
Table of Contents

l INDEXES OF THE FOREIGN EXCHANGE
VALUE OF THE DOLLAR

At the end of 1998, the staff of the Federal Reserve
Board introduced a new set of indexes of the
foreign exchange value of the U.S. dollar. The staff
made the changeover, from indexes that had been
used since the late 1970s, for two reasons. First,
five of the ten currencies in the staffs previous
main index of the dollar's exchange value were
about to be replaced by a single new currency, the
euro. Second, developments in international trade
since the late 1970s called for a broadening of the
scope of the staffs dollar indexes and a closer
alignment of the currency weights with U.S. trade
patterns.

The author discusses several practical aspects of
the design and implementation of the exchange
rate indexes—the choice of index formula, the
design of currency weights, and the selection of
currencies. The author also reviews the perfor-
mance of the indexes over the past twenty-five
years and discusses three minor methodological
changes that the staff has applied to the indexes
since their introduction.

9 INDUSTRIAL PRODUCTION AND CAPACITY
UTILIZATION: THE 2004 ANNUAL REVISION

In late 2004, the Board of Governors of the Federal
Reserve issued revisions to its index of industrial
production (IP) and the related measures of capac-
ity and capacity utilization for the period from
January 1972 to November 2004. Overall, the
changes to total industrial production were small.

Measured from the fourth quarter of 2002 to the
third quarter of 2004, industrial output is reported
to have increased a little less than shown previ-
ously. Production expanded more slowly in 2000
than earlier estimates indicated, whereas the con-
traction in 2001 was a little less steep. The rise in
output in 2002 was slightly stronger than reported
earlier.

Although the level of IP was a bit lower in the
third quarter of 2004 than previously reported, the
rate of industrial capacity utilization—the ratio of
production to capacity—was revised upward. At
78.2 percent, the utilization rate for total industry

is 0.9 percentage point higher than previously
reported but still 2.9 percentage points below its
1972-2003 average.

The revision indicated that industrial capacity
expanded at a slower rate in 2002 and 2004 than
estimated previously. Capacity is reported to
have declined a bit in 2003; previously, a small
increase had been reported. The current figures
for capacity in 2000 and 2001 indicate a slightly
stronger rate of increase than the earlier estimates
did.

26 FAIR VALUE ACCOUNTING

Advocates of fair value accounting believe that
fair value is a more relevant, more useful mea-
sure for financial reporting than historical cost.
However, fair value accounting poses many
challenges.

In remarks before the International Association
of Credit Portfolio Managers, Governor Susan
Schmidt Bies shared the Federal Reserve's views
on the proposed standards for valuing assets and
liabilities currently measured or disclosed at fair
value that were recently issued by the Financial
Accounting Standards Board. Governor Bies's
remarks highlighted fair value measurement
issues, considerations for credit portfolio man-
agement, and the accounting treatment of credit
derivatives.

30 REPORT ON THE CONDITION OF THE U.S.
BANKING INDUSTRY: THIRD QUARTER 2004

Assets of reporting bank holding companies
rose $245 billion (2.5 percent), more than half
accounted for by loans. Commercial real estate
and consumer revolving loans were the principal
drivers of loan growth, while commercial and
industrial loans rose only modestly, most in the
small-business and middle-market segments.
Other earning assets grew $49 billion (1.4 per-
cent), primarily trading and money market instru-
ments, while total holdings of investment securi-
ties again declined slightly. Equity rose sharply
($79 billion or 10.3 percent), principally because
of unrealized valuation gains on assets and off-
balance-sheet instruments that are not included

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 2005



in regulatory measures of capital adequacy. Net
income increased $2.9 billion (11.6 percent) from
a second quarter that had included large, non-
recurring, litigation-related expenses at two of
the largest bank holding companies. Already low
nonperforming asset and net charge-off ratios fell
further during the quarter.
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117 MONETARY POLICY REPORT TO THE
CONGRESS

The year 2004 was marked by continued expan-
sion in economic activity and appreciable gains
in employment. With fiscal policy stimu-
lative, monetary policy accommodative, and
financial conditions favorable, household spend-
ing remained buoyant and businesses increased
investment in capital equipment and invento-
ries, despite the restraint imposed by sizable
increases in oil prices. Labor market conditions
improved significantly, albeit at an uneven pace,
and productivity rose notably further. Consumer
price inflation moved higher with the surge in
energy prices, but core consumer price inflation
(that is, excluding food and energy) remained
well contained, and measures of expected infla-
tion over longer horizons held steady or edged
lower.

Although economic activity had increased
substantially in 2003, the expansion never-
theless appeared somewhat tentative as 2004
opened, in large measure because businesses
still seemed to be reluctant to boost hiring. Over
the course of the spring, however, it became
clearer that the expansion was solidifying. With
slack in labor and product markets somewhat
diminished, the Federal Open Market Com-
mittee at its June meeting began to reduce the
substantial degree of monetary accommodation
that was in place. The gradual removal of mone-
tary policy stimulus continued in the second half
of the year as the economy expanded at a
healthy clip on balance. The fundamental factors
underlying the continued strength of the econ-
omy last year should carry forward into 2005
and 2006, promoting both healthy expansion of
activity and low inflation.

143 PROFITS AND BALANCE SHEET
DEVELOPMENTS AT U.S. COMMERCIAL
BANKS IN 2004

U.S. commercial banks continued to be highly
profitable in 2004. Return on assets and return
on equity declined moderately, but the econo-
my's continued expansion and supportive finan-
cial conditions helped keep bank profits in the

elevated range that has prevailed since the mid-
1990s. Profits were trimmed a bit by a narrow-
ing of banks' net interest margins as the yield
curve flattened and competition put pressure on
loan spreads. In addition, gains in non-interest
income were less pronounced than in 2003, and
non-interest expenses increased. However, the
continued improvement in the overall credit
quality of business and household loans allowed
banks to reduce their provisioning for loan and
lease losses, and delinquency and charge-off
rates for all loan categories trended down. Bank
balance sheets also expanded. A robust housing
sector and generally low interest rates supported
residential mortgage lending, and increases in
demand along with an easing of lending stan-
dards and terms throughout the year boosted
commercial and industrial loans. Banks also
reported easing their standards and terms on
commercial real estate loans, and such loans
increased despite soft conditions in some mar-
kets. Still-low interest rates supported the con-
tinued growth of core deposits, but the greater
rise in bank assets required banks to rely more
heavily on managed liabilities, which rose
strongly last year.

175 BACKGROUND ON FOMC MEETING
MINUTES

On December 14, 2004, the Federal Open Mar-
ket Committee (FOMC) decided to move up the
publication of its minutes to three weeks after
the end of each meeting. That action has cut in
half the average time between the meeting and
publication of the minutes. It has also apparently
heightened public attention to the FOMC min-
utes. To give additional context to the Commit-
tee's decision, this article outlines previous
changes to the release schedule for the minutes
and provides a brief overview of the content of
the minutes and the way they are now produced.

180 TRENDS IN THE USE OF PAYMENT
INSTRUMENTS IN THE UNITED STATES

In 2003, for the first time, the number of elec-
tronic payments in the United States exceeded
the number of check payments—a result of sub-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 2005



stantial growth in electronic payments (espe-
cially by debit card) and a decline in check
payments. The shift toward electronic payments
suggests that, as with other large economies,
many payments formerly made by check are
now being made with electronic payment instru-
ments. As in past years, however, the value of
checks far exceeded the value of commonly
used electronic payments.

Comparisons among groups of depository
institutions of different types and sizes suggest
that the distribution of payments of different
types is linked in part to the types of customers
those institutions tend to serve. For example, at
credit unions, which generally serve individuals
rather than businesses, checks accounted for a
smaller proportion of account debits, and debit
card payments and ATM withdrawals accounted
for a larger proportion, than at institutions of
other types.

Overall, "on us" check payments, those for
which the payer and payee used the same institu-
tion, declined slightly. The rate at which checks
are returned also declined, while the rate of
returned ACH payments—almost twice that of
checks—increased, in part because of new types
of ACH payments, including ACH transactions
initiated with a check.

Data gathered in 2004 also reveal some differ-
ences among geographic regions. Debit card use
was substantially greater, and check use substan-
tially lower, in the West than in other regions. In
contrast, debit card use was considerably less
common in the Northeast, and the decline in
check payments since 2000 was less pronounced
in that region.

Indirect evidence—data on ATM withdrawals
and cash back from debit card payments—
suggests that cash remains a popular means of
making payments. Industry data showing
increases in ATMs and ATM transactions appear
to reflect a shift toward greater use of ATMs and
less use of checks to obtain cash, and do not
necessarily indicate an increase in the use of
cash.

202 COMMUNITY BANKS AND RURAL
DEVELOPMENT: RESEARCH RELATING TO
PROPOSALS TO REVISE THE REGULATIONS
THAT IMPLEMENT THE COMMUNITY
REINVESTMENT ACT

Since 1977, the Community Reinvestment Act
(CRA) has required that federally insured bank-

ing institutions be evaluated on their records of
helping to meet the credit needs of their local
communities. In 1995, the agencies responsible
for bank supervision substantially revised the
regulations that implement the CRA. The revi-
sions were intended to emphasize performance
rather than process, to reduce unnecessary reg-
ulatory burden, and to increase consistency in
CRA evaluations. Since 1995, "large" institu-
tions, generally those with assets of $250 mil-
lion or more, have been evaluated under a three-
part test, whereas "small" institutions, gener-
ally those with assets of less than $250 million,
have been subject to comparatively streamlined
evaluations.

In 2004 and 2005, the agencies put forth
several proposals to extend the eligibility for
streamlined examinations and an exemption
from data reporting to more institutions by rais-
ing the asset-size threshold from $250 million to
$500 million or $1 billion. A related issue that
the agencies raised was how to define which
bank activities in rural areas should be consid-
ered community development in CRA evalua-
tions. In this article, the authors, having evalu-
ated data to gain insight into the potential effects
of these proposals, report the findings of their
research.

236 REPORT ON THE CONDITION OF THE U.S.
BANKING INDUSTRY: FOURTH QUARTER,
2004

Assets of reporting bank holding companies
rose $393.2 billion (or 4.0 percent), exceeding
$10.0 trillion for the first time. Loans, which
accounted for roughly half the increase, rose
3.5 percent, led by the commercial real estate,
home equity, and credit card categories. Nearly
all the growth occurred at the fifty large institu-
tions. The increase of 4.7 percent in securities
and money market assets was largely attribut-
able to the addition of a single large foreign-
owned securities-oriented firm with significant
portfolios of trading and short-term money mar-
ket assets.

Deposits increased 3.7 percent, while nonde-
posit borrowings increased 2.5 percent; the latter
influenced by the addition of the large securities-
oriented bank holding company. Net income
declined 1.4 percent from the previous quarter
despite the increases in loans and other interest-
earning assets, in part because a flatter yield
curve and heightened competitive pressure in
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loan pricing eroded net interest margins. Provi-
sions for loan losses declined 2 percent as non-
performing assets fell to 0.82 percent of loans
and related assets. For 2004, net income of
reporting bank holding companies increased
5.1 percent over 2003.
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319 MONETARY POLICY REPORT TO THE
CONGRESS

The U.S. economy continued to expand at a
solid pace over the first half of 2005 despite the
restraint imposed on aggregate demand by a
further rise in crude oil prices. Household spend-
ing trended up, propelled by rising wealth and
income and by low interest rates, and busi-
ness outlays received ongoing support from
favorable financial conditions, rising sales, and
increased profitability. Moreover, the earlier
declines in the foreign exchange value of
the dollar shifted some domestic and foreign
demand toward U.S. producers. Overall, the eco-
nomic expansion was sufficient to create jobs at
roughly the same pace as in late 2004 and to
lower the unemployment rate further over the
first half of this year.

Higher oil prices boosted retail prices of a
broad range of consumer energy products and,
as a result, continued to hold up the rate of
overall consumer price inflation in the first half
of 2005. With financial conditions advantageous
for households and firms, a solid economic
expansion in train, and some upward pressure
on inflation, the Federal Open Market Commit-
tee (FOMC) continued to remove policy accom-
modation at a measured pace over the first half
of the year, raising the intended federal funds
rate an additional 1 percentage point, to 314 per-
cent, by the end of June. At the June FOMC
meeting, the Committee judged that policy
remained accommodative. With appropriate
monetary policy, however, the upside and down-
side risks to output and inflation were viewed
as balanced, and the Committee underscored its
commitment to respond to changes in economic
prospects as needed to fulfill its obligation to
maintain price stability.

The fundamental factors that supported the
U.S. economy in the first half of 2005 should
continue to do so over the remainder of 2005
and in 2006. Despite the upward pressure on
costs and prices over the past year or so, core
consumer price inflation is likely to remain con-
tained and longer-run inflation expectations are

still well anchored. Of course, substantial uncer-
tainties surround this economic outlook. A fur-
ther sharp rise in crude oil prices would have
undesirable consequences for both economic
activity and inflation, and the possibility that
housing prices, at least in some locales, have
moved above levels that can be supported by
fundamentals remains a concern.

344 NEW INFORMATION REPORTED UNDER
HMDA AND ITS APPLICATION IN FAIR
LENDING ENFORCEMENT

In 2002 the Federal Reserve Board amended
its Regulation C, which implements the Home
Mortgage Disclosure Act of 1975, to expand the
types of information that lenders covered by the
law must disclose to the public about their
home-lending activities. The amendments are
intended to improve the quality, consistency,
and utility of the reported data and to keep the
regulation in step with recent developments in
home-loan markets. Data reported for 2004 are
the first to reflect the changes in the reporting
rules.

This article presents a first look at these
greatly expanded data and considers some of
their implications for the continuing concerns
about fair lending. The analysis highlights some
key relationships revealed in an initial review of
the types of data that are new for 2004. Some
parts of the analysis focus on nationwide statis-
tics, and others examine patterns across groups
of lenders, loan products, and various groupings
of applicants, borrowers, and neighborhoods.
The authors explore, in particular and in some
depth, the strengths and limitations of the infor-
mation on loan pricing. They also describe how
the new data are being used to enhance fair
lending enforcement activities.

395 REPORT ON THE CONDITION OF THE U.S.
BANKING INDUSTRY: FIRST QUARTER, 2005

Assets of reporting bank holding companies
grew at a healthy pace, increasing $355.0 bil-
lion, to $10.7 trillion. Securities and money mar-
ket assets accounted for most of the asset
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growth, particularly at the fifty large bank hold-
ing companies as these large companies added
mortgage-backed securities and adjusted their
interest rate risk exposures. Loans and unused
commitments to lend grew less robustly, rising
1.4 percent and 1.7 percent respectively. Resi-
dential mortgage loans, including home-equity
lines of credit, contributed significantly to this
increase, as did commercial loans and commer-
cial real estate loans. Weakness was evident in
credit card balances, attributable to a seasonal
slowdown in credit card spending and signifi-
cantly accelerated repayments by which, in
effect, households have transferred some credit
card balances to the rapidly growing home-
equity loan category.

Nondeposit borrowings increased sharply, ris-
ing 6.8 percent, as strong asset growth exceeded
deposit increases. The increase in borrowings
was mostly in short-maturity instruments. Regu-
latory capital ratios remained strong but tight-
ened slightly during the quarter. Problem assets
continued to decline from already low levels,
reaching 0.76 percent of loans and related assets.
Net charge-offs and provisions for loan losses
also declined. Fueled by asset growth and
improved asset quality, net income rose to
$32.9 billion. Net interest margins narrowed sig-
nificantly and non-interest income surged, sup-
ported by strong trading revenues and mortgage
servicing income.
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473 RECENT DEVELOPMENTS IN THE CREDIT
CARD MARKET AND THE FINANCIAL
OBLIGATIONS RATIO

Over the past fifteen years, U.S. households in
the aggregate have devoted an increasing share
of their after tax income to the payment of
financial obligations. Much of the increase is
attributable to a rise in the level of credit card
debt, which has raised the share of households'
aggregate after tax income that is devoted to
credit card payments.

This article argues that three important devel-
opments in the credit card market over the
period account for most of the rise in credit card
payments relative to income and played a strong
role in the rise of the total financial obligations
ratio (FOR). First, improvements in credit scor-
ing technology and the advent of risk based
pricing of credit card debt have increased the
share of households particularly lower income
households with a credit card. Second, in the
1990s, credit card interest rates began to vary
with changes in broader market interest rates,
which in turn led to an especially pronounced
decline in credit card interest rates when, begin-
ning in 2001, market rates turned sharply lower;
the decline in credit card rates raised the demand
for credit card debt. Finally, households have
increased their use of credit cards as a conve-
nient means of paying for daily purchases.

The article also considers these findings in
relation to the possible economic implications of
the rise in the revolving credit FOR.

487 REPORT ON THE CONDITION OF THE U.S.

BANKING INDUSTRY: SECOND QUARTER,
2005

Assets of reporting bank holding companies rose
$235 billion in the second quarter, to $10.9 tril-
lion, 2.2 percent higher than in the first quarter,
with loan growth accounting for almost 70 per-
cent of this expansion. The strong increase in
loans occurred mainly in mortgage-related cate-
gories, both residential and commercial, and in
commercial and industrial loans. A sizable por-

tion of the growth in residential mortgage loans
at some institutions was in adjustable-rate mort-
gages (ARMs), especially nontraditional prod-
ucts such as option-ARMs. Securities and
money market assets increased 0.8 percent,
much less rapidly than loans. Borrowings
funded a large portion of the growth in total
assets.

Shareholders' equity at reporting bank hold-
ing companies rose 3.3 percent ($29.5 billion),
outpacing the rate of growth in total assets.
Notwithstanding small changes during the quar-
ter, regulatory capital ratios overall remained
strong for the industry. Credit quality continued
to improve, as nonperfWming assets fell to a
remarkably low 0.71 percent of loans and related
assets, a reduction of 5 basis points from the first
quarter. Earnings totaled $32.7 billion for the
second quarter, a little lower than in the previous
period despite an increase of $1.2 billion in
investment securities gains.
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