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Transcript of the Federal Open Market Committee Conference Call on
January 16, 2009

CHAIRMAN BERNANKE. Good morning, everybody. The principal item on the
agenda today is to have a preliminary discussion on inflation objectives and that range of
communication issues, and | will come back and provide some more introduction to that shortly.
We also should take the opportunity to talk a bit about the structure of the FOMC meeting, which
we can then apply to the regular meeting coming up in about ten days.

Before we get into the regular agenda, though, 1 would like in a moment to ask Scott
Alvarez to describe the terms of the Treasury—FDIC-Fed deal with Bank of America. That deal
was originally scheduled to take place—or to be announced—after the close of markets today,
and so my hope had been that | would be able to present this to you before completion or
announcement. In part because of market conditions, the bank asked for an acceleration to this
morning, and so that news, obviously, is already out. | apologize that we were surprised and
weren’t able to provide as much advance warning as we would have liked. In any case, | am
going to turn to Scott and let him just outline what we did and why we did it. The Richmond
Bank was very much involved in this, as was New York. After Scott’s comments, President
Lacker, if you would like to add anything, you are welcome at that point to do so, and then we
will have any Q&A that people want to do. Let me turn now to Scott to give us a quick overview
of the transaction.

MR. ALVAREZ. Thank you very much, Mr. Chairman. Let me start by saying

that a tremendous amount of effort went into this deal, and the folks at the Richmond
Reserve Bank—in particular the lawyers and the exam staff there—with some
support from the New York staff did a phenomenal job in putting this together. This
proposal was motivated by significant losses that Bank of America announced this
morning. There are two kinds of losses. They announced some losses that were a
little above market expectations for Bank of America itself. This is their first quarter

of losses, and the market is now expecting that this is the first of several quarters of
losses for Bank of America. They are one of the more thinly capitalized banking
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organizations, so losses for them are taken pretty seriously. What was most important
was a very large loss that Merrill Lynch declared for the fourth quarter today, much
larger than market expectations—in the mid-20s pre-tax. The concern was that a
large loss on the Merrill Lynch acquisition, which Bank of America just closed on
January 1, might shake market confidence in Bank of America itself.

The proposal that Bank of America requested from us and that we ultimately
agreed to provide is in two parts. One is a capital injection of $20 billion from the
Treasury from the TARP funds—that is in the form of preferred stock. It is very
much like the preferred stock that was issued in the CPP (capital purchase program)
to other banking organizations, except that the interest rate is higher. It is a uniform
8 percent interest rate right from the start, rather than 5 accelerating to 9, I believe,
under the CPP. The capital injection has some conditions tied to it. One condition is
that dividends be restricted to a penny a share per quarter for the next three years.
There is also an executive compensation requirement that is more severe than the
executive compensation requirements that apply under the CPP but very much like
the exec comp restrictions in the Citi deal. So the highest management of Bank of
America, roughly the top thirty officials, had their bonuses cut 40 percent for the next
two years, and their bonuses are based on the 2007 performance. There are also
restrictions on corporate activities, on the use of corporate jets, and on various extra
corporate expenditures, which are subject to Treasury review.

In addition to the capital injection, the U.S. government agreed to provide some
downside protection for a period of time on a pool of ring-fenced assets. This part
was also modeled on the Citi deal. The maximum size of the pool is $118 billion.
The pool includes a variety of residential and commercial real estate securities,
including some structured instruments—CDQOs and the like. The underlying assets
include a range of prime, subprime, and alt-A assets. There are also some
derivatives—in fact, a large derivative book on real estate and other corporate
assets—and some leveraged loans. The term of the downside protection is ten years
on the residential-mortgage-based assets and five years on everything else. The way
it is structured, Bank of America has a deductible of $10 billion. That is the first loss
position on any losses in this pool. After the Bank of America loss position, the U.S.
government will share losses on a 90/10 basis with Bank of America, the government
taking the next 90 percent and Bank of America, 10 percent, for another $10 billion.
That $10 billion of losses is shared between the Treasury and the FDIC on a pari
passu basis, which is slightly different from the Citi deal. The Treasury will take
$7% billion in losses potentially, and the FDIC is willing to take $2%% billion.

In exchange for providing that protection, the Treasury and the FDIC are getting
$4 billion in preferred stock and some small amount of warrants as a premium. The
losses will be based on actual losses that are incurred in the maturity and sale of
assets from the pool, not on mark-to-market losses. So if the pool continues to exist
after they have gone through that series of $20 billion in protection, then the Federal
Reserve Bank of Richmond stands ready to make a loan to Bank of America on the
basis of the assets remaining in the pool. That loan would be on a nonrecourse
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basis—so recourse only to the assets in the pool. Again, Bank of America would
share 10 percent of the losses alongside the Reserve Bank in that pool liquidation.
The Reserve Bank is getting a commitment fee on this loan that begins immediately
on signing the documents. The fee is 20 basis points on the outstanding amount of
the assets, which represents the potential amount that the Reserve Bank could lend
against. Once the loan has been drawn, the Reserve Bank would also get an interest
rate of OIS (overnight index swap) plus 300. That interest rate is the same that we
have used in the Citi deal. The restrictions that I went through on the preferred stock
that the Treasury gets are also part of the asset ring-fencing proposal and will last as
long as the ring-fence continues to exist. That is the summary of the deal. President
Lacker may have other comments to make, and | am happy to answer any questions.

CHAIRMAN BERNANKE. President Lacker.

MR. LACKER. In putting this together, our staff benefited tremendously from what has
been learned over the past two months in New York from trying to put pencil to paper and
negotiate the details of the legal agreement pursuant to the term sheet for Citi. We were able, at
the margin, to improve in several respects on a couple of the provisions of this ring-fencing
arrangement. In our case, actually, the collateral isn’t going to be the underlying securities. It is
going to be just Treasuries. But the loan agreement stipulates that the repayment amount is the
amount of the outstanding balance of the loan minus the amount of credit losses they incur on the
underlying assets. In addition, we have a trigger point for advancing the credit that is a bit
tighter than before and a couple of other minor things.

But I want to thank the New York staff and the Board staff as well for doing a great job
in helping us put this together. This obviously is an uncomfortable thing for any central bank to
do. The terms of this deal are very consistent with the Citibank terms, so it seems like a
consistent follow-through in terms of the conditions involved for the institution that triggered

this intervention and the terms and structure of the intervention. So we were happy to cooperate

with the System in carrying this out.
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CHAIRMAN BERNANKE. Thanks, President Lacker. | agree with Jeff that this is
uncomfortable. It is a significant improvement, I would say, over some of the things we have
had to do in the past in that the Treasury obviously is taking by far the bulk of both the capital
investment and the fiscal risk and the FDIC is fully engaged as well. The FDIC also announced
its intention to expand the loan guarantee program to allow for up to ten-year covered bond type
of instruments, which will be interesting. They are going to go out for comment on that, and we
will see how that works out. So they are very much engaged.

I would make a couple of other points. One is that we also had the benefit of knowing
somewhat longer in advance than had been the case in other situations and so had more time to
determine what strategy to follow. I think the agreement will reflect that greater time and greater
attention. Finally, and this perhaps anticipates some of our later discussion, we have been very
attuned not only to the credit risks but also to the monetary policy implications of these deep-tail
loans. We don’t expect to have to make the loans, but if we do, we want to make sure that they
don’t create balance sheet problems in terms of our monetary policy. Both in this case and in the
final negotiation with Citi, we have worked it out in a way that, if we make loans, it will be on a
tranched basis so that we wouldn’t have to make a loan of $300 billion or $100 billion in one
shot—rather, somewhat smaller loans that could be better managed from a monetary policy point
of view. So that is the overview. Let me see now if there are any questions for Scott, for me, or
for Jeff. President Fisher.

MR. FISHER. Thank you, Mr. Chairman. | have two questions. You may remember
that, back when we first started down this path, we had a discussion—at least | raised the
subject—about a decision tree and about our assessing possible outcomes. | can say this in front

of the group; this is an inside question. After that discussion, President Geithner and | had
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substantial phone conversations, and | was assured that there was a decision tree and that we
were thinking through all the different possible outcomes. My question is the following: What
probability did we assign to this kind of problem arising from B of A, particularly when they
announced the merger with Merrill? 1 am curious as to whether we envisioned this as a
possibility. If so—and, of course, circumstances change over time, and nothing is perfect—what
reasonable probability did we assign when that merger was announced that we might have to
step up to the plate? Thank you, Mr. Chairman. | have a follow-up question that is not related to
this about an outside response to a question that I anticipate.

CHAIRMAN BERNANKE. Well, the agreement took place over the Lehman Brothers
weekend in a situation of considerable stress and anxiety. But it was a freely negotiated
agreement between Bank of America and Merrill. There was no government assistance, and
there was no request for government assistance. It was a commercial decision. At that time, we
were actually quite happy to see it happen because we were concerned about the pressures on
Merrill. But it was their decision, and we had no particular reason to think that there would be
extraordinary losses in this case.

Of course, the world has changed in just a few months, and this whole situation was
stimulated by a call from Ken Lewis just a few weeks ago to the effect that the losses that Merrill
Lynch was going to report at the end of the fourth quarter had risen on the order of $10 billion or
$15 billion in just a couple of weeks, in terms of what they were reporting to Bank of America.
So these losses were not anticipated, certainly not at the time of the merger agreement, and they
were actually quite a shock. We were a little disappointed in Bank of America’s monitoring in
that they seemed a bit behind the curve in terms of following the developments at Merrill Lynch.

But there were enormous losses at Merrill Lynch that emerged very quickly and that surprised
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Bank of America and us as well. 1 don’t know if I am answering your question, but we did not
anticipate this problem when the transaction was originally agreed to. You had a follow-up
question?

MR. FISHER. Thank you, Mr. Chairman. This is a separate question: How do we
expect to counter concerns that we are basically underwriting greater concentration as we go
through time? In essence, what we are doing here is providing emergency lending to underwrite
heavy concentration by virtue of a merger. So | would just appreciate your thoughts or perhaps
the thoughts of other members of the Committee on how we deflect that kind of concern if it
arises in the marketplace.

CHAIRMAN BERNANKE. It is a legitimate question, President Fisher. This particular
transaction, as | was just saying, was different from, say, Bear Stearns, where our intention was
to arrange a merger in order to stabilize the company. In this case, as | said, it was a freely
undertaken business transaction in which the government was not involved.

It is clear that, on the one hand, we are seeing a consolidation of firms and some increase
in concentration. At the same time, the industry overall is shrinking and needs to shrink, and that
is going to be a structural problem going forward. | think the right approach—and | have said
this most recently in my speech this week—is that there needs to be a wholesale policy response
to the question of “too big to fail.” President Stern, of course, is very familiar with this issue and
has written on it. That could involve breaking up firms. It could also involve a tougher
regulatory regime for so-called systemically relevant firms. There are different ways to address
it. It must be addressed. It is very important to address.

But right now we are doing the best that we can to address the immediate threats to the

system. | think we are making progress. As | said before, the Fed’s role is still there, and it
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shouldn’t be there at all ideally, but it is now at least subsidiary to the Treasury and the FDIC. |
am hopeful that going forward the Administration will be able to develop a systematic,
comprehensive approach to the banking problems that will leave us out of it entirely, or at least
keep us in our appropriate liquidity provision role. So the answer to your question in short is that
it is very important, but we can’t address it simultaneously with addressing the near-term threats
to the system. But the regulatory and legislative response clearly has to address those issues.

MR. FISHER. Thank you, Mr. Chairman. Again, | pray that we keep this in mind, as
obviously we are doing, as we go through time because our actions might counter our intentions
if we are not careful. Thank you for addressing the issue. | appreciate it.

CHAIRMAN BERNANKE. Well, I think that speaking about it is, obviously, one useful
way of counteracting the concern. President Rosengren.

MR. ROSENGREN. My question was whether the Treasury had a criterion for when
they thought ring-fencing was the most appropriate way to deal with a problem versus alternative
ways of dealing with these problems. We have had two cases now in which we have done ring-
fencing. The circumstances have been very different. So is there a criterion that is being worked
with the Treasury and the FDIC for when those are appropriate actions to take and when other
options should be considered instead?

CHAIRMAN BERNANKE. Well, first, there are three classes of firms. There are the
so-called healthy firms that are eligible for the CPP. There are the very sick firms that require
emergency assistance. And somewhere in the middle are the targeted-investment programs—
Citi and BAC are now the two examples of that. These are firms that were not immediately in a
state of failure but were obviously under serious stress, and there is a set of criteria for those

firms and the way we approach those firms.
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The specific combination of capital and ring-fencing is, to some extent, a matter of
judgment—you know, looking at the situation of the individual firm, the market conditions, and
so on. But there is a general feeling—I think we all may be seeing this—that the preferred
capital approach is reaching its limits. The markets don’t view preferred capital injections as
being a perfect substitute for common equity. On the other hand, there is resistance on the
Treasury’s part to injecting significant amounts of common equity because they don’t want to
own the bank, among other things. So you need another mechanism, and ideally the mechanism
would be a good bank/bad bank or a purchase of assets—a way of getting some of the downside
risk off the balance sheet. This has been the most effective way essentially to provide contingent
capital without creating a capital instrument. As we go forward, | expect to see more
combinations of what are effectively capital injections and removal or ring-fencing or insuring
troubled assets. | think we will see more of that going forward, but a substantial amount of
individual analysis of this particular case led to the particular combination of measures.
President Lacker.

MR. LACKER. I just wanted to follow up on a couple of things that President Fisher
asked about and add a bit of color to your response about earnings. There are press reports today
coming out of the Bank of America earnings call that suggest that they learned about these losses
only in the days following their shareholder vote on December 5 or something like that. These
were actually accumulating from just early November, and the erosion of earnings took place
over a five-week period at Merrill, so they accreted within the organization. They knew about it
to some extent, as it was happening in late November and early December.

In response to Richard’s question about a decision tree, the way this played out over the

Lehman weekend is notable. This initiative of the two firms was a direct response to hearing a
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conclusive, definitive statement from the Secretary about his unwillingness to provide
government support for Lenman. So for all that has been said about the handling of the Lehman
case, the difference between the orderly resolution of Merrill, given this merger, and what would
have transpired had they tried to take a chance on going it alone has to be counted as a beneficial
side effect of Lehman—a kind of rare, direct evidence of some incentive effects here.

One thing | am concerned about with these ring-fencing aspects—this is a comment to
you, Eric—is that they leave a substantial part of the risk, both upside and some downside, on the
books of the institution. So they have the inconvenient property that defraying some of the costs
of that risk is part of the calculus of anyone considering injecting new equity in the firm. Some
prospective equity investor that takes them a bit out of the hole of this thing is going to be
benefiting existing debt holders as well. This debt-overhang problem ought to be the subject of
some attention here because ultimately we want to get away from dependence on government
support. To some extent, these preferred injections, because they are dilutive, have us in a
tipping point kind of thing in which equity holders are scared off by the prospects of future
dilutive injections. So we are sort of stuck with just the government as the potential equity
source until they come far enough out of it that the tail risk for debt holders is large enough.

I think that deserves some thought. Initially we took a look at an SPV (special purpose
vehicle) approach, more like Bear, specifically for this reason—that it would lift the assets out of
the institution and help us get more rapidly to a point where we didn’t have this debt-overhang
problem. My understanding is that there was a concern at Treasury that this should resemble, as
closely as possible, the Citi deal, so that it was patterned after that and could be sold as kind of a
continuation of the Citi-like structure. This issue about common versus preferred was a surprise

in this—in December we learned that there was a real concern about the appearance of B of A’s
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tangible common equity ratio, which is below that of some top-tier banks like JPMorgan but
above that of Citi. They were concerned about the erosion of that, and that was their chief
investor-confidence issue that motivated this. Understanding that a little better and what
motivates that on the part of the investor community would be useful as well.

CHAIRMAN BERNANKE. Thank you. President Hoenig.

MR. HOENIG. Just a quick question. Given the way AIG was structured and the
possibilities of being able to pay back the loan with a sale of assets or operating units, and
Citicorp is now looking to sell off units, have we given any thought to requiring that, if these
things aren’t dealt with even in an extended period of time, they would be required to sell off
units to pay this back? That would address some of Richard’s and my concerns about the
enabling process that we are providing for this continued increase in concentration of these
resources that are themselves unsound.

CHAIRMAN BERNANKE. Well, I would welcome any assistance from an appropriate
governor or supervisor. We have been concerned about Citi from a supervisory perspective for
some time. One of the key problems was the difficulty of managing and dealing with risk in
such a complex and loosely structured organization. So we—the Federal Reserve, the Federal
Reserve Bank of New York—had been pushing Citi to try to rationalize, sell off assets, refocus,
and improve risk management and management competency for some time. That wasn’t
motivated primarily by a concentration issue but was just trying to make Citi a more viable firm.
Governor Warsh.

MR. WARSH. A couple of things. First, in the Citi case, as an example, the markets are
putting a lot of pressure on them to slim down and sell off assets. I think that, as quickly as they

can rightly restore their brand and their business, they and their shareholders will have every
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incentive to do so. | think that is already happening. Under the terms of the CPP, negotiated
chiefly by the Treasury, the company has the option to get rid of the government ownership at
different periods. 1 think it will be a sign of strength when they are able to do so.

In addition, there is an incentive—and Scott can correct me on the terms—that, if they
were to pay back the government by year-end 09, then the options, the warrants in effect, that
the government would get would be half what they otherwise would get. So generally under the
CPP you will see the strongest of this group looking to distinguish themselves for being stronger,
by November/December of this year—to try to say that they are different, that the options and
warrants they have given the government will now be reduced because of the redemption feature.
But in square answer to your gquestion, there isn’t some compulsion that somehow the
government needs to be paid back first among the order of preferences for their liquidation.

CHAIRMAN BERNANKE. Any other questions? President Bullard.

MR. BULLARD. Thank you. Just coming back to President Fisher’s question: How are
we going to play this going forward? Should we expect more deals in the category of Citi and
B of A? How are we going to draw the line sometime in 2009 about how to do this?

CHAIRMAN BERNANKE. Well, speaking for myself, I am not going to draw the line
somewhere that involves the failure of a firm the size of Bank of America. But that said, we
need to find better solutions to this problem, and the new team—Geithner, Summers, and
Christina Romer—is very focused on trying to use the available TARP money, which of course
was just approved yesterday, plus other funding and other authorities, to develop a more
systematic and more comprehensive approach to the banking crisis. We have been trying to

support that analytically, and we are certainly also going to support it politically, because it is
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very important that this be done both in a consistent and a well-thought-out way and that fiscal
authorities take the appropriate responsibility.

So let me just say that | know President Lacker was uncomfortable with this arrangement.
I am certainly very uncomfortable with it. But for whatever reason, our system is not working
the way it should in order to address the crisis in a quick and timely way. Until the
reinforcements arrive, | don’t think we have much choice but to try to work with other parts of
the government to prevent a financial meltdown. But | am very sympathetic to the view that the
faster we can get a comprehensive, appropriate fiscal response—and that is the goal of the new
Administration—the better off the country will be and the better off the Federal Reserve will be.

Okay. If there are no other questions, maybe we could turn to the main topic of inflation
objectives. Let me make just a couple of very short introductory comments. First of all,
obviously, we have talked about this issue many times before. | think in 1995 President Yellen
was involved in a debate or a discussion on this topic, so it is an oldie but goodie. The reason
that there has been interest—and | feel this interest has welled up to some extent from the
Committee as a whole—is that, in the current situation, there are some circumstances that might
make an explicit numerical objective more attractive.

There are a number of considerations, but the two | would mention are, first, that we do
face, if not deflation, certainly some disinflation; and disinflation, if it proceeds too quickly, can
be counterproductive because it raises real interest rates. So to the extent that we can, through
expectations management or policy communication, reduce disinflationary pressures, that is a
positive. This is one way perhaps to do that. At the same time that we are using every power we
have to try to fight this incredible crisis, there are concerns on the other side that, by expanding

our balance sheet and the like, we risk inflation increasing in the medium term. It is important
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for us to communicate that we will be effective and timely in removing that stimulus, so that we
will not have an inflation problem during the exit from our current policies. In that respect, there
may be some special features of the current environment that make this topic worth thinking
about once again.

Now, we have been through this process a number of times. As | mentioned, we have
made some steps in this direction with our communication strategy—our projections, for
example, particularly the long-term projections we are planning for January. So | think the
question is whether we want to take another step. If so, what should it be? We all agree—and
we have discussed it also on numerous occasions—that this has to be managed very carefully
from a political perspective. | think we need to go slowly on that front. Don and | and the staff
met this morning with some representatives of the Administration. | did not detect any strong
opposition on the substance, but they didn’t want to incur heavy political costs themselves or use
up political capital at the beginning of the Administration. Their view was that whatever we did
needed to be very carefully managed to avoid getting blown out of proportion in the political
sphere. So we will work very carefully and closely with the Administration in thinking about
this, not only in the substantive details but also in terms of the political communication.

One point that was made in the meeting this morning, which may affect our thinking on
timing if we do decide to go forward, is that the new President has already appointed one
member of the Board and will have two more slots to fill. We should pay attention to the
schedule of appointments, and to the extent that appointments by the new President can be
known and can be consulted in this process, it might ease the political consideration somewhat.

That is something we may have to take into account, and it may somewhat affect our timing.
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So we do want to discuss today a bit of the substance of what we would like to do. But |
think we should all have a sensitivity—whatever steps we take—to the need to do it very
carefully from a political perspective and perhaps think about the extent of the change, the step
we want to take, to balance a more dramatic or discrete step against whatever additional costs or
risks there might be from a political perspective. | just want to emphasize that and note that it
probably suggests that we should go a little more slowly than at the January meeting. Certainly
it is a good idea at this point to get a sense of the Committee’s preferences to give me guidance
in doing my consultation and getting feedback on further steps.

Let me turn now to Brian Madigan to introduce the topic, and then we will do a go-round
on this issue. Brian.

MR. MADIGAN.! Thanks, Mr. Chairman. You have made some of the points
that | was planning on making, so let me turn directly to the questions that the staff
circulated for discussion at this meeting. The first question is on the principal
benefits and costs of an explicit objective for inflation. One of the key issues in this
regard is the consistency of a numerical price objective with the Federal Reserve’s
dual mandate. Unlike some other central banks, the Federal Reserve is charged with
promoting maximum employment as well as price stability. Some FOMC members
have previously expressed concerns about this consistency. Thus, one of the
questions for your discussion is, Do you see any conflict with the dual mandate in
setting an inflation objective?

That question is posed in a somewhat abstract fashion, and your answer to it may
depend on how a numerical inflation objective would work in practice—a set of
issues that is teed up in question 2. In particular, how would the Committee’s
conduct of policy be affected by the quantification of its price objective? For
example, would the specification of the price objective mean that the Committee
would put more weight than at present on deviations of inflation from its objective
and less weight on deviations of output and employment from their steady-state
values? Or would you anticipate that a numerical price objective would be used
primarily as a device to make the Committee’s intentions clearer and, thus, to help
anchor inflation expectations so that the short-run conduct of policy would be little
affected? A related question is the effect of a numerical price objective on the
Committee’s policy choices when it is concerned about the risks of financial
instability. For example, in circumstances in which inflation was projected to remain
near target but asset-price developments pointed to incipient financial instability,

! The materials used by Mr. Madigan are attached to this transcript (appendix 1).
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would the Federal Reserve be inappropriately constrained from using its monetary
policy tools to help address the emerging financial instability? Or would you argue
that monetary policy tools should be used only in such cases to address the potential
effects of the financial instability on output or inflation and, thus, that there is no
conflict?

The third question goes further into the general framework for establishing an
inflation target. In establishing an objective, do you think that the Federal Reserve
should set specific time frames for comparing realized inflation with its target?
Would it set timetables for the return of inflation to target following a deviation?

Question 4 raises the issue as to whether the Committee should establish an
inflation objective or an objective for a gradually increasing price level.
Theoretically, a price-level objective has certain desirable properties. At a basic
level, a credible commitment to a price-level objective should ease households’ and
businesses’ long-term planning by eliminating the base drift that can occur under
inflation targeting. Moreover, in potentially deflationary circumstances, it might be
helpful for the central bank to make clear that any undershoots of the desired price
path in the near future would be recouped down the road through above-average
inflation that would bring the level of prices back to the desired path. In principle,
building in this error correction would help keep medium-term inflation expectations
from falling excessively in response to inflation undershoots and thus would help
prevent inappropriate increases in real interest rates. However, a number of difficult
questions surround the possible establishment of a price-level target. Would the
public view such a target as credible? Or would analysts be concerned that the Fed
might have difficulty meeting its price-level target or that it might eventually renege
on its commitment to permit higher rates of inflation in the future, if necessary to
offset temporarily low rates of inflation in the near term? Indeed, you yourselves
might be uncomfortable with a policy that intentionally pursues relatively high rates
of inflation, even as an offset to previous undershoots. For example, you might be
concerned about the implications for economic and financial stability of those
temporarily higher rates of inflation partly because you might worry about your
ability to subsequently bring inflation back down to its optimal level.

Questions 5, 6, and 7 focus on certain practical aspects of setting an inflation
target. Should the objective be framed as a single number or a range? What price
index should be used? What inflation buffer, if any, is appropriate? Has the current
episode of a very large negative demand shock led you to revise up your views of the
appropriate inflation buffer? Alternatively, do you see the present downside risk to
output as sufficiently large as to warrant a temporarily higher objective for inflation?

The final question addresses the relations