do
normalize, if we still have a large balance sheet, the size of IOER payments going out to banks

may become a political lightning rod. Should we select a best framework or most robust
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framework, subject to achieving a number of objectives that we specify? I look forward to
hearing more about this. Our previous small-balance-sheet approach may seem 20th century,
“old school,” and opaque. But I wonder if those tools and authorities might be more robust to
changes in political winds. I’'m just wondering.

I appreciate the long-run framework project’s commitment to a broad, open, and robust
process that considers the issues from many vantage points. It will help us understand important
tradeoffs and move us toward adopting an implementation framework that will serve the
institution well in years to come. I expect to learn more, and I remain open minded about
selecting the best appropriate framework for the years ahead. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. President Lockhart.

MR. LOCKHART. Thank you, Madam Chair. I, too, would like to add my thanks to the
workgroups’ very thorough work products for today’s discussion.

While I think the framework in place today seems to be working well for monetary
control purposes, I do support this effort devoting time and resources to thinking ahead,
exploring options, and, importantly, anticipating various states of the world in which the
Committee might be making policy. I do think we have time to do this exercise in a very
deliberate way. I don’t have a lean yet. I’m processing the information in the memos at a
somewhat more basic point of consideration. I found the three memos helpful in teasing out
what seemed to me to be the first-order pertinent questions. Some of my questions may suggest
further work and attention, so here’s what’s on my mind, informed by the memos.

Realistically, can we get back to a corridor system and preserve the federal funds rate as a

centerpiece of policy setting? Will reserves be scarce or plentiful down the road? If we take as a
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given the fact that depository institutions will want to hold a higher level of reserves, will their
target level reserves vary with changing conditions? And, if so, how?

Will the expanded number of counterparties that we now have be a permanent aspect of
the operating framework? And if we were to go further, what classes of institutions would we
want to include? What are the benefits and negatives of expanding the range of collateral
instruments?

If we want to preserve a market rate as the policy rate, how viable is the federal funds
rate as a policy instrument? Are the overnight interbank funding rate, which is an unsecured
instrument, and/or the GC repo rate, a secured instrument, workable alternatives as a market
rate? And do these rates require expanding the number of counterparties? More generally, what
distinguishes one money market rate from another as a potential policy rate?

Regarding arbitrage behavior, what can be assumed to be reliable on an ongoing basis?
I’d like to understand better what incentives and disincentives are associated with regulation as
they affect arbitrage opportunities.

And, finally, a broader question is suggested by commentary that comes on pages 9 and
10 of the memo “Lessons from the Crisis”: What conclusions can we draw regarding the features
of the U.S. environment that will shape implementation practices? I think we might gain from an
attempt to work back from the environment or the context of policy to the operating framework
options and choices. We tend to think of environment features in terms of the structure of money
markets and the regulatory picture. As others have raised, including President Evans just before
me, [’ll suggest that we might also think about the political support for operating in different
ways. As I see it, there is likely to be political pressure on the IOER rate as an instrument. I’d

like also to suggest that, as we move this exercise forward, thought be given at some point to the
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requirements of transition from the current regime to another and to the communications
challenges involved.

Finally, while these were prepared in advance, I will freelance for just one moment,
perhaps responding to Governor Fischer and something that President Williams said, about our
regime that will probably work in normal times, with many different versions of it. But I think
the times also call for perhaps thinking well outside the box. So to borrow from a different
discipline—maybe a little bit of a “Herman Kahn” approach to thinking about the unthinkable—
we’re in an era in which it’s not unthinkable that a terrorist act or cyberwarfare could severely
affect the operating environment of the Federal Reserve. So I would encourage some work on
thinking about scenarios that are really extreme and how we would respond to those scenarios.
Thank you, Madam Chair.

CHAIR YELLEN. Thank you. Governor Tarullo.

MR. TARULLO. Thank you, Madam Chair. I’'m going to begin with a procedural point,
which picks up on some of the things John said earlier. I think we have to find a way to explore
a variety of ideas here, some of which may be pretty innovative and some of which may be
pretty far reaching, without committing anybody ex ante to any particular direction. I think it is
hard to do that in this room because discussions here have a tendency to either acquire a certain
direction or acquire a certain oppositional quality whereby it seems as though something is being
debated. And, like President Williams, I see neither the need nor the desirability of rushing to
some sort of answer. I think that we’re going to need to figure out a way to have an exploration
of both a lot of the substantive issues people have raised as well as a blue-skying of ideas that
takes place outside this room but in a way that is accessible to people in the room who are

currently in the room and who may be able to participate. This can happen through the Jackson
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Hole symposium and other conferences. It might be able to happen informally. But I do think
that’s important, because we don’t want to force the staff to either come back only with
incremental ideas because they feel it’s not their place to change things fundamentally or to force
them to come back with something that’s quite far-reaching, and then for us to say, “Who are
you guys to be coming to us with something far reaching like this?” So some sort of iterative
process in between, I think, is actually important.

Let me now just identify, as a number of other people have, some of the issues that I
think are particularly useful, interesting, or important, or all three, to pursue during this process.
At the very top of that list I will echo Presidents Evans, Rosengren, and Williams in saying that
how to think about accommodation in a low-for-long environment is, I think, essential to this
exercise, and if it doesn’t address that question, it probably hasn’t succeeded. Other things I’'m
going to mention now I think are important, but without that first element, it’s a little hard to see
why we would have gone through the whole thing to being with.

Next, I would say, how to adjust monetary policy to the better regulation of financial
institutions and activities that have been put in place since the crisis is actually very important.
And in this respect, I would recommend—I know the staff knows about it, because they’ve read
it—to the Committee generally a paper on monetary policy and regulation put out, I think, Vice
Chairman Dudley, was it a year ago May, by the Committee on the Global Financial System?

VICE CHAIRMAN DUDLEY. Yes.

MR. TARULLO. I think it was put out in May 2015. Is that when it was?

MR. POTTER. Yes, last year—"“Regulatory Change and Monetary Policy,” paper

number 54.
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MR. TARULLO. Yes. It was, I thought, a very nuanced assessment of how the
necessary changes in regulation will need to be accommodated by monetary policies throughout
the world, and it was done principally by people from the monetary policy side of shops. It
wasn’t done by regulators, which I think is one of the things that made it useful. Now, we were
lucky that our participant was someone from the Division of Monetary Affairs, but someone who
knew a lot about regulation, and I think other central banks were able to do the same, which is
why it has a nuanced feel to it. In that regard, I would note that the maximum lubrication of the
policy transmission system that monetary policy people sometimes talk about as desirable is
actually, if not quite the same thing, very close to the same thing as the massive amounts of
short-term wholesale funding that support unexamined credit positions and runs at the first real
signs of trouble.

That’s why the regulation and monetary policy decisions need to be thought of at the
same time. You can’t just think, “Well, we want maximum transmission so that we can get
monetary policy through in these very liquid markets” without realizing that it’s those very liquid
markets that freeze up when things start to go awry, which leads me to the concept of “liquidity
insurance.” I know that is not a term coined by the staff, but it is a pregnant term, which
immediately elicited in me the question, “And who exactly is paying the premiums for that
liquidity insurance?” And the answer, of course, is not really anybody in some of the countries
that the staff was referring to, except insofar as you accept the proposition that being part of a
regulatory system is in and of itself a premium, a case pretty hard to make on the basis of the
existing state of the financial system. I would note in this regard that the United Kingdom and
Switzerland, the two countries correctly cited as having some of the more fulsome liquidity

facilities, are also two of the jurisdictions that have what we might term “unusually large”
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financial systems, given their GDPs. And I think it’s difficult to avoid the conclusion that it is
necessary for the central bank to be a very generous lender of last resort in order to sustain what
some might characterize as outsized financial systems. This leads to some of the questions that
Vice Chairman Dudley was suggesting a moment ago as well about our own financial system,
which, although it’s not as outsized relative to our GDP as is the case in either the United
Kingdom or certainly the old Switzerland, is still pretty outsized in comparison with the rest of
the world. And that does get us thinking, as Vice Chairman Dudley said, about the layers of
intermediation that take place, but also the kind of things that we want to be backing up, as it
were.

Now, I actually was a bit bemused by President Lacker’s suggestion that it was moral
hazard that created the problems during the crisis. I would very much agree with the proposition
that moral hazard in the years preceding the crisis led to the conditions that created all of these
runs. Personally, I subscribe to the view that when you’re in the middle of a crisis is not the time
to create bulwarks against moral hazard. That’s what you do when things have calmed down.
But that is something that we need to be thinking about. And it’s the reason why I have been
more skeptical than a lot of you—although, judging by today, I have more allies than I might
have feared, and I’m glad to hear that—about always wanting more powers in the central banks
to be able to create liquidity, because there is a time-consistency problem that is created when
you have those powers, and that’s why it’s a difficult set of issues.

That pushes me to the existence, size, and use of the balance sheet, which I think is in the
first instance an analytic question. That is, there’s a positive analysis to be done before the
normative analysis comes through. I was in Cambridge, Massachusetts, a week ago Friday and

had this very interesting experience in which I had breakfast at Harvard University and lunch at
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MIT. And so at Harvard University, led by Jeremy Stein, as many of you would have guessed, |
very much got the demand for safe assets: “You know, they’re being privately created right
now, so the Federal Reserve should think about creating public safe assets” and all the rest—the
full dose of that. And then a mere two stops down the Red Line, in Kendall Square, I got the
exact opposite view, which is, “It is a very dangerous thing for the central bank to be creating
safe assets. Moreover, a lot of the so-called demand for safe assets will actually dissipate.” If
they could meet in Central Square and have the debate, that would be fun to watch. But,
analytically, I do think we need to pay attention to that issue because whatever our normative
predispositions, if there is, indeed, a substantial exogenous demand for money like our safe
assets that is going to be privately created, we have to take that into account not just for
regulatory purposes, but also when thinking about the transmission of monetary policy. And if
we come to that analytic conclusion, we may or may not decide that we want to do something
with the balance sheet, as Jeremy Stein would have us do to create safe assets, but we at least
need to take that into account. And then as President Rosengren said—so [ won’t repeat it at any
length—it’s conceivable that you’d also use the balance sheet for monetary policy purposes, with
a sort of twist-reverse twist kind of mechanism. I think that’s worth exploring as well.

And finally, an issue that I don’t think anyone has mentioned to this point is that I do
think it’s worth paying some attention to the unique role of the dollar in the global economy and
thinking about how we fashion our monetary policy framework. It occurred to me in the first
instance as I was reading the memo on foreign central bank frameworks. And I said, “Wait a
second. This is very interesting, but, man, oh, man, this would not work for us, because you’ve
got people holding dollar assets as currency reserves all around the world.” So I do think it

would be worth specifically addressing the question of the degree to which the role of the dollar
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as the principal global reserve currency both affects us in the effectiveness of monetary policy
decisions that we would make—this is back to global savings kinds of issues—and, in turn,
affects other people, which has a kind of feedback effect on the performance of the
macroeconomy. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. President Kashkari.

MR. KASHKARI. Thank you, Madam Chair. I’ll just make four quick points. First, let
me add my voice to all those who came before in encouraging the staff to do work looking at the
effective lower bound. I think that’s paramount, as others have said. I know you were planning
to do it anyway, but I think it’s important.

Second, I’m interested in the staff’s view on some of these on-the-shelf or off-the-shelf
tools. How often would you expect that we would use them? To me this goes right to the core
of both stigma and moral hazard. I view stigma and moral hazard as closely linked. If we have
tools that are used frequently, they’re going to have low stigma and potentially increase moral
hazard. Tools that are used infrequently, the opposite. Would you envision us using these tools
in the ordinary course of events every year, every 10 years, every 100 years? I’'m just interested
in getting your perspective on that.

And this is linked to something that Vice Chairman Dudley said, which was, “Would the
crisis have been less severe if we had more of these tools ready to go?”” I’m not sure. When I
think back to my experience during the crisis, when people asked me to reflect on our
performance, let’s say, the government entirely—the Federal Reserve, the Treasury, et cetera—
the criticism that I offer is that we were always late because, in connection with Loretta’s point,
we didn’t know how bad the crisis was, and we were reluctant interveners. I’ll give you one

example. Just take the TARP, as the most extreme example. When the Congress passed the
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TARP, it was about two weeks to when we announced the capital injections, and about a month
later we actually had money going into banks. But it had been sitting on the shelf as a concept
for eight months until Bernanke and Paulson said, “Now we finally have to go to the Congress.”
So the delay was not the implementation. The biggest delay was us having the will to say “We
need to do this.” So it affects, for me, how I think about tools on the shelf. Is it the time to
implement the tool or the time to make the decision to use the tool that ultimately is the delay?

And then the last point I’ll make, because I think we should be humble about our ability
to forecast the future, is that if we had gone back 20 or 30 years ago and asked the Federal
Reserve System to design tools that would have been useful in 2008, there’s no chance they
would have come up with the right set of tools that ended up being implemented in 2008 because
the markets evolved. That tells me that we should err toward simplicity but flexibility to give
future participants the tools they need to design tools in the moment, because we’re probably not
going to be able to design them right now. Thank you.

CHAIR YELLEN. Thank you. Governor Powell.

MR. POWELL. Thank you, Madam Chair. I want to join others in complimenting the
staff on this very interesting set of memos. These are tremendously interesting and important
questions. Of course, for those of us who were here, it takes us back to a set of discussions we
had in 2013 and 2014, which led up to the adoption of those principles in September 2014, which
I’ll come back to in a second. I think we’re in a different situation now. The questions we’re
asking now really don’t need to be answered. It’s a great discussion to have, but I don’t see the
wisdom in driving this to conclusions at this point. I think we have a lot to learn over years to

come and reasons to gain from that experience.
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The Policy Normalization Principles and Plans were published by the Committee in
September 2014, and it’s a reasonably detailed, if not fully worked out, formulation, nor could it
have been fully worked out. I’d say that that framework works pretty well, and, on the basis of
the one rate increase we’ve executed so far, we have decent rate control. But I do think it’s
likely to prove vulnerable over time and not just in times of crisis. The September 2014
principles were wise enough to conclude with the observation that “the Committee is prepared to
adjust the details of its approach to policy normalization in light of economic and financial
developments,” and that is one principle that I suggest it would be wise to honor.

The note on foreign experience does show that other central banks have used a range of
different frameworks to control policy rates: floor and corridor systems, targeting secured and
unsecured rates using administered rates, as well as market rates. So I think we do have plenty
of flexibility in choosing our own long-run framework—and should feel free to pick one that is
tailored to our own institutional setting and that will work in different conditions, particularly at
the effective lower bound, both for administering monetary policy and for providing liquidity.

The arbitrage trade that currently sets the federal funds rate, as we all know, is between
the Federal Home Loan Banks and the foreign banks, essentially, and that trade could easily go
away—for example, if the Federal Home Loan Banks exit the market like Fannie and Freddie did
or if regulation or some other factor makes the trade less profitable for FBOs. More broadly,
unsecured borrowing between financial institutions is in secular decline. So if we were choosing
a reference rate to last for a long time, which happens to be exactly what we’re doing on the
LIBOR project, the federal funds rate would probably fail the fundamental design criterion of

sustainability.
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The money market memo points out that there may be a secular increase in reserve
demand due to heightened liquidity expectations for banks. If that is so, reserves could become
scarcer than expected. I still suspect that scarcity is a very, very long way off. Also, higher
demands for reserves may or may not translate into higher trading volumes in interbank markets.
And let me add that I don’t see higher trading volumes between banks in federal funds as
something that we need to have.

For these reasons, I have growing doubts, actually, that the best long-run solution will be
to return to a corridor system targeting the federal funds rate as set through scarcity trades
between banks. We’ve really been in a floor system for eight years now. It’s, to me, very likely
that it will remain so for some years. That system has worked. Markets are now used to it, and it
may well be that the better long-run approach will be to continue with a floor system, albeit with
a much smaller balance sheet, which can be done if only because markets will have known
nothing else for probably well over a decade. It may also be appropriate to target a secured rate,
as secured borrowing does not appear to be in secular decline, and it involves a much wider set
of participants. The overnight bank funding rate is an unsecured rate that represents a middle
ground and captures a broader range of transactions and counterparties, and it’s an improvement
over the federal funds rate, but it’s still subject to the secular decline in unsecured interbank
borrowing. I will add that I’'m also among the open minded when it comes to deciding whether
to choose an administered rate versus a market rate.

Turning to liquidity for a second, the memos show clearly, in my view, that the pre-crisis
toolkit did not contemplate, and was not designed to address, the run dynamics that arose during
the crisis. Policymakers improvised, acted on the fly. And I believe history will judge those

efforts as a success achieved under extremely trying conditions. There is an understandable
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desire to avoid having to live through all of that improvisation again and, in that spirit, to keep
some or all of the crisis liquidity programs close at hand and in working order.

For now, most of the crisis-era liquidity programs have been wound down. One could
think of them as being unplugged and in dry storage, except for the swap lines with the five other
central banks. The memos ask whether these programs should be active parts of the framework
or instead on the shelf. I feel like I have a lot to learn on that and, again, am open minded. |
guess, for the most part, I lean toward the idea of keeping them off the shelf rather than right at
the edge of the game or part of the framework, which might require investing a lot of resources
to keep them operational, but there could be exceptions to that. In particular, I could imagine a
role for the TAF, which would be to provide liquidity to a range of banks in the ordinary course
and over time perhaps reduce the stigma associated with the use of the discount window.

I believe we continue to do a good job over time of explaining and defending our
traditional lender-of-last-resort role—not so much expanding it but sustaining it—and that role
needs to work in the context of financial markets that continue to evolve ever further from the
traditional bank-based model. A wider set of counterparties would provide a more resilient
framework and money market system. As the financial crisis gradually recedes into memory, I
hope that we’ll find more receptive external audiences for that view. I do also recognize the
tradeoff with moral hazard and look forward to hearing more on that.

To wrap up, while this exercise is a worthwhile one, there’s no need to make decisions
that will be better made several years down the road. And there will be a benefit in not making
decisions until we see how markets evolve over time—in particular, adapting to the new
regulatory regime. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. Governor Brainard.
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MS. BRAINARD. Thank you, Madam Chair. I appreciate the very high-quality and
voluminous material [laughter] that the staff is developing to help inform these policy
deliberations, and I’'m guessing that all of the comments that we’re making today will lead to
even more voluminous material.

I think it’s always tempting as policymakers to hark back to an era of greater simplicity
with fewer tools. But I think it would be a mistake if we succumbed prematurely to that
temptation without carefully assessing the complex nature of the challenges we are facing today
and are likely to face in the future in order to fulfill our statutory responsibilities. I think the
financial markets in particular have evolved considerably and are likely to continue doing so.
The staff’s analysis highlights the role of regulation. And I think this needs to be further
explored. But I also want to make sure that we’re taking into account the role of technology,
which is already affecting the wholesale financial markets and changing market structure and is
likely to do more of that. We certainly saw that in the Treasury securities markets in October
2014, and we’re likely to see more disintermediation and changes in market structure associated
with technology.

I also would highlight, as others have done, that it’s important to take into account the
likelihood that we find ourselves in a lower neutral rate environment for a protracted period of
time. This is an environment in which the same frequency and size of shocks that we have seen
historically would lead us back down to the effective lower bound with greater frequency, which
surely needs to be taken into account in our policy framework, and one in which we might see
greater international transmission than we have previously.

The analysis, to me at least, suggests that the complicated nature of the challenges we’re

likely to face may, in fact, require greater complexity in our implementation framework to
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achieve in the most effective and compelling way the clear objectives the Congress set out for us.
In my own view, it’s very important to think about provision of liquidity in the wholesale
financial markets at times of stress as part of our critical responsibility for financial stability in
parallel to our monetary policy objectives. And I do believe that I would like to see some
explicit consideration of the demand for safe assets and what our role is likely to be or should be
in the future. It seems particularly important for us as the central bank that has the deepest, most
liquid, largest wholesale financial markets in the world and a currency that is viewed globally as
the most important reserve currency. This is not something we chose, it may not be something
we wished for, but it is something that I think matters in terms of our role in the system and the
ways that financial stresses spill over into our markets. So I agree that it should be taken
explicitly into account.

That said, I'm certainly keeping a very open mind, and others around the table, I hear, are
doing the same. I think it’s quite premature to draw any firm conclusions until we’re better able
to assess possible tradeoffs. I do believe that at some juncture we would benefit from a broader
public discussion of these issues—not just with expert communities, but also with nonexpert
communities who may not fully understand the kinds of tradeoffs that we faced during the crisis
and may well face. And it’s better to have those discussions ex ante than to try to defend actions
ex post.

So, against the background of those considerations, I do think this is a very important set
of analyses. And I hope we’ll have a lot of time before we need to actually draw conclusions
about tools and the framework. Thank you, Madam Chair.

CHAIR YELLEN. Thank you. Governor Fischer.
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MR. FISCHER. Thank you, Madam Chair. I’m not sure whether I missed something
that Governor Tarullo said, but I heard him talking about the interaction between the need to plan
the system to take account of both the regulatory system that you’re changing and the financial
system. And I think we ought to remind ourselves that we missed that in a big way in 2006, 07,
and ’08, when the supervisory system did not carry out the functions as well as it should have,
and that those two elements of our job as the central bank, which are supervision and regulation
of the financial system and the provision of a lender-of-last-resort facility, are very intimately
connected. They are connected in the sense that any intelligent human being faced with the
choice between creating a recession of the depth that we had in 2008 to prevent moral hazard on
some future occasion—which it wouldn’t do anyway, because the people who created that crisis
won’t be around for the next one—will, in the end, succumb to what we call “moral hazard”—
and what I call “common sense”—namely, that you don’t destroy an economy for the next five
years in order to teach somebody a lesson.

So we will not get to that point, and that means we have to make sure that through all the
tools that we have at our command, we minimize the probability of being put in such a situation.
But we should never believe that we understand the world and the random events that happen
well enough that our successors will not be put in that situation again. We’re not going to end
too-big-to-fail, and we need to take that into account. We just have to make absolutely sure that
we have done everything that we can to minimize the probability that we are put in that situation
at some future date. And I think that has to be part of the discussions. I think several people
have already said they would like those issues discussed in the next round of this very, very

critical discussion. Thank you, Madam Chair.
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CHAIR YELLEN. Thank you. Anybody else? [No response] Okay. Well, let me end
by again thanking the staff for their fantastic work. I think the input that you’ve heard will be
useful as we prepare for further discussion in November.

Why don’t we take a break at this point to have lunch and resume at, say, 1:15.

[Lunch recess]

CHAIR YELLEN. Okay, folks. Will this group come to order? We’re ready to begin

with the Desk briefing, and let me turn things over to Lorie Logan.

MS. LOGAN.? Thank you, Madam Chair. The U.K. referendum vote to leave
the European Union dominated market attention over the intermeeting period. The
top-left panel of your first exhibit shows the changes in domestic asset prices over
various windows during the period, with red indicating declines in risk-asset prices
and increases in safe-haven asset prices and blue indicating the reverse. As you can
see from the first two columns, financial markets were highly volatile in the first few
days following the U.K. referendum, though asset prices have largely retraced since.
As shown in the third column, on net over the intermeeting period, short-dated
Treasury yields and the U.S. dollar were little changed, while the S&P 500 increased
about 5 percent and high-yield option-adjusted spreads narrowed roughly 60 basis
points.

In explaining the shifts in domestic asset prices over the period, market
participants suggested that the Brexit vote outcome increased downside risks to the
outlook for global growth, especially for the United Kingdom and the euro area. This
in turn fueled expectations of easier monetary policy across advanced economies and
prompted investors to “reach for yield,” Along with the better-than-expected U.S.
economic data, this prompted a reversal of the immediate effects of Brexit on
domestic asset prices.

The top-right panel focuses on the changes in expectations regarding monetary
policy in advanced foreign economies.

As you’d expect, the shift in policy expectations was biggest for the United
Kingdom, the red line in the top-right panel. While the Bank of England left its key
policy rate unchanged last week, interest rate futures in the United Kingdom are
currently pricing in a full 25 basis point cut at the upcoming meeting, with some also
expecting an expansion of the Funding for Lending Scheme or additional asset
purchases or both.

2 The materials used by Ms. Logan are appended to this transcript (appendix 2).
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In the euro area, market-implied rates, the dark blue line, also shifted down,
although market participants view the most likely form of additional easing this year
to be a six- to nine-month extension of the ECB’s asset purchase program beyond the
current soft end date of March 2017.

In Japan, money market rates, the light blue line, are relatively little changed since
Brexit. However, surveys show expectations for an expansion of the BOJ’s asset
purchase program, which may include a doubling of ETF purchases as well as a
marginal increase in JGB purchases. In addition, expectations for Japanese fiscal
stimulus increased over the period on the back of Prime Minister Abe’s current ruling
coalition winning a supermajority in the Japanese upper house.

In the United States, the path of the target federal funds rate implied by market
prices was little changed, on net. In contrast, the most recent Desk surveys reveal a
notable shift in expectations regarding FOMC policy. As shown in the middle-left
panel, expectations for the most likely number of rate hikes over the remainder of
2016 moved lower. Roughly one-fourth of respondents now think that the most likely
outcome is for no hikes this year, and no respondents view two hikes as most likely.

Survey expectations for the target rate beyond 2016 also moved lower, with a
decline of about 20 basis points in the mean expectation for the target federal funds
rate at year-end 2017 and 2018. The decline in expectations was most pronounced
among dealer respondents and, as shown in the middle-right panel, resulted in a
narrowing in the gap between survey- and market-implied rates. Commentary by
survey respondents suggests these revisions to expectations of FOMC policy were
driven primarily by the Brexit outcome. Alongside the shifts in rate expectations, the
median expectation for the timing of a change to the Committee’s reinvestment policy
also pushed out notably, from the end of 2017 to the second quarter of 2018.

Expectations for more accommodative global monetary policy reportedly
contributed to the declines in longer-term U.S. interest rates over the period. As
shown in the bottom-left panel, the 5-year nominal Treasury rate 5 years forward
reached a historic low in the aftermath of Brexit, and the 10-year yield traded below
1.35 percent. The declines were driven almost entirely by real rates, as measures of
inflation compensation were little changed.

To better understand the moves in longer-term rates, a new Desk survey question
asked respondents to rate the importance of various factors in explaining the declines
in the 5-year nominal Treasury rate 5 years forward over two time horizons: first,
over the intermeeting period, and, second, from the start of the year to the June
FOMC.

As shown by the blue diamonds in the bottom-right panel, the highest-rated
factors for the intermeeting period were spillover from low or declining yields abroad
and safe-haven demand, although conversations with market participants suggest that
the effect of safe-haven demand was limited to the immediate aftermath of the U.K.
referendum. These spillovers, driven by the relative attractiveness of U.S. fixed-
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income instruments amid a dearth of yield globally, appear to be a continuation of a
trend seen since the beginning of the year. In fact, as shown by the red diamonds,
spillover from global yields was also rated the most important factor contributing to
the declines earlier this year, followed by changes in the outlook for U.S. economic
growth.

For context on the low global yields, the top-left panel of your next exhibit shows
the portion of sovereign debt in Japan and the euro area with negative yields. In these
markets, most sovereign debt out to the 10- to 15-year maturity range is trading in
negative territory and, as a result, roughly 40 percent of all G-4 sovereign bonds yield
below zero. The low yields, driven by weak economic growth prospects, negative
policy rates, and expectations for further central bank easing measures, have
reportedly prompted many investors to rebalance their portfolios toward higher-
yielding assets.

In addition to driving longer-term U.S. yields lower, this “reach for yield” has
reportedly served to boost global risk asset prices. As shown in the top-right panel,
the S&P 500 increased roughly 4 percent to an all-time high, while the MSCI
Emerging Markets Index gained more than 8 percent over the period and month-over-
month inflows into EM equity funds accelerated to year-to-date highs.

Despite the strong performance of global risk assets and the relative resilience of
financial markets in the wake of the Brexit decision, market participants continue to
highlight several medium-term risks. The first relates to Brexit itself. Brexit-related
uncertainty is expected to persist for the foreseeable future, and as I noted at the
outset, the outcome increased perceived downside risks to economic growth. Market
participants are focused in particular on how political cohesion in the EU will evolve.
Thus far, there have been few signs of contagion, although in the wake of Brexit,
sentiment toward the European banking sector soured further. As shown in the
middle-left panel, the Euro Stoxx Banks Index, the light blue line, has declined more
than 10 percent since the referendum and more than 20 percent since the start of the
year, as sluggish economic growth and low net interest margins are expected to weigh
on profitability. As Steve will discuss, the Italian banking sector, the red line, has
been a notable underperformer.

A second point of investor concern in Europe as well as globally is the
persistently low levels of inflation compensation. Five-year, five-year-forward
inflation swap rates in the United States and euro area have increased a bit from the
lows reached post-Brexit. As shown in the middle-right panel, however, they remain
near historically low levels, perhaps reflecting the effects of constraints on monetary
policy at the zero bound.

A third risk relates to the possibility of renewed U.S. dollar appreciation. While
the broad dollar index, the light blue line in the bottom-left panel, was little changed
over the period, this masks a notable appreciation against developed market
currencies, the red line. Market participants continue to view a substantial dollar
appreciation and the capital flows that could result as a significant risk to markets.
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The most salient concerns regarding dollar appreciation appear to be the risks it
poses to Chinese FX and financial markets and, in particular, whether it could
accelerate the need to delink the RMB from the dollar and lead to less perceived
transparency as Chinese authorities attempt to manage that process. The RMB
reached its weakest level against the dollar since 2010 over the intermeeting period,
as shown by the dark blue line in the bottom-right panel. Additionally, the CFETS
renminbi index has now depreciated more than 5 percent since the start of the year, as
shown by the light blue line. Thus far, investors appear to be taking the gradual
weakening of the RMB in stride but are quick to recall the volatility that the RMB’s
depreciation against the dollar last summer and earlier this year appeared to produce.

Your final two panels focus on money markets and Desk operations. As shown in
the top-left panel of your third exhibit, money market rates, particularly repo rates,
increased over the intermeeting period, as dealers sought to secure funding ahead of
the Brexit vote and the June quarter-end. The rise in secured rates put upward
pressure on unsecured rates, with the effective federal funds rate averaging 39 basis
points, 2 basis points above the previous period’s average.

Despite higher market rates relative to the overnight RRP rate, average daily
overnight RRP participation increased, as shown in the top-right panel. As shown in
red, Freddie Mac’s participation rose from an average of about $1 billion per day in
earlier periods to $12 billion per day, as part of its cash management strategy ahead of
planned buyback and reissuance of longer-term debt. More notably, government
funds’ overnight RRP usage, shown as the dark blue area, also increased. This
increase in usage came alongside a movement in assets under management from
prime funds to government funds ahead of the October implementation date for SEC
money market fund reforms. As shown in dark blue in the middle-left panel,
approximately $105 billion left prime funds this intermeeting period, while the AUM
of funds that invest in government and agency securities, the light blue area,
increased $100 billion.

Market participants expect this trend to accelerate in August and September.
Money funds we surveyed in June expected investor flows to generate a migration of
about $320 billion from prime to government funds, shown in light blue in the
middle-right panel, though estimates ranged widely across respondents. The realized
and expected investor flows come on top of the roughly $350 billion in prime funds
that have either converted or are in the process of converting to government funds,
the dark blue column in the panel. Altogether, this would leave roughly $850 billion
in AUM in prime funds, the red portion of the bar to the right.

Despite the increase in government fund AUM over the intermeeting period,
usage of the overnight RRP facility as a proportion of the overall assets under
management for RRP counterparties increased only modestly, as shown in the
bottom-left panel. This suggests that to date these funds have been able to
successfully allocate most of the new cash to private-market investments.
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In anticipation of further investor outflows, prime funds have shifted their
investments toward shorter-term assets. As shown in the bottom-right panel, the
decline in prime fund holdings of commercial paper and time deposits has
accelerated, particularly as the three-month tenor recently crossed the reform
implementation date. Increased reluctance by prime funds to hold three-month
investments reportedly contributed to the widening over the intermeeting period in
the spread between three-month LIBOR and OIS rates, the red line. While not shown
here, the increase in LIBOR also contributed to the recent increase in U.S. interest
rate swap rates, which settle to three-month LIBOR.

Market participants suggested that the effect of money fund reform also
contributed to an increase in offshore dollar-funding costs, including the three-month
U.S. dollar cross-currency swap bases shown in the top-left panel of your final
exhibit. Recall that the basis measures the cost of borrowing U.S. dollars offshore
through the FX market relative to the costs of borrowing dollars directly. Some
contacts have noted that a reduction in prime funds’ lending to foreign banks could
have increased demand for funding through the FX swap market, and that this may
have pushed FX bases wider.

The upward pressure on offshore dollar costs also pushed the implied cost of one-
week offshore borrowing, shown in the top-right panel, above the rate on foreign
central banks’ one-week U.S. dollar auctions. Amid the shift in market pricing, we
observ