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In 1994, bank profits increased $1%% billion, to
a record $44 billion. Although profitability,
as measured by return on assets, dipped
because of rapid growth in reported assets, it
remained quite high by historical standards. It
was supported by a substantial reduction in
loan-loss provisions; a decline in net noninter-
est expense as a share of assets also contrib-
uted to the high profitability. In contrast, net
interest income, although remaining at a
high level, dipped as a share of assets. Banks
retained about one-third of their profits, and
capital—-asset ratios remained well above regu-
latory minimums on average.

MONETARY POLICY AND OPEN MARKET
OPERATIONS DURING 1994

In 1994 the operating techniques for imple-
menting monetary policy remained similar to
those of recent years; however, the Trading
Desk at the Federal Reserve Bank of New
York gained slightly more flexibility in its
execution of open market operations after the
Federal Open Market Committee (FOMC)
began announcing its policy actions in Febru-
ary. This article briefly reviews the course of
monetary policy in 1994 and describes the
responses of the fixed-income securities mar-
kets to economic and policy developments. It
also discusses the Open Market Trading
Desk’s implementation of the objectives
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0.2 percent against the Canadian dollar, and
7.8 percent on a trade-weighted basis. The
U.S. monetary authorities entered the foreign
exchange markets on March 2 and March 3 to
support the dollar. In other operations, Mexico
drew a net $1 billion on its swap facility with
the Federal Reserve and a net $4 billion on the
Treasury Department’s Exchange Stabiliza-
tion Fund. These drawings were part of the
$20 billion financial aid package to Mexico
announced by the Clinton Administration on
January 31 and signed on February 21.
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CAPACITY UTILIZATION FOR APRIL 1995
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April after a decrease of 0.3 percent in March.
Capacity utilization declined 0.6 percentage
point in April after falling 0.5 percent percent-
age point in March. At 84.1 percent, the rate
of capacity utilization in April was below both
the 85.5 percent high attained this past
December and January and the 84.9 percent
high reached during the 1988-89 period.
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Profits and Balance Sheet Developments
at U.S. Commercial Banks in 1994

William B. English and Brian K. Reid, of the
Board’s Division of Monetary Affairs, prepared this
article. Thomas C. Allard assisted in the prepara-
tion of the data, and James Y. Park provided
research assistance.

In 1994, bank profits increased $1Y2 billion, to a
record $44'2 billion. Although profitability, as
measured by return on assets, dipped because of
rapid growth in reported assets, it remained quite
high by historical standards (table 1). It was sup-
ported by a substantial reduction in loan-loss provi-
sions: Banks were able to lower provisions as loan
quality improved because of both their past efforts
to tighten credit standards and the continued expan-
sion of the U.S. economy. A decline in net noninter-
est expense as a share of assets also contributed
to the high profitability; in contrast, net interest
income, although remaining at a high level, dipped
as a share of assets.!

Brisker economic growth entailed stronger busi-
ness and consumer borrowing, which expanded
substantially despite higher interest rates. Indeed,
the rise in market interest rates, particularly at
longer maturities, encouraged businesses to rely

1. Except where otherwise indicated, data in this article are from
the quarterly Reports of Condition and Income (Call Reports) for
insured domestic commercial banks and nondeposit trust compa-
nies. The data, which cover all such institutions that filed Call
Reports at least once, consolidate information from foreign and
domestic offices and have been adjusted to take account of mergers.
Size categories of such institutions (in this article called banks),
which are based on assets at the start of each quarter, are as follows:
the ten largest banks; large banks, those numbered 11 through 100
by size; medium-sized banks, those numbered 101 through 1,000
by size; and small banks, those not among the largest 1,000 banks.
At the start of the fourth quarter of 1994, the ten largest banks had
assets of more than $40 billion, large banks had assets between
$6.5 billion and $40 billion, medium-sized banks had assets
between approximately $300 million and $6.5 billion, and small
banks had assets of less than approximately $300 million. Because
of report changes, data for the years before 1985 are not strictly
comparable to the more recent data. In the tables, components may
not sum to totals because of rounding.

1. Selected income and expense items, 1991-94
Percent

NoTE. Percentage of average net consolidated assets.

more heavily on short-term borrowing, including
bank loans. The effect of increased demand on loan
growth was augmented by banks’ greater willing-
ness to lend. As a result, loans expanded at the
fastest pace in more than ten years, and bank loans
as a share of private sector debt rose for the second
consecutive year (chart 1). Banks financed most of

1. Bank loans ‘as a percentage of private-sector debt,
1970-94

Note. The data are quarterly. Loans consist of outstanding business,
consumer, and mortgage loans held by domestic banks and branches and
agencies of foreign banks located in- the United- States. Private sector
includes households and nonfinancial businesses (farm, corporate, and
noncorporate).

Source: Federal Reserve Board, statistical release Z.1.
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2. Measures of profitability, 1970-94

Note. The data are annual.

the increase in loans by issuing managed liabilities,
but in the second half of the year they also reduced
holdings of securities.

Non-interest-earning assets rose sharply last year
for technical reasons. For reporting purposes, bank
regulators adopted Financial Accounting Standards
Board Interpretation No. 39 (FIN 39). By limiting
banks’ ability to net the value of off-balance-sheet
derivative contracts, whose market values are re-
ported on bank balance sheets, FIN 39 boosted
reported assets and liabilities. About half of the
decline in the average return on assets (ROA),
shown in chart 2, was attributable to the effects of
FIN 39.

Banks retained about one-third of their profits,
and capital-asset ratios remained well above reg-
ulatory minimums on average. The industry’s
improved health was evident not only in stronger
balance sheets and sustained profitability but also
in measures of bank distress. Bank failures
dwindled to just eleven, and the institutions classi-
fied by the Federal Deposit Insurance Corporation
as problem banks fell to 247, down more than
40 percent from 1993. Combined assets of problem
banks fell even more dramatically—from $242 bil-
lion at year-end 1993 to $33 billion at year-end
1994—down more than 90 percent from the record
level in early 1992.

BALANCE SHEET DEVELOPMENTS
Bank assets grew at the fastest pace since 1985—

more than 8 percent from year-end 1993 to year-
end 1994 (table 2). About one-third of the increase

was attributable to FIN 39, which caused reported
noninterest-earning assets and liabilities to expand
about $90 billion (see box on pages 548-49).
Interest-earning assets grew more slowly than they
did in 1993, as banks funded a portion of their loan
growth by running off securities.

The runoff ended the shift from loans to securi-
ties that began in 1990. Bank holdings of U.S.
Treasury securities in investment accounts declined
about 8% percent. While much of this decrease
was attributable to sales, about 15 percent was due
to the fall in prices of Treasury securities. Before
last year’s implementation of Statement of Finan-
cial Accounting Standards No. 115 (SFAS 115),
which resulted in banks’ marking to market a larger
share of their securities, such changes in the market
value of securities would have had little effect on
bank balance sheets.

Loans to the Business Sector

Commercial and industrial (C&I) loans expanded
almost 9'2 percent, the largest increase in more
than a decade. The surge partly reflected
stepped-up demand for credit by nonfinancial cor-
porations. These firms boosted capital expendi-
tures, including inventory investment, by amounts
that outstripped gains in retained earnings and other
internal funding sources. Also, their borrowing
shifted toward shorter-term instruments, as they cut
net bond and equity issuance because of higher
long-term interest rates and a lackluster stock mar-
ket (chart 3).

3. Net offerings of long-term securities by nonfinancial
corporations, 1987-94

Notke. The data are quarterly.
Sources. Federal Reserve Board, statistical release Z.1.
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Consistent with these funding patterns of nonfi-
nancial corporations, banks included in the Federal
Reserve’s periodic Senior Loan Officer Opinion
Survey on Bank Lending Practices (LPS) reported
stronger loan demand from businesses of all sizes.?
On average, a net of about 30 percent of banks
reported increased demand for business loans over
the three months preceding the survey dates. Sur-

2. About- sixty domestic commercial banks from the twelve
Federal Reserve Districts are on the LPS panel. Most of them are
large: As of December 31, 1994, the combined assets of the panel
banks were $1.7 trillion, about 40 percent of the assets of domestic
commercial banks.

2. Annual rates of growth of balance sheet items, 1985-94
Percent !

Note. Data are from year-end to year-end.

n.a. Not available.

1 Memduthemmofdeposmmfmgnoﬂius.largemdepoub
in domestic offices, federal funds purchased and securities sold under agree-
ments to resell, demand notes issued to the U.S. Treasury, subordinated notes

vey respondents attributed the higher demand
mainly to their customers’ need to finance inven-
tories and investments in plant and equipment.
Several banks also noted that the pickup in merger
and acquisition activity boosted demand for busi-
ness loans. A substantial share of this activity,
however, was funded with commercial paper,
which expanded rapidly during the second half of
the year. Banks usually provide backup lines of
credit to firms issuing commercial paper; conse-
quently, the pickup in commercial paper issuance
last year probably contributed to the 16 percent
increase in unused commercial lines of credit.

2. Measured as the sum of -construction and land

. secured by real estate; wdesmloanssecmdbymnfummndelm:l

properties; and loans to finance commercial real estate, construction, and
land development activities not secured by real estate.
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Banks’ easing of terms and standards on loans
likely boosted business lending as well. Some LPS
respondents reported that they had relaxed stan-
dards for C&I loans (chart 4). In addition, many
banks said that they had cut credit-line costs and
spreads over base rates. A number of respondents
also cited easing other terms, including loan
covenants, maximum sizes of credit lines, and
collateralization requirements. A broader sample of
banks included in the Federal Reserve’s Survey of
Terms of Bank Lending to Business reported some
further narrowing of spreads of loan rates over
market interest rates on small- and medium-sized
loans from the peaks reached earlier in the decade
(chart 5).

In contrast, only a few banks appear to have
relaxed their standards for commercial real estate
loans (chart 4). Nonetheless, after three years of
decline, commercial real estate loans expanded.
The demand for these loans was likely boosted by a
pickup in investment in nonresidential structures.
The higher investment came in the wake of lower
vacancy rates and higher commercial real estate
prices in many parts of the country. Indeed, prices
for commercial real estate properties increased on a
national average basis for the first time in four
years (chart 6). The better market for commercial
real estate probably also helped reduce assets clas-
sified as other real estate owned, which dropped
40 percent and ended the year at the lowest level

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



Profits and Balance Sheet Developments at U.S. Commercial Banks in 1994 549

since 1987. Banks generally acquire these assets
when they foreclose on nonperforming loans that
are collateralized with real estate.

Loans to the Household Sector

Growth in bank holdings of residential real estate
loans slowed a bit last year but remained strong.
While higher mortgage interest rates damped hous-
ing sales, especially late last year, higher rates on
fixed rate mortgages encouraged households to
shift to adjustable rate mortgages (ARMs). This
shift helped to support the growth of residential
loans on bank balance sheets; banks are less likely

to securitize ARMs because these mortgages
expose them to less interest rate risk than do
fixed rate mortgages. During the last few months of
1994, more than half of all newly issued conven-
tional home mortgages originated by banks were
ARMs.

Consumer loans held on bank balance sheets
expanded 16 percent, the fastest rate in more than a
decade. The rapid growth of consumer loans was
spurred by a rise of 10 percent in consumer expen-
ditures for durable goods. Increased convenience
use of credit cards, associated with credit card
promotions and expanded acceptance at nontradi-
tional outlets such as grocery stores, probably also
accounted for some of the growth. Although the
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resulting balances are paid off within the interest-
free grace period, they nonetheless boost the aver-
age level of consumer debt outstanding.

4. Net percentage of selected large commercial banks that
tightened credit standards, 1990:Q2-95:Q1

NmThMmMNetquuﬂummgeofbankx
reporting tightening less the percentage reporting easing.

Thedmfotlngeﬁmsbegmmlm Size definition suggested
for, and generally used by, survey respondents is that medium-sized firms are
those with annual sales of between $50 million and $250 million.

2. The data for construction and land dévelopment loans begin in
1990:Q3.

Swm.FeduﬂRemveBond.SmlmOﬂieerOpnmonvaeyon
Bank Lending Practices.

5. Loan rate spread over average federal funds rate,
by size of loan, 1987-95:Q1 .

Notke. The data are quarterly.
Sourck. Federal Reserve Board, statistical release E.2.

Consumer loan growth was also lifted by a
greater willingness of banks to provide credit. On
balance, in each survey about 25 percent of the
LPS respondents indicated that they were more
willing to make consumer loans than they had been
three months earlier. This increased willingness to
make consumer loans was also evident in unused
credit card lines, which rose almost 30 percent, to
$860 billion by year-end.

Liabilities

In 1994, banks reduced holdings of securities to
fund part of their loan growth, but they financed
most of the increase with managed liabilities. A
heavier reliance on managed liabilities emerged in
1993. In the previous few years, banks had run off
managed liabilities because they had been reducing
their loans and were flush with core (transaction,
savings, and small time) deposits, some of which
they had acquired from failed thrifts. The bulk of
thethnftclosureshadoccumedby 1991; as a
consequence, when loan growth accelerated in
1993-94, banks relied on managed liabilities to
fund the increases. Money markets were: recepnve
to the increased issuance of managed liabilities in
part because of healthier bank balance sheets and
1mproved credit ratings. S

As in 1993, deposits booked in foreign oﬁices
were an important source of funding. Domestic
offices of commercial banks increased their net
borrowing from their foreign offices by $75 billion

6. Changes in prices for commercial properties,
1987-94

Note. The data from 1986 to 1991 are semiannual. The data from 1992
through 1994 are quarterly.
SoURCE. Liquidity Financial Group, National Real Estate Index.
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in 1994. To better understand these and other fund-
ing developments, the Federal Reserve conducted a
survey on bank liability management in December
19943 Banks noted, in particular, the absence of
deposit insurance premiums on deposits at foreign
branch offices as motivating their decision to bor-
row in the Eurodollar market. Besides these Euro-
dollar deposits, a substantial volume of senior bank
notes was issued by banks in the domestic market.
These instruments have features that make them
close substitutes for large certificates of deposit
(CDs); but unlike large CDs, they are not subject to
deposit insurance premiums.

Core deposits declined last year after increasing
slightly in 1993. A substantial rise in money mar-
ket rates relative to rates on savings and transaction
deposits encouraged retail depositors to shift funds
to higher-yielding assets, including money market
mutual funds (chart 7). Some depositors may also
have turned to direct holdings of securities; one
sign of such a shift was the $22 billion rise in net
noncompetitive tenders for Treasury securities.# In
contrast, shifts into bond mutual funds slowed sub-
stantially last year, perhaps as households reacted
to reports of low or negative returns that appeared
as bond prices fell.

A drop in mortgage refinancings contributed to
the decline in demand deposits and, to a lesser
extent, savings deposits. Record levels of mortgage
refinancings had temporarily increased the level of
these deposits in 1993 because mortgage servicers
hold prepayments of mortgages securitized by
some government-sponsored agencies in transac-
tion and savings accounts before distributing the
funds to the holders of the securities.

TRENDS IN PROFITABILITY

Net income at U.S. commercial banks increased
$1%: billion in 1994, reaching a record of $44'% bil-
lion. Despite the higher profits, the industry’s ROA

3. The banks on the survey panel included many of the banks on
the LPS panel, but there were some differences. As of Decem-
ber 31, 1994, the combined assets of the panel banks were $1.6 tril-
lion, about 40 percent of domestic commercial bank assets;

4. The Treasury permits noncompetitive bids at its auctions to
make participation easier for smaller bidders. Bidders submitting
noncompetitive tenders are assured of receiving the security, and
the yield on the security they obtain is the average issue rate

7. . Selected interest rates, 1987-95:Q1

Note. The data are monthly. Rates are at commercial banks. Savings
accounts include money market deposit accounts.
Sourck. Federal Reserve Board, statistical releases H.6 and H.15.

fell slightly from its record level in 1993 because
of rapid growth in measured total assets. Some of
that growth—enough to account for more than half
the decline in ROA—reflected the introduction of
FIN 39. The average return on equity (ROE) also
fell last year, as the ratio of annual average equity
to assets changed little.

Profits last year were supported by a substantial
decline in provisions for loan and lease losses and a
small reduction in net noninterest expense as a
share of assets (table 3). Loss provisions fell to
their lowest level in more than a decade because of
improvements in asset quality resulting from tighter
lending standards in the early 1990s and the
rapid growth- of the U.S. economy last year,
which boosted borrowers’ incomes. Net noninter-
est expense declined as a share of assets despite a
sharp drop in trading income from its record level
in 1993. The improvement came, in part, from
industry efforts to control costs.

The positive contributions from reduced provi-
sioning and lower net noninterest expense, how-
ever, were more than offset by lower income from
other sources. Although remaining high by histori-
cal standards, net interest income declined some-
what as a share of assets, in large part because of
the increase in reported assets caused by FIN 39.
Higher market interest rates led to losses on sales

established at the auction. The level of net noncompetitive tenders
during a period is the dollar volume of securities purchased under
noncompetitive tenders less the volume of repayments of maturing
securities that had been purchased under noncompetitive tenders.
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of investment account securities, after three years
of substantial gains on such sales. Extraordinary
items, which had boosted profits $2 billion in 1993,
were inconsequential in 1994.

Return on assets dropped most sharply at the ten
largest banks, despite their larger-than-average
reduction in provisions for loan and lease losses.
The decrease in ROA was attributable to the greater
dependence of these banks on trading income as
well as to the disproportionate effect of FIN 39 on
their reported assets. In addition, some of the banks
in this category had booked substantial extraordi-
nary gains in 1993 that were not repeated in 1994.
Changes in ROA were mixed for the other size
categories of banks, with small and large banks
posting somewhat lower ROAs and medium-sized
banks showing a moderate increase.

On balance, share prices for publicly traded bank
holding companies underperformed the broader
market last year (chart 8). Early in the year, contin-
ued profitability and strong loan growth boosted
prices of bank stocks, especially those of regional
banks. Despite strong profits, however, fears that
higher interest rates would squeeze interest mar-
gins and erode trading profits and increased con-

3. Selected income and expense items, by size of bank,
1991-94
Percent

NoTE. Percentage of average net consolidated assets.

8. Stock price indexes, 1990-95:Q1

Note. The data are weekly; the bank indexes run through March 29,
1995, and the S&P 500 runs through March 31, 1995. The bank indexes are
for eight money center banks and twenty-one regional banks as defined by
Salomon Brothers.

SouRrces. Salomon Brothers and Standard and Poor’s Corp.

cerns about bank derivative positions caused bank
equity prices over the second half of the year to
more than reverse earlier gains.

Loss Provisions and Asset Quality

In 1994, bank asset quality improved substantially.
Delinquent loans and leases (those that are more
than thirty days past due or that are on nonaccrual
status) fell below 3 percent of outstanding loans
and leases, less than half the peak rate in 1991
(table 4). Similarly, charge-off rates fell sharply,
reaching their lowest levels in more than a decade.
Delinquency and charge-off rates fell the most at
the ten largest banks, but these banks continued to
have higher rates than banks in the other size
categories. Delinquency rates at medium-sized and
at large banks also improved substantially and were
below the rate at small banks for the first time in
seven years.

Delinquency and charge-off rates fell the most
for business and real estate loans and less for
consumer loans (chart 9). In part, these decreases
resulted from the substantial growth in loans last
year, since newly extended loans are unlikely to be
delinquent. The substantial drops in real estate
delinquencies and charge-offs presumably also
reflected the improved commercial real estate mar-
kets noted above and banks’ efforts to sell troubled
real estate loans.

Another factor that contributed to the improved
quality of business and real estate loan portfolios
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4. Measures of loan quality, by size of bank, 1991-94
Petcem

NoTE. Percentage of outstanding loans.
1. Delinquent loans are nonaccrual loans and those that are accruing
interest but are more than thirty days past due.

was the tightening of bank lending standards in
the early 1990s. With the increased willingness
of banks to make loans in recent years, however,
delinquency and charge-off rates may not fall much
further. Indeed, according to fourth-quarter data,
the delinquency rate for consumer loans may be
leveling out. A slowing of the economic expansion
from its rapid 1994 pace would also make addi-
tional improvements in asset quality difficult to
achieve.

With delinquency and charge-off rates down sub-
stantially from their elevated levels of recent years,
provisions for loan and lease losses dropped
sharply last year and reached their lowest level in
more than a decade. The ten largest banks posted
the biggest decline in provisioning as a fraction of
loans and leases. Provisioning by the largest banks
was below the rates at medium-sized and large
banks for the first time in three years.

For the industry as a whole, provisioning was
less than charge-offs last year, causing a small
decline in reserves. With growth in loans and leases
picking up, the ratio of reserves to loans and leases
outstanding fell to less than 2.5 percent (chart 10).
Nonetheless, reserves as a fraction of delinquent
loans and leases increased substantially, and by the

end of the year, this ratio reached almost 90 per-
cent, double its level four years earlier. Given sub-
stantial improvement in asset quality and ample

9. Delinquency and charge-off rates, by type of loan,
1987-94

NortE. The data are quarterly and seasonally adjusted.
1. Delinquent loans are nonaccrual loans and those accruing interest but
more than thirty days past due. The delinquency rate for a category of loans
is the category’s average level of delinquent loans for the period divided by
the category’s average level of outstanding loans for the period. The first
period plotted is 1987:Q2.

2. The charge-off rate for a category of loans is the category’s annualized
charge-offs for the period, net of recoveries, divided by the category’s
average level of outstanding loans for the period.

10. Reserves t:or loan and lease losses, loss provisions,
and net charge-offs as a percentage of loans, 1980-94
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reserves, more than 750 banks actually posted
negative provisions for the year. Doing so directly
reduced reserves at these banks and boosted their
reported profits nearly $600 million; negative pro-
visions had accounted for about $375 million of
profits in 1993.

Interest Income and Expense

Despite the increase in market rates last year, both
gross interest income and gross interest expense
declined moderately as a percentage of interest-
earning assets (table 5). In part, these reductions
likely reflected earlier decreases in interest rates, as
banks replaced maturing assets and liabilities with
lower-yielding instruments. This effect was bol-
stered by the relatively slow adjustment of the rates
paid on some types of deposits and charged on
some types of loans to movements in market rates.
As a result of these factors, both interest income
and interest expense decreased substantially as a
percentage of assets in the first quarter, before
rebounding moderately in the second.

Also contributing to the year-over-year decreases
was the sharp drop in nominal interest rates in
Brazil after that country implemented a stabiliza-
tion program at midyear. Although only a few large
banks with significant operations in Brazil were
affected by the stabilization, the effects were sur-
prisingly large, cutting quarterly gross interest
income and expense by roughly $3 billion between
the second and third quarters. As a result, in the
third quarter gross interest income for all commer-
cial banks was about unchanged, and gross interest
expense actually fell. Indeed, if the levels of inter-
est income and expense from Brazilian operations
had been the same in the second half of the year as
they had been in the first, gross interest income and
expense as a share of interest-earning assets would
have increased rather than decreased in 1994.

5. Interest income, interest expense, and net interest
income, 1991-94
Percent

NoTE. Percentage of average net consolidated interest-earning assets.

Net interest income as a share of average
interest-earning assets, or the net interest margin,
fell slightly from its 1993 level, but it remained
close to 4.4 percent last year, a high level by
historical standards. On a quarterly basis, the net
interest margin rebounded in the final three quar-
ters of the year after declining from its peak of just
more than 4.5 percent at an annual rate"in the
fourth quarter of 1992 to less than 4.3 percent in
the first quarter of 1994. Interest margins appear
not to have been significantly affected by the stabi-
lization in Brazil. : ;

Net margins, which had been expected to narrow
as interest rates increased, remained wide because
of two factors. First, banks increased loans, which
generally earn higher interest rates than securities
do, as a share of interest-earning assets. Because of
the strength in loan demand last year, banks were
able to achieve this shift in asset competition with-
out sharp declines in spreads of loan interest

11. Interest income, interest expense, and net interest
income, as a percentage of average interest-earning
assets, by size of bank, 1985-94

Note. The data are annual.
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rates over market rates. Second, rates on small time
deposits lagged increases in market rates by some-
what more than they generally had in the past. The
effect of this relatively unaggressive pricing of
small time deposits on net interest margins was
damped to some degree, however, by the resulting
need to increase funding from other sources,
including relatively expensive managed liabilities.

The pattern of interest income, expense, and net
interest - margin- across size categories of banks
changed little last year (chart 11). Among the four
size groups, ‘the ten largest banks had the highest
level of interest income relative to interest-earning
assets. However, because of their relative lack of
core deposits and their greater reliance on managed
liabilities, the largest banks also had the highest
interest expense relative to interest-earning assets.
On balance, the largest banks had the lowest aver-
age net interest margin. The levels of average inter-
est expense were quite similar among the other size
groups. Because of their higher returns on loans,
small and medium-sized banks earned somewhat
higher interest income as a fraction of interest-
earning assets. Thus, their average net interest mar-
gins were higher than the average margin of the
large banks.

Noninterest Income and Expense

Net noninterest expense increased to $68 billion in
1994 from $65 billion a year earlier. The primary
cause of the increase was a substantial decline in
trading income, which dropped $3 billion follow-
ing a record year in 1993. The decrease reflected
weaker proprietary trading results at several banks
with large trading operations. In addition, earnings
from foreign exchange trading, a large part of
which are derived from market-making activities,
fell because of a narrowing of bid—ask spreads in
foreign exchange markets.

Trading income was reportedly also hurt by a
decline in demand for more complex derivatives
contracts, which carry higher fees than simpler
contracts do. Nonetheless, overall activity in de-
rivatives continued to expand rapidly last year. The
notional principal value of banks’ interest rate con-
tracts (including the value of interest rate swaps,
futures contracts, forward contracts, and option
contracts) expanded more than one-third after ris-

6. Noninterest income, noninterest expense,
and net noninterest expense, 1991-94
Percent

NoTE. Percentage of average net consolidated assets.

ing almost a half in 1993.5 The notional principal
value of foreign-exchange contracts (including the
value of exchange rate swaps, commitments to buy
foreign exchange, and option contracts) increased a
quarter in 1994 following an 18 percent rise the
previous year. The bulk of the increase in deriva-
tives activity last year came in the first half. In the
second half, growth in interest rate contracts
slowed considerably, and foreign exchange con-
tracts actually declined.

Despite the large increase in notional principal
values, the credit-equivalent value of interest rate
and exchange raté contracts increased only
10Y2 percent last year, to $225 billion.® The credit
equivalent value of interest rate contracts actually
declined 6 percent, as higher interest rates reduced
the market value of contracts that had increased in
value as rates fell in 1993. By contrast, the credit
equivalent value of foreign exchange contracts
increased 23 percent, as a sharp rise in the second
quarter, likely reflecting the decline in the value of
the dollar, was only partially reversed later in the
year.

Although commercial banks’ net noninterest
expense increased last year, rapid growth in assets
led to a decline in net noninterest expense as a
share of assets from 1.81 percent to 1.75 percent
(table 6). Much of this improvement, however, was
the arithmetic result of the boost in measured assets
caused by FIN 39. In addition, the industry bene-

5. The notional principal value of a contract is a value used in
the calculation of the payments owed. It does not represent the
amount subject to credit risk, nor does it reflect the extent to which
contracts are offsetting.

6. The credit equivalent value of an off-balance-sheet derivative
contract is an estimate of the credit exposure of the contract that is
intended to be comparable to the on-balance-sheet credit exposure
created by a loan, The estimate is the sum of the current exposure
(the replacement cost if positive, otherwise zero) and an estimate of
the potential future increase in credit exposure (a small fraction of
the notional principal value of the contract).

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



556 Federal Reserve Bulletin [J June 1995

12. Noninterest income, noninterest expense, and net other noninterest expenses as a share of assets. By
noninterest expense as a percentage of average contrast, small banks reported slightly higher non-
assets, by 128 ot bank, 1965-24 interest expenses, and their net noninterest expense

was little changed as a share of assets.

Changes in Capital

Despite the record level of net income last year,
bank capital increased less than half as much as it
had in each of the previous two years (table 7). A
substantial increase in dividends pared retained
earnings by nearly a quarter; and SFAS 115, which
implemented mark-to-market rules on available-
for-sale securities last year, reduced equity capital
nearly $11 billion as securities prices fell. In addi-
tion, sales of shares (both to the market and to
parent holding companies) and increases in capital
resulting from other transactions with parent com-
panies declined last year. Indeed, some bank hold-
ing companies, finding that they had more capital
than they considered to be optimal, undertook share
repurchase programs.

7. Retained income and change in total equity capital,
by size of bank, 1991-94
Billions of dollars except as noted

NoTE. The data are annual.

fited from successful efforts to contain expenses.
These efforts led to a decline in employment and
the first decrease in salaries, wages, and employee
benefits as a share of assets since 1988. Other
noninterest expenses also fell, partly because of
lower costs associated with foreclosed properties,
owing to earlier reductions in such holdings, as
well as the improvement in commercial real estate
markets.

Changes in net noninterest expense as a share of
assets were mixed across size categories last year
(chart 12). The ratio was higher at the ten largest
banks because of their greater dependence on trad-
ing and foreign-exchange-related activities, both of
which fared badly. Results for these banks were
greatly affected by FIN 39, without which their net
noninterest expense as a share of assets would have
increased more than twice as much. Medium-sized

fmd large banks showed improvements in net non- 1. Do 500 Troes podicei i ese- s e e caleslakan i y
interest expense last year because of declines in  merger-adjusted changes.
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With assets growing rapidly (in part as a result of
FIN 39), the ratio of equity capital to total assets
decreased 21 basis points, to 7.79 percent, between
the end of 1993 and the end of 1994. Equity capital
as a fraction of assets declined for the larger banks
and was little changed at the smaller banks. The
decline at the ten largest banks was entirely the
result of the effect of FIN 39 on reported assets,
without which the ratio would have increased. By
contrast, the large bank category, which was far
less influenced by FIN 39, showed a decline in
capital relative to assets because assets increased
by a relatively large amount over the year. For the
medium-sized and small bank groups, capital-asset
ratios were about unchanged. Evidently, increases
due to retained earnings, share issuance, and capi-
tal infusions were nearly offset by decreases reflect-
ing asset growth and the mark-to-market provisions
of SFAS 115.

Regulatory capital ratios declined slightly last
year after increasing steadily over the previous four
years (chart 13).7 As noted in the box, the risk-
based ratios were unaffected by SFAS 115 and
FIN 39. Their small decrease was the result of
relatively rapid growth in risk-weighted assets. In
part, this growth reflected the change in the distri-
bution of bank assets last year, as securities
declined and loans, which generally carry higher
risk weights, grew rapidly. By contrast, leverage
ratios, which are calculated based on average
assets, were depressed by the adoption of FIN 39 in
the first quarter, especially at the largest banks.
Despite the decline in regulatory capital ratios, the
fraction of industry assets at well-capitalized
banks—adjusted for bank examiners’ ratings—rose

7. The agencies’ risk-based capital guidelines are based on the
Basle Accord and were modified by the Federal Deposit Insurance
Corporation Improvement Act of 1991. Tier 1 capital includes
mainly common equity and certain perpetual preferred stock. Tier 2
capital consists primarily of subordinated debt, non-tier-1 preferred
stock, and loan-loss reserves. Risk-weighted assets are calculated
by multiplying the amount of assets and the credit equivalent
amount of off-balance-sheet items in each risk-weight category by
a factor accounting for the credit risk of that category. U.S. regula-
tors also consider the leverage ratio, which is defined to be tier 1
capital as a percentage of average total consolidated assets, when
deciding on various supervisory and regulatory issues affecting a
bank.

For a summary of the evolution of risk-based capital standards,
see Allan D. Brunner and William B. English, “Profits and Balance
Sheet Developments at U.S. Commercial Banks in 1992, Federal
Reserve Bulletin, vol. 79 (July 1993), pp. 661-62.

to 90 percent by year-end, up from 82 percent a
year earlier and just 30 percent at the end of 1990.

DEVELOPMENTS IN 1995

Data available in the first several months of 1995
suggested that the pace of the economic expansion
was likely slowing. The slowdown reduced, if not
eliminated, market expectations of near-term inter-
est rate hikes. As fears that higher market interest
rates would squeeze bank net interest margins
abated, bank stock prices rose strongly. Late in the
first quarter, however, the equity prices of banks
with large operations in Mexico or other Latin
American countries declined for a time, reportedly
because of investor concerns about the implica-
tions for these banks of the financial crisis in
Mexico.

Bank balance sheet trends in the first quarter
appeared to be broadly similar to those in the
second half of 1994. Loans at the domestic offices

13. Regulatory capital ratios, by size of bank, 1990-94

NotE. The data are quarterly. For definitions of tier 1 and tier 2 capital
and leverage capital, see text note 7.
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of U.S. commercial banks continued to expand,
while security holdings declined. In contrast to
1994, the most rapidly growing loan component in
the first quarter was commercial and industrial
loans. The LPS conducted in February showed
some additional easing of terms and standards for
such loans, and a further pickup in demand to
finance inventories, equipment purchases, and
mergers and aquisitions. By contrast, consumer
loan growth slowed relative to its pace in 1994, a
development that likely reflected a slowdown in

purchases of consumer durables. On the liability
side, core deposit growth remained sluggish, as
banks continued to fund much of their loan growth
with sales of securities and managed liabilities.

Bank profitability likely remained near last
year’s elevated level in the first quarter. While net
interest margins reportedly narrowed in many
cases, profits were buoyed by rapid loan growth
and continued low levels of provisioning. Trading
results were mixed and likely remained fairly weak
on balance.
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A.1. Report of income, all insured domestic commercial banks and nondeposit trust companies, 1985-94
Millions of dollars

1. Includes provision for allocated transfer risk.
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Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and

nondeposit trust companies, 1985-94
A. All banks
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A.2.—Continued
A. All banks

* In absolute value, less than 0.005 percent.

Note. For definitions of managed liabilities and commercial real estate loans, see text table 2, notes 1 and 2.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

1. Includes allocated transfer risk reserve.

2. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

3. Where possible, based on an average of quarterly average balance sheet data reported on schedule RC-K of the quarterly Call Report.
4. Includes provision for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and

nondeposit trust companies, 1985-94
B. Ten largest banks by assets
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A.2.—Continued
B. Ten largest banks by assets

* In absolute value, less than 0.005 percent

Nortke. For definitions of managed liabilities and commercial real estate loans, see text table 2, notes 1 and 2.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

1. Includes allocated transfer risk reserve.

2. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

3. Where possible, based on an average of quarterly average balance sheet data reported on schedule RC-K of the quarterly Call Report.
4. Includes provision for allocated transfer risk.
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Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and

nondeposit trust companies, 1985-94
C. Banks ranked 11th through 100th by assets
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A.2.—Continued
C. Banks ranked 11th through 100th by assets

* In absolute value, less than 0.005 percent.

Nortke. For definitions of managed liabilities and commercial real estate loans, see text table 2, notes 1 and 2.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

1. Includes allocated transfer risk €.

2. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

3. Where possible, based on an average of quarterly average balance sheet data reported on schedule RC-K of the quarterly Call Report.
4. Includes provision for allocated transfer risk.
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Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and

nondeposit trust companies, 1985-94
D. Banks ranked 101st through 1,000th by assets
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A.2.—Continued
D. Banks ranked 101st through 1,000th by assets

* In absolute value, less than 0.005 percent.

Nortk. For definitions of managed liabilities and commercial real estate loans, see text table 2, notes 1 and 2.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

1. Includes allocated transfer risk reserve.

2. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

3. Where possible, based on an average of quarterly average balance sheet data reported on schedule RC-K of the quarterly Call Report.
4. Includes provision for allocated transfer risk.
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Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and

nondeposit trust companies, 1985-94
E. Banks not ranked among the 1,000 largest by assets
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A.2.—Continued
E. Banks not ranked among the 1,000 largest by assets

* In absolute value, less than 0.005 percent. i i

NoTtk. For definitions of managed liabilities and commercial real estate loans, see text table 2, notes 1 and 2.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

1. Includes allocated transfer risk reserve. ;

2. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

3. Where possible, based on an average of quarterly average balance sheet data reported on schedule RC-K of the quarterly Call Report.
4. Includes provision for allocated transfer risk.
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Monetary
Operations during 1994

Policy and Open Market

This article is adapted from a report to the Federal
Open Market Committee by Peter R. Fisher, Execu-
tive Vice President of the Federal Reserve Bank of
New York and Manager of the System Open Market
Account. Ann-Marie Meulendyke, Adviser, Open
Market Function, and Spence Hilton, Manager,
Open Market Trading and Analysis Staff, were
primarily responsible for the preparation of this
report. Other members of the Open Market Func-
tion assisting in the preparation of the report were
Robert Van Wicklen, Theodore Tulpan, Eileen
Steigleder, and Steve Zannetos. William May, Econ-
omist, Financial Markets and Institutions Depart-
ment, also assisted.

In 1994 the operating techniques for implementing
monetary policy remained similar to those of recent
years; however, the Trading Desk at the Federal
Reserve Bank of New York gained slightly more
flexibility in its execution of open market opera-
tions after the Federal Open Market Committee
began announcing its policy actions in February.
As a consequence of the change in procedures,
open market operations were no longer used to
communicate policy shifts. Nearly all the Desk’s
operations added reserves because cumulative
reserve shortages were substantial for the fourth
consecutive year. These deficiencies reflected the
continued rapid expansion of currency, which
stemmed in part from heavy currency shipments
abroad. Working in the other direction were
declines in the demand for reserve balances arising
from monetary policy tightening. Higher interest
rates reined in the growth of transactions deposits
and reduced the balances that banks were required
to hold at the Federal Reserve. As these balances
fell, banks lost some flexibility in managing their
reserve positions, and by year-end the potential for
operating difficulties associated with low balances
had reemerged.

The next section of the report briefly reviews the
course of monetary policy in 1994 and describes

the responses of the fixed-income securities mar-
kets to economic and policy developments. Mone-
tary policy moved away from the accommodative
stance that had been in place for some time as the
robust pace of economic growth cut into remaining
excess productive capacity. With the economy
expanding rapidly and the Federal Reserve acting
to restrain inflationary pressures, interest rates
moved sharply higher and the yield curve flattened.
The extent of the rise in yields took many market
participants by surprise, contributing to losses and
a few bankruptcies, particularly by highly lever-
aged accounts.

The final section of this report discusses the
Open Market Trading Desk’s implementation of
the objectives established by the Federal Open
Market Committee (FOMC). It reviews policy
techniques and factors affecting reserve supplies
and demands over the year. In 1994 the Desk
added a net $32 billion to its securities portfolio,
the second largest annual increase. Repurchase
agreements with relatively short maturities were
used extensively by the Desk to manage reserves
within two-week reserve maintenance periods; such
transactions are well adapted to handle short-term
variations in reserve levels and the frequent revi-
sions to estimated reserve needs. In addition, pric-
ing of daylight overdrafts, which began in April,
had the potential to complicate policy implementa-
tion, but the actual effects on operations proved to
be minimal.

MONETARY POLICY
AND FINANCIAL MARKET RESPONSE

The Course of Monetary Policy

Monetary policy in 1994 was formulated against a
background of rapid economic growth and rising
resource utilization but generally modest aggregate
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price increases. The FOMC increased reserve pres-  (table 1). Asymmetric directives indicating a
sures at five of eight meetings and once between  greater likelihood that future changes in policy
meetings, resulting in a cumulative increase of = would be toward restraint were adopted at the three
2% percentage points in the federal funds rate  meetings at which no change was made to existing

1. Specifications from directives of the Federal Open Market Committee and related information,
December 21, 1993-December 20, 1994

1. The trading area for the federal funds rate that is expected to be 3. Change in borrowing assumption reflects adjustment to reserve
consistent with the borrowing assumption. pressures.

2. Modifications to reserve pressures are evaluated “in the context of the 4. Change in borrowing assumption reflects technical adjustment to
Committee’s long-run objectives for price stability and sustainable economic account for actual or prospective behavior of seasonal borrowing.
growth, and giving careful consideration to economic, financial, and mon- 5. The assumption was unchanged because the full effect of the discount
etary developments.” rate increase was allowed to show through to the market.
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pressures. Meanwhile, the Board of Governors
approved three increases in the discount rate total-
ing 1% percentage points. When determining the
stance of policy, the FOMC continued to monitor a
broad range of economic and financial indicators.
Annual targets were still set for the broader mone-
tary aggregates, but the FOMC placed limited
weight on the aggregates because of the consider-
able uncertainty that persisted about the behavior
of their velocities.!

- Economic Background

The economic expansion remained on solid footing
throughout 1994, with personal consumption, busi-

1. The behavior of the monetary aggregates and the Commit-
tee’s targets for them are discussed in appendix A.

2. Output and prices, 1993:Q4-1994:Q4
Seasonally adjusted annual rates of change, except as noted

NotEe. Data are as of April 12, 1995.
1. Billions of 1987 dollars.
2. Change in rate.

ness investment, and inventory accumulation the
mainstays of growth (table 2). Consumer outlays
for durable goods were particularly robust, and
producers’ durable equipment purchases remained
strong for the third consecutive year. The rate of
inventory investment picked up over the first two
quarters and remained at relatively high levels for
the rest of the year. The pace of expansion was
moderated by developments in other sectors: Resi-
dential construction activity cooled off as the year
progressed, government expenditures trended
lower, and the trade balance remained a modest
drag. Despite these offsetting factors, by year-end
the rapid pace of output expansion had brought
resource utilization rates up to levels associated
historically with rising inflationary pressures.
The unemployment rate fell to 5.4 percent in
December, and the industry operating rate stood at
85.4 percent.
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Although the slack in the economy steadily
diminished, aggregate price increases for final
goods and services remained modest. Inflation, as
measured by the fixed-weight GDP deflator and the
consumer price index, showed no deterioration;
increases in producer prices for finished goods
remained low; and labor cost increases were
restrained. Nonetheless, evidence accumulated that
price pressures could be intensifying. Producer
price increases at the intermediate stage of produc-
tion accelerated, and manufacturers increasingly
reported paying higher prices for their inputs.

Policy Initiatives

The initial monetary policy move came at the Feb-
ruary FOMC meeting; it represented the first
change in reserve conditions since September 1992
and the first move toward tightening since early
1989. The Committee adopted a limited measure,
associated with a Y4-percentage-point rise in the
federal funds rate, because of the likelihood that
this first step toward firming policy in some years
might be magnified in the financial markets. At
the same time, it was felt that this action would
effectively - signal the Committee’s anti-inflation
intentions.

In a departure from past practice, the Chairman
of the FOMC issued a brief public statement
announcing this policy decision to avoid misinter-
pretation of the Committee’s actions by market
participants. Similar brief statements were issued
on a case-by-case basis to announce the other
FOMC policy changes during 1994.2

The Committee raised reserve pressures slightly
further at its March meeting, with the federal funds
rate expected to rise another %4 percentage point.

2. Most announcements of policy changes were made early in
the afternoon, shortly after the FOMC had completed its meeting.
However, at the two-day meeting in February 1994, the announce-
ment was made in the morning on the second day, soon after the
Committee made its decision. In that instance, the Committee
preferred to make the information available before the weekend
and ahead of the Desk’s regular 11:30 a.m. operating time. The one
policy action taken between meetings was also announced in the
morning.

In February 1995, the Committee formally adopted new proce-
dures for conveying information to the public. The procedures
include the announcement of all changes in the stance of monetary
policy on the day the changes are made.

The Committee again limited the size of the move
to avoid any overreaction in the financial markets.
A third slight upward adjustment in reserve pres-
sures was made between meetings in mid-April.
At the May meeting, with the economy evidently
expanding on a solid and self-sustaining basis, the
FOMC voted to have the full Y2-percentage-point
increase in the discount rate that had been approved
that day by the Board of Governors show through
to reserve conditions. The Committee felt that
financial markets could absorb this more aggres-
sive policy adjustment. The Federal Reserve press
release announcing these moves stated that “these
actions, combined with the three adjustments initi-
ated earlier this year by the FOMC, substantially
remove the degree of monetary accommodation
that prevailed throughout 1993.”

At the conclusion of the July FOMC meeting, at
which no policy change was initiated, a Federal
Reserve press spokesperson indicated that the
meeting had adjourned and that no further
announcement would be made. The Committee
authorized this step to avoid uncertainty about its
intentions. Similar statements were authorized fol-
lowing the other two Committee meetings at which
no rate actions were taken.

The FOMC next raised reserve pressures at
its August meeting, when the full amount of a
2-percentage-point hike in the discount rate
approved by the Board that same day was passed
through to reserve markets. A Federal Reserve
press statement indicated that “these measures
were taken against the background of evidence of
continuing strength in the economic expansion and
high levels. of resource utilization,” and went on to
add that “these actions are expected to be suffi-
cient, at least for a time, to meet the objective of
sustained, noninflationary growth.”

The economy continued to display considerable
forward momentum over the autumn, and there
was some sense that past policy actions might be
having less effect than expected, even in sectors
believed to be especially sensitive to interest rate
increases. At its November meeting, the Commit-
tee agreed that a substantial firming in policy was
appropriate. In its final policy move of the year, the
Committee voted to pass through to reserve condi-
tions the full effect of a ¥4-percentage-point hike in
the discount rate approved that day by the Board of
Governors.
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Financial Market Developments

Interest rates across the maturity spectrum rose
sharply in 1994. Yields on Treasury coupon securi-
ties ended the year 150 to nearly 350 basis points
higher than they were a year earlier, while the
coupon yield curve flattened substantially.

Yields rose dramatically in the first few months
after the Federal Reserve began to tighten policy in
early February. By mid-May, the yield on two-year
Treasury notes had risen about 180 basis points,
and the thirty-year bond yield was up more than
110 basis points. Market analysts sensed that the
economy retained significant forward momentum
and anticipated that the Federal Reserve would
respond forcefully to ward off inflationary pres-
sures. Consequently, rates on many short- and
intermediate-term securities rose, and a wide
spread emerged between these yields and the fed-
eral funds rate.

Longer-term yields also rose as investors grew
anxious over whether the gains made in reducing
inflation in recent years might begin to erode. Mar-
ket participants focused on the inflation risks posed
by the shrinking degree of economic slack, and
they were disturbed by information appearing in
manufacturers’ surveys, as well as evidence from
commodity price movements, that suggested an
intensification of price pressures. Rising interest
rates in European countries and weakness in the
dollar spilled back and reinforced the upward
momentum in domestic yields. Hedging activity in
the mortgage-backed-debt market, a sector particu-
larly hard hit by the sharp rise in yields, lifted rates
on intermediate-term Treasury securities.3

From mid-May through August, yields moved in
a broad trading range. Large rate movements were
often followed by abrupt reversals, a pattern that
resulted in generally small net changes. Investors
responded to economic data that presented a mixed
picture. Episodes of dollar weakness continued to
weigh on sentiment, as they did intermittently
throughout the year. Meanwhile, the monetary pol-
icy adjustments in May and August were believed

3. Higher interest rates extended the expected durations of
mortgage-backed securities, thereby compounding the downward
pressure on prices for this debt. Holders of mortgage-backed secu-
rities often hedge their exposures by selling intermediate-term
Treasury debt.

to have brought policy to a more neutral position,
and they encouraged brief rallies in debt markets:

Driven largely by a spate of strong economic
statistics, interest rates across most maturities
resumed their climb from September to early
November; rising 65 to 85 basis points. Measures
of resource utilization notched higher, and a string
of reports showing a resilient housing sector raised
questions about the impact of previous interest rate
hikes. Survey results of input price pressures faced
by manufacturers continued to flash warning sig-
nals. By late autumn, it was widely felt that the
economy was bumping up against its long-run
capacity limits, and many traders began to fear that
the Federal Reserve was falling behind in its efforts
to rein in inflationary pressures. In late October, the
yield on the most recently auctioned thirty-year
Treasury bond exceeded 8 percent for the first time
in more than two years.

From just before'the November FOMC meeting
until year-end, the Treasury coupon yield curve
flattened further. Short-term Treasury ‘coupon
yields rose another 65 basis points, while long-
term yields edged down about 20 basis points. The
Committee’s action in November, viewed by mar-
ket participants as aggressive, and continued strong
economic statistics convinced most analysts that
further policy tightening moves were in store and
put upward pressure on shorter-term rates. Selling
in the front end of the yield curve was exacerbated
by liquidations and hedging of portfolios made
unprofitable by higher interest rates. Adding to the
pressure was the disposal of the securities held by
the Orange County, California, Investment Pool
after its steep financial losses became known.*
Meanwhile, the November policy action and con-
tinued favorable aggregate price statistics instilled
confidence that the Federal Reserve would succeed
in preventing a significant increase in inflation pres-
sure. This expectation helped to bring down longer-
term yields.

The sharp increases in interest rates in 1994 also
had profound effects on investor returns, financial
flows, and issuance in the fixed-income markets

4. Roughly $20 billion of securities held by the highly leveraged
Orange County fund were sold. Most of these securities were
government agency notes, many of them derivative instruments
that paid interest according to formulas based on movements in
market yields.
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(table 3). Investors holding portfolios consisting of
longer . maturity securities sustained particularly
heavy losses. The Lehman Brothers Long Treasury
Bond Index fell 7 percent, the first yearly decline
in this measure since 1987 and the steepest decline
in the twenty-two years spanned by the index. Net
returns for most categories of bond mutual funds
were negative in 1994, in many cases after the
funds posted: strong earnings the previous year.
Throughout 1994 there were reports of institutions
suffering steep financial losses in domestic securi-
ties markets. In some cases, the losses were linked
to exposures to derivative instruments that magni-
fied the effect of yield movements on interest
payments.

Efforts to reduce exposure to rising interest rates
spurred huge reinvestment flows in financial mar-
kets. Redemptions from bond mutual funds soared
following a year of heavy inflows, and withdrawals
frequently outpaced inflows as investors reacted to
reports of poor performance. The growth in non-
competitive awards at Treasury auctions suggested
that many participants began to redirect their in-
vestments into securities markets. A heightened
sense of uncertainty in financial markets accompa-
nied these elevated flows. Implied price volatility
in longer-term Treasury issues was substantially
higher in 1994 than in 1993. Meanwhile, new
issuance in major sectors dropped significantly, in
part reflecting higher borrowing costs.

3. Measures of performance and activity in domestic
securities markets

SoURCES. Returns on longer-run Treasury issues are based on the Lehman
Brothers Long Treasury Bond Index and reflect changes in principal value
and coupon income. Returns for the various categories of mutual funds are
from Lipper Analytical Services, Inc. Debt issuance data are from Securities
Data Company. Mutual fund flow data are from the Investment Company
Institute.

IMPLEMENTATION OF POLICY
Operating Procedures

In 1994, the FOMC continued to express its policy
directives in terms of a desired degree of reserve
pressure. Reserve pressure effectively refers to the
costs and other conditions under which the Federal
Reserve makes reserves available to the banking
system. The FOMC has informally used the federal
funds rate as a guide for evaluating conditions of
reserve availability since the late 1980s.

In addition, the FOMC has continued to express
reserve pressures in terms of borrowed reserves, an
approach that involves using nonborrowed reserves
to satisfy most, but not all, of the demand for
reserves, while forcing banks to meet remaining
needs at the discount window, where access is
rationed. When the FOMC has increased (or
reduced) reserve pressures without a change in the
discount rate, expected borrowing has been
adjusted upward (or downward) accordingly. The
adjustments have been based on the premise that
the more the banks are forced to borrow at the
discount window to meet their demand for reserves,
the more they will bid up the federal funds rate
relative to the discount rate.

In the late 1980s, however, the relationship
weakened appreciably, in part because a series of
banking crises had encouraged observers to asso-
ciate discount window borrowing with financial
difficulties. As a result, banks became extremely
reluctant to borrow. Although the banking crises
have passed and the association of discount
window borrowing with financial problems pre-
sumably has faded somewhat, banks apparently
still have a reluctance to utilize their borrowing
privileges. Consequently, if borrowing were forced
to higher levels, the federal funds rate probably
would rise substantially more than it had in the
past. Against this background, the Desk has con-
tinued to develop objectives for nonborrowed
reserves calculated as estimated demands for total
reserves ‘less the allowance for adjustment and
seasonal borrowing. Whenever actual discount
window borrowing has differed significantly from
the allowance, however, the Trading Desk has
accepted the deviation and informally modified the
nonborrowed reserve objective accordingly, rather
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than force unwanted changes in the federal funds
rate.’

Between February and April, the FOMC’s
reserve tightening actions lifted the anticipated
spread between the federal funds and discount rates
from zero, where it had been since September
1992, to 75 basis points. The spread remained at
75 basis points for the balance of the year because
the last three policy steps involved equal changes
in both rates.

With this widening of the spread, borrowing
could have been expected to increase significantly.
However, adjustment borrowing actually decreased
slightly in 1994, averaging $65 million a day com-
pared with $75 million a day in 1993. Although the
decrease is outwardly surprising, closer examina-
tion of the data shows some indications of the
expected association between borrowing and the
funds rate. Adjustment borrowing did pick up on
reserve-period settlement days, and it rose for most
size classes of banks. Settlement-day adjustment
borrowing averaged $336 million in 1994, almost
double the $180 million average in 1993. Adjust-
ment borrowing on nonsettlement days by small-
and medium-sized banks also increased in 1994,
although by less than would have been expected on
the basis of historical relationships from the early
1980s. Some of the shortfall in borrowing likely
reflected a continuing reluctance to utilize the dis-
count window, but the strong liquidity positions of
many of these banks also may have played a role.
Small- and medium-sized banks usually account
for a considerable portion of nonsettlement-day
borrowing.

The decline in average borrowing resulted
entirely from a reduction in nonsettlement-day bor-
rowing by large money center banks. These banks
have traditionally concentrated their borrowing on
settlement days, and in 1994 all of their borrowing
occurred on those days. By contrast, members of
this group borrowed seven times on nonsettlement
days in 1993, either because of operational difficul-
ties or temporarily elevated funds rates.

In the case of seasonal borrowing, the rate incen-
tive for stepped-up borrowing in 1994 was small
because the rate charged on seasonal borrowing
closely tracked federal funds and certificate of

5. The borrowing relationship has been discussed more exten-
sively in previous annual reports of the Open Market Function.

deposit rates. Nonetheless, seasonal borrowing was
persistently higher than in recent years; it averaged
$193 million in 1994, compared with $109 million
the year before. It still followed the typical sea-
sonal pattern, which reflected demands for agricul-
tural loans. As a result, the Desk made ten upward
technical adjustments to the formal borrowing
allowance between May and August 1994 and nine
downward adjustments over the remainder of the
year. The increased use of the program was related
in part to a marked rise in demand for farm credit at
small banks. In addition, strong loan demand at
midwestern correspondent banks might have con-
strained the correspondents’ ability to provide
seasonal funding to their respondent banks.6

The Desk’s Approach to Reserve
Management’

Reserve Patterns over the Year

The behavior of narrowly defined money, M1, had
an important influence on reserve supplies and
demands over the year.® Currency registered
another year of strong growth, and the resulting
record $37 billion increase in currency in circula-
tion was the primary factor behind the substantial
need to provide reserves in 1994.° A decline in the
deposit component, however, limited the overall
growth of M1 and contributed to a fall in the
demand for reserves. Consequently, required
reserves, the primary source of demand, slipped
about $2 billion, reducing the need to add reserves
over the year.

Several other factors also modestly reduced the
Desk’s need to provide reserves. Applied vault
cash, a source of supply, increased about $3 billion,
in part mirroring the currency expansion. Rising
interest rates led banks to cut their required clear-
ing balances about $2 billion as the rate at which

6. Only small banks are eligible for the seasonal credit program.

7. Many of the statistics cited in this section appear in tables in
appendix C.

8. Changes in the components of M1 and the reasons for the
components’ behavior are described in appendix A.

9. Currency in circulation, which is the factor that affects
reserve balances, includes cash held by depository institutions; for
money supply calculations, however, this vault cash is subtracted.
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they accumulated earned income credits rose.!°
Because the declines were not offset by higher
excess reserves, the lower clearing balances less-
ened the overall need to provide reserves. These
balances had been increased sharply in 1991 and
1992, when banks were adapting to lower required
reserve levels, and had been lifted modestly in
1993.11 On balance, cumulative changes in other
supply and demand factors had smaller effects on
total reserve needs over the year.!2

Outright Transactions and Changes
in the System Portfolio

The Trading Desk met the ongoing need to add
reserves by increasing the Federal Reserve Sys-
tem’s portfolio of U.S. government securities. Alto-
gether, the Desk purchased about $25 billion
through six operations conducted in the market,
four of them involving Treasury coupon issues.!?
As in the past, the market entries were arranged
when available forecasts suggested that large
reserve shortages would persist for at least several
maintenance periods. The market purchases were
supplemented by nearly $11 billion of acquisitions
from foreign accounts, almost entirely Treasury
bills. These purchases, typically modest in size,
were arranged when orders were compatible with
estimated reserve needs.

10. Earned income credits accumulate at a rate linked to the
federal funds rate. The credits may be used only to pay for certain
priced services provided by the Federal Reserve, and many large
banks hold clearing balances sufficient to generate credits to pay for
all the services they use. As the rate at which the credits are earned
increases, the maximum useful level of a bank’s clearing balance
decreases.

11. Technically, clearing balances are treated as a factor reduc-
ing the supply of reserves, although they are actually a source of
demand for reserves.

12. The various foreign-exchange-related activities on the Sys-
tem’s balance sheet drained less than $0.5 billion. The historical
value of the foreign currency sold was $3.0 billion, about $0.7 bil-
lion below the market value. The value of the System’s foreign
exchange holdings was increased $2.4 billion as a result of upward
revaluations, while interest earnings totaled $0.9 billion. In the
reserve factor categories, interest earnings and the historical value
of foreign currency transactions appear under “foreign currency,”
while revaluations and the profit or loss on foreign currency trans-
actions appear in the “other items” category.

13. The Desk bought, in par values, $3.3 billion of Treasury
coupon securities on March 15, $5.0 billion of coupons on April 12
(a record volume), $3.8 billion of bills on June 1, $4.5 billion of
coupons on August 30, $3.9 billion of bills on November 9, and
$4.2 billion of coupons on November 29.

For a second consecutive year, the Desk did not
sell securities, although it did redeem some.
Because the Treasury no longer sells seven-year
notes, the System’s holdings of these notes must be
redeemed early in each quarter as they mature;
more than $2 billion came due in 1994. The Desk
also redeemed agency securities when no suitable
replacement securities were offered and when
issues were called. Holdings of these issues fell for
the fourteenth year in a row, declining almost
$1 billion, to $3.6 billion.

As a result of the Desk’s outright activity, total
holdings in 1994 grew $32 billion, to $376 billion.
Although somewhat less than the record rise of
1993, this increase was still the second highest
ever. Slightly more than half of the increase
occurred in Treasury bills, while growth in coupon
holdings was strongest in the one-to-five-year sec-
tor. Consequently, the weighted-average maturity
of the System’s holdings was virtually unchanged
in 1994.14

Temporary Operations

The Desk used self-reversing operations to meet
the reserve shortages that developed between its
outright operations and to address reserve imbal-
ances created by short-lived movements in other
factors affecting reserves. Almost all of the tempo-
rary operations in 1994 added reserves because of
the underlying growth in reserve shortages and the
Desk’s preference for letting deficiencies build to a
sizable level before arranging outright purchases.
In fact, the Desk entered only one maintenance
period facing an estimated need to drain more than
a very small amount of reserves, and even that
surplus was subsequently erased by revisions to
forecasts of operating factors. Consequently, only
five matched sale—purchase agreements were
arranged all year, and none exceeded one business
day.

All told, the Desk arranged $362 billion of repur-
chase agreements (RPs) for the System and
$113 billion that were customer-related. The num-
ber and average size of multiday System RPs both
fell in 1994. Several factors contributed to these

14. The average maturity of the portfolio is also affected by the
reinvestment choices made for maturing securities at auctions.
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declines. A greater share of the year’s reserve
needs was met with outright operations: The Desk
typically made outright purchases that left a
remaining estimated need to be met with RPs, but
on several occasions actual needs fell below the
estimated needs. In addition, the Desk further
increased its use of fixed-term operations in 1994
(discussed below), reducing the need for replace-
ment RPs to offset early withdrawals.

Managing Reserves within a Maintenance Period

When developing strategies for each maintenance
period, the Desk took into account the estimated
day-to-day distribution of reserve shortages or
excesses, the potential for revisions to reserve esti-
mates, and bank reserve management strategies.!s
The Desk generally met each period’s reserve
needs gradually in order to accommodate some-
times uneven reserve distributions and possible
revisions. It often arranged a series of multiday
RPs, many of which matured in three or four days.
The Desk also continued to be guided by the fed-
eral funds market. When faced with conflicting
information between the funds rate and forecasts of
reserve supply and demand, the Desk had to evalu-
ate which indicator was likely to provide the more
reliable information about reserve availability.
Banks’ reserve management strategies can affect
the funds rate because they influence reserve
demands within a maintenance period. As several
previous reports have explained, the cuts in reserve
requirement ratios made between 1990 and 1992
reduced the level of required operating balances at
the Federal Reserve.!6 These lower levels increased
the likelihood that depository institutions would be
unable to eliminate unwanted excess positions
without running an overnight overdraft. Conse-
quently, in the early 1990s, depositories tended to
concentrate their reserve holdings late in a period,
showing particular caution about holding excess
reserves over the weekend, when reserves count for
three days. This reluctance to hold reserves over a

15. The accuracy of the staff forecasts for reserve supply and
demand is reviewed in appendix B.

16. Required operating balances are defined as required reserves
plus required clearing balances less applied vault cash; they repre-
sent the working balances held by depository institutions at the
Federal Reserve for supporting payment transactions.

weekend was the main contributor to soft funds
rates on Fridays.

In 1994, banks used these reserve management
practices less aggressively. By the end of 1993,
rapid growth in required reserves and clearing bal-
ances had restored required operating balances to
the levels prevailing right before the initial round
of cuts in reserve requirement ratios in late 1990.
Perhaps as a result, the distribution of demands
for excess reserves within a maintenance period
appeared less skewed in 1994 than it had been in
the preceding three years.!” Moreover, the degree
of softness on Fridays was typically slight. None-
theless, banks were still reluctant to accumulate
large excess reserve holdings early in a mainte-
nance period. By the end of 1994, the level of
required operating balances had once again fallen
back to the lower levels seen in late 1991 and in
1992, thus reducing banks’ reserve management
flexibility. This decline reflected the drops in
required reserves and clearing balances and the
expansion in applied vault cash noted earlier.

The Desk further increased its use of fixed-term
RPs on Thursdays to run through the weekend, a
strategy that avoided the risk of large early with-
drawals on Fridays if the federal funds rate traded
to the soft side while a large reserve need
remained. The Desk believed that if withdrawable
RPs had been arranged on a Thursday, dealers
probably would have opted to refinance at lower
rates the next day, forcing the Desk to find another
opportunity to add back the reserves. The Desk
also expanded the use of fixed-term RPs on the first
Monday through Wednesday of each period, again
to avoid unwanted withdrawals and to reduce the
number of operations.!®* Withdrawable RPs were
still useful at times, particularly when the Desk felt
that operating factors or required reserves might

17. The average levels of excess reserves in the first and second
weeks of a maintenance period in 1994 were $725 million and
$1,375 million respectively. During 1993, the corresponding fig-
ures were $170 million and $1,980 million, and a similar distribu-
tion characterized 1992 after the round of reserve requirement cuts
made in April of that year. Before December 1990, the distribution
of excess reserves within the maintenance period was, on average,
fairly even. Of course, Desk reserve provision strategies, which
may not match ex ante demands, also contribute to the actual
pattern of excess reserves.

18. A total of forty-four fixed-term RPs were arranged in 1994
(thirty of which were in place on Fridays), compared with thirty-
one in the previous year (twenty-three covering Fridays). By con-
trast, just nine fixed-term operations had been arranged in 1992.
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turn out to be sufficiently different from estimates
to sharply reduce or eliminate the estimated reserve
need. Thus, withdrawable RPs continued to be used
over the final few days of many maintenance
periods.

Market speculation during the year that mone-
tary policy might be tightened sometimes put
upward pressure on the federal funds rate that did
not seem justified by estimates of reserve imbal-
ances. The Desk remained sensitive to these situa-
tions when formulating its operations strategy to
avoid any misunderstanding by market partici-
pants, who continued to view open market opera-
tions as a possible indicator of policy shifts.!®
Consequently, on several occasions when the funds
rate was very high, the Desk arranged overnight
System RPs, in part to prevent any perception that
it was either paving the way for a firming in policy
or hinting at a Committee inclination to change
policy.2° As the year progressed and market ana-
lysts began to assume that the FOMC would indi-
cate its policy actions through a public announce-
ment, market participants came to feel that the
Desk’s open market activities were less likely to be
used to communicate policy shifts. This perception
gave the Desk more flexibility in selecting its
operations to meet its reserve objectives.

Trading Room Automated Processing System

In 1994, the Desk began arranging its open market
operations using the Trading Room Automated
Processing System (TRAPS). Under TRAPS, the
Desk announces reserve operations and dealers
respond with their propositions ‘through Fedline
terminals. The system is also used to process opera-

19. Misinterpretations did in fact arise. On February 3, with fed
funds trading just %16 of a percentage point above the level associ-
ated with the desired degree of reserve pressures, the Desk took no
market action to affect reserves because a shortage was not seen.
With an FOMC meeting scheduled to start later that day and with
expectations of a policy shift running high, some participants
interpreted the Desk’s inaction as indicating such a shift. In fact,
this was not the case, although the FOMC did decide to firm
pressures the following day. This episode occurred before the
FOMC began to announce policy changes.

20. With expectations. of an easing in policy almost entirely
absent in 1994, the Desk felt freer to add reserves when called for
by its reserve projections, even when the funds rate was slightly
soft. It did so on numerous occasions.

tions and to notify dealers of the results. The Desk
started using TRAPS for its temporary operations
in July, followed in August by the first outright
market purchase using the system.

Daylight Overdraft Pricing

On April 14, the Federal Reserve began charging
banks a fee of 10 basis points on overdrafts
incurred in their reserve accounts during the day.2!
Previously, daylight overdrafts had been subject to
size limitations related to a bank’s capital, but they
were not subject to charges. For a few banks, such
daylight overdrafts were substantial. The Trading
Desk anticipated that the charges might affect its
own operations by encouraging changes in the
functioning of the federal funds and RP markets
and in some banks’ reserve management tech-
niques. In preparation for pricing daylight over-
drafts, Federal Reserve personnel had conversa-
tions with market participants and undertook some
contingency planning. As it turned out, however,
Desk operations were minimally affected in 1994.
Before charges were assessed for daylight over-
drafts, reserve management was focused on end-of-
day reserve balances rather than on intraday bal-
ances. End-of-day balances are important because
they meet reserve requirements. Furthermore,
banks need reserve balances at the end of the day to
avoid overnight overdrafts and their associated stiff
charges. In fact, total reserve balances vary consid-
erably during the day, rising whenever the Federal
Reserve or any entity maintaining an account at
the Federal Reserve—the federal government, fed-
erally  sponsored agencies, or foreign official
institutions—makes payments and falling when-
ever it receives payments.22 The most dramatic
movements in intraday balances, however, have
been in the distribution of reserves, with large

21. The fee reflects an annual rate of 24 basis points using a
standard ten-hour day for Fedwire operations. The charge is made
on ‘all end-of-minute overdrafts in excess of a deductible based on
10 percent of the bank’s capital. The “Overview of the Federal
Reserve’s Payments System Risk Policy,” published by the Federal
Reserve System in October 1993, describes the calculations in
detail.

22. Differences in posting times for check credits and debits also
influence aggregate intraday reserve levels.
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intraday balances occurring at some banks and
huge overdrafts at others during part of the day.2?

The previous absence of fees had encouraged
practices that resulted in large daylight overdrafts.
For example, many financial market transactions,
such as interbank federal funds and RP contracts,
did not specify transaction settlement times. Yet
receipt and return times do influence the intraday
distribution of reserves. In federal funds transac-
tions, the sending bank controls the timing of the
reserve transfer. Under daylight overdraft pricing,
it was thought that banks facing intraday reserve
charges might delay sending federal funds in order
to increase their intraday balances. If Fedwire traf-
fic became concentrated near the end of the day, the
funds market could lose liquidity, thus making the
rate a less reliable indicator of reserve availability.

In practice, however, after daylight overdraft
pricing began, the average time for sending funds
transfers over Fedwire moved only slightly to later
in the day. Apparently, many banks did not change
their practices because they did not face large
enough daylight overdrafts from their funds trans-
actions to justify the cost of making changes. Fed-
eral funds brokers did report that some requests for
transactions specified sending or returning funds
during specific time periods and noted that some
potential trades were rejected because the counter-
party was reputed to be a “late sender.” But these
restrictions affected only a small portion of trades
and therefore did not impede market liquidity.

For securities transactions, the sender of the
securities controls the transaction time. Conse-
quently, banks lose reserve balances when they
receive securities, but they cannot control the time
at which that happens.2* Dealers, who rely heavily
on RPs to finance inventories, traditionally had
their clearing banks send the securities to their
counterparties’ custody banks between late morn-
ing and early afternoon. Then, on the maturity date,
the counterparties’ banks typically returned the
securities at the opening of business. The preva-

23. In the six months before daylight overdraft charges took
effect, peak overdraft levels averaged $124 billion. From mid-April
through year-end, they averaged $70 billion. To put the overdraft
figures in perspective, total end-of-day reserve balances averaged
$34.5 billion and $31 billion respectively, over those two periods.

24. Under the delivery-versus-payment system used for the
transfer of government securities, reserve balances are automati-
cally moved from the account of the bank receiving the securities to
that of the bank sending them when the transfer is processed.

lence of this timing pattern caused both the dealers’
and their banks’ accounts to be overdrawn during
the morning because the dealers began the day with
small working balances. In anticipation of daylight
overdraft pricing, the clearing banks informed their
customers that they would pass on the overdraft
charges.

Dealers indicated in conversations with the Fed-
eral Reserve that they planned to speed up their
negotiation and processing of RPs in the morning
so that any securities being returned and then refi-
nanced would leave their accounts more quickly.
Some participants predicted that this speedup in RP
operations would cause the market to be liquid
only briefly early in the morning. Such a develop-
ment was of particular concern to the Federal
Reserve because the Desk’s temporary open mar-
ket operations are routinely executed around
11:30 a.m. The Federal Reserve had chosen that
time because information about reserve levels is
received and analyzed gradually over the morning.
Only part of the data flow could be accelerated. If
the Desk were forced to arrange its open market
operations a couple of hours earlier, it would have
to base its decisions on less reliable data.

To address these concerns, the Desk did make
one change in its procedures: It delayed the return
time for the collateral on its own maturing RPs
from the opening of business until 11 a.m., thereby
leaving reserves in the banking system for a larger
part of the day. It was hoped that the later return
time would encourage the dealers to participate in
the late morning operations.

Once pricing began, the RP market did experi-
ence a shift toward somewhat more morning activ-
ity, but a number of customers continued to seek
RP investments during the late morning and early
afternoon, so market liquidity was retained. More
rapid processing of trades has accounted for most
of the reduction in peak and average overdrafts.2>
In addition, the volume of afternoon trades for next
day delivery has increased.

The Desk saw essentially no change in participa-
tion rates in its RP operations after April. Dealers
reported somewhat smaller inventories of securities
left to be financed at midmorning, but on most
days, they were nonetheless able to submit proposi-

25. Average daylight overdrafts fell from $70 billion in the six
months before pricing to $43 billion over the balance of 1994.
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tions of sufficient size for the Desk to accomplish
its planned operations. Furthermore, dealers’ cus-
tomers increased their participation in Trading
Desk operations.

APPENDIX A: THE MONETARY AGGREGATES

Growth of the broader monetary aggregates
remained subdued in 1994. The FOMC voted in
February to retain the growth ranges for M2 and
M3 adopted on a preliminary basis the previous
summer. These ranges were consistent with the
expected slowing of nominal income and the antici-
pated continuation of the substantial velocity
increases experienced in recent years. The FOMC
reaffirmed these ranges in July. For the entire year,
M2 advanced a mere 1.0 percent, at the lower end
of its annual growth cone, while M3 rose only
1.2 percent, within the lower half of its annual
growth cone.26 Growth in the broader aggregates
was held down in 1994 by weakness in the liquid
components, including savings and interest-bearing
checkable deposits.?” These deposits were rela-
tively unattractive because depositories raised rates
at a much slower pace than market rates rose.2® The
preference for market investments and the resultant
increase in velocity were factors in the Commit-
tee’s decisions to accept the weak aggregates.
Some components of the broader aggregates,
however, did show strength. Depositories sharply

26. The data on all the monetary aggregates are as of January
26, 1995, and do not reflect the annual seasonal factor and bench-
mark revisions of February 2. The earlier data are used because
they more closely approximate the information the Committee had
when it made its policy decisions. The revisions generally had a
minimal effect on total growth over the year. On balance, the
revisions redistributed a little more of the net increases in M1 and
M2 into the first half of the year and shifted more of the growth in
M3 into the second half of the year. The annual changes of the
monetary aggregates are measured from the fourth quarter of 1993
to the fourth quarter of 1994. Data on nonfinancial debt reported in
this section are as of March 3, 1995.

27. The behavior of the monetary aggregates is described in
more detail in the “Monetary Policy Report to the Congress Pursu-
ant to the Full Employment and Balanced Growth Act of 1978”
(Board of Governors of the Federal Reserve System), July 20,
1994, and February 21, 1995.

28. Investors moving out of mutual funds favored instruments
not included in the aggregates, such as the direct purchase of
Treasury debt. For this reason, and because of capital losses suf-
fered by many funds, M2 plus bond and stock mutual funds rose
less than 1 percent in 1994, an increase similar to that for M2 and
well below the nearly 7 percent gain of the previous year.

increased their issuance of both overnight Eurodol-
lars and RPs, thus lifting M2. In addition, during
the second half of the year, issuance of consumer
time deposits picked up, as did growth in retail
money market mutual funds. M3 received some
support from large time deposits and term RPs and
Eurodollars, while institutional money funds were
very weak early in the year but showed more
robust growth later. The strength in some of these
components reflected expanded bank funding
needs. Total bank credit rose 6.8 percent in 1994,
after having grown 5.0 percent the previous year.
The increase was concentrated in bank lending;
aggregate holdings of securities fell modestly on
balance over the year.?®

After three consecutive years of rapid growth,
M1 rose only 2.4 percent in 1994. The slowdown
in part reflected substantial increases in opportunity
costs, which depressed deposits. Reduced mort-
gage refinancing activity also weakened demand
deposits, and sweep programs initiated by several
banks lowered other checkable deposits.3° But cur-
rency, buoyed by heavy shipments overseas, regis-
tered another year of strong growth, expanding
about 10 percent over the four quarters.

Finally, domestic nonfinancial debt grew 5.3 per-
cent in 1994. The improved balance sheet con-
dition of many borrowers supported growth of
nonfederal debt. Total debt ended the year toward
the lower end of its monitoring range.

APPENDIX B: RESERVE FORECAST ACCURACY

This appendix reviews the accuracy of staff fore-
casts of the factors affecting reserve supply and
demand. For the year, the accuracy of the forecasts
for required reserves was similar to that for 1993 at
each stage of the maintenance period (table B.1).
The Desk maintained a formal allowance of $1 bil-

29. Credit expansion was partially funded by bank borrowings
from abroad, which nearly doubled over the year.

30. In January, one large regional bank initiated a sweep. pro-
gram that transferred funds from other checkable deposits into
money market deposit accounts. Another large regional bank
phased in a similar program during September and October. Alto-
gether, these programs lowered M1 growth about 1 percentage
point in 1994. The sweep programs shifted funds between accounts
included in M2 and therefore had no effect on the broader

aggregates.
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lion for excess reserves during each of the twenty-
six maintenance periods in 1994, but it often made
informal allowances when demand for excess
reserves was expected to be above or below the
path allowance.3!

On average, the estimates available at the begin-
ning of the period of the factors affecting the
supply of nonborrowed reserves improved. The
smaller forecast errors largely resulted from better
estimates of the Treasury balance and less distor-
tion from the treatment of premiums on RPs, while
currency projections showed some deterioration.

There was a marked improvement in the first-day
estimates of the Treasury’s balance at the Federal
Reserve in 1994, particularly around the important
September and December tax payment dates. A
surge in tax receipts can cause the Treasury’s total
cash holdings to exceed the capacities of the Trea-
sury Tax & Loan (TT&L) note accounts at deposi-
tory institutions, with any excess flowing into the
Treasury’s balance at the Federal Reserve. Fore-
casting the balance in the Federal Reserve account,
therefore, can be particularly difficult around these
times. In 1994, Treasury cash levels were above
the capacity of the TT&L accounts on fourteen
days, much less frequently than in 1993, when
capacity was exceeded on thirty-two days. Two
developments accounted for much of the differ-
ence: In September 1994, the capacity was about

31. Excess reserves are estimated from a combination of models
and observed behavior during maintenance periods. Any analysis
of the accuracy of these estimates would be misleading because it
would not take account of the informal revisions.

$8 billion to $10 billion higher than it was a year
earlier, making room for more tax receipts. In
December, approximately $35 billion of Treasury
cash management bills matured without replace-
ment, compared with $14 billion in December
1993. The enlarged maturities limited the size of
the Treasury’s total cash holdings.

Another factor reducing measured forecast errors
was a decline in average premiums on RPs and on
coupon securities purchased, elements in the “other
items” category. The measured impact of any
reserve transaction is based on the par value of the
securities, although the actual impact depends on
the market value of the securities. In practice, the
Desk allows for possible net premiums (premiums
less discounts) when they are expected to be large,
so that the premiums do not constitute actual fore-
cast misses. Average net premiums in 1993 had
grown to 8 percent on all RPs and to 15 percent on
market purchases of coupons as a result of falling
interest rates. Because of rising interest rates in
1994, however, the average net premiums on secu-
rities held under RP fell back to about 2 percent of
the par value, with discounts outweighing premi-
ums on some operations. Average net premiums
fell to 8 percent on coupons purchased in the
market.

Currency projections at the beginning of mainte-
nance periods deteriorated in 1994. Currency often
behaved in a manner at odds with past seasonal
patterns, which are used for forecasting purposes.
In the first and last maintenance periods of 1994,
typically times of large seasonal swings, currency
drained fewer reserves than initially anticipated.

B.1. Approximate mean absolute errors for various forecasts of reserves and operating factors

Millions of dollars

NoTE. A range indicates varying degrees of accuracy for the staff fore-
casts of the Federal Reserve Bank of New York and the Board of Governors.
Values are rounded to the nearest $5 million.
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APPENDIX C:
TABLES SUMMARIZING 1994 DESK ACTIVITY

The tables in this appendix support the text discus-
sion of the Trading Desk’s approach to reserve
management in 1994. The operating factors affect-
ing bank reserves appear in table C.1. The Desk’s
outright operations are summarized in table C.2,
and the operations’ effects on the System portfolio
are presented in tables C.3 through C.5. Temporary
operations are reported in table C.6.

C.1. Reserve measures and factors affecting reserves

Note. Figures may not add to totals because of rounding.

1. Change from maintenance period ended January 5, 1994, to that ended
January 4, 1995.

2. Change from maintenance period ended January 6, 1993, to that ended
January 5, 1994.

3. Not adjusted for changes in required reserve ratios.

4. Indicates impact of changes in operating factors on bank reserves. All
items are biweekly averages.

5. Matched sale-purchase agreements with foreign accounts are added
back in.

6. Acquisition value plus interest. Revaluations of foreign currency hold-
ings are included in “other items.”

7. Includes customer-related repurchase agreements.

C.2. System outright operations by type of transaction and
counterparty
Billions of dollars

NoOTE. Values are on a commitment basis.

C.3. System portfolio: summary of holdings
Bxlhons of dollars

NotE. Values are on a commitment basis. Changes in holdings are from
year-end to year-end. Figures may not add to totals because of rounding.

(Tables C.4—C.6 appear on page 584.)
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C.4. System portfolio of Treasury and federal agency securities, selected years, 1960-94

Norte. Figures may not add to totals because of rounding. Values are on a 1. As percent of total System Account portfolio.
commitment basis.

C.5. Weighted-average maturity of marketable Treasury C.6. System temporary transactions
debt, selected years, 1960-94 Percent
Months

1. The effects of all outstanding temporary transactions, including repur-
chase agreements and matched sale-purchase agreements with foreign
accounts, are excluded from the calculation of the average maturity of the

tfoli Notke. Figures may not add to totals because of rounding.
POBIOTO. 1. Number of rounds. If the Desk arranged repurchase agreements with
two different maturities on the same day, the agreements are treated as one
round. The Desk arranged such multiple repurchase agreements on two days
in 1993; none were arranged in 1994.

2. Volumes exclude amounts arranged as customer-related repurchase
agreements.
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Treasury and Federal Reserve
Foreign Exchange Operations

This quarterly report describes Treasury and Sys-
tem foreign exchange operations for the period
from January through March 1995. It was prepared
by Peter R. Fisher, Executive Vice President, Fed-
eral Reserve Bank of New York, and Manager for
Foreign Operations, System Open Market Account.
Claudia Corra was primarily . responsible for
preparation of the report.!

During the first quarter of 1995, the dollar declined
11.3 percent against the German mark, 13.1 per-
cent against the Japanese yen, 0.2 percent against
the Canadian dollar, and 7.8 percent on a trade-
weighted basis.2 On March 2, the U.S. monetary
authorities intervened in the foreign exchange mar-
kets, purchasing $300 million against the Japanese
yen and an equal amount against the German mark.
The U.S. monetary authorities entered the market
again on March 3, purchasing $450 million against
the German mark and $370 million against the
Japanese yen as part of a concerted operation to
support the dollar. In other operations, Mexico
drew a net $1 billion on its swap facility with
the Federal Reserve and a net $4 billion on the
Treasury Department’s Exchange Stabilization
Fund (ESF), of which a net $1 billion represented
drawings from short-term facilities and $3 billion
from the ESF’s medium-term facility. These draw-
ings were part of the $20 billion financial aid
package to Mexico, which the Clinton Admin-
istration announced on January 31 and signed on
February 21.

1. The charts for the report are available on request from Publi-
cations Services, Mail Stop 127, Board of Governors of the Federal
Reserve System, Washington, DC 20551.

2. The dollar’s movements on a trade-weighted basis in terms of
other Group of Ten (G-10) currencies are measured using an index
developed by staff at the Board of Governors of the Federal
Reserve System.

SHIFTING EXPECTATIONS TAKE THE DOLLAR
TO NEW LOWS

At the end of 1994 many market participants
expected that the dollar would continue to appreci-
ate into 1995. These expectations were based on a
belief that short-term U.S. interest rates would con-
tinue to rise and, as a result, interest rate differen-
tials would widen in the dollar’s favor. German
monetary policy was expected to remain steady
through the first part of 1995, in turn, suggesting
that exchange rate movements within Europe
would remain subdued. At the same time, market
participants anticipated that Japan’s current account
surplus would contract as Japan’s economic recov-
ery took hold in 1995, while the U.S. current
account deficit would stabilize. During the first
quarter of 1995, however, the expectations that had
supported the dollar in late 1994 started to unwind,
and the dollar declined to historical lows against
the mark and the yen.

US. INTEREST RATE EXPECTATIONS SUBSIDE
WHILE THE MARK STRENGTHENS
WITHIN EUROPE

Having closed the previous quarter at DM 1.5490
and ¥99.55, the dollar declined in a steady but
orderly fashion through mid-February, falling
4.4 percent against the mark to DM 1.4810 and
2.3 percent against the yen to ¥97.27. The decline
reflected various factors operating in the economies
of the major currencies. In the United States, lower-
than-expected housing, retail sales, and nonfarm
payroll data provided initial signs that economic
growth was slowing to more sustainable levels.
Expectations for additional U.S. interest rate
increases faded further after the January 31-
February 1 Federal Open Market Committee
(FOMC) meeting, at which the Federal Reserve
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decided to raise both the discount and federal funds
rates 50 basis points to 5.25 percent and 6.00 per-
cent respectively. After this hike, market partici-
pants came to expect that monetary policy would
remain on hold through the March FOMC meeting
and possibly through the May meeting as well.
This downward revision in expected U.S. interest
rates contributed to the dollar’s decline. In Europe
the German mark began to appreciate sharply
against other European currencies. The prospect of
higher-than-expected wage settlements in Germany
and upward-trending German producer price data
led many market participants to expect an end to
the Bundesbank’s easing cycle or perhaps even a
near-term tightening. Perceived political and fiscal
problems in Italy, Sweden, and Spain led to some
flight to the German mark from the Italian lira,
Swedish krona, and Spanish peseta.

In Japan analysts began to revise down their
near-term forecasts for Japanese growth after the
country’s severe earthquake on January 17. More-
over, Japanese economic data provided continuing
evidence of weak domestic demand. As concerns
over another postponement in Japan’s economic

recovery spread, Japanese stocks came under sell-
ing pressure and the Japanese bond market began a
sustained rally. The announcement that Barings
PLC was being placed in administration, together
with the subsequent liquidation of the firm’s long
positions in Nikkei stock index futures, placed
additional short-term pressure on Japanese stocks.
Throughout the early part of the quarter the
Mexican financial crisis also hurt dollar sentiment
in at least two ways. First, the U.S. trade deficit was
expected to increase as a result of a protracted
economic crisis in Mexico, adding pressure to
the dollar. Second, the Mexico crisis, coupled
with weaker Canadian financial markets, caused
many overseas investors to develop an aversion to
all North American assets, including dollar-
denominated assets. Moreover, that aversion grew
as the availability and viability of the first U.S.
financial assistance package, which was initially
reported on January 11, appeared to be losing con-
gressional support. Sentiment turned more positive
with the Janvary 31 announcement of a second
package that also included funds from the Interna-
tional Monetary Fund (IMF) and the Bank for

1. Foreign exchange holdings of U.S. monetary authorities, based on current exchange rates
Millions of dollars

Note. Figures may not sum to totals because of rounding.

1. Purchases and sales include foreign currency sales and purchases
related to official activity, swap drawings and repayments, and warehousing.

2. Calculated using marked-to-market exchange rates; represents the dif-
ference between the sale exchange rate and the most recent revaluation
exchange rate. Realized profits and losses on sales of foreign currencies,
computed as the difference between the historic cost-of-acquisition exchange
rate and the sale exchange rate, are shown in table 2.

3. Foreign currency balances are marked to market monthly at month-
end exchange rates.

4. See table 4 for a breakdown of Mexican swap activities. Note that the
investment income on Mexican swaps is sold back to the Bank of Mexico.

5. Valuation adjustments on peso balances do not affect profit and loss
because the impact is offset by the unwinding of the forward contract at the
repayment date. Note that the ESF does not mark to market its peso hold-
ings, but the Federal Reserve System does.

6. Interest receivables for the ESF are revalued at month-end exchange
rates. Interest receivables for the Federal Reserve System are carried at cost
and are not marked-to-market until interest is paid.
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International Settlements (BIS). Nonetheless, con-
tinued political debate within the United States
over the existence and size of the assistance pack-
age continued to weigh on market sentiment during
much of February.

By February 17 the dollar traded to DM 1.4810,
a level last reached in October 1992, and declined
to ¥97.27, a level last reached on November 9,
1994,

THE DOLLAR’S DECLINE ACCELERATES
IN LATE FEBRUARY

Starting in late February, the pace of the dollar’s
decline accelerated. First, comments by Federal
Reserve officials reinforced the perception among
market participants that the central bank might be
nearing, or might even have reached, the end of its
tightening cycle. In particular, market participants
interpreted comments by Federal Reserve Chair-
man, Alan Greenspan, during his semiannual
Humphrey—Hawkins testimony on February 22, as
suggesting a significant change in tone. Attention
focused almost exclusively on the Chairman’s com-

2. Net profits or losses (=) on U.S. Treasury
and Federal Reserve foreign exchange operations,
based on historical cost-of-acquisition exchange rates
Millions of dollars

1. As indicated in table 1, foreign currency sales totaled $750 million
against German marks and $670.4 million against Japanese yen.

2. Valuation profits or losses are not affected by peso holdings, which are
canceled by forward contracts.

ment that “there may come a time when we hold
our policy stance unchanged, or even ease, despite
adverse price data, should we see signs that
underlying forces are acting ultimately to reduce
inflationary pressures.” Second, pressure within
Europe’s Exchange Rate Mechanism (ERM) con-
tinued to build, spurring demand for marks and
taking the German currency to an all-time high on
a trade-weighted basis. Besides the persistent
strains on the Italian lira, the Swedish krona, and
the Spanish peseta, the French franc came under
pressure amid increased uncertainty ahead of the
two-round presidential election in April and May,
while sterling declined because of the perceived
weakness of Prime Minister John Major’s govern-
ment. Third, expectations that dollar sales by Japa-
nese corporations and financial institutions would
accelerate up to the March 31 Japanese fiscal year-
end also weighed on the dollar.

Several discrete factors contributed to negative
dollar sentiment in late February. First, comments
by several Federal Reserve officials between Febru-
ary 28 and March 2 were perceived by market
participants as suggesting a lack of official con-
cern over the value of the dollar. Second, the defeat
of the Balanced Budget Amendment created
the perception—particularly among overseas
investors—that the United States lacked the politi-
cal will to reduce its chronic fiscal deficit. Third,
press reports suggesting that the United States
would adopt a tougher stance toward Japan in
ongoing trade talks also contributed to the dollar’s
weakness.

US. MONETARY AUTHORITIES BUY DOLLARS
AGAINST THE MARK AND YEN

As the dollar’s decline accelerated in late February
and early March, portfolio managers began to liqui-
date substantial long-dollar positions. Against a
backdrop of reduced liquidity and limited risk
appetite, these flows added considerable momen-
tum to the dollar’s decline. Moreover, as the dollar
breached certain levels, some market participants
were knocked out of their options positions, forc-
ing them to sell dollars quickly to reestablish pro-
tection against an even weaker dollar.

On the morning of Thursday, March 2, in ner-
vous and illiquid market conditions, the dollar fell
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precipitously—first against the yen and then against
the mark. By midday, the dollar had reached lows
of ¥94.93 and DM 1.4348, declines of almost two
yen and three pfennigs respectively from the previ-
ous day’s closing levels. That afternoon the Federal
Reserve Bank of New York’s Foreign Exchange
Desk entered the market on behalf of the U.S.
monetary authorities, purchasing $300 million
against the German mark and $300 million against
the Japanese yen in an effort to help stabilize the
currency. The purchases were divided evenly
between the Federal Reserve and the Department
of the Treasury’s ESF. The dollar reached highs of
DM 1.4463 and ¥95.49 after the Desk entered the
market but closed the day at DM 1.4410 and
¥95.15.

On Friday, March 3, in early European trading,
several European central banks intervened in con-
cert to support the dollar. At about 9:10 a.m., with
the dollar trading at DM 1.4490 and ¥94.80, the
Desk entered the market to purchase dollars against
marks and yen on behalf of the U.S. monetary
authorities. The Desk was joined by thirteen other
central banks in a concerted effort to support the
dollar. Also on March 3, Treasury Secretary Rubin
confirmed the U.S. intervention and highlighted
official concern over the dollar’s recent decline by
stating, “‘A strong dollar is in our national interest.
That is why we have acted in the markets in
concert with others. The administration is continu-
ing its work on strengthening economic fundamen-
tals including bringing down the budget deficit
further.”

During the day the Desk purchased $450 million
against the German mark and $370 million against
the Japanese yen. All the dollar purchases were
divided equally between the Federal Reserve and
the ESF. Throughout the day the dollar met aggres-
sive selling interest by market participants and
proceeded to trade progressively lower, closing at
DM 1.4250 and ¥94.08.

THE DOLLAR EVENTUALLY STABILIZES
AGAINST THE MARK BUT REMAINS
UNDER PRESSURE AGAINST THE YEN

In the week immediately after the intervention, the
dollar continued to decline rapidly against the mark

and the yen. Demand for marks increased after the
March 5 realignment of the ERM, in which the
central parity of the Spanish peseta was effectively
devalued by 7 percent and that of the Portuguese
escudo by 3.5 percent. On Wednesday, March 8,
during Asian trading hours, the dollar reached new
historical lows of DM 1.3438 and ¥88.72.

The dollar started to stabilize later that day, after
official interest rate increases in several European
countries and dollar-supportive statements by
senior monetary officials. On March 8, France,
Belgium, Denmark, and Portugal increased official
short-term interest rates in an attempt to alleviate
pressure on their currencies. Soon thereafter,
Bundesbank President Tietmeyer stated that the
Bundesbank would see if there was “room for a
small interest rate cut” but added that the Bundes-
b