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Letter of Transmittal

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM
Washington, D.C., April 2004

THE SPEAKER OF
THE HOUSE OF REPRESENTATIVES

Pursuant to the requirements of section 10 of the Federal Reserve Act,
I am pleased to submit the ninetieth annual report of the Board of Governors
of the Federal Reserve System.

This report covers operations of the Board during calendar year 2003.

Sincerely,
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Monetary Policy and the Economic Outlook

The economic expansion in the United
States gathered strength during 2003
while price inflation remained quite low.
At the beginning of the year, uncertain-
ties about the economic outlook and
about the prospects of war in Iraq appar-
ently weighed on spending decisions
and extended the period of subpar eco-
nomic performance that had begun more
than two years earlier. However, with
the support of stimulative monetary and
fiscal policies, the nation’s economy
weathered that period of heightened
uncertainty to post a marked accelera-
tion in economic activity over the sec-
ond half of 2003. Still, slack in resource
utilization remained substantial, unit
labor costs continued to decline as
productivity surged, and core inflation
moved lower. The performance of the
economy last year further bolstered the
case that the faster rate of increase in
productivity, which began to emerge in
the late 1990s, would persist. The com-
bination of that favorable productivity
trend and stimulative macroeconomic
policies is likely to sustain robust eco-
nomic expansion and low inflation in
2004.

At the time of our last Monetary Pol-
icy Report to the Congress, in July, near-
term prospects for U.S. economic activ-
ity remained unclear. Although the
Federal Open Market Committee
(FOMC) believed that policy stimulus
and rapid gains in productivity would

Note. The discussion here and in the next
section (“Economic and Financial Developments
in 2003 and Early 2004”) consists of the text,
tables, and selected charts from the Monetary Pol-
icy Report submitted to the Congress on Febru-
ary 11, 2004, pursuant to section 2B of the Federal
Reserve Act.

eventually lead to a pickup in the pace
of the expansion, the timing and extent
of the improvement were uncertain.
During the spring, the rally that occurred
in equity markets when the war-related
uncertainties lifted suggested that mar-
ket participants viewed the economic
outlook as generally positive. By then,
the restraints imparted by the earlier
sharp decline in equity prices, the
retrenchment in capital spending, and
lapses in corporate governance were
receding. As the price of crude oil
dropped back and consumer confidence
rebounded last spring, household spend-
ing seemed to be rising once again at
a moderate rate. Businesses, however,
remained cautious; although the deterio-
ration in the labor market showed signs
of abating, private payroll employment
was still declining, and capital spending
continued to be weak. In addition, eco-
nomic activity abroad gave few signs of
bouncing back, even though long-term
interest rates in major foreign econo-
mies had declined sharply. At its June
meeting, the FOMC provided additional
policy accommodation, given that, as
yet, it had seen no clear evidence of an
acceleration of U.S. economic activity
and faced the possibility that inflation
might fall further from an already low
level.

During the next several months, evi-
dence was accumulating that the econ-
omy was strengthening. The improve-
ment was initially most apparent in
financial markets, where prospects for
stronger economic activity and corpo-
rate earnings gave a further lift to equity
prices. Interest rates rose as well, but
financial conditions appeared to remain,
on net, stimulative to spending, and
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4 90th Annual Report, 2003

additional impetus from the midyear
changes in federal taxes was in train.
Over the remainder of the year, in the
absence of new shocks to economic
activity and with gathering confidence
in the durability of the economic expan-
sion, the stimulus from monetary and
fiscal policies showed through more
readily in an improvement in domestic
demand. Consumer spending and resi-
dential construction, which had provided
solid support for the expansion over
the preceding two years, rose more rap-
idly, and business investment revived.
Spurred by the global recovery in the
high-tech sector and by a pickup in eco-
nomic activity abroad, U.S. exports also
posted solid increases in the second half
of the year. Businesses began to add to
their payrolls, but only at a modest pace
that implied additional sizable gains in
productivity.

The fundamental factors underlying
the strengthening of economic activity
during the second half of 2003 should
continue to promote brisk expansion in
2004. Monetary policy remains accom-
modative. Financial conditions for busi-
nesses are quite favorable: Profits have
been rising rapidly, and corporate bor-
rowing costs are at low levels. In the
household sector, last year’s rise in
the value of equities and real estate
exceeded the further accumulation of
debt by enough to raise the ratio of
household net worth to disposable
income after three consecutive years of
decline. In addition, federal spending
and tax policies are slated to remain
stimulative during the current fiscal
year, while the restraint from the state
and local sector should diminish. Lastly,
the lower foreign exchange value of the
dollar and a sustained economic expan-
sion among our trading partners are
likely to boost the demand for U.S. pro-
duction. Considerable uncertainty, of
course, still attends the economic out-

look despite these generally favorable
fundamentals. In particular, questions
remain as to how willing businesses will
be to spend and hire and how durable
will be the pickup in economic growth
among our trading partners. At its
meeting on January 27-28, 2004, the
Committee perceived that upside and
downside risks to the attainment of sus-
tainable growth for the next few quar-
ters are roughly equal.

Prospects for sustained high rates of
increase in productivity are quite favor-
able. Businesses are likely to retain their
focus on controlling costs and boost-
ing efficiency by making organizational
improvements and exploiting invest-
ments in new equipment. With the ongo-
ing gains in productivity, the existing
margins of slack in resource utiliza-
tion should recede gradually, and any
upward pressure on prices should
remain well contained. The FOMC indi-
cated at its January meeting that, with
inflation low and resource use still slack,
it can be patient in removing its policy
accommodation.

Monetary Policy, Financial
Markets, and the Economy
over 2003 and Early 2004

During the opening months of 2003, the
softness in economic conditions was
exacerbated by the substantial uncer-
tainty surrounding the onset of war in
Iraq. Private nonfarm businesses began
again to cut payrolls substantially, con-
sumer spending slowed, and business
investment was muted. Although the
jump in energy prices pushed up overall
inflation, slack in resource utilization
and the rapid rise in labor productivity
pushed core inflation down. In financial
markets, the heightened sense of caution
among investors generated safe-haven
demands for Treasury and other fixed-

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



Monetary Policy and the Economic Outlook 5

Selected Interest Rates

Note. The data are daily and extend through February 4, 2004. The dates on the horizontal axis are those of
scheduled FOMC meetings.

income securities, and equity prices
declined.

At its meeting on March 18, the
FOMC maintained its 1% percent target
for the federal funds rate to provide
support for a stronger economic expan-
sion that appeared likely to materialize.
The Committee noted that the prevailing
high degree of geopolitical uncertainty
complicated any assessment of pros-
pects for the economy, and members
refrained from making a determination
about the balance of risks with regard
to its goals of maximum employment
and stable prices. At the same time, the
Committee agreed to step up its surveil-
lance of the economy, which took the
form of a series of conference calls in
late March and early April to consult
about developments. When military
action in Iraq became a certainty, finan-
cial markets began to rally, with risk
spreads on corporate debt securities nar-
rowing and broad equity indexes reg-
istering notable gains. Economic news,
however, remained mixed.

Indicators of the economy at the time
of the May 6 FOMC meeting continued

to suggest only tepid growth. Uncer-
tainty in financial markets had declined,
and rising consumer confidence and a
wave of mortgage refinancing appeared
to be supporting consumer spending.
However, persistent excess capacity
evident in labor and product markets
pointed to possible further disinflation.
The lifting of some of the uncertainty
clouding the economic outlook allowed
the Committee to make the determina-
tion that the risks to economic growth
were balanced but that the probability of
an unwelcome substantial fall in infla-
tion exceeded that of a pickup in infla-
tion. The FOMC judged that, taken
together, the balance of risks was
weighted toward weakness. The Com-
mittee left the federal funds rate target
at 1% percent, but the Committee’s
announcement prompted a rally in the
Treasury market, and coupon yields fell
substantially as market participants
marked down their expectations for the
path of the federal funds rate.

By the time of the June 24-25 FOMC
meeting, risk spreads had narrowed fur-
ther and equity prices had extended their
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rise, but the prospects for sustained eco-
nomic expansion still seemed tentative.
Although Committee members referred
to signs of improvement in some sec-
tors of the economy, they saw no con-
crete evidence of an appreciable overall
strengthening in the economic expan-
sion and viewed the excess capacity in
the economy as likely to keep inflation
in check. The Committee lowered the
target for the federal funds rate Y4 per-
centage point, to 1 percent, to add fur-
ther support to the economic expansion
and as a form of insurance against a
further substantial drop in inflation,
however unlikely. The members saw
no serious obstacles to further conven-
tional policy ease down to the zero
lower bound on nominal interest rates
should that prove to be necessary. The
Committee also discussed alternative
means of providing monetary stimulus
should the target federal funds rate be
reduced to a point at which they would
have little or no latitude for additional
easing through this traditional channel.
Longer-term interest rates backed up
following the meeting, as investors had
apparently placed substantial odds on a
policy move larger than 25 basis points
and may have been disappointed that
the announcement failed to mention any
potential ‘‘unconventional” monetary
policy options. Ten-year Treasury yields
rose sharply during the following weeks
in reaction to interpretations of the
Chairman’s congressional testimony,
the release of Committee members’ eco-
nomic projections, and positive incom-
ing news about the economy and corpo-
rate profits. A substantial unwinding of
hedging positions related to mortgage
investments may well have amplified
the upswing in market yields. Over the
intermeeting period, labor markets con-
tinued to be soft, but industrial pro-
duction, personal consumption expen-
ditures, and business outlays all

strengthened, and the housing market
remained robust. By the time of the
August 12 FOMC meeting, members
generally perceived a firming in the
economy, most encouragingly in busi-
ness investment spending, and believed
that, even after the rise in longer-term
rates, financial conditions were still sup-
portive of vigorous economic growth.
Given the continued slack in resource
use across the economy, however, mem-
bers saw little risk of inducing higher
inflation by leaving the federal funds
rate at its accommodative level. On the
basis of the economic outlook, and to
reassure market participants that policy
would not reverse course soon, Commit-
tee members decided to include in the
announcement a reference to their judg-
ment that under the anticipated circum-
stances, policy accommodation could be
maintained for a “considerable period.”

Through the September 16 and Octo-
ber 28 FOMC meetings, the brightening
prospects for future growth put upward
pressure on equity prices and longer-
term interest rates. The Committee’s
retention of the phrase ‘“‘considerable
period” in the announcements follow-
ing each of these meetings apparently
provided an anchor for near-term inter-
est rates. The Committee’s discussion
at these two meetings focused on the
increased evidence of a broadly based
acceleration in economic activity and
on the continued weakness in labor
markets. Rising industrial production,
increased personal consumption and
business investment spending, higher
profits, receptive financial markets, and
a lower foreign exchange value of the
dollar all suggested that sustained and
robust economic growth was in train.
The Committee’s decision to leave the
stance of monetary policy unchanged
over this period reflected, in part, a con-
tinuing confidence that gains in produc-
tivity would support economic growth
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Monetary Policy and the Economic Outlook 7

and suppress inflationary pressures. In
fact, the Committee generally viewed its
goal of price stability as essentially hav-
ing been achieved.

By the time of the December 9
FOMC meeting, the economic expan-
sion appeared likely to continue at a rate
sufficient to begin to reduce slack in
labor and product markets. Equity mar-
kets continued to rally, and risk spreads,
particularly on the debt of speculative-
grade firms, narrowed further. The labor
market was finally showing some signs
of improvement, and spending by
households remained strong even as the
impetus from earlier mortgage refinanc-
ings and tax cuts began to wane. The
acceleration in capital spending and evi-
dence that some firms were beginning
to accumulate inventories seemed to
signal that business confidence was on
the mend. However, twelve-month core
consumer price inflation was noticeably
lower than in the previous year. Even
though the unemployment rate was
expected to move down gradually, con-
tinued slack in labor and product mar-
kets over the near term was viewed as
sufficient to keep any nascent inflation
subdued. Uncertainty about the pace at
which slack would be worked down,
however, made longer-run prospects for
inflationary pressures difficult to gauge.
Given the better outlook for sustained
economic growth, the possibility of per-
nicious deflation associated with a pro-
nounced softening in real activity was
seen as even more remote than it had
been earlier in the year. The Committee
indicated that keeping policy accommo-
dative for a considerable period was
contingent on its expectation that infla-
tion would remain low and that resource
use would remain slack.

At its meeting on January 27-28,
2004, the Committee viewed a self-
sustaining economic expansion as even
more likely. Members drew particular

reassurance from reports of plans for
stronger capital spending and the wide-
spread distribution of increased activity
across regions. Accommodative finan-
cial market conditions, including higher
equity prices, narrower risk spreads on
bonds, and eased standards on business
loans, also seemed supportive of eco-
nomic expansion. However, some risks
remained in light of continued lackluster
hiring evidenced by the surprisingly
weak December payroll employment
report. With the likelihood for rapid
productivity growth seemingly more
assured, Committee members generally
agreed that inflation pressures showed
no sign of increasing and that a bit more
disinflation was possible. Under these
circumstances, the Committee con-
cluded that current conditions allowed
monetary policy to remain patient. As to
the degree of policy accommodation, the
Committee left its target for the federal
funds rate unchanged. The Committee’s
characterization that policy could be
patient instead of its use of the phrase
*“considerable period” in its announce-
ment prompted a rise in Treasury yields
across the yield curve and a fall in
equity prices.

Economic Projections for 2004

Federal Reserve policymakers expect
that the economic expansion will con-
tinue at a brisk pace in 2004. The central
tendency of the forecasts of the change
in real gross domestic product made by
the members of the Board of Governors
and the Federal Reserve Bank presi-
dents is 4% percent to 5 percent, mea-
sured from the final quarter of 2003 to
the final quarter of 2004. The full range
of these forecasts is somewhat wider—
from 4 percent to 5'%2 percent. The
FOMC participants anticipate that the
projected increase in real economic
activity will be associated with a further
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8 90th Annual Report, 2003

Economic Projections for 2004

Percent
Federal Reserve Governors
and Reserve Bank presidents
Indicator Memo:
2003 actual Central
entral
Range tendency
Change, fourth quarter to fourth quarter!
Nominal GDP 5.9 SYa-6'2 5Y2-6Y4
RealGDP ............coivivniinnnn, 43 4-5'2 444-5
PCE chain-type price index .................. 1.4 -1 1-1v4
Average level, fourth quarter
Civilian unemploymentrate ................. 5.9 5Va~5' 5Ya—=52

1. Change from average for fourth quarter of previous
year to average for fourth quarter of year indicated.

gradual decline in the unemployment
rate. They expect that the unemploy-
ment rate, which has averaged 5% per-
cent in recent months, will be between
5V percent and 5% percent in the fourth
quarter of the year. With rapid increases
in productivity likely to be sustained
and inflation expectations stable, Fed-
eral Reserve policymakers anticipate
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that inflation will remain quite low this
year. The central tendency of their fore-
casts for the change in the chain-type
price index for personal consumption
expenditures (PCE) is 1 percent to
14 percent; this measure of inflation
was 1.4 percent over the four quarters of
2003.



Economic and Financial Developments

in 2003 and Early 2004

The pace of economic expansion
strengthened considerably in the second
half of 2003 after almost two years
of uneven and, on balance, sluggish
growth. In early 2003, accommodative
monetary policy and stimulative fiscal
policies were in place, but economic
activity still seemed to be weighed
down by a number of factors that had
restrained the recovery earlier: Geopo-
litical tensions were again heightened,
this time by the impending war in Iraq,
businesses remained unusually cautious
about the strength of the expansion, and
economic activity abroad was still weak.
In June the continued lackluster eco-
nomic growth and a further downshift in
inflation from an already low level
prompted a further reduction in the fed-
eral funds rate. In addition, the tax cuts
that became effective at midyear pro-
vided a significant boost to disposable
income. In the succeeding months, the
macroeconomic stimulus began to show
through clearly in sales and produc-
tion, and some of the business caution

Change in Real GDP

1o+

Note. Here and in subsequent charts, except as noted,
change for a given period is measured to its final quarter
from the final quarter of the preceding period.

seemed to recede. Real GDP increased
at an annual rate of 6 percent, on aver-
age, in the third and fourth quarters of
last year. In contrast, between late 2001
and mid-2003, real GDP had risen at an
annual rate of only 2'% percent.

During the period of recession and
subpar economic expansion, consider-
able slack developed in labor and prod-
uct markets. The firming of economic
activity in the second half of last year
produced modest increases in rates of
resource utilization. Sustained efforts by
businesses to control costs led to further
rapid gains in productivity. As a result,
unit labor costs declined, and core
rates of inflation continued to slow in
2003; excluding food and energy, the
PCE chain-type price index increased
just 0.9 percent last year. Measures of
overall inflation, which were boosted
by movements in food and energy
prices, were higher than those for core
inflation.

Domestic financial market conditions
appeared to become increasingly sup-

Change in PCE Chain-Type Price Index

Percent

[] Total
B Excluding food and energy ey

2001

1997 1999 2003

Note. The data are for personal consumption expen-
ditures (PCE).
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10 90th Annual Report, 2003

portive of economic growth last year.
The economic expansion lowered inves-
tors’ perception of, and perhaps aver-
sion to, risk, and continued disinflation
was interpreted as a sign that monetary
policy would remain on hold, even as
the economy picked up steam. Although
yields on Treasury coupon securities
rose modestly on balance over the year,
risk spreads on corporate debt narrowed
to the point that yields on corporate
issues declined. The low-interest-rate
environment spurred considerable cor-
porate bond issuance and generated a
massive wave of mortgage refinancing
activity by households. Equity markets
began to rally when the uncertainty over
the timing of military intervention in
Iraq was resolved. The climb in stock
prices continued for the rest of the year,
driven by improving corporate earnings
reports and growing optimism about the
prospects for the economy. At the same
time, with economic conditions abroad
improving and with concerns about the
financing burden of the U.S. current
account deficit gaining increased atten-
tion in financial markets, the dollar fell
appreciably on a trade-weighted basis.

The Household Sector

Consumer Spending

Early in 2003, consumer spending was
still rising at about the same moderate
pace as in 2001 and 2002. In the late
spring and in the summer, however,
households stepped up their spending
sharply. As a result, in the second half
of last year, real personal consumption
expenditures rose at an annual rate of
4%, percent after having increased at a
rate of just under 3 percent in the first
half. Although wage and salary earnings
rose slowly during most of the year,
the midyear reductions in tax rates and
the advance of rebates to households

eligible for child tax credits provided
a substantial boost to after-tax income.
In 2003, real disposable personal
income increased 3 Y4 percent, after hav-
ing risen 3% percent in 2002. Low inter-
est rates provided additional impetus
to household spending by reducing
borrowing costs for new purchases of
houses and durable goods; they also
indirectly stimulated spending by facili-
tating an enormous amount of mortgage
refinancing.

The personal saving rate has fluctu-
ated within a fairly narrow range around
2 percent over the past three years.
Although households continued to see
the value of their homes appreciate over
this period, they also were adjusting to
the substantial drop in equity wealth that
occurred after the peak in the stock mar-
ket in 2000. By itself, a fall in the ratio
of household wealth to income of the
magnitude that households experienced
between 2000 and 2002 might have trig-
gered a noticeable increase in the per-
sonal saving rate. However, in this case,
the tendency for households to save
more as their wealth declines appears to
have been tempered in part by their will-
ingness to take advantage of the attrac-
tive pricing and financing environment
for consumer goods.

Real consumer expenditures for dura-
ble goods surged more than 11 percent
in 2003. Sales of new motor vehicles

Change in Real Income and Consumption

Percent, annual rate

[T] Disposable personal income
— @ Personal consumption — 8
expenditures

2003

2001

1997 1999
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Economic and Financial Developments in 2003 and Early 2004 11

remained brisk as many consumers
responded to the low financing rates and
various incentive deals that manufactur-
ers offered throughout the year. Falling
prices also made electronic equipment
attractive to consumers, and spending
on home furnishings likely received a
boost from the strength of home sales.
Altogether, real outlays for furniture and
household equipment jumped 13% per-
cent in 2003.

In contrast, real consumer expendi-
tures on nondurable goods and on ser-
vices continued to rise at a moderate
pace, on balance, last year. Outlays for
food and apparel increased a bit faster
than in 2002, and the steady uptrend
in spending for medical services was
well maintained. However, consumers
responded to the higher cost of energy
by cutting back their real spending on
gasoline, fuel oil, and natural gas and
electricity services.

Consumer confidence was shaken
temporarily early in 2003 by concerns
about the consequences of a war in
Iraq, but it snapped back in the spring.
Toward year-end, sentiment appeared to
brighten more as households saw their
current financial conditions improve and
gained confidence that business condi-
tions would be better during the year
ahead. Those positive views became
more widely held in January, and the
index of consumer sentiment prepared
by the Michigan Survey Research Cen-
ter (SRC) reached its highest level in
three years.

Residential Investment

Housing activity was robust for a sec-
ond consecutive year in 2003, After hav-
ing risen 7 percent in 2002, real expen-
ditures on residential construction
jumped more than 10 percent in 2003.
These gains were fueled importantly by
the lowest levels of mortgage interest

rates in more than forty years, which,
according to the Michigan SRC’s sur-
vey of consumer sentiment, buoyed con-
sumer attitudes toward homebuying
throughout the year. The average rate on
thirty-year fixed-rate mortgages dropped
sharply during the first half of 2003 and
reached a low of 54 percent in June.
Although the thirty-year rate subse-
quently firmed somewhat, it remained
below 6 percent, on average, in the sec-
ond half of last year.

Construction of new single-family
homes accelerated during 2003, and for
the year as a whole, starts averaged
1.5 million units, an increase of 10 per-
cent compared with the level in 2002.
Sales of both new and existing single-
family homes also picked up sharply
further last year. The brisk demand
for homes was accompanied by rapid
increases in the average price paid for
them. The average price paid for new
homes rose 10 percent over the four
quarters of 2003, and the average price
of existing homes was up 7% percent
over the same period. However, house
price inflation was lower after adjusting
for shifts in the composition of trans-
actions toward more expensive homes.
The constant-quality price index for
new homes, which eliminates the influ-
ence of changes in their amenities and
their geographic distribution, increased
4%, percent over the four quarters of
2003-—down from an increase of 6 per-
cent during 2002. The year-over-year
increase in Freddie Mac’s index of the
prices paid in repeat sales of existing
homes stood at 52 percent as of the
third quarter of 2003, compared with a
rise of 7V percent as of the third quarter
of 2002.

Starts in the multifamily sector totaled
350,000 units in 2003, a pace little
changed from that of the past several
years. Vacancy rates for these units rose
and rents fell during the year, but falling
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mortgage rates apparently helped to
maintain building activity.

Household Finance

Household debt increased 10% percent
last year, in large part because of the
surge in mortgage borrowing induced
by record-low mortgage interest rates.
Refinancing activity was torrid in the
first half of the year, as mortgage rates
declined. Some of the equity that house-
holds extracted from their homes dur-
ing refinancings was apparently used
to fund home improvements and to pay
down higher-interest consumer debt.
When mortgage rates rebounded in the
second half of the year, mortgage bor-
rowing slowed from the extremely rapid
clip of the first half, but it remained
brisk through year-end. Consumer credit
increased at a pace of 5'4 percent in
2003, a little faster than a year earlier, as
revolving credit picked up somewhat
from the slow rise recorded in 2002.
Despite the pickup in household bor-
rowing, low interest rates kept the
household debt-service and financial-
obligation ratios—which gauge pre-
committed expenditures relative to dis-
posable income—at roughly the levels
posted in 2002. Most measures of delin-
quencies on consumer loans and home
mortgages changed little on net last
year, and household bankruptcies held
roughly steady near their elevated level
in 2002.

Even with the rapid expansion in
debt, net worth of the household sec-
tor increased as the value of household
assets rose noticeably. Stock prices were
boosted by the rise in corporate earn-
ings and the ebbing of uncertainty
about future economic growth. House-
holds directed substantial flows into
stock mutual funds in the third and
fourth quarters despite highly publicized
scandals in the mutual fund industry.

Mortgage Rates

Note. The data, which are monthly and extend
through January 2004, are contract rates on thirty-year
mortgages.

Source. Federal Home Loan Mortgage Corporation.

Although the companies directly impli-
cated in wrongdoing experienced heavy
outflows from their funds, most of these
withdrawals apparently were transferred
to other mutual funds with little effect
on the industry as a whole. A consider-
able rise in real estate wealth further
augmented household assets. Although
prices of existing homes climbed more
slowly than they had in the previous
year, the rate of increase remained siz-
able. Overall, the advance in the value
of household assets outstripped the
accumulation of household debt by
enough to boost the ratio of net worth to
disposable income over the year.

The Business Sector

Fixed Investment

Business spending on equipment and
software was still sluggish at the begin-
ning of 2003. However, it accelerated
noticeably over the course of the year as
profits and cash flow rebounded and
as businesses gained confidence in the
strength of the economic expansion and
in the prospective payoffs from new
investment. At the same time, business
financing conditions were very favor-
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Change in Real Business Fixed Investment
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able: Interest rates remained low, equity
values rallied, and the enhanced partial-
expensing tax provision gave a spe-
cial incentive for the purchase of new
equipment and software. After having
changed little in the first quarter of the
year, real outlays for equipment and
software increased at an annual rate of
11% percent over the remaining three
quarters of the year.

Outlays for high-technology items—
computers and peripherals, software,
and communications equipment—which
had risen a moderate 42 percent in
2002, posted a significantly more robust
increase of more than 20 percent in
2003. That gain contributed importantly
to the pickup in overall business outlays
for equipment and software and pushed
the level of real high-tech outlays above
the previous peak at the end of 2000.
The increase in spending last year on
computing equipment marked the sharp-
est gain since 1998, and investment in

communications equipment, which had
continued to contract in 2002 after hav-
ing plummeted a year earlier, turned up
markedly.

In contrast, the recovery in spending
on non-high-tech equipment was, on
balance, more muted, in part because
outlays for transportation equipment
continued to fall. The prolonged slump
in business purchases of new aircraft
continued in 2003 as domestic air carri-
ers grappled with overcapacity and high
fixed costs. By the fourth quarter, real
outlays for aircraft had dropped to their
lowest level in ten years. In the market
for heavy (class 8) trucks, sales were
quite slow in early 2003 when busi-
nesses were concerned about the perfor-
mance of models with engines that met
new emission standards. But as poten-
tial buyers overcame those concerns,
sales recovered. By the fourth quarter of
2003, sales of medium and heavy trucks
had moved noticeably above the slow
pace of 2001 and 2002. Apart from
outlays for transportation equipment,
investment in other types of non-high-
tech equipment was, on balance, little
changed during the first half of the year.
Demand was strong for medical equip-
ment, instruments, and mining and oil-
field machinery, but sales of industrial
equipment and farm and construction
machinery were sluggish. In the second
half of the year, however, the firming
in business spending for non-high-tech
items became more broadly based.

The steep downturn in nonresidential
construction that began in 2001 moder-
ated noticeably in 2003, although mar-
ket conditions generally remained weak.
After having contracted at an average
annual rate of 132 percent during 2001
and 2002, real expenditures for nonresi-
dential construction slipped just 1%4 per-
cent, on balance, during 2003. Spending
on office buildings and manufacturing
structures, which had dropped sharply
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over the preceding two years, fell again
in 2003. The high office vacancy rates
in many areas and low rates of factory
utilization implied little need for new
construction in these sectors even as
economic activity firmed. Investment in
communications infrastructure, where a
glut of long-haul fiber-optic cable had
developed earlier, also continued to
shrink. In contrast, outlays for retail
facilities, such as department stores and
shopping malls, turned up last year, and
the retrenchment in construction of new
hotels and motels ended. In addition,
investment in drilling and mining struc-
tures, which is strongly influenced by
the price levels for crude oil and natural
gas, increased noticeably in 2003.

Inventory Investment

During 2002, businesses appeared to
have addressed most of the inventory
imbalances that had developed a year
earlier. But the moderate pace of
final demand during the first half of
2003 apparently restrained firms from
embarking on a new round of inventory
accumulation. Even though final sales
picked up in the second half of the year,
the restraint seemed to recede only
gradually. Over the first three quarters
of 2003, nonfarm businesses trimmed
their inventories at an average annual
rate of $2% billion in constant-dollar
terms, and the preliminary estimate for
the final quarter of the year indicated
only modest restocking. As a result,
most firms appear to have ended
the year with their inventories quite
lean relative to sales, even after tak-
ing into account the downward trend in
inventory—sales ratios that has accom-
panied the ongoing shift to improved
inventory management. Motor vehicle
dealers were an exception; their days’
supply of new vehicles moved higher on
average for a second year in a row.

Corporate Profits and
Business Finance

Higher profits allowed many firms to
finance capital spending with internal
funds, and business debt rose only
slightly faster than the depressed rate
in 2002. Moreover, a paucity of cash-
financed merger and acquisition activity
further limited the need to issue debt.
Gross equity issuance was extremely
weak in the first half of the year but
perked up in the latter half in response
to the rally in equity prices. Neverthe-
less, for the year as a whole, firms extin-
guished more equity than they issued.
The pace of gross corporate bond
issuance was moderate at the start of the
year but shot up in late spring as firms
took advantage of low bond yields to
pay down short-term debt, to refund
existing long-term debt, and to raise
cash in anticipation of future spending.
Bond issuance by investment-grade
firms slowed after midyear as firms
accumulated a substantial cushion of
liquid assets and as interest rates on
higher-quality debt backed up. How-
ever, issuance by speculative-grade
firms continued apace, with the yields
on their debt continuing to decline dra-

Before-Tax Profits of Nonfinancial
Corporations as a Percent of Sector GDP
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matically presumably because of inves-
tors’ increased optimism about the eco-
nomic outlook and greater willingness
to take on risk. The sum of bank loans
and commercial paper outstanding,
which represent the major components
of short-term business debt, contracted
throughout the year. In large part, this
decline reflected ongoing substitution
toward bond financing, but it also was
driven by the softness of fixed invest-
ment early in the year and the liquida-
tion of inventories over much of the
year.

Respondents to the Senior Loan Offi-
cer Opinion Survey on Bank Lending
Practices noted that terms and standards
on business loans were tightened during
the first half of the year but that both
had been eased considerably by year-
end. They also reported that demand for
business loans was quite weak for much
of the year. However, despite the fact
that outstanding levels of business loans
continued to decline, survey responses
in the last quarter of the year indicated
that demand for loans had begun to sta-
bilize. Many banks cited customers’
increased investment and inventory
spending as factors helping to generate

the increase in loan demand toward the
end of the year. The apparent divergence
between survey responses and data on
actual loan volumes may suggest that
demand for lines of credit has increased
but that these lines have not yet been
drawn. In other short-term financing
developments, nonfinancial firms that
issued commercial paper in 2003 found
a very receptive market, in large part
because of the scarcity of outstanding
issues. Many of the riskiest borrow-
ers had exited the market in 2002, and
remaining issuers improved their attrac-
tiveness to investors by continuing to
restructure their balance sheets.

Gross equity issuance rose over the
course of 2003 as the economic outlook
strengthened and stock prices moved
higher. The market for initial public
offerings continued to languish in the
first half of the year but showed signs of
life by the end of the summer. The vol-
ume of seasoned offerings also picked
up in the second half of the year. On the
other side of the ledger, merger and
acquisition activity again extinguished
shares in 2003, although only at a sub-
dued pace. In addition, firms continued
to retire a considerable volume of equity
through share repurchases. For the year
as a whole, net equity issuance was
negative.

Corporate credit quality improved,
on balance, over the year. Notably, the
default rate on corporate bonds declined
sharply, delinquency rates on commer-
cial and industrial (C&I) loans at com-
mercial banks turned down, and the pace
of bond-rating downgrades slowed
considerably. Low interest rates and the
resulting restructuring of debt obliga-
tions toward longer terms also impor-
tantly contributed to improved business
credit quality. Bank loan officers noted
that the aggressive tightening of lending
standards in earlier years was an impor-
tant factor accounting for the lower
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delinquency and charge-off rates in
recent quarters.

Commercial mortgage debt increased
noticeably during most of 2003 despite
persistently high vacancy rates, falling
rents, and sluggish growth in construc-
tion expenditures. Low interest rates
on this type of collateralized debt may
have induced some corporate borrowers
to tap the market to pay down more-
costly unsecured debt. Delinquency
rates on commercial mortgages gener-
ally remained low throughout 2003, and
risk spreads were relatively narrow.
Loan performance has held up well
because of low carrying costs for prop-
erty owners and because the outstanding
loans generally had been structured to
include a sizable equity contribution,
which makes default less attractive to
borrowers.

The Government Sector

Federal Government

The federal budget deficit continued to
widen in fiscal year 2003 as a result of
the slow increase in nominal incomes,
outlays associated with the war in Iraq,
and legislative actions that reduced taxes
and boosted spending. The deficit in
the unified budget totaled $375 billion,
up substantially from the deficit of
$158 billion recorded in fiscal 2002.
The Congressional Budget Office is pro-
jecting that the unified federal deficit
will increase further in fiscal 2004, to
more than $475 billion.

Federal receipts have fallen in each of
the past three years; the drop of nearly
4 percent in fiscal 2003 brought the ratio
of receipts to GDP to 162 percent,
2 percentage points below the average
for the past thirty years. About half of
the decrease in receipts last year was a
consequence of legislation that shifted
due dates for corporate payments

between fiscal years. In addition, per-
sonal income tax collections dropped
sharply because of the slow rise in
nominal wages and salaries, diminished
capital gains realizations in 2002, and
the tax cuts enacted under the Jobs
and Growth Tax Relief Reconciliation
Act of 2003. The act advanced refund
checks to households eligible for the
2003 increment to the child tax credit
and resulted in lower withholding sched-
ules for individual taxpayers. The act
also expanded the partial-expensing
incentive for businesses, but because
corporate profits accelerated sharply last
year, corporate tax receipts rose appre-
ciably after adjusting for the shifts in the
timing of payments.

At the same time, federal outlays
other than for interest expense rose rap-
idly for the second consecutive year
in fiscal 2003; these outlays increased
about 9 percent after having risen
11 percent in fiscal 2002. Spurred by
operations in Iraq, defense spending
soared again, and outlays for homeland
security rose further. Spending for
income support, such as unemployment
insurance, food stamps, and child cred-
its under the earned income tax credit
program, also posted a sizable increase.
The ongoing rise in the cost and utili-
zation of medical services continued

Federal Receipts and Expenditures
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to push up spending for Medicare and
Medicaid. Overall, real federal con-
sumption and investment (the measure
of federal spending that is included in
real GDP) increased 6 percent over the
four quarters of 2003, after having risen
10 percent a year earlier.

The federal government had contrib-
uted increasingly to national saving in
the late 1990s and 2000 as budget defi-
cits gave way to accumulating surpluses.
However, with the swing back to large
deficits in recent years, the federal
government has again become a drain
on national saving. Using the account-
ing practices followed in the national
income and product accounts (NIPA),
gross federal saving as a percent of GDP
dropped sharply in late 2001 and has
trended down since then; the drop con-
tributed to a decline in overall gross
national saving as a percent of GDP
from 18 percent in calendar year 2000 to
13 percent, on average, in the first three
quarters of 2003. Federal saving net
of estimated depreciation fell from its
recent peak of 22 percent of GDP in
2000 to negative 4 percent of GDP, on
average, in the first three quarters of
2003. As a result, despite a noticeable
pickup in saving from domestic nonfed-
eral sources, overall net national saving,
which is an important determinant of
private capital formation, fell to less
than 12 percent of GDP, on average, in
the first three quarters of 2003, com-
pared with a recent high of 6 percent
of GDP in 1998.

Federal Borrowing

The Treasury ramped up borrowing in
2003 in response to the sharply widen-
ing federal budget deficit, and federal
debt held by the public as a percent
of nominal GDP increased for a second
year in a row after having trended down
over the previous decade. As had been

Federal Government Debt Held
by the Public
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the case in 2002, the Treasury was
forced to resort temporarily to account-
ing devices in the spring of 2003 when
the statutory debt ceiling became a con-
straint, but debt markets were not dis-
rupted noticeably. In May, the Congress
raised the debt ceiling from $6.4 tril-
lion to $7.4 trillion. With large deficits
expected to persist, the Treasury made a
number of adjustments to its regular bor-
rowing program, including reintroduc-
ing the three-year note, increasing to
monthly the frequency of five-year note
auctions, reopening the ten-year note in
the month following each new quarterly
offering, and adding another auction
of ten-year inflation-indexed debt. As
a result of these changes, the average
maturity of outstanding Treasury debt,
which had reached its lowest level in
decades, began to rise in the latter half
of 2003.

State and Local Governments

State and local governments faced
another difficult year in 2003. Tax
receipts on income and sales continued
to be restrained by the subdued perfor-
mance of the economy. Despite further
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efforts to rein in spending, the sector’s
aggregate net saving, as measured in the
NIPA, reached a low of negative $40 bil-
lion (at an annual rate), or negative
0.4 percent of GDP, in the first quarter
of the year. Most of these jurisdictions
are subject to balanced-budget require-
ments and other rules that require them
to respond to fiscal imbalances. Thus, in
addition to reducing operating expenses,
governments drew on reserves, issued
bonds, sold assets, and made various
one-time adjustments in the timing of
payments to balance their books. In
recent years, many have also increased
taxes and fees, thereby reversing the
trend toward lower taxes that prevailed
during the late 1990s.

Recent indications are that the fiscal
stress in this sector is beginning to ease.
The improvement reflects a noticeable
upturn in tax collections in recent quar-
ters while restraint on operating expen-
ditures largely remains in place. On a
NIPA basis, real spending on compen-
sation and on goods and services pur-
chased by state and local governments
was little changed in the second half of
2003, as it was over the preceding year.
However, investment in infrastructure,
most of which is funded in the capital
markets, accelerated in the second half
of 2003. As of the third quarter of 2003,
state and local net saving had moved
back into positive territory.

State and Local Government
Borrowing

Gross issuance of debt by state and local
governments was quite robust last year.
Weak tax receipts from a sluggish econ-
omy, significant demands for infrastruc-
ture spending, and low interest rates all
contributed to the heavy pace of borrow-
ing. Borrowing was strongest in the sec-
ond quarter of the year, as governments
took advantage of the extraordinarily

low longer-term rates to fund capital
expenditures and to advance refund
existing higher-cost debt. Because of
the financial stresses facing these gov-
ernments, the credit ratings of several
states, most notably California, were
lowered last year. Although bond down-
grades outnumbered upgrades for the
sector as a whole, the imbalance
between the two was smaller than it was
in 2002.

The External Sector

Over the first three quarters of 2003, the
U.S. current account deficit widened
relative to the comparable period in
2002, a move largely reflecting develop-
ments in the deficit on trade in goods
and services. Net investment income
rose over the same period, as receipts
from abroad increased and payments to
foreign investors in the United States
declined.

International Trade

The trade deficit widened considerably
in the first half of 2003 but narrowed
slightly in the third quarter, as the value
of exports rebounded in response to
strengthening foreign economic activ-
ity and the depreciation of the dollar.

U.S. Trade and Current Account Balances
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Available trade data through November
suggest that the trade deficit narrowed
further in the fourth quarter, as an addi-
tional strong increase in exports out-
weighed an increase in imports.

Real exports of goods and services
increased about 6 percent in 2003.
Exports of services rose about 5 percent.
They were held down early in the year
by a drop in receipts from foreign travel-
ers, owing to the effects of the SARS
(severe acute respiratory syndrome) epi-
demic and the war in Iraq; services
exports rebounded strongly later in the
year as those concerns receded. Exports
of goods rose about 6% percent over the
course of the year—considerably faster
than in 2002. Exports increased in all
major end-use categories of trade, with
particularly strong gains in capital goods
and consumer goods. Reflecting the glo-
bal recovery in the high-tech sector,
exports of computers and semiconduc-
tors picked up markedly in 2003, par-
ticularly in the second half. By geo-
graphic area, exports of goods increased
to Western Europe, Canada, and, par-
ticularly, to developing countries in East
Asia—a region where economic activity
expanded at a rapid pace last year. Prices
of exported goods rose in 2003, with
prices of agricultural exports recording
particularly large increases. In response
to poor crops and strong demand, prices
for cotton and soybeans increased
sharply. For beef, disruptions in supply
led to notably higher prices through
much of 2003. Beef prices, however, fell
back in late December after a case of
mad cow disease was discovered in the
state of Washington and most countries
imposed bans on beef imports from the
United States.

Real imports of goods and services
rose about 3% percent in 2003. Imports
of services fell in the first half of the
year but bounced back in the second
half, as concerns about the SARS

epidemic and the war in Iraq came
and went; for the year as a whole,
real imports of services were about
unchanged from the previous year. Real
imports of goods expanded about 4 per-
cent in response to the strengthening
of US. demand, but the pattern was
choppy, with large gains in the second
and fourth quarters partially offset by
declines in the first and third. Despite a
surge in the second quarter, the volume
of oil imports increased modestly, on
balance, over the course of the year.
Real non-oil imports were up about
415 percent, with the largest increases
in capital goods and consumer goods.
Imports of computers posted solid gains,
whereas imports of semiconductors
were flat.

Despite a substantial decline in the
value of the dollar, the prices of
imported non-oil goods rose only mod-
erately in 2003. By category, the prices
of consumer goods were unchanged last
year, and prices of capital goods exclud-
ing aircraft, computers, and semicon-
ductors increased only a little more than
1 percent. Price increases were larger
for industrial supplies. The price of
imported natural gas spiked in March
and rose again late in the year; these
fluctuations were large enough to show
through to the overall price index for
imported goods. At year-end, prices of
industrial metals rose sharply, with the
spot price of copper reaching the highest
level in six and one-half years. The
strength in metals and other commodity
prices has been attributed, at least in
part, to depreciation of the dollar and
strong global demand, particularly from
China.

In 2003, the spot price of West Texas
intermediate (WTI) crude oil averaged
more than $31 per barrel-—the highest
annual average since the early 1980s.
The spot price of oil began to rise at the
end of 2002 when ethnic unrest in Nige-
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ria and a nationwide strike in Venezuela
sharply limited oil supplies from those
two countries. In the first quarter of
2003, geopolitical uncertainty in the
period leading up to the war in Iraq also
added upward pressure on oil prices. On
March 12, the spot price of WTI closed
at $37.83 per barrel, the highest level
since the Gulf War in 1990. When the
main Iraqi oil fields had been secured
and it became apparent that the risks
to oil supplies had subsided, the spot
price of WTI fell sharply to a low of
$25.23 per barrel on April 29. However,
oil prices began rising again when,
because of difficult security conditions,
the recovery of oil exports from Iraq
was slower than expected. Prices also
were boosted in September by the sur-
prise reduction in OPEC’s production
target. In the fourth quarter of 2003 and
early 2004, strengthening economic
activity, falling oil inventories, and the
continued depreciation of the dollar con-
tributed to a further run-up in oil prices.

The Financial Account

The financing counterpart to the current
account deficit experienced a sizable
shift in 2003, as net private inflows fell
while foreign official inflows increased.
Private foreign purchases of U.S. securi-
ties were at an annual rate of about
$350 billion through November, about
$50 billion lower than in the previous
year. Private foreign purchases of U.S.
equities continued to recede, and,
although the level of bond purchases
was little changed in the aggregate,
foreign purchases shifted somewhat
away from agency bonds and toward
corporate bonds. Over the same period,
purchases by private U.S. investors of
foreign securities increased nearly
$80 billion. Accordingly, net inflows
through private securities transactions
decreased markedly. In contrast, foreign

official purchases of U.S. assets surged
to record levels in 2003, with the accu-
mulation of dollar reserves particularly
high in China and Japan.

Compared with the pace in 2002,
foreign direct investment in the
United States increased, as merger activ-
ity picked up and corporate profits
improved. U.S. direct investment abroad
held relatively steady at a high level
that was largely the result of continued
retained earnings. On net, foreign direct
investment outflows fell about $50 bil-
lion through the first three quarters of
2003.

The Labor Market

Employment and Unemployment

With economic activity still sluggish
during the first half of 2003, the labor
market continued to weaken. Over the
first eight months of the year, private
nonfarm payroll employment fell, on
average, more than 35,000 per month,
extending the prolonged period of cut-
backs that began in early 2001. The
civilian unemployment rate, which had
hovered around 5% percent for much of
2002, moved up to 6%4 percent by June.
However, by late in the summer, the
labor market began to recover slowly.
Declines in private payrolls gave way to

Net Change in Payroll Employment

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



Economic and Financial Developments in 2003 and Early 2004 21

moderate increases in employment; over
the five months ending in January, pri-
vate nonfarm establishments added, on
average, about 85,000 jobs per month.
By January, the unemployment rate
moved back down to 5.6 percent.

During the late summer and early fall,
prospects for business sales and pro-
duction brightened, and firms began to
lay off fewer workers. Initial claims for
unemployment insurance dropped back,
and the monthly Current Population
Survey (CPS) of households reported a
decline in the number of workers who
had lost their last job. However, for
many unemployed workers, jobs contin-
ued to be difficult to find, and the num-
ber of unemployed who had been out of
work for twenty-seven weeks or more
remained persistently high. The labor
force participation rate, which tends to
be sensitive to workers’ perceptions of
the strength of labor demand, drifted
lower. Although the CPS indicated
a somewhat greater improvement in
employment than the payroll report—
even after adjusting for conceptual dif-
ferences between the two measures—
the increase in household employment
lagged the rise in the working-age popu-
lation, and the ratio of employment to
population fell further during 2003.

The modest upturn in private payroll
employment that began in September
was marked by a step-up in hiring at
businesses supplying professional, busi-
ness, and education services, and medi-
cal services continued to add jobs.
Employment in both the construction
industry and the real estate industry rose
further, although the number of jobs in
related financial services dropped back
a bit as mortgage refinancing activity
slackened. At the same time, although
manufacturers were still laying off
workers, the monthly declines in factory
employment became smaller and less
widespread than earlier. Employment

stabilized in many industries that pro-
duce durable goods, such as metals, fur-
niture, and wood products, as well as
in a number of related industries that
store and transport goods. In several
other areas, employment remained
weak. Manufacturers of nondurables,
such as chemicals, paper, apparel, and
textiles, continued to cut jobs. Employ-
ment in retail trade remained, on net,
little changed.

Productivity and Labor Costs

Business efforts to increase efficiency
and control costs led to another impres-
sive gain in labor productivity last year.
Output per hour in the nonfarm business
sector surged 5% percent in 2003 after
having risen a robust 4 percent in 2002
and 2% percent in 2001. What is par-
ticularly remarkable about this period is
that productivity did not decelerate sig-
nificantly when output declined in 2001,
and it posted persistently strong gains
while the recovery in aggregate demand
was sluggish. Typically, the outsized
increases in productivity that have
occurred during cyclical recoveries have
followed a period of declines or very
weak increases in productivity during
the recession and have been associated
with rebounds in economic activity that

Change in Output per Hour

Note. Nonfarm business sector.
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were stronger than has been the case,
until recently, in this expansion.

On balance, since the business cycle
peak in early 2001, output per hour has
risen at an average annual rate of 4 per-
cent—noticeably above the average
increase of 2% percent that prevailed
between 1996 and 2000. In the earlier
period, an expansion of the capital stock
was an important element in boosting
the efficiency of workers and their firms;
that impetus to productivity has weak-
ened in the recent period as a result of
the steep cutbacks in business invest-
ment in 2001 and 2002. Instead, the
recent gains appear to be grounded in
organizational changes and innovations
in the use of existing resources—which
are referred to as multifactor productiv-
ity. The persistence of a rapid rise in
multifactor productivity in recent years,
along with signs of a pickup in capital
spending, suggests that part of the
step-up in the rate of increase of labor
productivity may be sustained for some
time.

In 2003, the employment cost index
(ECI) for private nonfarm businesses,
which is based on a survey conducted
quarterly by the Bureau of Labor Statis-
tics, rose 4 percent—about ¥ percent-
age point more than the increase in
2002. Compensation per hour in the
nonfarm business sector, which is based
on data constructed for the NIPA, is
estimated to have increased 3% percent
in 2003, up from 1Y% percent in 2002. In
recent years, the NIPA-derived series
has shown much wider fluctuations in
hourly compensation than the ECI, in
part because it includes the value of
stock option exercises, which are
excluded from the ECI. The value of
options exercised shot up in 2000 and
then dropped over the next two years.

Most of the acceleration in hourly
compensation in 2003 was the result of
larger increases in the costs of employee

benefits. The ECI for wages and salaries
rose 3 percent—up slightly from the
pace in 2002 but still well below the
rates of increase in the preceding six
years. Wage gains last year likely were
restrained by persistent slack in the
demand for labor as well as by the pres-
sure on employers to control overall
labor costs in the face of the rapidly
rising cost of benefits. Employer costs
for benefits, which had risen 4% percent
in 2002, climbed another 6% percent in
2003. The cost of health insurance as
measured by the ECI has been moving
up at close to a double-digit rate for
three consecutive years. In addition,
in late 2002 and early 2003, employers
needed to substantially boost their con-
tributions to defined-benefit retirement
plans to cover the declines in the market
value of plan assets.

Prices

Headline consumer price inflation in
2003 was maintained by an accelera-
tion in food prices and another sizable
increase in energy prices, but core rates
of inflation fell for a second year.
Although the strong upturn in economic
activity in the second half of last year
began to reduce unemployment and to
boost industrial utilization rates, con-
siderable slack in labor and product
markets continued to restrain inflation
throughout the year. A further modera-
tion in the costs of production also
helped to check inflation: As a result of
another rapid rise in productivity, busi-
nesses saw their unit labor costs decline
in 2003 for a second consecutive year.
In contrast, prices for imported goods
excluding petroleum, computers, and
semiconductors increased at about the
same rate as prices more generally;
between 1996 and 2002, these import
prices fell relative to overall prices for
personal consumption expenditures
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(PCE). The chain-type price index for
PCE excluding food and energy rose
just under 1 percent in 2003, about
¥4 percentage point less than in 2002. A
broader measure of inflation, the chain-
type price index for GDP, increased
1'% percent in 2003, the same slow pace
as in 2002. Both measures of inflation
were roughly a percentage point lower
than in 2001.

Consumer energy prices fluctuated
widely over the four quarters of 2003,
and the PCE index for energy was up
74 percent over the period. In the first
quarter of the year, the combination of
a further rise in the cost of crude oil,
increased wholesale margins for gaso-
line, and unusually tight supplies of
natural gas pushed up consumer energy
prices sharply. Although the prices of
petroleum-based products turned down
when the price of crude oil fell back in
March, a number of supply disruptions
in late summer resulted in another tem-
porary run-up in the retail price of gaso-
line. In the spring, the price of natural
gas began to ease as supplies improved,
but it remained high relative to the level
in recent years. Electricity prices also
moved up during 2003, in part because
of the higher input costs of natural gas.
In January 2004, a cold wave in the
Northeast, together with the rise in the
price of crude oil since early December,
once again led to spikes in the prices of
gasoline and natural gas.

The PCE price index for food and
beverages increased 2% percent in 2003
after having risen just 1Y4 percent a year
earlier. Much of the acceleration can be
traced to strong demand for farm prod-
ucts, but prices paid by consumers for
food away from home—which depend
much more heavily on the cost of labor
than on prices of food products—were
up 3 percent in 2003, also somewhat
more than overall consumer price infla-
tion. Poor harvests abroad, especially in

Europe, contributed importantly to the
heightened demand for U.S. farm prod-
ucts. Thus, despite a bumper crop of
corn and some other grains in the United
States, world stocks were tight and
prices remained high. In addition, the
U.S. soybean crop was crimped by late-
season heat and dryness, which further
tightened world supplies. Concerns
about the cases of mad cow disease that
were identified in herds in Japan and
Canada supported strong domestic and
export demand for U.S. beef for most of
last year while supplies edged down.
But, at year-end, when a case of mad
cow disease was discovered in a domes-
tic herd, export demand for U.S. beef
plunged and drove the price of live
cattle down sharply. A portion of the
drop in cattle prices likely will show
through to consumer prices for beef
early this year.

The decline in core inflation in 2003
was broadly based. Prices of core con-
sumer goods fell somewhat faster than
a year earlier; the declines were led by
larger cuts in prices of apparel, motor
vehicles, electronic equipment, and a
variety of other durable goods. At the
same time, prices of non-energy ser-
vices rose less rapidly. The deceleration
in core consumer prices measured by
the CPI is somewhat greater than that
measured by the PCE index. In each
index, the costs of housing services to
tenants and owners rose less in 2003
than in 2002, but because these costs
receive a larger weight in the CPI, their
slowing contributed a greater amount to
the CPI’s deceleration. In addition, the
different measurement of the prices of
medical services in the two series con-
tributed to the smaller deceleration in
non-energy services in the PCE. The
medical services component of the CPIL,
which measures out-of-pocket expenses
paid by consumers, increased 4 percent
in 2003, down from 5': percent a year
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Alternative Measures of Price Change
Percent

Price measure 2001 | 2002 | 2003
Chain-type
Gross domestic product ........ 24 1.4 1.5
Gross domestic purchases ....., 1.6 1.7 1.6
Personal consumption
expenditures .............. 1.6 1.8 14

Excluding food and energy ...| 2.1 1.6 9
Chained CPI ................... 1.5 1.8 14

Excluding food and energy ...| 2.1 1.6 6
Fixed-weight
Consumer price index .......... 1.8 2.2 1.9

Excluding food and energy ...\ 2.7 2.1 1.2

Note. Changes are based on quarterly averages and
are measured to the fourth quarter of the year indicated
from the fourth quarter of the preceding year.

earlier. Alternatively, the PCE for medi-
cal services is a broader measure that
uses producer price indexes (PPI) to
capture the costs of services provided by
hospitals and doctors; it continued to
increase more slowly than the CPI for
medical services last year, 34 percent,
but it was up slightly from its increase
of 2! percent in 2002.

Survey measures of expected infla-
tion were little changed, on balance, in
2003. According to the Federal Reserve
Bank of Philadelphia’s survey of profes-
sional forecasters, expectations for CPI
inflation ten years ahead remained at
2/ percent last year. As measured by
the Michigan Survey Research Center
survey of households, median five- to
ten-year inflation expectations, which
averaged 3 percent in 2001, were steady
at 2% percent in 2003 for a second
consecutive year. Inflation compensa-
tion as measured by the spread between
the yield on nominal Treasury securities
and their indexed counterparts varied
over a wide range in 2003, settling at
just under 2Y2 percent at year-end.
Shorter-term inflation expectations also
posted some wide swings during 2003;
year-ahead expectations in the Michigan
SRC survey spiked early in the year

with the sharp increase in energy prices
and dipped briefly to an unusually low
level at midyear as actual inflation eased
in response to lower energy prices.
However, year-ahead inflation expecta-
tions settled back to just over 2V per-
cent at the end of the year, about the
same as at the end of 2002.

The PPI for crude materials exclud-
ing food and energy products, which
had dropped 10 percent in 2001, rose
11% percent in 2002 and another
172 percent in 2003. The upswing was
driven by the pickup in demand asso-
ciated with the acceleration in both
domestic and worldwide industrial
activity and by the pass-through of
higher energy costs. Such wide cyclical
swings in commodity prices have only a
small effect on movements in the prices
of intermediate and finished goods. At
later stages of production and distribu-
tion, commodity costs represent only a
small share of overall costs, and some
portion of the change in commodity
prices tends to be absorbed in firms’
profit margins. Thus, the recent pickup
in prices at the intermediate stage of
processing has been more muted; after
having fallen almost 1Y% percent in
2001, the PPI for core intermediate
materials rose 1% percent in 2002 and
2 percent in 2003.

U.S. Financial Markets

On balance, financial market condi-
tions became increasingly supportive of
growth over 2003 as investors became
more assured that the economy was on
solid footing. Equity prices marched
up after the first quarter of the year in
response to the initiation and swift con-
clusion of major combat operations in
Iraq, positive earnings reports, and—in
the second half of the year—a stronger
pace of economic growth. Risk spreads
on corporate debt declined, with the
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spreads on the debt of both investment-
grade firms and speculative-grade firms
ending 2003 at their lowest levels since
1998. Thus, although Treasury coupon
yields ended the year 30—40 basis points
higher, yields on many corporate bonds
ended the year lower. Commercial banks
appeared somewhat slower than bond
investors to lend at more favorable
terms; nevertheless, by late in the year,
banks had eased both standards and
terms on C&I loans.

Demand for short-term debt, how-
ever, remained very weak, and business
loans and outstanding commercial paper
continued to run off. In response to a
widening budget deficit and a rapid
expansion of federal debt, the Treasury
increased the frequency of its debt auc-
tions. Declines in mortgage interest rates
over the first half of the year led to an
extraordinary increase in mortgage debt,
as originations for home purchase and
for refinancings both climbed to record
levels.

Interest Rates

Interest rates fell for most of the first
half of 2003, primarily in response to
continuing weak economic data and an
associated marking down of expecta-
tions for the federal funds rate. Global
uncertainty ran high, particularly sur-
rounding the timing of military interven-
tion in Iraq, which elevated safe-haven
demands and depressed yields on Trea-
sury securities. Moreover, the weak
March employment report and other dis-
appointing news about economic activ-
ity seemed to cause a substantial shift in
views about monetary policy. Data from
the federal funds futures market sug-
gested a significant probability of a fur-
ther easing of policy and did not imply
any tightening before early 2004. Even
as geopolitical tensions eased, weaker-
than-expected economic data contin-

Interest Rates on Selected
Treasury Securities

Percent

T Y -

Note. The data are daily and extend through Feb-
ruary 4, 2004.

ued to hold down Treasury yields. The
FOMC'’s statement following its May
meeting that an ‘“‘unwelcome fall in
inflation” remained a risk reinforced the
notion that monetary policy would stay
accommodative, and, indeed, judging
from market quotes on federal funds
futures, market participants anticipated
further easing. Mortgage rates followed
Treasury yields lower, precipitating a
huge surge of mortgage refinancing. To
offset the decline in the duration of their
portfolios stemming from the jump in
prepayments, mortgage investors report-
edly bought large quantities of longer-
dated Treasuries, amplifying the fall in
yields. Interest rates on corporate bonds
also declined in the first half of the year,
prompting many firms to issue long-
term debt to pay down other, more
expensive forms of debt and build up
cash assets. Growing confidence that
the frequency and severity of corporate
accounting scandals were waning likely
contributed to the narrowing in risk
spreads. By the end of spring, default
rates on corporate bonds had begun to
decline, and corporate credit quality
appeared to stabilize.

By the time of the June FOMC meet-
ing, federal funds futures data implied
that market participants had generally
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come to expect an aggressive reduction
in the target federal funds rate, so the
Committee’s decision to lower the tar-
get rate by only 25 basis points came as
a surprise to some. In addition, some
investors were reportedly disappointed
that the statement following this meet-
ing included no mention of “‘unconven-
tional” monetary policy actions that
would be aimed at lowering longer-
term yields more directly than through
changes in the federal funds rate tar-
get alone. As a result, market interest
rates backed up, with the move prob-
ably amplified by the unwinding of
mortgage-related hedging activity. The
Chairman’s monetary policy testimony
in July, and the FOMC'’s statements at
subsequent meetings that noted that
policy could remain accommodative for
““a considerable period,” apparently pro-
vided an anchor for the front end of the
yield curve. At the same time, increas-
ingly positive economic reports bol-
stered confidence in the markets, and
longer-dated Treasury securities ended
the year about 40 basis points above
their year-earlier levels. But, with the
expansion evidently gaining traction and
investors becoming more willing to take
on risk, corporate risk spreads, particu-

Spreads of Corporate Bond Yields over
the Ten-Year Treasury Yield

Percentage points

High-yield

2004

Note. The data are daily and extend through
February 4, 2004. The spreads compare the yields on the
Merrill Lynch AA, BBB, and 175 high-yield indexes
with the yield on the ten-year off-the-run Treasury note.

larly those on speculative-grade issues,
continued to fall over the second half of
the year. Treasury yields fell early in
2004, largely in response to the weaker-
than-expected December labor market
report. After the release of the Commit-
tee’s statement following its January
meeting, Treasury yields backed up
a bit as futures market prices implied
an expectation of an earlier onset of
tightening than had been previously
anticipated.

Equity Markets

Broad equity price indexes ended the
year 25 percent to 30 percent higher.
Early in the year, stock prices were buf-
feted by mixed news about the pace of
economic expansion and by heightened
geopolitical tensions. Rising oil prices
boosted the shares of energy companies
very early in the year while, by and
large, stocks in other sectors were stum-
bling. By spring, however, positive news
on corporate earnings—often exceeding
expectations—and easing of geopoliti-
cal tensions associated with the initia-
tion of military action in Iraq boosted
equity prices significantly. Subse-
quently, the swift end to major combat
operations in Iraq caused implied vola-
tility on the S&P 500 index to fall sub-
stantially. Over the rest of the year,
increasingly positive earnings results
contributed to a sustained rally in
stock prices, and implied volatility in
equity markets fell further. Corporate
scandals—albeit on a smaller scale than
in previous years—continued to emerge
in 2003, but these revelations appeared
to leave little lasting imprint on broad
measures of stock prices. For the year
as a whole, the Russell 2000 index of
small-cap stocks and the technology-
laden Nasdaq composite index, which
rose 45 percent and 50 percent, respec-
tively, noticeably outpaced broader
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Major Stock Price Indexes
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Note. The data are daily and extend through Feb-

ruary 4, 2004.

indexes. To date in 2004, equity markets
have continued to rally.

With the sustained rise in stock
prices, the ratio of expected year-ahead
earnings to stock prices for firms in the
S&P 500 edged down over 2003. The
gap between this ratio and the real ten-
year Treasury yield—a crude measure
of the equity risk premium—narrowed a
bit over the course of the year, though it
remains in the upper part of the range
observed over the past two decades.

Debt and Financial Intermediation

Aggregate debt of the domestic non-
financial sectors is estimated to have
increased about 84 percent in 2003, just
over a percentage point faster than in
2002. Federal debt accelerated sharply,
rising 11 percent, owing to the larger
budget deficit. Household debt rose
almost as rapidly, and the increase in
state and local government debt also
was substantial. In contrast, business
borrowing remained subdued last year.
In the business sector, investment
spending, particularly in the beginning
of the year, was mainly financed with
internal funds, limiting, though not
eliminating, businesses’ need to increase
debt. With long-term rates falling
through midyear and credit spreads—

especially for riskier borrowers—
narrowing, corporate treasurers shifted
their debt issuance toward bond financ-
ing and away from shorter-term debt.
Household borrowing also shifted in
response to lower longer-term rates.
Mortgage rates followed Treasury rates
lower in the spring, and mortgage origi-
nations for both home purchases and
refinancings surged. Refinancing activ-
ity appears to have held down growth of
consumer credit as households extracted
equity from their homes and used the
proceeds, in part, to pay down higher-
cost consumer debt. Nevertheless, con-
sumer credit posted a moderate advance
in 2003, buoyed by heavy spending on
autos and other durables. A substantial
widening of the federal deficit forced
the Treasury to increase its borrowing
significantly. To facilitate the pickup in
borrowing, the Treasury altered its auc-
tion cycle to increase the frequency of
certain issues and reintroduced the
three-year note.

Depository credit rose 6 percent in
2003 and was driven by mortgage lend-
ing and the acquisition of mortgage-
backed securities by both banks and
thrift institutions. Consumer lending
also was substantial, as lower interest
rates and auto incentives spurred spend-
ing on durable goods. In contrast, busi-
ness loans fell 74 percent over 2003, a
drop similar to the runoff in 2002. Sur-
vey evidence suggests that the decline in
business lending at banks was primarily
the result of decreased demand for these
loans, with respondent banks often cit-
ing weak investment and inventory
spending. Moreover, the contraction was
concentrated at large banks, whose cus-
tomers tend to be larger corporations
that have access to bond markets, and
the proceeds of bond issuance were
apparently used, in part, to pay down
bank loans. The January 2004 Senior
Loan Officer Opinion Survey reported a
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pickup in business loan demand arising
mainly from increased spending on plant
and equipment and on inventories. Sup-
ply conditions apparently played a sec-
ondary role in the weakness in business
loans in 2003. Banks tightened stan-
dards and terms on business loans some-
what in the first half of the year, but by
year-end they had begun to ease terms
and standards considerably, in part
because of reduced concern about the
economic outlook.

The M2 Monetary Aggregate

M2 increased 5% percent in 2003, a
pace somewhat slower than in 2002 and
a bit below the rate of expansion of
nominal income. The deceleration in M2
largely reflected a considerable contrac-
tion in the final quarter of the year after
three quarters of rapid growth. The
robust growth in money around mid-
year was concentrated in liquid deposits
and likely resulted in large part from
the wave of mortgage refinancings,
which tend to boost M2 as the proceeds
are temporarily placed in non-interest-
bearing accounts pending disbursement
to the holders of mortgage-backed secu-
rities. Moreover, around the middle of
the year, the equity that was extracted
from home values during refinancings
probably provided an additional boost
to deposits for a time, as households
temporarily parked these funds in M2
accounts before paying down other debt
or spending them. In the fourth quarter,
M2 contracted at an annual rate of 2 per-
cent, the largest quarterly decline since
consistent data collection began in 1959.
As mortgage rates backed up and the
pace of refinancing slowed, the funds
that had been swelling deposits flowed
out, depressing M2. The sustained rally
in equity markets after the first quarter
of the year may also have slowed M2
growth, as expectations of continued

higher returns led households to shift
funds from M2 assets to equities, a view
reinforced by the strong flows into
equity mutual funds.

International Developments

Economic growth abroad rebounded in
the second half of last year as factors
that weighed on the global economy in
the first half—including the SARS epi-
demic and uncertainty sutrounding the
war in Irag—dissipated. Foreign growth
also was boosted by the strong rebound
in the U.S. economy, the revival of the
global high-tech sector, and, in many
countries, ample policy stimulus.

Strong second-half growth in China
stimulated activity in other emerging
Asian economies and Japan by raising
the demand for their exports. Growth in
Japan also was spurred by a recovery in
private spending there on capital goods.
Economic activity in Europe picked up
in the second half, as export growth
resumed. Economic growth in Latin
America has been less robust; the Mexi-
can economic upturn has lagged that of
the United States, and Brazil’s economy
has only recently begun to recover from
the effects of its 2002 financial crisis.

Monetary authorities abroad gener-
ally eased their policies during the first
half of 2003 as economic activity stag-
nated. In the second half, market partici-
pants began to build in expectations of
eventual monetary tightening abroad,
and official interest rates were raised
by year-end in the United Kingdom and
Australia. Canadian monetary policy
followed a different pattern; the Bank of
Canada raised official interest rates in
the spring as inflation moved well above
its 1 percent to 3 percent target range
but cut rates later in the year and again
early this year as slack emerged and
inflation moderated. Similarly, lower
inflation in Mexico and Brazil allowed
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authorities to ease monetary policy dur-
ing 2003. The Bank of Japan maintained
official interest rates near zero and con-
tinued to increase the monetary base.

In foreign financial markets, equity
prices fell, on average, until mid-March
but since then have risen in reaction
to indications of stronger-than-expected
global economic activity. Emerging-
market equity indexes outpaced those
in the industrial countries in 2003, with
markets in Latin America posting par-
ticularly strong gains. Around midyear,
long-term interest rates declined to
multiyear lows in many countries as
economic growth slowed and inflation-
ary pressures diminished, but those
rates moved higher in the second half
as growth prospects improved. Bond
spreads came down substantially during
the year, both for industrial-country cor-
porate debt and for emerging-market
sovereign debt; spreads of the J.P. Mor-
gan Emerging Market Bond Index
(EMBI+) over U.S. Treasury securities
fell to their lowest levels since before
the Russian crisis of 1998. Gross capital
flows to emerging markets, however,
remained well below their 1997 peak.

The foreign exchange value of the
dollar continued to decline last year as
concerns over the financing of the large
and growing U.S. current account deficit
took on greater prominence. The dollar
declined 18 percent against the Cana-
dian dollar, 17 percent against the euro,
and 10 percent against the British pound
and the Japanese yen. In contrast, the
value of the dollar was little changed,
on net, against the currencies of our
other important trading partners, in part
because officials of China and of some
other emerging Asian economies man-
aged their exchange rates so as to main-
tain stability in terms of the dollar.
Among Latin American currencies, the
dollar declined against the Brazilian and
Argentine currencies but appreciated

U.S. Dollar Exchange Rate against
Selected Major Currencies
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Note. The data are weekly and are in foreign
currency units per dollar. Last observations are the
average of trading days through February 4, 2004.

against the Mexican peso. On balance,
the dollar depreciated 9 percent during
2003 on a trade-weighted basis against
the currencies of a broad group of U.S.
trading partners.

Industrial Economies

The euro-area economy contracted in
the first half of 2003, weighed down
in part by geopolitical uncertainty and
higher oil prices. In the second half,
economic activity in the euro area began
to grow as the global pickup in activity
spurred a recovery of euro-area exports
despite the continued appreciation of the
euro. The monetary policy of the Euro-
pean Central Bank (ECB) was support-
ive of growth, with the policy interest
rate lowered to 2 percent by midyear.
Consumer price inflation slowed to
around 2 percent, the upper limit of
the ECB’s definition of price stability.
Despite increased economic slack, infla-
tion moved down only a little, partly
because the summer drought boosted
food prices. For the second straight
year, the governments of Germany and
France each recorded budget deficits
in excess of the 3 percent deficit-to-
GDP limit specified by the Stability
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and Growth Pact. However, in light of
economic conditions, European Union
finance ministers chose not to impose
sanctions.

After a sluggish first quarter, the UK.
economy expanded at a solid pace for
the remainder of 2003, supported by
robust consumption spending and con-
siderable government expenditure. The
Bank of England cut rates in the first
half of the year but reversed some of
that easing later in the year and early
this year as the economy picked up
and housing prices continued to rise at
a rapid, albeit slower, pace. In June,
the British government announced its
assessment that conditions still were
not right for the United Kingdom to
adopt the euro. In December, the Brit-
ish government changed the inflation
measure to be targeted by the Bank of
England from the retail prices index
excluding mortgage interest (RPIX) to
the consumer prices index. UK. infla-
tion currently is well below the objec-
tive of 2 percent on the new target
index.

The Canadian economy contracted in
the second quarter owing to the impact
of the SARS outbreak in Toronto on
travel and tourism, but it rebounded in
the latter half of the year. Canadian eco-
nomic growth continued to be led by
strong domestic demand; consumption
remained robust and investment spend-
ing accelerated, offsetting the negative
effect of Canadian dollar appreciation
on both exports and import-competing
industries. Canadian consumer price
inflation swung widely last year, rising
to 44 percent on a twelve-month basis
in February before falling to 1'2 per-
cent in November and ending the year
at 2 percent. The swing partly reflected
movements in energy prices, but
changes in auto insurance premiums and
cigarette taxes also played an important
role.

Japanese real GDP recorded signifi-
cant growth in 2003 for the second
straight year. Private investment spend-
ing made the largest contribution to
the expansion. Consumer spending
remained sluggish as labor market con-
ditions continued to be soft. However,
nominal wages stabilized following a
sharp drop in 2002, and leading indi-
cators of employment moved higher.
Despite an appreciation of the yen late
in the year, Japanese exports posted
a strong increase in 2003 primarily
because of gains in exports to China and
other emerging Asian economies. With
consumer prices continuing to decline,
the Bank of Japan (BOJ) maintained
its policy interest rate near zero and
eased monetary policy several times
during 2003 by increasing the target
range for the outstanding balance of
reserve accounts held by private finan-
cial institutions at the BOJ. The BOJ
also took other initiatives last year to
support the Japanese economy, includ-
ing launching a program to purchase
securities backed by the assets of small-
and medium-sized enterprises. Japanese
banks continued to be weighed down by
large amounts of bad debt, but some
progress was made in resolving prob-
lems of insufficient bank capital and
in reducing bad-debt levels from their
previous-year highs.

Emerging-Market Economies

Growth in the Asian developing econo-
mies rebounded sharply in the second
half of 2003 after having contracted in
the first half. The outbreak of SARS
in China and its spread to other Asian
economies was the primary factor
depressing growth in the first half, and
the subsequent recovery of retail sales
and tourism after the epidemic was con-
tained was an important factor in the
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U.S. Dollar Exchange Rates and Bond
Spreads for Selected Emerging Markets
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Note. The exchange rate data are weekly averages
indexed to the week ending January 5, 2001. Last
observations are the average of trading days through
February 4, 2004. Exchange rates (top panel) are in
foreign currency units per dollar. Bond spreads (bottom
panel) are the spreads of the J.P. Morgan Emerging
Market Bond Index (EMBI+) over U.S. Treasury
securities.

sharp rebound. The pattern of Asian
growth also reflected the sharp recovery
of the global high-tech sector in the
second half after a prolonged period of
weakness. Exports continued to be the
main engine of growth for the region.
However, domestic demand contributed
importantly to growth in China, where
state-sector investment increased at a
rapid clip and a boom in construction
activity continued. Supply problems
caused food prices and overall con-
sumer prices in China to rise on a
twelve-month basis last year, following
a period of price deflation during the
previous year. In addition, concerns
emerged that some sectors of the Chi-
nese economy, particularly the property

markets in Beijing and Shanghai, may
be overheating.

Korean economic growth turned
negative in the first half, as the high
level of household debt, labor unrest,
and concerns over North Korea’s
nuclear development depressed private-
sector spending. A sharp rise in exports
spurred a revival of growth in the
second half even as domestic demand
remained subdued.

The Mexican economy remained
sluggish through much of the year but
recently has shown some signs of
improvement. After lagging the rise in
U.S. production, Mexican industrial
production posted strong gains in Octo-
ber and November, although it remains
well below the peak it reached in 2000.
Exports rose late last year to almost the
peak they had reached in 2000. Con-
sumer price inflation came down over
the course of 2003 to 4 percent, the
upper bound of the 2 percent to 4 per-
cent target range. The Bank of Mexico
has left policy unchanged since tighten-
ing five times between September 2002
and March 2003, but market interest
rates have fallen owing to weakness in
economic activity.

The Brazilian economy contracted in
the first half of 2003 partly as a result of
the 2002 financial crisis and the con-
sequent monetary policy tightening. It
then expanded moderately in the second
half, boosted by strong export growth
and a recovery in investment spending.
Brazilian financial indicators improved
significantly in 2003, in part because the
Brazilian government began to run a
substantial primary budget surplus and
to reform the public-sector pension sys-
tem. The Brazilian stock market soared
nearly 100 percent last year, and Bra-
zil’s EMBI+ bond spread narrowed by
nearly two-thirds. As the Brazilian cur-
rency stabilized and began to appreciate,
Brazil’s inflation outlook improved,
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allowing the central bank to reverse
fully its earlier rate hikes and to reduce
the overnight interest rate to a multi-
year low, although real interest rates
remained high.

The Argentine economy rebounded
in 2003 from the sharp contraction that
occurred in the wake of its financial
crisis in 2001-02. Still, economic activ-
ity remains far below pre-crisis levels,

and many of Argentina’s structural
problems have not been addressed. With
the government still in default to its
bondholders, the country’s sovereign
debt continued to carry a very low credit
rating, and its EMBI+ spread remained
extremely high. Even so, the Argentine
peso appreciated on balance in 2003,
and the Merval stock index nearly
doubled over the course of the year. =
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Monetary Policy Report of July 2003

Monetary Policy and the
Economic Outlook

The subpar performance of the U.S.
economy extended into the first half of
2003. Although accommodative macro-
economic policies and continued robust
productivity growth helped to sustain
aggregate demand, businesses remained
cautious about spending and hiring. All
told, real gross domestic product contin-
ued to rise in the first half of the year
but less quickly than the economy’s pro-
ductive capacity was increasing, and
margins of slack in labor and product
markets thereby widened further. As a
result, underlying inflation remained
low—and, indeed, seems to have moved
down another notch. In financial mar-
kets, longer-term interest rates fell, on
net, over the first half of the year as the
decline in inflation and the subdued per-
formance of the economy led market
participants to conclude that short-term
interest rates would be lower than pre-
viously anticipated. These lower interest
rates helped to sustain a rally in equity
prices that had begun in mid-March.
During the first quarter of the year,
the economy’s prospects were clouded
by the uncertainties surrounding the
onset, duration, and potential conse-
quences of war in Iraq. War-related con-
cerns provided a sizable boost to crude
oil prices; as a result, households faced
higher bills for gasoline and heating oil,
and many firms were burdened with

Note. The discussion in this section consists
of the text and tables from the Monetary Policy
Report submitted to the Congress on July 15,
2003; the charts from this report (as well as earlier
reports) are available on the Board’s web site, at
www federalreserve.gov/boarddocs/hh.

rising energy costs. These concerns also
caused consumer confidence to sag and
added to a general disinclination of
firms to spend, hire, and accumulate
inventories. Caution was apparent in
financial markets as well, and investors
bid down the prices of equities in favor
of less-risky securities.

The swift prosecution of the war in
Iraq resolved some of these exceptional
uncertainties but by no means all of
them. Nonetheless, oil prices receded,
and the improvement in the economic
climate was sufficient to cause stock
prices to rally, risk spreads on corporate
securities to narrow, and consumer con-
fidence to rebound. At the same time,
the incoming economic data—much of
which reflected decisions made before
the war—remained mixed, and inflation
trended lower. At the conclusion of its
May meeting, the Federal Open Market
Committee (FOMC) indicated that,
whereas the risks to the outlook for eco-
nomic growth were balanced, the risk of
an unwelcome substantial fall in infla-
tion from its already low level, though
minor, exceeded that of a pickup in
inflation. In the weeks that followed,
market participants pushed down the
expected future path of the federal funds
rate, which contributed to the fall in
longer-term interest rates and a further
rise in equity prices.

At the time of the June FOMC meet-
ing, the available evidence did not yet
compellingly demonstrate that a mate-
rial step-up in economic growth was
under way, though some indicators did
point to a firming in spending and a
stabilization in the labor and product
markets. The Committee concluded that
a slightly more expansive monetary pol-
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icy would be warranted to add further
support to the economic expansion. The
Committee’s assessment and ranking of
the risks to the outlook for economic
growth and inflation were the same as in
May.

The Federal Reserve expects eco-
nomic activity to strengthen later this
year and in 2004, in part because of the
accommodative stance of monetary pol-
icy and the broad-based improvement in
financial conditions. In addition, fiscal
policy is likely to be stimulative as the
provisions of the Jobs and Growth Tax
Relief Reconciliation Act of 2003 go
into effect and as defense spending con-
tinues to ramp up. Severe budgetary
pressures are causing state and local
governments to cut spending and to
increase taxes and fees, but these actions
should offset only a portion of the impe-
tus from the federal sector. Moreover,
the continued favorable performance of
productivity growth should lift house-
hold and business incomes and thereby
encourage capital spending. Given the
ongoing gains in productivity and the
existing margin of resource slack, aggre-
gate demand could grow at a solid pace
for some time before generating upward
pressure on inflation.

Monetary Policy, Financial
Markets, and the Economy
over the First Half of 2003

During the weeks before the January
meeting of the FOMC, geopolitical
developments and the uneven tone of
economic data releases created substan-
tial uncertainty. Businesses had contin-
ued to reduce their payrolls and post-
pone capital expenditures. However, the
absence of fresh revelations of lapses
in corporate governance or accounting
problems and some increased appetite
for risk on the part of investors helped
push down yields on corporate debt,

which encouraged firms to issue bonds
to reduce their financing costs and
restructure their balance sheets. Mean-
while, moderate gains in household
income and historically low mortgage
rates underpinned still-considerable
demand for housing. Retail sales, par-
ticularly those of motor vehicles, also
were strong at the end of 2002 despite
some drop-off in consumer confidence.
Core inflation seemed to be on a declin-
ing trend, although the foreign exchange
value of the dollar had depreciated, and
top-line inflation was being boosted by
a sizable run-up in energy prices. The
substantial slack in resource utilization,
as well as the solid gains in labor pro-
ductivity, led members to the view
that consumer price inflation—by then
already very low—was unlikely to
increase meaningfully. Against that
backdrop, the Committee members con-
tinued to believe that economic fun-
damentals were in place to support a
pickup in the growth of economic activ-
ity during the year ahead. Accordingly,
the FOMC decided at the January meet-
ing to leave interest rates unchanged and
assessed the risks as balanced with
respect to its dual goals of sustainable
economic growth and price stability.

In subsequent weeks, economic per-
formance proved disappointing. The
increasing likelihood of war in Iraq was
accompanied by a steep rise in crude
oil prices and considerable volatility
in financial markets. For much of that
period, investors sought the relative
safety of fixed-income instruments; that
preference induced declines in yields on
Treasury securities and high-quality cor-
porate bonds and a drop in stock prices.
Consumer outlays also softened after
January, although low mortgage rates
and rising incomes were still providing
support for household spending. Busi-
nesses continued to trim workforces and
cut capital spending.
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When the Committee met on
March 18, full-scale military conflict in
Iraq seemed imminent. In an environ-
ment of considerable uncertainty, the
FOMC had to weigh whether economic
sluggishness was largely related to
worries about the war, and hence would
lift once the outcome was decided, or
was indicative of deep-seated restraints
on economic activity. The Committee,
which reasoned that it could not make
such a distinction in the presence of so
much uncertainty, left the funds rate
unchanged and declined to character-
ize the balance of risks with respect to
its dual goals. However, the Commit-
tee noted that, given the circumstances,
heightened surveillance would be par-
ticularly informative, and it held a series
of conference calls during late March
and April to discuss the latest economic
developments.

Some of the uncertainty was resolved
by the quick end to major military
action in Iraq. Equity prices and con-
sumer confidence rose while oil prices
and risk spreads on corporate debt
fell. Fiscal policy seemed set to become
even more stimulative given the pros-
pect of increased spending on defense
and homeland security as well as
the likely enactment of additional tax
cuts. Part of the federal stimulus,
however, was thought likely to be
offset by the efforts of state and local
governments to close their budget
gaps.

Economic reports were generally
disappointing. Industrial production
declined in March, and capacity utili-
zation fell to a twenty-year low. The
employment reports for March and April
indicated that private nonfarm payrolls
had continued to fall. Although order
backlogs for nondefense capital goods
had risen recently, businesses generally
remained reluctant to invest in new
capacity.

In light of the financial and policy
stimulus already in place, the FOMC
left the federal funds rate unchanged
at its May meeting. To provide more
specific guidance about its views, the
FOMC included in its announcement
separate assessments of the risks to
the outlook for economic growth and
inflation as well as the overall bal-
ance between the two. The Committee
viewed the upside and downside risks to
economic growth as balanced, but it per-
ceived a higher probability of an unwel-
come substantial fall in inflation than
of a pickup in inflation from its current
low level. The Committee considered
that the overall balance of risks to its
dual objectives was weighted toward
weakness. That said, members con-
cluded that there was only a remote
possibility that resource utilization
would remain so low that the disinfla-
tion process would cumulate to produce
a declining overall price level for an
extended period.

Financial market participants reacted
strongly to this characterization of risks,
believing that the Committee’s focus on
leaning against appreciable disinflation
implied that monetary policy would be
more accommodative and remain so for
longer than previously thought. Inves-
tors pushed down the expected path of
the federal funds rate in the weeks fol-
lowing the meeting. Intermediate- and
long-term interest rates fell significantly
and spurred another round of long-term
bond issuance. The resulting decline in
real interest rates helped sustain the rally
in equity prices.

Between the May and June meetings,
a few tentative signs suggested that
the pace of economic activity might
be firming. Industrial production and
retail sales edged up in May, available
data indicated that employment had
stopped declining, residential invest-
ment remained strong, and survey mea-
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sures of consumer sentiment and busi-
ness conditions were well above the
levels of earlier in the year. Financial
conditions had improved markedly, but
businesses reportedly remained some-
what averse to new investment projects,
in part because of significant unused
capacity. They also seemed reluctant
to expand their workforces until they
viewed a sustained pickup in aggregate
demand as more certain.

With inflation already low and infla-
tion expectations subdued, the Commit-
tee judged that it would be prudent to
add further support for economic expan-
sion, and it lowered the target for the
federal funds rate 25 basis points, to
1 percent. The FOMC continued to view
the risks to economic growth as bal-
anced and again noted that the minor
probability of substantial further dis-
inflation exceeded the probability of a
pickup in inflation from its current low
level. But because of the considerable
amount of economic slack prevailing
and the economy’s ability to expand
without putting upward pressure on
prices, the Committee indicated that the
small chance of an unwelcome substan-
tial decline in the inflation rate was
likely to remain its predominant concern
for the foreseeable future.

Economic Projections
for 2003 and 2004

The members of the Board of Governors
and the Federal Reserve Bank presi-
dents, all of whom participate in the
deliberations of the FOMC, expect eco-
nomic activity to accelerate in the sec-
ond half of this year and to gather addi-
tional momentum in 2004. The central
tendency of the FOMC participants’
forecasts for the increase in real GDP
over the four quarters of 2003 spans a
narrow range of 2' percent to 2% per-

Economic Projections for 2003 and 2004

Percent
Federal Reserve Governors
and
) Reserve Bank presidents
Indicator
Central
Range tendency
2003
Change, fourth quarter
to fourth quarter!
Nominal GDP ............ 3V2-4% 33414
RealGDP ................ 2Va-3 2Vo-2%
PCE chain-type price
index ................ 1-1% 1Va-1'2
Average level,
Sfourth quarter
Civilian unemployment
TAE .. 6-6Ya 6-6Ya
2004
Change, fourth quarter
to fourth quarter!
Nominal GDP ............ 4%4-612 5Va—6Ya
RealGDP ................ 34h-5va 3%a—4%
PCE chain-type price
index ................ Va2 1-1'2
Average level,
Sfourth quarter
Civilian unemployment
| £:1 (RN 5V2—6Va 5v2-6

1. Change from average for fourth quarter of previous
year to average for fourth quarter of year indicated.

cent, which, given the modest increase
in real GDP in the first quarter, implies a
noticeable pickup in growth as the year
progresses. The central tendency for
projections of real GDP growth in 2004
spans a range of 3% percent to 4% per-
cent. The civilian unemployment rate is
expected to be between 6 percent and
6Y4 percent in the fourth quarter of 2003
and to decline to between 5% percent
and 6 percent by the fourth quarter of
2004.

Inflation is anticipated to be quite low
over the next year and a half. The chain-
type price index for personal consump-
tion expenditures (PCE) rose 1% per-
cent over the four quarters of 2002, and
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most FOMC participants expect infla-
tion to run somewhat lower this year
and then to hold fairly steady in 2004.
The central tendency of projections for
PCE inflation is 14 percent to 12 per-
cent in 2003 and 1 percent to 1%2 per-
cent in 2004.

Economic and Financial
Developments in 2003

Economic activity in the United States
remained sluggish in the first half of
2003. Businesses continued to be reluc-
tant to undertake new projects given the
unusual degree of uncertainty in the eco-
nomic environment, and the softness in
activity abroad crimped the demand for
U.S. exports. However, consumer spend-
ing grew moderately, housing activity
retained considerable vigor, and defense
spending picked up. Real GDP rose at
an annual rate of just 1'% percent in the
first quarter and appears to have posted
another modest gain in the second quar-
ter. With output growth remaining tepid
and labor productivity rising at a fairly
robust pace, firms continued to trim pay-
rolls in the first half of 2003, though job
losses in the private sector were a little
smaller than they had been, on average,
in 2002.

For much of the first half of the year,
headline inflation news was shaped
by movements in energy prices, which
soared during the winter, retreated
during the spring, and more recently
firmed. Core inflation—which excludes
the direct effects of food and energy
prices—was held to a low level by slack
in resource utilization and continued siz-
able advances in labor productivity.

As a result of slow economic growth
and the prospect that inflation would
remain very subdued, the federal funds
rate was maintained at the accommoda-
tive level of 1v4 percent for much of the
first half of the year. Intermediate- and

longer-term yields declined, in some
cases to their lowest levels on record.
Equity prices, which through mid-
March had fallen in response to weaker-
than-expected economic news and ris-
ing geopolitical tensions, began a broad
rally as it became clear that the war
in Iraq would begin imminently. The
apparent increase in investors’ appetite
for risk also helped push down risk
spreads on corporate bonds and trig-
gered inflows to equity and high-yield
bond mutual funds. Since the beginning
of the year, the foreign exchange value
of the dollar has depreciated nearly
5 percent against the broad group of
currencies of our major trading partners.

Households and businesses have
taken advantage of the decline in
intermediate-term and long-term inter-
est rates from their already low levels,
mostly by refinancing debt at ever more
favorable rates. Partly as a result, house-
hold credit quality was little changed
over the first half of the year, and house-
hold debt continued to expand at a rapid
pace as mortgage interest rates fell
to their lowest levels in more than
three decades. Business balance sheets
strengthened noticeably, and many mea-
sures of corporate credit performance
showed some improvement. Still, net
borrowing by businesses continued to
be damped by the softness in investment
spending.

The Household Sector
Consumer Spending

Consumer spending continued to in-
crease in the first half of 2003, though
not as quickly as in the past few years.
In total, real personal consumption
expenditures (PCE) rose at an annual
rate of 2 percent in the first quarter and
likely posted another moderate advance
in the second quarter. Purchases of new
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light motor vehicles were sustained
by the automakers’ use of increasingly
aggressive price and financing incen-
tives. Spending on goods other than
motor vehicles rose briskly in the first
quarter, though that was largely because
of the high level of spending around the
turn of the year; the data through May
suggest a further increase for this cate-
gory in the second quarter. In contrast,
outlays on services rose only slowly
over the first five months of the year
as weakness lingered in a number of
categories, including air travel and
recreation.

The rise in real consumption expendi-
tures so far in 2003 has about matched
the growth in real disposable personal
income (DPI), which has been restrained
by the poor job market and by the surge
in consumer energy prices early in the
year. Real DPI rose about 2V4 percent
at an annual rate between the fourth
quarter of 2002 and May after having
increased at a considerably faster pace
in 2002; the larger increase in real DPI
in 2002 in part reflected the effects of
the tax cuts enacted in 2001.

Among other key influences on con-
sumption, household wealth grew about
in line with nominal DPI in the fourth
quarter of 2002 and the first quarter of
2003 after having fallen sharply over the
preceding two years. While the rebound
in the stock market in the second quarter
should help the wealth-to-income ratio
recoup some of the ground it lost earlier,
households likely have not yet com-
pleted the adjustment of their spending
to the earlier drop in wealth. Mean-
while, the high level of mortgage refi-
nancing in recent quarters has bolstered
consumer spending by allowing home-
owners to reduce their monthly pay-
ments, pay down more costly consumer
debt, and in many cases cash out some
of the equity that has accumulated dur-
ing the upswing in house prices over the

past few years. Reflecting these influ-
ences, the personal saving rate averaged
34 percent over the first five months of
the year—about the same as the annual
average for 2002 but more than 1 per-
centage point above that for 2001.
Consumer confidence, which has
exhibited some sharp swings in recent
years, remained volatile in the first half
of 2003. After having declined mark-
edly over the second half of 2002, sur-
vey readings from both the Michigan
Survey Research Center and the Con-
ference Board took another tumble early
this year on concerns about the potential
consequences of a war in Iraq. With the
combat in Iraq largely over and the
stock market recovering, confidence
rose appreciably, on net, in the spring.

Residential Investment

Housing activity remained robust in the
first half of this year, as very low mort-
gage interest rates apparently offset
much of the downward pressure from
the soft labor market. In the single-
family sector, starts averaged an annual
rate of 1.39 million units over the first
five months of the year—2 percent
greater than the rapid pace for 2002 as
a whole. In addition, sales of new and
existing homes moved to exceptionally
high levels. According to the Michi-
gan survey, consumers’ assessments of
homebuying conditions currently are
very favorable, mainly because of the
low mortgage rates.

The available indicators provide dif-
fering signals on the magnitude of recent
increases in home prices, but, in general,
they point to smaller gains than those
recorded a year or two ago. Notably,
over the year ending in the first quarter,
the constant-quality price index for new
homes rose just 2%z percent, one of the
lowest readings of the past few years.
Meanwhile, the four-quarter increase in
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the repeat-sales price index for existing
homes, which topped out at 8% per-
cent in 2001, was 6% percent in the
first quarter. Still, the share of income
required to finance the purchase of a
new home, adjusted for variations over
time in structural characteristics, has
continued to move down as mortgage
rates have dropped, and it is now very
low by historical standards.

Activity in the multifamily sector
appears to have slipped somewhat this
year, perhaps in part because the strong
demand for single-family homes may
be cutting into the demand for apart-
ments. Multifamily starts totaled
325,000 units at an annual rate over the
first five months of the year, a pace
6 percent below that for 2002 as a
whole. In addition, vacancy rates for
multifamily rental properties rose fur-
ther in the first quarter, and apartment
rents continued to fall.

Household Finance

Household real estate debt grew rapidly
in the first half of the year with the
support of the brisk pace of home sales,
rising home prices, and falling mort-
gage interest rates. Indeed, according to
Freddie Mac, the average rate on thirty-
year conventional home mortgages fell
sharply until June, though it has edged
back up in recent weeks and now stands
at about 5'% percent. Applications for
mortgages to purchase homes rose well
above the already elevated level of last
year. Sales of existing homes, in par-
ticular, add significantly to the level of
mortgage debt because the purchaser’s
mortgage is typically much larger than
the seller’s had been. The pace of
mortgage refinancing—which adds to
borrowing because households often
increase the size of their mortgages
when they refinance—set consecutive
quarterly records in the first and second

quarters of 2003 in response to the
declines in mortgage rates. According
to Freddie Mac, more than 40 percent
of the refinancings in the first quarter
were ‘“‘cash-out” refinancings, and the
amount of equity extracted likely set a
record in the first half of this year. The
combination of rising home prices and
low interest rates also energized home
equity lending during the first half of
2003.

A major use of the proceeds from
both cash-out refinancing and home
equity loans reportedly has been to pay
down credit card and other higher-cost
consumer debt. Indeed, in line with
those reports, consumer debt advanced
at a relatively subdued 4% percent
annual rate in the first quarter. The
growth of revolving debt was about
5 percent at an annual rate, and nonre-
volving debt expanded at a 32 percent
annual rate. The growth of consumer
debt picked up in the spring; the accel-
eration in part reflected somewhat
higher motor vehicle sales that boosted
the nonrevolving component, which in
turn offset a deceleration in revolving
credit. Meanwhile, the average interest
rates charged on credit cards and on new
car loans at auto finance companies this
year have remained near the low end of
their recent ranges.

In total, household debt grew at a
10 percent annual rate in the first quar-
ter, a pace about unchanged from last
year’s. Despite the marked rise of this
debt over the past several quarters, the
aggregate debt-service burden of house-
holds ticked down in both the fourth
quarter of 2002 and the first quarter of
this year—periods during which bor-
rowing rates fell and the average matu-
rity of household debt rose. Although
households continued to borrow at a
rapid pace in the second quarter, the
declines in mortgage interest rates and
an elevated level of refinancing imply
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that the debt-service burden was likely
little changed.

The credit quality of household debt
remained fairly stable in the first quar-
ter. The delinquency rates both on resi-
dential mortgages and on credit card
loans edged down in the first quarter,
though persistently high delinquencies
among subprime borrowers remain a
problem area. Delinquency rates on auto
loans at captive finance companies have
edged up in recent months from their
very low levels of the past few years.
However, lenders probably anticipated
some increase as the plethora of new
vehicle loans issued in late 2001 and
early 2002 seasoned. The fact that a
large number of households declared
bankruptcy in the first half of the year
suggests that some households continue
to experience considerable distress.

In a continuation of the trend during
the second half of 2002, households
invested heavily in bond mutual funds—
and relatively safe bond funds at that—
during the first quarter of 2003 and dis-
invested from equity funds. However,
starting in March, households showed a
growing willingness to purchase shares
of riskier funds. As corporate credit
quality improved and risk-free interest
rates fell to record lows, a significantly
larger portion of the investment in bond
mutual funds flowed into corporate bond
funds—including high-yield funds—at
the expense of government bond funds.
Inflows to equity mutual funds report-
edly resumed in mid-March and contin-
ued through June.

The Business Sector
Fixed Investment

Investment in equipment and software
(E&S) continues to languish. Firms
reportedly remain reluctant to under-
take new projects because of the uncer-

tainty about the economic outlook
and heightened risk aversion in the
wake of last year’s corporate gover-
nance and accounting problems. Excess
capacity—in addition to being a
factor weighing on nonresidential
construction—also is limiting demand
for some types of equipment, most nota-
bly in the telecommunications area. But
other key determinants of equipment
spending are reasonably favorable. The
aggressive actions taken by firms over
the past few years to boost productivity
and trim costs have provided a lift to
corporate profits and cash flow. In addi-
tion, low interest rates and a rising stock
market are helping hold down firms’
cost of capital, as is the partial-
expensing investment tax incentive. In
addition, technological advances con-
tinue to depress the relative price of
computers at a time when stretched-out
replacement cycles have apparently wid-
ened the gap between the latest technol-
ogy and that embodied in many of the
machines currently in use.

Real spending on E&S fell at an
annual rate of nearly 5 percent in the
first quarter. The outlays were restrained
by a sharp decline in spending on trans-
portation equipment, especially motor
vehicles; excluding that category, spend-
ing posted a small gain. Real outlays on
high-tech equipment and software rose
at an annual rate of about 11 percent in
the first quarter, a bit faster than they
had in 2002. Real purchases of comput-
ers and peripheral equipment remained
on the moderate uptrend that has been
evident since such spending bottomed
out in 2001, and outlays on communica-
tions equipment picked up after an
extended period of weakness. Mean-
while, investment outside the transporta-
tion and high-tech areas dropped back a
bit.

Real E&S spending appears to have
turned up in the second quarter, in part
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because of a step-up in the pace of real
computer investment. However, incom-
ing data suggest that outlays on com-
munications equipment did not repeat
their first-quarter spurt. The data on
shipments of capital goods point to mod-
erate increases in spending outside of
high-tech and transportation in the
second quarter; moreover, backlogs of
unfilled orders for equipment in this
broad category have risen some this year
after having declined over the preceding
two years.

Nonresidential construction remained
weak in the first half of 2003. Although
real construction outlays were off only a
little in the first quarter, they had fallen
nearly 16 percent in 2002, and partial
data for the second quarter point to con-
tinued softness. The downturn in spend-
ing has been especially pronounced in
the office sector, where vacancy rates
have surged and rents have plunged.
Spending on industrial facilities also has
fallen dramatically over the past couple
of years; it has continued to contract
in recent quarters and is unlikely to
improve much in the absence of a sig-
nificant rise in factory operating rates.
Construction expenditures on other
commercial buildings (such as those for
retail, wholesale, and warehouse space),
which had declined less than did outlays
for other major categories of nonresi-
dential construction over the past couple
of years, moved up in the first quarter of
2003, but they too have shown some
renewed softness lately. One bright spot
is the drilling and mining sector, in
which outlays have risen sharply this
year in response to higher natural gas
prices.

Inventory Investment

Most businesses have continued to keep
a tight rein on inventories after the mas-
sive liquidation in 2001. Real inventory

investment in the first quarter was a
meager $5 billion at an annual rate and
occurred entirely in the motor vehicle
industry, where sagging sales and ambi-
tious production early in the year cre-
ated a noticeable bulge in dealer stocks,
especially of light trucks. In the second
quarter, the automakers reduced assem-
blies and expanded incentives to bolster
sales, but these steps were sufficient
only to reduce stocks a little, and inven-
tories remained high relative to sales
through June. Apart from the motor
vehicle industry, firms reduced stocks,
on net, over the first five months of
2003, and, with only a few exceptions,
inventories appear reasonably well
aligned with sales.

Corporate Profits
and Business Finance

Before-tax profits of nonfarm, nonfinan-
cial corporations grew at a 62 percent
annual rate in the first quarter of 2003,
and they constituted 8'2 percent of the
sector’s first-quarter GDP, the highest
proportion since the third quarter of
2000. Focusing on the companies that
make up the S&P 500, earnings per
share for the first quarter were up about
7 percent at a quarterly rate from the
fourth quarter of 2002 and were 11 per-
cent higher than four quarters earlier.
Although oil companies accounted for
the majority of the four-quarter increase,
earnings from the financial, utility, and
consumer durable sectors were also
strong and exceeded the market’s con-
servative expectations by larger-than-
usual margins. The recent depreciation
of the dollar substantially boosted reve-
nues of U.S. multinational corporations,
but the hedging of currency risk likely
limited the extent to which sales gains
showed through to profits.

Net equity retirements in the first
quarter of 2003 were probably a shade
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larger than in the fourth quarter of 2002,
as the decline in gross new issuance
more than offset lower gross retire-
ments. Equity retirements from cash-
financed mergers were a bit below their
pace in the past two years, and share
repurchases appear to be running some-
what slower as well. Volatile and declin-
ing equity prices in the first quarter
brought initial public offerings (IPOs) to
a standstill during the first four months
of this year. One small IPO was under-
taken in May, and another one came to
market in June. With regard to seasoned
equity offerings, a war-related lull in
March and April held the average
monthly pace of issuance this year well
below last year’s level. Most of these
offerings have been from energy firms
and utilities that have used the proceeds
primarily to reduce leverage and
increase liquidity.

The net debt growth of nonfinancial
corporate business was just 3 percent at
an annual rate in the first quarter, as
rising profits and lower outlays for fixed
and working capital held down corpo-
rations’ need for external funds. None-
theless, low interest rates continued to
attract firms to the bond market during
the first half of 2003, and issuance ran
well ahead of its rate of the second half
of 2002. Moreover, a large fraction of
the issues were from below-investment-
grade firms, which likely were respond-
ing to the even sharper fall in their
borrowing rates than investment-grade
firms enjoyed. A substantial portion of
the proceeds of recent bond issues have
been slated to pay down commercial
paper and commercial and industrial
(C&I) loans, and each of those com-
ponents contracted markedly during the
first half of the year. Another factor
contributing to the weakening in
demand for C&I loans this year was the
absence of merger and acquisition activ-
ity, according to the Federal Reserve’s

Senior Loan Officer Opinion Survey on
Bank Lending Practices.

The runoff in C&I loans appears
related more to a decrease in demand
than to a tightening of supply condi-
tions, and bank credit appears to remain
available for qualified business borrow-
ers. The net fraction of banks in the
Senior Loan Officer Opinion Survey that
reported having tightened lending stan-
dards and terms on C&I loans during the
first part of the year decreased mark-
edly, and the Survey of Small Business
by the National Federation of Indepen-
dent Business showed that the net per-
centage of small businesses believing
credit had become more difficult to
obtain hovered near the middle of its
recent range. Moreover, in the April
Senior Loan Officer Opinion Survey, a
number of banks reported that they had
eased lending terms in response to
increased competition for C&I loans
from nonbank lenders. Indeed, data from
Loan Pricing Corporation indicate that
nonbank financial institutions purchased
a record amount of new syndicated loans
during the first quarter of this year; the
buyers were reportedly attracted in part
by improving liquidity in the secondary
loan market.

The decline in both short- and long-
term interest rates, combined with slow
increases in total business debt, con-
tributed to a further reduction in the net
interest burden of nonfinancial corpora-
tions during the first quarter. Moreover,
by issuing bonds and paying down
short-term debt, businesses have sub-
stantially lengthened the overall matu-
rity of their debt, thus reducing their
near-term repayment obligations. These
developments, together with higher
profitability, have helped most measures
of corporate credit performance to
improve this year. The number of rat-
ings downgrades continued to exceed
upgrades but by a notably smaller mar-
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gin than last year. The six-month trail-
ing bond default rate declined consider-
ably in the first half of the year. The
four-quarter moving average of recov-
ery rates on defaulted bonds improved
a bit in the first quarter, although it
remained at the low end of its range of
the past several years. The delinquency
rate on C&I loans at commercial banks
also moved down some in the first quar-
ter, albeit to a level well above that of
the late 1990s.

Commercial Real Estate

The growth of debt backed by commer-
cial real estate remained robust this year
despite some deterioration in that sec-
tor’s underlying fundamentals. In the
first quarter of 2003, the expansion of
debt was driven by lending at commer-
cial banks and was spread about equally
across broadly defined types of commer-
cial real estate loans. Although the issu-
ance of commercial-mortgage-backed
securities (CMBS) slowed somewhat in
the first quarter from the rapid pace of
the second half of last year, issuance
appears to have rebounded strongly in
the second quarter.

Despite continued increases in va-
cancy rates and declines in the rents
charged for various types of commercial
properties, the credit quality of commer-
cial mortgages has yet to show appre-
ciable signs of deterioration. At com-
mercial banks, delinquency rates on
commercial mortgages edged up only
slightly in the first quarter of 2003 from
their historically low levels of recent
years. Delinquency rates on CMBS,
which were stable in 2002 at about the
midpoint of their recent range, have also
risen just a bit this year. Respondents
to the April 2003 Senior Loan Officer
Opinion Survey attributed the resiliency
of the credit quality of commercial real
estate loans in part to borrowers’ ability

to refinance at lower interest rates; they
also mentioned that the many borrow-
ers with substantial equity positions in
the mortgaged properties have an extra
incentive to remain current. Banks also
pointed to their having tightened lend-
ing standards and terms, including
maximum loan-to-value ratios, well in
advance of the current downturn.

In line with the assessment that, to
date, credit quality in the sector remains
good, spreads on CMBS over Treasuries
have remained in the lower half of the
ranges observed over the past few years.
Market reports indicate that CMBS issu-
ers generally have had access to terror-
ism insurance for the underlying proper-
ties, and the cost of that insurance has
come down significantly. In addition,
newly formed pools that include high-
profile properties reportedly have been
diversified to further protect investors
from losses due to acts of terrorism.

The Government Sector

Federal Government

The federal budget deficit has widened
significantly as a consequence of the
persistent softness in receipts and legis-
lative actions affecting both spending
and taxes. Over the first eight months
of the current fiscal year—October to
May—the deficit in the unified budget
was $292 billion, nearly $150 billion
larger than that recorded during the
comparable period last year. Moreover,
recent policy actions are projected to
boost the deficit significantly over the
remainder of the fiscal year. In particu-
lar, receipts will be reduced appreciably
by several provisions of the Jobs and
Growth Tax Relief Reconciliation Act
of 2003, including advance refund
checks for the 2003 increment to the
child tax credit, downward adjustments
to withholding schedules for individual
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taxpayers, and the sweetening of the
partial-expensing investment incentive
for businesses. In addition, outlays will
be boosted by the supplemental appro-
priations for defense and foreign aid and
by additional grants to the states. If the
latest projection from the Congressional
Budget Office is realized, the unified
deficit will increase from $158 billion in
fiscal 2002 to more than $400 billion in
fiscal 2003.

The deterioration in the unified bud-
get has been mirrored in a sharp down-
swing in federal saving—essentially, the
unified surplus or deficit adjusted to
conform to the accounting practices fol-
lowed in the national income and prod-
uct accounts (NIPA). Indeed, net federal
saving, which accounts for the depre-
ciation of government capital, fell from
a high of a positive 2 percent of GDP
in 2000 to a negative 2'2 percent of
GDP in the first quarter of 2003. With
little change, on balance, in nonfederal
domestic saving over this period, the
downswing in federal saving showed
through into net national saving, which
was equal to less than 1 percent of GDP
in the first quarter, compared with the
recent high of 6%z percent of GDP in
1998. If not reversed over the longer
haul, such low levels of national saving
could eventually impinge on the forma-
tion of private capital that contributed to
the improved productivity performance
of the past half-decade.

Federal receipts in the first eight
months of the current fiscal year were
nearly 3 percent lower than during the
comparable period of fiscal 2002 after
adjusting for some shifts in the timing of
payments during the fall of 2001. Indi-
vidual receipts were especially weak:
Although withheld taxes, which tend to
move in line with wages and salaries,
held up fairly well (after adjusting for
changes in tax law) during this period,
nonwithheld payments, which are more

sensitive to capital income, dropped
sharply. This spring’s net final pay-
ments, which are largely payments on
the previous year’s liabilities, were
exceptionally soft for a second year in
a row; in combination with the infor-
mation on withheld and estimated
payments, they imply that individual lia-
bilities continued to shrink as a percent-
age of the NIPA tax base in 2002. The
substantial drop in the ratio of liabilities
to NIPA income over the past couple
of years reflects in part a reversal of
the capital gains bonanza of the late
1990s and the tax reductions enacted in
2001. (Capital gains are not included in
the NIPA income measure, which, by
design, includes only income from cur-
rent production.) In addition, the change
in the distribution of income in the late
1990s, which concentrated more income
in the upper tax brackets, may have been
reversed some during the past couple of
years.

Federal spending during the first eight
months of fiscal year 2003 was 6% per-
cent higher than during the same period
last year; excluding the drop in net inter-
est outlays, spending was more than
74 percent higher. Spurred by the war
in Iraq, defense spending has moved up
another 15 percent thus far this year;
outlays for homeland security have
risen briskly as well. Expenditures
for income security programs, which
include the temporary extended unem-
ployment compensation program, also
have risen at a fairly rapid rate. Though
growth in spending on Medicare and
Medicaid, taken together, has slowed a
bit this year, the rising cost and utili-
zation of medical care continue to put
upward pressure on these programs.

Expenditures for consumption and
gross investment, the part of federal
spending that is included in GDP, rose
just slightly in real terms in the first
quarter as a sizable increase in non-
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defense purchases was nearly offset by
a surprising decline in defense spending.
The dip in defense spending followed
several quarters of large increases; with
the supplemental appropriation in place,
defense spending in the second quar-
ter appears to have resumed its rapid
growth.

Federal debt held by the public
advanced at a 2V4 percent annual rate
in the first quarter and remained at just
below 35 percent of nominal GDP. Dur-
ing the first half of the year, the Trea-
sury announced several changes in its
debt management, including the reintro-
duction of three-year notes and regular
reopenings of certain five-year and ten-
year notes, to position itself better to
address the widening federal deficit.
These steps have the consequences of
lengthening the average maturity of its
outstanding debt and trimming the size
of some of its auctions. The Treasury
also noted that it would be increasing
the frequency and size of its auctions of
inflation-indexed securities.

Beginning in February 2003, the
Treasury needed to take steps to avoid
exceeding the level of the statutory debt
ceiling and employed several account-
ing devices to which market participants
have become accustomed. It also tempo-
rarily suspended the issuance of the type
of Treasury debt instrument in which
the proceeds of advance refundings by
state and local governments are allowed
to be invested. No adverse reaction in
financial markets was apparent during
this period, however, and a bill increas-
ing the debt ceiling $984 billion, to
$7.384 trillion, was enacted on May 23.

State and Local Governments

On the whole, the budget situation at
state and local governments remains
grim. Like the federal government,
states and localities were running siz-

able budgetary surpluses in the late
1990s and now face large deficits. After
having enacted a series of tax reductions
in the second half of the 1990s, they
subsequently saw their receipts eroded
by weak incomes and the falling stock
market. At the same time, these enti-
ties boosted their outlays considerably,
in large part because of rising health
care costs and increased demands for
security-related spending. The fiscal
difficulties have been especially acute at
the state level. And although local gov-
ernments generally have fared some-
what better, many are now facing reduc-
tions in assistance from cash-strapped
states. According to the NIPA, the state
and local sector’s aggregate current defi-
cit rose to about $50 billion in 2002—or
Y4 percent of GDP, the largest annual
deficit relative to GDP on record—and
that gap exceeded $65 billion at an
annual rate in the first quarter of 2003.
Almost all states and most localities
are subject to balanced budget and other
statutory rules that force them to address
fiscal imbalances. These rules typically
apply to operating budgets, and govern-
ments have taken a variety of actions to
meet their budgetary requirements for
fiscal 2003 and to pass acceptable bud-
gets for fiscal 2004, which started on
July 1 in most states and many local-
ities. Strategies have included draw-
ing upon accumulated reserves, issuing
bonds, and, in some cases, using one-
time measures such as moving payments
into the next fiscal year and selling
assets. Increases in taxes and fees also
have become more widespread. Still,
spending restraint has remained an
important component of the adjustment.
Governments—especially at the state
level—have held the line on hiring and
have limited their outlays for a variety
of other goods and services. In the
NIPA, real expenditures for consump-
tion and gross investment in the state

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



46  90th Annual Report, 2003

and local sector rose only )2 percent
over the year ending in the first quar-
ter, compared with increases averaging
more than 3'2 percent per year over
the preceding five years. Available data
point to continued softness in such
spending in the second quarter.

The pace of gross issuance of munici-
pal bonds remained robust in the first
half of the year; it was fueled in part by
the needs of state and local governments
to finance capital spending, which is not
subject to balanced budget requirements.
Long-term debt issuance was heavily
used for new education and transpor-
tation projects. Declining yields on
municipal debt and high short-term bor-
rowing demands also provided impor-
tant impetus to debt issuance. Despite
continued fiscal pressures on many state
and local governments, the credit qual-
ity of municipal bonds has shown some
signs of stabilizing. Although the spread
of BBB-rated over AAA-rated munici-
pal bond yields has widened somewhat,
the number of municipal bond upgrades
by S&P has slightly exceeded the num-
ber of downgrades so far this year. The
yields on municipal bonds declined
more slowly than the yields on Trea-
sury securities of comparable maturity
over much of the first half of the year;
these moves lowered the yield differen-
tial from the tax-advantaged status of
municipal securities.

The External Sector

Trade and the Current Account

In the first quarter of 2003, the U.S.
current account deficit amounted to
$544 billion at an annual rate, or about
5 percent of GDP, a somewhat higher
percentage than in any quarter of last
year. The deficit on trade in goods and
services widened $22 billion in the first
quarter, to $486 billion, as the value of

imports rose more than that of exports.
U.S. net investment income registered a
$16 billion surplus in the first quarter,
little changed from the previous quarter
but significantly larger than the outcome
for last year as a whole. The increase
over last year is attributable primarily
to lower net interest and dividend pay-
ments. Net unilateral transfers and other
income were a negative $74 billion,
down from a negative $67 billion in the
fourth quarter.

Real exports of goods and services
fell 1¥4 percent at an annual rate in the
first quarter; this decline, like that in the
previous quarter, reflected in part slow
economic growth of our major trading
partners. Within this total, exports of
goods increased nearly 2 percent after
declining sharply in the fourth quarter
of last year. Moderate increases in most
trade categories were partly offset by a
decrease in exports of capital goods
(particularly aircraft and computers).
Meanwhile, real exports of services
declined about 8 percent in the first
quarter, mainly because of a drop in
receipts from foreign travelers. Prices of
exported goods and services, which rose
nearly 4 percent at an annual rate in the
first quarter, were boosted by rising
prices of services and industrial sup-
plies (mainly goods with a high energy
component). Prices of exported capital
goods, automotive products, and con-
sumer goods showed little change in the
first quarter.

U.S. real imports of goods and ser-
vices declined 6% percent at an annual
rate in the first quarter following four
quarters of increases. Imports of oil,
other industrial supplies, aircraft, and
services (primarily U.S. travel abroad)
all dropped sharply. Imports of auto-
motive products decreased for the sec-
ond consecutive quarter, but imports of
machinery and consumer goods rose.
The price of imported goods jumped
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12 percent at an annual rate in the first
quarter, mainly resulting from spikes in
the prices of natural gas and oil. The
price of imported goods excluding fuels
rose about 2 percent in the first quarter,
the fourth consecutive quarter of small
increases, in part because of the depre-
ciation of the dollar since early 2002.
Slight declines in prices of imported
capital goods, automotive products, and
consumer goods were offset by small
increases in other categories.

The spot price of West Texas inter-
mediate crude oil rose to a twelve-year
high of nearly $38 per barrel in mid-
March as the United States moved closer
to war in Iraq and as a nationwide
strike slowed Venezuelan oil production
to a trickle. With the commencement of
military action in Iraq and the relatively
rapid conclusion of the war, prices fell
to less than $26 per barrel by late April.
Downward pressure on prices was also
exerted by increased production from
some OPEC countries, particularly
Saudi Arabia, Kuwait, and Venezuela,
where oil production recovered substan-
tially relative to the first quarter. In early
June, oil prices moved back above $30
per barrel after it became apparent that
Iraqi exports of oil would return more
slowly than market participants had pre-
viously expected.

The Financial Account

The U.S. current account deficit con-
tinued to be financed in large part by
private flows into U.S. bonds and by
foreign official inflows. Private for-
eign purchases of U.S. securities, which
slowed in the latter part of 2002, stepped
down a bit more in the first quarter of
2003, owing in part to weaker demand
for US. equities. In contrast, inflows
into the United States from official
sources, which surged in 2002, picked
up further in the first half of 2003 partly

in response to downward pressures on
the foreign exchange value of the dollar.
U.S. residents, who had sold foreign
securities on net last year, recorded siz-
able net purchases in the first quarter of
this year: Relatively large purchases of
foreign equities outweighed further sales
of bonds.

Direct investment into the United
States, after being restrained in 2002
by a slowdown of global mergers and
acquisitions, picked up in the first quar-
ter of 2003, as merger activity resumed.
U.S. direct investment abroad was
steady in 2002 and the first quarter of
2003.

The Labor Market

Employment and Unemployment

The demand for labor has weakened fur-
ther this year, though the pace of job
losses appears to have slowed some-
what. After having fallen an average of
55,000 per month in 2002, private pay-
roll employment declined 35,000 per
month, on average, in the first quarter of
2003 and 21,000 per month in the sec-
ond quarter. The civilian unemployment
rate, which had been fluctuating around
5% percent since late 2001, was little
changed in the first quarter but moved
up in the spring. In June, it stood at
6.4 percent.

The manufacturing sector has contin-
ued to shed jobs this year. On average,
factory payrolls fell 55,000 per month
over the first half of 2003—essentially
as fast as over 2002 as a whole. Employ-
ment declines were widespread, but
the metals, machinery, and computers
and electronics industries continued to
be especially hard hit. The weakness in
manufacturing also cut into employment
at help-supply firms and at wholesale
trade establishments, although help-
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supply jobs increased noticeably in May
and June.

Apart from manufacturing and related
industries, private employment in-
creased slightly, on net, in the first half
after having been about unchanged in
2002. Employment in the financial
activities sector rose briskly, in part
because of the boom in mortgage refi-
nancings. Construction employment,
which had been essentially unchanged,
on net, since 1999, remained soft in the
first quarter but posted a sizable gain
in the second quarter. Employment in
the information sector, which includes
telecommunications, publishing, and
Internet-related services, continued to
decrease, though a shade less rapidly
than over the preceding two years.
Demand for workers in retail trade, lei-
sure and hospitality, and transportation
and utilities remained lackluster.

The unemployment rate was little
changed in the first quarter, but it subse-
quently turned up. In June, it stood at
6.4 percent, > percentage point higher
than the average in the fourth quarter of
2002 and about 2% percentage points
above the lows reached in 2000. The
rise in the unemployment rate over the
spring was chiefly driven by the ongo-
ing softness in labor demand. Most
recently, it also coincided with an uptick
in labor force participation. That uptick
notwithstanding, the participation rate
has trended down over the past couple
of years, a slide mainly reflecting
declines for adult men and younger
persons.

Productivity and Labor Costs

Labor productivity has continued to post
solid gains in recent quarters as busi-
nesses have remained reluctant to
expand their payrolls and instead have
focused on cutting costs in an envi-
ronment of sluggish—and uncertain—

demand. According to the currently pub-
lished data, output per hour worked in
the nonfarm business sector rose at an
annual rate of 2 percent in the first quar-
ter and 2'2 percent over the four quar-
ters ending in the first quarter. Though
the recent gains are down from the very
rapid increases in late 2001 and 2002,
they are similar to those achieved in
the second half of the 1990s. However,
whereas the earlier productivity gains
were driven importantly by an expan-
sion of the capital stock, the recent gains
appear to have come mainly from
efficiency-enhancing changes in organi-
zational structures and better use of the
capital already in place.

The employment cost index (ECI) for
private nonfarm businesses increased
about 33 percent over the twelve
months ending in March—only a shade
less than over the preceding year but
more than %2 percentage point below the
increases of a few years earlier. The
deceleration in hourly compensation
over the past few years has been concen-
trated in wages, for which gains slowed
from about 4 percent per year in 2000
and 2001 to 3 percent over the year
ending this March. The slowing in wage
growth primarily reflects the effects of
the soft labor market and lower rates of
price inflation; in addition, employers
may be exerting more restraint on wages
to offset some of the upward pressure on
total compensation from rising benefit
costs. The increase in benefits was espe-
cially sharp in the first quarter of 2003;
in that period, employers stepped up
their contributions to defined-benefit
retirement plans in response to declines
in the market value of plan assets, and
health insurance costs continued to
increase rapidly. In total, benefit costs
rose 6 percent over the year ending in
March.

The growth in compensation per hour
in the nonfarm business sector—an
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alternative measure of hourly compen-
sation based on the NIPA—has swung
widely in recent years. Fluctuations in
the value of stock option exercises,
which are excluded from the ECI, likely
have contributed importantly to these
swings. In any event, the increase in this
measure over the year ending in the first
quarter was 3'4 percent and roughly in
line with the rise indicated by the ECI.

Prices

Headline inflation numbers have been
heavily influenced by movements in
energy prices, but underlying inflation
has remained subdued and according to
some measures has even moved some-
what lower. Reflecting the surge in
energy prices, the chain-type price index
for personal consumption expenditures
(PCE) increased at an annual rate of
2% percent in the first quarter, about
1 percentage point faster than the
increase over 2002 as a whole; this
index moved down in April and May as
energy prices retreated. PCE prices
excluding food and energy—the so-
called core PCE price index—were
nearly unchanged during the spring, and
the twelve-month change in this series
stood at 1% percent in May, compared
with a reading of 134 percent over the
preceding twelve months.

In the main, the quiescence of under-
lying inflation reflects continued slack
in labor and product markets and the
robust productivity gains of recent
years. In addition, inflation expectations
have remained in check—and, indeed,
may have subsided a bit further. For
example, according to the Michigan
Survey Research Center, the median
expectation for inflation over the com-
ing year was running about 2 percent in
May and June, compared with 22 per-
cent to 3 percent over much of the pre-
ceding few years. Readings on this mea-

sure had been considerably higher
earlier in the year, when energy prices
were rising, and it is difficult to know
whether the decline of late was driven
chiefly by the retreat in energy prices
during the spring. Non-oil import prices
posted a sizable increase in the first
quarter after having been little changed
in 2002, but the first-quarter rise was
due largely to a spike in the price of
imported natural gas, which should not
have much effect on core consumer
price inflation. Given the decline in the
dollar from its peak in early 2002, non-
oil import prices will probably trend up
modestly in coming quarters.

PCE energy prices rose sharply in the
first quarter but turned down in the
spring, a pattern largely mirroring the
swings in crude oil prices. Gasoline
prices, which had already been elevated
in late 2002 by weather-related supply
disruptions, increased further early this
year as crude oil costs rose and whole-
sale margins remained large; by June 1,
gasoline prices had reversed that
increase, and they have changed little,
on net, since that time. Natural gas
prices also soared in early 2003 as
tight inventories were depleted further
by unusually cold weather; since the
unwinding of February’s dramatic spike,
prices have held in a narrow range.
Inventories of natural gas have increased
significantly of late, but they are still
low enough to raise concerns about the
possibility of future price spikes in the
event of a heat wave later this summer
or an unusually cold winter. Reflecting
the higher natural gas input costs, PCE
electricity prices rose substantially over
the first five months of 2003 after hav-
ing fallen some in 2002.

Increases in core consumer prices of
both goods and services have slowed
over the past year, with the deceleration
most pronounced for goods. Prices for
core PCE goods fell 2V percent over
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the year ending in May after having
decreased 1 percent over the preceding
twelve months. Meanwhile, the rise in
prices for non-energy services totaled
2% percent over the year ending in May,
a little less than over the preceding
period. Among the major types of ser-
vices, the price of owner-occupied hous-
ing was up only 2'2 percent after having
risen 4Y4 percent over the preceding
period. But prices for some other types
of services accelerated. Most notably,
the prices of financial services provided
by banks without explicit charge turned
up after having decreased over the pre-
ceding two years; because these prices
cannot be derived from market transac-
tions and thus must be imputed, they are
difficult to measure and tend to be vola-
tile from year to year.

Increases in the core consumer price
index (CPI) also have been very small
recently, and the twelve-month change
in this measure slowed from 2Y% percent
in May 2002 to 1%2 percent in May
2003—a somewhat greater deceleration
than in core PCE prices. The greater
deceleration in the CPI is primarily
accounted for by its narrower scope and
different weighting structure than the
PCE measure. In particular, it excludes
the imputed prices of financial services
rendered without explicit charge as well
as several other categories for which
market prices are not available; these
non-market-based prices have acceler-
ated notably recently. In fact, when the
nonmarket categories are stripped from
the core PCE index, the remaining com-
ponents show a deceleration close to
that in the core CPI. Another consider-
ation is that housing costs have a much
larger weight in the CPI than in the PCE
index, partly because of the CPI’s nar-
rower coverage. Thus, the smaller price
increases for housing services of late
have a bigger damping effect on core
CPI inflation, just as the hefty increases

Alternative Measures of Price Change

Percent

2001 2002
Price measure to to
2002 2003
Chain-type
Gross domestic product ........ 14 1.6
Gross domestic purchases ...... .8 23
Personal consumption
expenditures .............. 9 22
Excluding food and energy ... 1.5 1.5
Chained CPI ................... 9 25
Excluding food and energy ... 19 14
Fixed-weight
Consumer price index .......... 1.3 2.9
Excluding food and energy ... 2.5 18

Note. Changes are based on quarterly averages and
are measured from Q1 to Q1.

in this category in 2001 and 2002 tended
to lift the CPI relative to the PCE
index.

Broader price measures likewise point
to low inflation over the year ending in
the first quarter. In particular, the chain-
type price index for GDP rose only
1Y2 percent over that period, about
the same as during the comparable
period four quarters earlier. Meanwhile,
the price index for gross domestic
purchases—which is defined as the
prices paid for consumption, investment,
and government purchases—increased
2V4 percent, up from % percent during
the preceding period. The upswing
mainly reflects the effect of higher
energy prices and roughly matches the
acceleration in total PCE prices; the
price indexes for construction and gov-
ernment purchases also recorded some-
what larger increases than they had over
the preceding period.

U.S. Financial Markets

On balance, major stock indexes have
climbed noticeably this year, govern-
ment and corporate interest rates have
declined, and risk spreads, which had
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dropped significantly late last year, have
fallen further.

Before the War in Iraq

The year began on an optimistic note in
financial markets, in part owing to the
release of a surprisingly strong report
from the Institute for Supply Manage-
ment and the announcement of a larger-
than-expected package of proposed tax
cuts, which included elimination of the
personal federal income tax on many
corporate dividend payments. In addi-
tion, yields and risk spreads on corpo-
rate bonds had dropped significantly
in the fourth quarter of 2002, partly in
reaction to the absence of new reve-
lations of accounting irregularities and
to the improved outlook for corporate
credit quality. Money market futures
rates apparently embedded an expec-
tation that the FOMC would begin
increasing the federal funds rate as early
as mid-summer 2003.

That short burst of optimism was
quickly damped by subsequent eco-
nomic reports that were decidedly less
rosy, a jump in oil prices in response to
the looming prospect of war in Iraq, and
increased tensions with North Korea.
Measures of uncertainty, such as implied
volatility, moved up in several markets.
Major equity indexes slid and by mid-
March were off about 4 percent to 9 per-
cent from the beginning of the year.
Investors also came to believe that the
onset of FOMC tightening would occur
later than they had earlier believed, a
shift in perception that was reflected in
lower yields on Treasury bonds. Yields
on investment-grade corporate bonds
fell about in line with those on Treasur-
ies, and investors appeared to be substi-
tuting high-quality bonds for equities
as part of a broader flight to fixed-
income securities over this period. By
contrast, yields on below-investment-

grade bonds rose a bit, on balance,
between mid-January and mid-March, a
move that left their risk spreads higher
as well.

After the War in Iraq

Once it became clear that military action
in Iraq was imminent, a robust rally
erupted in both the equity and bond
markets, as some of the uncertainties
apparently dissipated and investors
began to show a greater appetite for
riskier assets. Equity indexes jumped
about 8 percent in the two weeks
bracketing the President’s ultimatum to
Saddam Hussein, and prices climbed an
additional 3 percent through the end of
April, partly on the release of generally
better-than-expected earnings reports for
the first quarter. Gains in share prices
were fairly widespread and included
technology, defense, petroleum, and
especially financial companies.

The easing of tensions also put
upward pressure on Treasury yields,
but additional disappointing economic
data offset the diminished safe-haven
demands and left those rates down, on
balance, during the period covering the
war in Iraq and its immediate aftermath.
Yields on corporate bonds also declined,
in part because of strengthened cor-
porate balance sheets, the reduction in
uncertainty, and perhaps because inves-
tors began to search for higher returns.
Moreover, according to one widely used
measure, spreads on speculative-grade
bonds tumbled about 150 basis points,
to about 520 basis points, from mid-
March until mid-May, and then fluc-
tuated somewhat before ending June
near that level. The rally in below-
investment-grade bonds was particularly
evident in sectors that had previously
experienced some of the greatest widen-
ing of spreads—telecom, energy trad-
ing, and utilities; the interest in these
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sectors further indicated investors’ in-
creased appetite for risk.

A stubbornly sluggish economy and
rapid growth of productivity muted both
inflation and inflation expectations,
inducing the FOMC to begin pointing to
a further substantial decline in inflation
as a concern at its May meeting. Market
participants took this to imply that short-
term rates would be held along a lower
path for longer than they had previously
expected. This shift in expectations trig-
gered a further decline in intermediate-
and long-term yields. With long-term
inflation expectations apparently only
little changed, the decline in yields
translated into a sizable decline in real
interest rates.

That drop in real interest rates was
among several factors providing a boost
to equity prices in May and June.
Implied volatility of the S&P 100 index,
which had been elevated earlier in the
year, fell substantially with the conclu-
sion of major hostilities in Iraq; it is now
near the bottom of its range of the past
several years. Moreover, downward
revisions to analysts’ earnings expecta-
tions for the year ahead have been the
smallest since early 2000. The tax pack-
age passed in late May, which included
a cut in taxes on capital gains and divi-
dends, may have provided some addi-
tional impetus to equity prices.

The FOMC decided on June 25 to
reduce the target federal funds rate
25 basis points, to 1 percent, but some
observers had been anticipating a cut of
50 basis points. In addition, markets
appeared to read the Committee’s
assessment of economic prospects as
more upbeat than expected. Partly as a
result, yields on longer-dated Treasury
securities reversed a portion of their pre-
vious decline in the weeks following the
meeting. Yields on high-quality corpo-
rate bonds rose about in line with Trea-

suries over the same period, but yields
on speculative-grade bonds edged up
only slightly, and risk spreads nar-
rowed further. Forward-looking eco-
nomic indicators were generally posi-
tive, and stock price indexes—the
Nasdaq, in particular—continued to
trend higher.

On net, the constant-maturity yield on
the two-year Treasury note has fallen
24 basis points this year, to 1.37 per-
cent as of July 9, while the yield on
the ten-year Treasury bond has fallen
10 basis points, to 3.73 percent. Over
the same period, the Wilshire 5000 is up
15Y% percent, and the Nasdaq has surged
more than 30 percent. As a result of the
decline in real interest rates, the spread
between the twelve-month forward
earnings—price ratio for the S&P 500
and the real ten-year yield remains wide
despite the run-up in stock prices.

Shorter-Term Debt Markets

The average interest rate on commercial
and industrial loan originations—a sub-
stantial majority of which have adjust-
able interest rates—has fallen to its low-
est level since the start of the Federal
Reserve’s Survey of Terms of Business
Lending in 1977. The survey also indi-
cates that risk spreads on these loans
receded a bit over the first half of 2003
after having trended up for most of the
past several years. Prices in the second-
ary loan market have risen this year,
reportedly in part because some of the
large inflows to high-yield mutual funds
were used to purchase distressed loans
and because of the expectation that
many outstanding loans would continue
to be prepaid with the proceeds of bond
refinancing.

Interest rates on commercial paper
also dropped to very low levels in the
first half of 2003. Risk spreads in this

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



Monetary Policy Report of July 2003 53

market were relatively stable and near
the bottom of the range observed over
the past several years, in part because
of businesses’ efforts to strengthen
their balance sheets and improve their
liquidity.

Debt and Financial Intermediation

The debt of all domestic nonfinancial
sectors—government, businesses, and
households—grew at a 6'2 percent
annual rate in the first quarter, down
from 8 percent in the fourth quarter of
2002 but still well in excess of the
growth of nominal GDP. The proportion
of the new credit supplied by depository
institutions rose significantly in the sec-
ond half of last year and remained at
about 25 percent in the first half of this
year. In large part, the jump reflects the
sector’s support of the booming mort-
gage market—through both direct lend-
ing and the acquisition of mortgage-
backed securities—which has more than
offset weak business lending. At com-
mercial banks, revenues from mortgage-
related activities reportedly helped sus-
tain profits in the first quarter at the
elevated levels of the past several years
despite some erosion in net interest
margins.

The delinquency rate on all loans and
leases at banks edged down further dur-
ing the first quarter, to its lowest level
in two years. Increases in the delin-
quency rates on commercial real estate
loans and non-credit-card consumer
loans were offset by declines in those on
residential real estate loans, credit card
loans, and business loans. For business
and credit card loans, however, the
delinquency rates at banks remain ele-
vated, and the recent improvement
likely reflects, in part, the effect of
the tightening of lending standards
and terms that has been reported for

some time now in the Senior Loan Offi-
cer Opinion Survey. On a seasonally
adjusted basis, the ratio of loan-loss pro-
visions to assets declined in the final
quarter of last year, and it was about
unchanged from that still-elevated level
in the first quarter of 2003. In addi-
tion to the buffer against future losses
provided by their high profitability
and substantial provisions, virtually all
banks—98 percent by assets—remain
well capitalized.

Among nondepository financial insti-
tutions, issuers of asset-backed securi-
ties provided about 13 percent of the
total credit extended to domestic non-
financial sectors in the first quarter. The
share of net lending supplied by mutual
funds increased notably to almost
10 percent in the first quarter, and with
the continuation of strong flows to bond
mutual funds, they likely were large
suppliers in the second quarter as well.
Meanwhile, available data suggest that
insurance companies likely accounted
for about 7 percent of total credit
extended during the first half of the year,
a proportion near the top of the range
seen since the mid-1990s.

Government-sponsored  enterprises
(GSEs) provided 11 percent of the net
lending (net acquisition of credit market
instruments) in the first quarter, an
amount roughly in line with their level
in the second half of 2002. The dura-
tion gaps in the portfolios of the hous-
ing GSEs were maintained near their
targets. In early June, Freddie Mac
replaced its top three executives amid
questions about its accounting practices.
The spreads on longer-term Freddie Mac
debt widened a bit, and its stock price
declined sharply; the prices of Fannie
Mae securities also declined but to a
lesser extent. On net, there appears to be
little, if any, spillover into broader finan-
cial markets.
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Monetary Aggregates

Through the first half of 2003, the
growth rate of M2 was buoyed by
several factors and remained elevated.
The rising level of mortgage refinanc-
ing causes money growth to accelerate
because the associated prepayments on
mortgage-backed securities that are
temporarily held in escrow accounts
increase liquid deposits. Demand for M2
was also supported by the decline in
short-term market interest rates, which
further reduced the opportunity cost of
holding money. Precautionary demand
for safe and liquid M2 assets also likely
buttressed the growth of M2 in the
run-up to the war in Iraq.

In contrast, mutual fund flows related
to the bond market rally and the post-
war pickup in the stock market may
have siphoned funds from M2. Retail
money market mutval funds and small
time deposits both experienced net out-
flows during the first half of the year.
While some of that money continued to
feed the extraordinary growth of liquid
deposits, it is likely that a portion was
redirected to long-term mutual funds.

After having weakened significantly
in 2002, growth of M3 slowed further
in the first half of 2003. Much of this
year’s slowdown can be attributed to
rapid runoffs of institutional money mar-
ket mutual funds. The runoffs were, in
turn, partially the result of an unwinding
of the strength late last year and the fact
that interest rates paid by those funds
declined faster than the interest rates
paid by the underlying assets this year.
The drop in institutional money funds
has been offset by growth in eurodollar
deposits and repurchase agreements.

International Developments

Economic activity abroad was sluggish
in the first quarter of 2003, with real

output in the euro area and Japan little
changed from the previous quarter. Geo-
political uncertainties, higher oil prices,
slow growth in the United States, per-
sistent weakness in global high-tech
sectors, and continued negative wealth
effects from past declines in equity
prices all weighed on foreign growth.
Foreign economic expansion appeared
to remain weak in the second quarter
despite the reduction in uncertainty
associated with Iraq. Indicators suggest
that manufacturing activity abroad has
not picked up; instead, industrial pro-
duction declined in April and May, on
average, relative to the first quarter in
Japan, Germany, and France. Concerns
over the spread of the SARS virus
appear to have hurt growth in the second
quarter in several Asian developing
economies and in Canada.

Central banks in several major for-
eign industrial countries moved to ease
monetary policy during the first half
of this year. The European Central Bank
and the central banks of the United
Kingdom, Sweden, Switzerland, Nor-
way, and New Zealand all cut official
interest rates. The pace of monetary eas-
ing in Europe picked up toward mid-
year, when inflation pressures dissipated
amid growing slack, currency apprecia-
tion vis-a-vis the dollar, and the decline
in oil prices after the conflict in Iraq.
In contrast, the Bank of Canada raised
interest rates twice in the spring, in a
continued effort to contain inflation. The
Bank of Canada left rates unchanged in
June, however, in response to a sharp
appreciation of the Canadian dollar and
a drop in Canadian inflation in April,
some slackening of demand in labor
markets in May, and concerns about the
pace of activity in the United States.
The Bank of Japan (BOJ) maintained
short-term interest rates at near-zero lev-
els, further expanded its target for cur-
rent account balances held by financial
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institutions at the BOJ, and took some
additional measures to add stimulus to
the economy.

In the first quarter, foreign financial
markets were influenced by heightened
anxieties ahead of the war in Iraq, but
those concerns appeared to diminish as
the war proceeded. Foreign equity prices
declined in the first quarter, but they
have since recovered. Broad stock
indexes for the major industrial coun-
tries are up on balance since the begin-
ning of the year but, with the exception
of Japan, they have gained less than in
the United States. Long-term interest
rates in most foreign industrial coun-
tries fell during the first half of the year
because prospects for inflation dimin-
ished, growth sputtered, and market par-
ticipants began to expect that policy
interest rates would remain low for an
extended period. Asset prices in emerg-
ing markets, particularly in Latin
America, picked up during the first half
of this year; equity prices rose signifi-
cantly, and risk spreads on emerging-
market bonds narrowed. Bonds issued
by a number of emerging-market econo-
mies included collective action clauses
(CACs) that are designed to facilitate
a debt restructuring in the event of
default; this development had little
noticeable effect on spreads.

The dollar’s foreign exchange value
continued to decrease in the first half of
2003. Since the end of 2002, the dollar
has depreciated on a trade-weighted
basis nearly 5 percent against the curren-
cies of a broad group of U.S. trading
partners. The dollar has declined 13 per-
cent against the Canadian dollar and
more than 7 percent on net against the
euro but has fallen less than 1 percent
versus the Japanese yen. During the first
quarter, the dollar appeared to react to
concerns about the war in Iraq, falling
when news indicated a heightened risk
of hostilities and strengthening as con-

cerns appeared to abate. After the reso-
lution in April of major hostilities, the
dollar fell further, and market commen-
tary focused more on the financing
needs posed by the large and growing
U.S. current account deficit.

Industrial Economies

The euro-area economy stagnated in the
first quarter of 2003. Consumer spend-
ing continued to expand at a modest
rate and inventory investment grew, but
business fixed investment fell sharply
and exports declined. The German econ-
omy contracted in the first quarter and
continued to underperform the euro-area
average, in part owing to a fiscal tight-
ening undertaken to bring the budget
deficit into line with limits set out in the
euro area’s Stability and Growth Pact.
The rise in the exchange value of the
euro over the past year has begun to
hurt euro-area manufacturers; exports
have leveled off while imports have con-
tinued to rise. Recent indicators have
shown little rebound in the pace of euro-
area activity following the conclusion of
the Iraq war, and business and consumer
sentiment have remained sour. Core
inflation has slowed from its 2002 peak,
and headline inflation, which was tem-
porarily boosted by oil prices, recently
has fallen to the 2 percent upper limit of
the ECB’s definition of price stability.

Economic growth in the United
Kingdom slowed to a crawl in the first
quarter, but recent indicators—such as
consumer confidence and industrial
production—suggest that the pace has
been somewhat stronger during the past
few months. Growth of consumption has
slowed but continues to be held up by a
strong labor market and by past gains in
housing prices, although lately these
prices have decelerated.

The Japanese economy barely grew
in the first quarter after expanding
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almost 2'2 percent in 2002. Business
investment continued to grow in the
first quarter, and private consumption
increased despite stagnating incomes;
however, residential and public invest-
ment both fell sharply, and exports
declined because of the weak global
economy. The severity of consumer
price deflation lessened somewhat,
partly because of the spike in energy
prices. Japanese banks continued to be
weighed down by bad loans.

Canada’s economy maintained a
moderate pace of expansion in the first
quarter, but recent indicators suggest
that growth of real GDP slowed in the
second quarter. First-quarter growth was
supported by continued strength in
domestic demand, as Canada’s strong
labor and housing markets kept propel-
ling the economy. However, exports
declined in the first quarter, largely
because of a drop in exports of indus-
trial supplies and forestry products
to the United States. More recently,
employment declined slightly in April
and May, and the unemployment rate
moved up. The outbreak of the SARS
virus in Toronto hurt Canadian travel
and tourism, and weak U.S. demand
slowed the Canadian manufacturing sec-
tor. In June, employment rebounded, but
the gain was almost all in part-time
work, and manufacturing employment
continued to fall.

Emerging-Market Economies

Economic growth in the Asian develop-
ing countries slowed in the first quarter,
brought down by weakness in business
investment and consumer spending. In
South Korea, growth of real GDP turned
negative in the first quarter after a rapid
expansion in 2002. Tensions with North
Korea contributed to a decline in con-
sumer and business sentiment, but these
indicators have stabilized in the past

couple of months. The Hong Kong
economy also contracted, following
strong growth in the second half of last
year. The SARS outbreak held down
both personal consumption and tourism
in the first quarter, and even more nega-
tive effects are likely to be seen in the
second-quarter data. Although the Chi-
nese economy has also been adversely
affected by SARS, it has been sustained
by strong export growth and investment.
Chinese inflation has moved back into
positive territory on a twelve-month
basis, largely owing to higher prices for
energy and food.

The Mexican economy contracted in
the first quarter, and exports and busi-
ness confidence have declined in recent
months. Consumer price inflation has
come down recently, a decline helped in
part by the net appreciation of the Mexi-
can peso since early March. Measures of
inflation expectations suggest that mar-
ket participants expect the central bank
to come close to achieving its inflation
target this year.

Brazilian economic growth stagnated
in the first quarter largely as a result of
the tightening of macroeconomic poli-
cies in response to the financial crisis
that erupted in mid-2002. The growth
slowdown largely reflected a continued
weakening in domestic demand, but
exports also deteriorated. Monthly infla-
tion has come down since early this
year, and Brazil’s central bank recently
lowered slightly its benchmark interest
rate. The Lula administration’s efforts
to implement social security and tax
reforms have bolstered investor confi-
dence. Financial conditions in Brazil
have improved markedly: Equity prices
have risen more than 20 percent so far
this year, the real has gained more than
20 percent against the U.S. dollar, and
credit spreads on Brazilian government
debt have narrowed more than 600 basis
points.
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The Argentine economy has started to
turn around from the sharp contraction
that occurred in the wake of the devalu-
ation and default in late 2001, but the
level of economic activity remains far
below pre-crisis levels, and many of
Argentina’s structural problems have

not been addressed. The Argentine peso
appreciated more than 20 percent
against the dollar during the first half of
the year. In July, Argentina implemented
controls on short-term capital inflows in
an effort to stabilize the appreciating
currency. -
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Consumer and Community Affairs

Among the Federal Reserve’s responsi-
bilities in the areas of consumer and
community affairs are

* writing and interpreting regulations
to implement federal laws that protect
and inform consumers

* supervising banks to ensure their com-
pliance with the regulations

* investigating complaints from the
public about bank compliance with
regulations

* promoting community development in
historically underserved markets

These responsibilities are carried out by
the members of the Board of Governors,
the Board’s Division of Consumer and
Community Affairs, and the consumer
and community affairs staff at the Fed-
eral Reserve Banks.

Supervision for Compliance
with Consumer Protection and
Community Reinvestment Laws

Activities Related to the
Community Reinvestment Act

The Community Reinvestment Act
(CRA) requires that the Board and other
banking agencies encourage financial
institutions to help meet the credit needs
of the local communities in which they
do business, consistent with safe and
sound business practices. To carry out
this mandate, the Federal Reserve

* examines state member banks to
assess their compliance with the CRA

* analyzes applications for mergers and
acquisitions by state member banks
and bank holding companies in rela-
tion to CRA performance

» disseminates information on commu-
nity development techniques to bank-
ers and the public through Commu-
nity Affairs Offices at the Reserve
Banks

Examinations for
Compliance with the CRA

The Federal Reserve assesses and rates
the CRA performance of state member
banks in the course of examinations car-
ried out at a frequency set by statute.!
During the 2003 reporting period, the
Federal Reserve conducted 313 CRA
examinations. Of the banks examined,
42 were rated “outstanding” in meeting
community credit needs, 270 were rated
“satisfactory,” none were rated “needs
to improve,” and 1 was rated as being in
“substantial noncompliance.”2

Analysis of Applications for
Mergers and Acquisitions in
Relation to the CRA

Under the Bank Holding Company Act
and the Bank Merger Act, the Board

1. By statute, banks with assets of less than
$250 million that were rated “satisfactory” for
CRA performance in their most recent examina-
tion are examined not more than once every forty-
eight months, and those that were rated ‘“‘outstand-
ing” are examined not more than once every sixty
months. Banks with assets of $250 million or
more that were rated “‘satisfactory” or “outstand-
ing” in their most recent examination are exam-
ined not more than once every twenty-four
months.

2. The 2003 reporting period was July 1, 2002,
through June 30, 2003.
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considers applications for which CRA Corporation (Grand Junction, Colo-

protests are raised or significant issues rado) were approved in October.

exist regarding CRA or consumer

compliance. Other cases are decided Comments from the public were
by the Reserve Banks under delegated received on each of these applications.
authority. Most of the commenters expressed con-

During 2003, the Board of Governors  cerns that lending to lower-income com-
considered applications for several sig- munities and populations was insuffi-
nificant banking mergers: cient and that the institutions had failed

to address the convenience and needs
* An application by Royal Bank of of affected communities. Commenters

Canada (Toronto, Canada) and RBC also raised issues relating to potentially

Banks, Inc. (Rocky Mount, North abusive lending practices involving

Carolina), to acquire Admiralty subprime and payday lenders; the poten-

Bancorp, Inc. (Palm Beach Gardens, tially adverse effects of branch closings;

Florida), was approved in January. failure of minority-owned and -operated

institutions to adequately serve other
* An application by M&T Bank Corpo- minority populations; and alleged fraud.
ration (Buffalo, New York) to acquire In addition to considering these appli-

Allfirst Financial, Inc. (Baltimore, cations for significant banking mergers,

Maryland), was approved in March. the Board acted on twelve other bank

and bank holding company applications

¢ An application by SouthTrust Cor- that involved protests by members of
poration (Birmingham, Alabama) to the public concerning the performance
acquire Founders Bancshares, Inc. of insured depository institutions under

(Dallas, Texas), was approved in the CRA. The Board also reviewed two

March. applications that involved institutions

having CRA ratings lower than satis-
* Two applications by The Royal Bank factory and another thirty applications
of Scotland Group, plc (Edinburgh, involving other issues related to the

Scotland), and Citizens Financial CRA, fair lending, or compliance with

Group, Inc. (Providence, Rhode consumer credit protection laws.3

Island), to acquire Port Finan-

cial Corp. (Brighton, Massachusetts)

and Thistle Group Holdings, Co.

(Philadelphia, Pennsylvania), were

approved in June and December The Division of Consumer and Commu-

respectively. nity Affairs supports and oversees
the supervisory efforts of the Federal
* An application by Cathay Bancorp, Reserve Banks to ensure that consumer

Inc., to acquire GBC Bancorp (both protection laws and regulations are fully

in Los Angeles, California) was and fairly enforced. Division staff pro-

approved in September. vide guidance and expertise to the

Other Consumer Compliance
Activities

* Applications by Wells Fargo & Com- 3 In addition. ¢ ticati volvi
. . . . 1o addition, (wo applications involving
pany (San Francisco, California) to adverse CRA ratings and three involving other

acquire PaCifi.C Northwest Banporp CRA or compliance issues were withdrawn in
(Seattle, Washington) and Two Rivers  2003.
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Reserve Banks on consumer protection
regulations, examination and enforce-
ment techniques, examiner training, and
emerging issues. They develop and
update examination policies, proce-
dures, and guidelines and review
Reserve Bank supervisory reports and
work products. They also participate in
interagency activities that promote uni-
formity in examination principles and
standards.

Examinations are the Federal
Reserve’s primary means of enforc-
ing bank compliance with consumer
protection laws. During the 2003
reporting period, the Reserve Banks
conducted 402 consumer compliance
examinations—368 of state member
banks and 34 of foreign banking
organizations.*

The Board periodically issues guid-
ance for Reserve Bank examiners on
consumer protection laws and regula-
tions. In addition to updating examina-
tion procedures for a number of regula-
tions in concert with the other federal
financial institution regulatory agencies,
the Board in 2003 revised the Federal
Reserve’s procedures for reviewing
compliance with the Children’s Online
Privacy Protection Act. Further, the
Board updated its risk-focused supervi-
sion program to facilitate the sharing of
information about risks in the consumer
compliance area with examiners in other
specialty areas (for example, safety and
soundness, trust, and information tech-
nology). The Board also issued exam-

4. The foreign banking organizations examined
by the Federal Reserve are organizations operating
under section 25 or 25(a) of the Federal Reserve
Act (Edge Act and agreement corporations) and
state-chartered commercial lending companies
owned or controlled by foreign banks. These insti-
tutions are not subject to the Community Reinvest-
ment Act and typically engage in relatively few
activities that are covered by consumer protection
laws.

iner guidance for reviewing mortgage-
servicing disclosures and a checklist to
assist examiners in reviewing financial
institutions’ web sites for compliance
with consumer protection laws.

Fair Lending

The Board has a responsibility to ensure
that the banks under its jurisdiction com-
ply with the federal fair lending laws—
the Equal Credit Opportunity Act
(ECOA) and the Fair Housing Act. The
ECOA prohibits creditors from discrimi-
nating against an applicant, in any
aspect of a credit transaction, on the
basis of race, color, religion, national
origin, sex, marital status, or age.
In addition, creditors may not discrimi-
nate against an applicant because the
applicant receives income from a public
assistance program or has exercised,
in good faith, any right under the Con-
sumer Credit Protection Act. Congress
assigned responsibility for administra-
tive enforcement of the ECOA to the
Board for banks under its jurisdiction, to
other regulators for creditors that they
regulate, and to the Federal Trade Com-
mission for all other creditors.

The Fair Housing Act covers credit
for the purchase, construction, improve-
ment, maintenance, or repair of a dwell-
ing. It makes it unlawful for a creditor to
deny any form of financial assistance, or
to discriminate in fixing the amount,
interest rate, or any other terms or con-
ditions of any financial assistance, on
the basis of race, color, religion, national
origin, handicap, familial status, or sex.

The ECOA also obligates the Board
and other agencies with enforcement
responsibilities under the act to refer
any pattern or practice of ECOA viola-
tions to the Department of Justice. When
a violation of the ECOA also violates
the Fair Housing Act, the matter may be
referred to the Department of Urban
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Development. To promote consistency
in the way fair lending issues are ana-
lyzed throughout the System, Division
of Consumer and Community Affairs
staff coordinate the investigation of
potential fair lending violations with
Reserve Bank staff and develop recom-
mendations for the division director
regarding whether referral is necessary
or appropriate.

During 2003, division staff received
and reviewed seven reports from
Reserve Banks regarding possibly refer-
able violations. Four of the reports
involved possible discrimination in
underwriting standards on the basis of
age or gender; the other three involved
apparent discriminatory loan-pricing
practices. In three of the underwriting
standards cases, the staff concluded that
referral was not warranted; the other
four cases remained under consideration
at year-end.

Since 1994, the Federal Reserve has
used a two-stage statistical regression
program to help assess fair lending
compliance by high-volume mortgage
lenders. The program uses reported
HMDA data for a stage one analysis
to identify banks having significant
disparities between minority and non-
minority applicants’ loan denial rates; it
then targets these banks for a stage two
analysis that considers extensive addi-
tional information taken from a sample
of a bank’s loan files. The program pro-
duces statistically reliable results even
in cases in which the number of denied
applicants in a protected class is rela-
tively small.

Flood Insurance

The National Flood Insurance Act
imposes certain requirements for loans
secured by buildings or mobile homes
located in, or to be located in, areas
determined to have special flood haz-

ards. Under the Federal Reserve’s Regu-
lation H, which implements the act, state
member banks in general are prohibited
from making, extending, increasing, or
renewing any such loan unless the build-
ing or mobile home and any personal
property securing the loan are cov-
ered by flood insurance for the term of
the loan. The act requires the Federal
Reserve to impose civil money penalties
when it finds a pattern or practice of
violations. The money is turned over
to the Federal Emergency Management
Agency for deposit into the National
Flood Mitigation Fund.

During 2003, the Board imposed civil
money penalties on eleven state member
banks for violations of the flood insur-
ance rules. The penalties, which were
assessed via consent orders, ranged from
$1,750 to $34,100.

Coordination with
Other Federal Banking Agencies

The member agencies of the Federal
Financial Institutions Examination
Council (FFIEC) develop uniform
examination principles, standards, pro-
cedures, and report formats.> In 2003,
the FFIEC issued revised examination
procedures for determining compliance
with Regulation Z (Truth in Lending);
Regulation M (Consumer Leasing); the
Real Estate Settlement Procedures Act;
the homeownership counseling provi-
sions of the Housing and Urban Devel-
opment Act; and Regulation C, which
implements the Home Mortgage Dis-
closure Act (HMDA). Additionally, the
FFIEC issued an updated edition of its

5. The FFIEC member agencies are the Board
of Governors of the Federal Reserve System, the
Federal Deposit Insurance Corporation, the Office
of the Comptroller of the Currency, the Office of
Thrift Supervision, and the National Credit Union
Administration.
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booklet “A Guide to HMDA Reporting:
Getting It Right!”” which is designed to
assist financial institutions in accurately
reporting HMDA data.

The FFIEC member agencies main-
tain a database of local community con-
tacts that can help the agencies’ exam-
ination staffs develop community
profiles, identify opportunities for finan-
cial institutions to meet local credit
needs, and help provide a context
for evaluating institutions’ CRA per-
formance. The FFIEC significantly
upgraded the community contacts data-
base in 2003 to facilitate the sharing of
information among the agencies and to
streamline the process by which the data
are accessed and maintained.

Ten federal agencies—the FFIEC
member agencies, the Federal Trade
Commission, the Department of
Housing and Urban Development, the
Department of Justice, the Federal
Housing Finance Board, and the
Office of Federal Housing Enterprise
Oversight—collaborated in 2003 to
develop a consumer education brochure
titled “Putting Your Home on the Loan
Line Is Risky Business.” The brochure
cautions consumers to carefully con-
sider the terms of equity-based loans
before using their home equity to
address financial problems.

During the year the Board, the OCC,
and the FDIC also updated the host-state
loan-to-deposit ratios used to determine
compliance with section 109 of the
Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994.

Training for Bank Examiners

Ensuring that financial institutions com-
ply with laws that protect consumers
and encourage community reinvestment
is an important part of the bank exami-
nation and supervisory process. As the

number and complexity of consumer
financial transactions grow, training for
examiners of the state member banks
under the Federal Reserve’s supervisory
responsibility becomes even more
important. The consumer affairs curricu-
lum comprises courses on various con-
sumer protection laws, regulations, and
examination concepts. In 2003, these
courses were offered in ten sessions to
more than 200 Federal Reserve con-
sumer compliance examiners.

Board and Reserve Bank staff regu-
larly review the core curriculum for
examiner training, updating subject mat-
ter and adding new elements as appro-
priate. During 2003, the staff revised
two core courses to incorporate changes
in policy and laws. The courses
reviewed were

e Introduction to Consumer Compliance
Examinations. Emphasizes examina-
tion procedures and the practical
application of banking regulations,
and focuses on the consumer laws that
govern financial institutions’ non-real-
estate lending and operational proce-
dures. Geared toward assistant exam-
iners with three to six months of
examination experience.

e Consumer Compliance Examinations
11. Equips assistant examiners with the
skills needed to determine compliance
with the basic elements of consumer
laws governing real estate transac-
tions; also covers System policies
on all major aspects of the consumer
compliance risk-focused examination
process. For assistant examiners with
six to twelve months of examination
experience.

Also in 2003, a new course that will
be added to the core curriculum, CA
Risk-Focused Examination Techniques,
was pilot-tested. The course is designed
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to enhance examiners’ analytical, deci-
sionmaking, and leadership skills.

In addition to providing core training,
the examiner curriculum emphasizes the
importance of continuing professional
development. Opportunities for continu-
ing development include special projects
and assignments, self-study programs,
rotational assignments, instructing at
System schools, and mentoring.

The training staff also look for oppor-
tunities to deliver courses via alterna-
tive channels such as the Internet or
other distance-learning technologies.
For example, a live videoconference
curriculum, which included a session
discussing recent revisions to the
HMDA data reporting requirements,
was implemented during the year. In
addition, the staff assisted in developing
online materials for the consumer affairs
portion of the Banking and Supervision
Elements course, a foundation course
for assistant examiners from all exami-
nation specialty areas.

Reporting on Home Mortgage
Disclosure Act Data

The Home Mortgage Disclosure Act
(HMDA) requires that mortgage lenders
collect and make public certain data
about their home purchase, home
improvement, and refinancing loan
transactions. A depository institution
generally is covered by the act if (1) it
is located in a metropolitan area, (2) it
met the asset threshold at the end of
the preceding calendar year (for 2001,
assets of more than $31 million; for
2002 and 2003, more than $32 million),
and (3) it originated at least one home
purchase loan (or refinancing) in the
preceding calendar year. A for-profit
mortgage company is covered if (1) it
has offices in a metropolitan area, (2) it
had assets of more than $10 million

(when combined with the assets of any
parent company) at the end of the pre-
ceding calendar year or it originated 100
or more home purchase loans or refi-
nancings in the preceding calendar year,
and (3) its home purchase loan origina-
tions and refinancings accounted for
10 percent or more of its total loans by
dollar volume in the preceding calendar
year.

In 2003, a total of 6,767 depository
institutions and affiliated mortgage com-
panies and 1,004 independent mortgage
companies reported HMDA data for
calendar year 2002. Lenders submitted
information about the disposition of loan
applications, the geographic location of
the properties related to loans and loan
applications, and, in most cases, the race
or national origin, income, and sex of
applicants and borrowers. The FFIEC
processed the data and produced disclo-
sure statements on behalf of the FFIEC
member agencies and the Department
of Housing and Urban Development
(HUD).

The FFIEC prepared individual dis-
closure statements for each lender that
reported data—one statement for each
metropolitan area in which the lender
had offices and reported loan activity for
2002. In 2003, the FFIEC prepared more
than 57,000 disclosure statements.® In
July, each institution made its disclosure
statement public, and reports containing
aggregate data for all mortgage and
home improvement loans in each of the
337 metropolitan areas in the United
States were made available at central
depositories.” These data are used by

6. The FFIEC also compiles information on
applications for private mortgage insurance (PMI)
similar to the information on home mortgage lend-
ing collected under HMDA. Lenders typically
require PMI for conventional mortgages that
involve small down payments.

7. Central depository sites include libraries,
universities, and city planning offices. A list of
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FFIEC agencies, the reporting institu-
tions, HUD, the Department of Justice
(DOYJ), and members of the public. They
also assist HUD, the DQJ, and state and
local agencies in responding to allega-
tions of lending discrimination and in
targeting lenders for further inquiry.

The HMDA data reported for 2002
covered 31 million loans and loan appli-
cations, about 13 percent more than in
2001. The greater volume was due pri-
marily to an increase of about 22 per-
cent in refinancing activity. The num-
ber of covered home purchase loans
extended in 2002, compared with 2001,
increased 11 percent for Hispanics,
18 percent for Asians, 2 percent for
blacks, 23 percent for Native Ameri-
cans, and 3 percent for whites. Over the
period 1993 through 2002, the number
of loans extended for home purchase
increased 186 percent for Hispanics,
126 percent for Asians, 80 percent for
blacks, 57 percent for Native Ameri-
cans, and 30 percent for whites.

For each income category, the num-
ber of home purchase loans reported
was higher in 2002 than in 2001; the
increase was 4.5 percent for lower-
income applicants, 3.2 percent for
middle-income applicants, and 4.1 per-
cent for upper-income applicants. From
1993 through 2002, the number of home
purchase loans to lower-, middle-, and
upper-income  applicants increased
91 percent, 54 percent, and 66 percent
respectively.

In 2002, 27 percent of Hispanic appli-
cants and 28 percent of black applicants
for home purchase loans reported under
HMDA sought government-backed
mortgages; the comparable figures
were 14 percent for white applicants,
19 percent for Native American appli-
cants, and 6 percent for Asian appli-

sites can be found at www.ffiec.gov/hmdact/
centdep/default2.cfm.

cants. Twenty-five percent of lower-
income applicants for home purchase
loans, compared with 7 percent of
upper-income applicants, applied for
government-backed mortgages.

Overall, the denial rate for conven-
tional home purchase loans (that is,
loans that are not government-backed)
was 14 percent in 2002. The rate rose
steadily from 1993 through 1998 but has
fallen since then. In 2002, denial rates
for conventional home purchase loans
reported under HMDA were 26 percent
for black applicants, 23 percent for
Native American applicants, 18 percent
for Hispanic applicants, 12 percent for
white applicants, and 10 percent for
Asian applicants. Each of these rates
was lower than the comparable rate for
2001.

Agency Reports on Compliance
with Consumer Protection Laws

The Board reports annually on compli-
ance with consumer protection laws by
entities supervised by federal agencies.
This section summarizes data collected
from the twelve Federal Reserve Banks,
the FFIEC member agencies, and other
federal enforcement agencies.?

Regulation B
(Equal Credit Opportunity)

The FFIEC agencies reported that
84 percent of the institutions examined
during the 2003 reporting period were
in compliance with Regulation B, com-
pared with 83 percent for the 2002
reporting period. The most frequent vio-
lations involved failure to take one or
more of the following actions:

8. Because the agencies use different methods
to compile the data, the information presented
here supports only general conclusions. The 2003
reporting period was July 1, 2002, through
June 30, 2003.
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* collect information for monitoring
purposes about the race or national
origin and sex of applicants seeking
credit primarily for the purchase or
refinancing of a principal residence

* note on the application form when
an applicant chooses not to provide
monitoring information regarding race
or national origin and sex

¢ provide a written notice of credit
denial or other adverse action contain-
ing a statement of the action taken,
the name and address of the creditor,
a notice of rights, and the name and
address of the federal agency that
enforces compliance

* notify the credit applicant of the
action taken within the time frames
specified in the regulation

¢ provide a statement of reasons for
credit denial or other adverse action
that is specific and indicates the prin-
cipal reasons for the adverse action

Three formal enforcement actions
containing provisions relating to Regu-
lation B were issued during the 2003
reporting period—two by the OCC and
one by the OTS. During 2003, the Fed-
eral Trade Commission continued liti-
gation against a mortgage lender for
alleged violations of the ECOA and
Regulation B as well as enforcement
efforts against other organizations.

The other agencies that enforce the
ECOA—the Farm Credit Administra-
tion (FCA), the Department of Trans-
portation, the Securities and Exchange
Commission, the Small Business
Administration, and the Grain Inspec-
tion, Packers and Stockyards Admin-
istration of the Department of Agri-
culture—reported substantial compli-
ance among the entities they supervise.

The FCA’s examination and enforce-
ment activities revealed that most Regu-
lation B violations involved creditors’
failure to provide timely or complete
notifications of denial or failure to iden-
tify the FCA as the federal agency that
administers compliance. These agencies
did not initiate any formal enforcement
actions relating to Regulation B during
2003, although the FCA indicated that
itS supervisory process requires correc-
tive actions for violations noted.

Regulation E
(Electronic Fund Transfers)

The FFIEC agencies reported that
approximately 94 percent of the institu-
tions examined during the 2003 report-
ing period were in compliance with
Regulation E, compared with 92 percent
for the 2002 reporting period. The most
frequent violations involved failure to
comply with one or more of the follow-
ing requirements:

¢ determine whether an error occurred,
and transmit the results of the inves-
tigation to the consumer within ten
business days

* provide initial disclosures at the time
a consumer contracts for an electronic
fund transfer service that contain
required information, including limi-
tations on the types of transfers per-
mitted and error resolution procedures

* credit the customer’s account in the
amount of the alleged error within ten
business days of receiving the error
notice, if more time is needed to con-
duct the investigation

+ when a determination is made that no
error has occurred, provide a written
explanation and note the consumer’s
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right to request documentation sup-
porting the institution’s findings

In 2003, the Federal Trade Commis-
sion filed and settled one case in federal
district court involving violations of the
Electronic Fund Transfer Act (EFTA).
The defendants had conditioned the
extension of credit to consumers on
agreement to compulsory electronic
funds transfers from consumer accounts,
in violation of the EFTA. The settlement
requires the defendant to cancel and
cease collections on approximately
$24 million in final court judgments
against consumers, bars misrepresenta-
tions about the terms of any contract,
and requires the defendants to give con-
sumers the option to switch their method
of payment.

Regulation M
(Consumer Leasing)

The FFIEC agencies reported that more
than 99 percent of the institutions exam-
ined during the 2003 reporting period
were in compliance with Regulation M,
which is comparable to the level of com-
pliance for the 2002 reporting period.
The few violations noted involved
failure to adhere to specific disclo-
sure requirements. The agencies did not
issue any formal enforcement actions
relating to Regulation M during the
period.

Regulation P
{Privacy of Consumer
Financial Information)

The FFIEC agencies reported that
97 percent of the institutions examined
during the 2003 reporting period were in
compliance with Regulation P. The most
frequent violations involved failure to
comply with one or more of the follow-
ing requirements:

* provide a clear and conspicuous initial
privacy notice to customers that accu-
rately reflects the institution’s privacy
policies and practices, not later than
when the customer relationship is
established

* disclose the institution’s information-
sharing practices in initial, annual, and
revised privacy notices

¢ provide a clear and conspicuous
annual privacy notice to customers

The OCC issued one formal enforce-
ment action containing provisions relat-
ing to the privacy regulations during the
2003 reporting period.

Regulation Z
(Truth in Lending)

The FFIEC agencies reported that
78 percent of the institutions examined
during the 2003 reporting period were
in compliance with Regulation Z, com-
pared with 77 percent for the 2002
reporting period. The most frequent vio-
lations involved failure to take one or
more of the following actions:

* accurately disclose the finance charge,
using that term, and provide a brief
definition of “finance charge”

» accurately disclose the amount
financed, appropriately subtracting
any prepaid finance charges

* ensure that disclosures reflect that the
creditor has or will acquire a security
interest in the property identified

* on certain residential mortgage trans-
actions, provide a good faith estimate
of the required disclosures before
consummation, or not later than three
business days after receipt of the loan
application
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Four formal enforcement actions
containing provisions relating to Regu-
lation Z were issued during the 2003
reporting period—three by the OCC and
one by the OTS. In addition, 147 institu-
tions supervised by the Federal Reserve,
the FDIC, or the OTS were required,
under the Interagency Enforcement Pol-
icy on Regulation Z, to refund a total of
approximately $1.3 million to consum-
ers. The FTC continued its enforcement
activities to halt certain illegal practices
of subprime lenders. The agency entered
into two settlements, issued one new
complaint (currently in litigation), and
pursued two ongoing lawsuits for
alleged violations of the Truth in Lend-
ing Act and the Federal Trade Commis-
sion Act.

Regulation AA
(Unfair or Deceptive Acts
or Practices)

The three banking regulators with
responsibility for enforcing Regula-
tion AA’s Credit Practices Rule—the
Federal Reserve, the OCC, and the
FDIC—along with the NCUA reported
that 99 percent of institutions examined
during the 2003 reporting period were in
compliance, the same proportion as for
the 2002 reporting period. The few vio-
lations involved one or both of the fol-
lowing actions:

+ failing to provide a clear and con-
spicuous disclosure regarding a
cosigner’s liability for a debt

* entering into a consumer credit con-
tract containing a nonpossessory secu-
rity interest in household goods

No formal enforcement actions relat-
ing to Regulation AA were issued dur-
ing the reporting period.

Regulation CC
(Availability of Funds and
Collection of Checks)

The FFIEC agencies reported that
90 percent of institutions examined dur-
ing the 2003 reporting period were in
compliance with Regulation CC, the
same proportion as for the 2002 report-
ing period. Among the institutions not
in full compliance, the most frequently
cited violations involved the failure
to take one or more of the following
actions:

* make available on the next business
day the lesser of $100 or the aggregate
amount of checks deposited that are
not subject to next-day availability

e follow special procedures when
invoking the exception for large-dollar
deposits

* make funds from certain checks, both
local and nonlocal, available for with-
drawal within the times prescribed by
the regulation

* when placing an exception hold on an
account other than a new account, pro-
vide the customer with a notice con-
taining certain information within pre-
scribed time periods

The OTS issued one formal enforce-
ment action containing provisions relat-
ing to Regulation CC during the 2003
reporting period.

Regulation DD
(Truth in Savings)

The FFIEC agencies reported that
89 percent of institutions examined dur-
ing the 2003 reporting period were in
compliance with Regulation DD, com-
pared with 87 percent for the 2002
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reporting period. Among the institutions
not in full compliance, the most fre-
quently cited violations involved

« failing to provide account disclo-
sures containing certain required
information

* using the phrase “annual percentage
yield” in an advertisement without
disclosing additional terms and condi-
tions of customer accounts

* providing advertisements that were
inaccurate or misleading (or both).

No formal enforcement actions relat-
ing to Regulation DD were issued dur-
ing the reporting period.

Implementation of
Statutes Designed to
Inform and Protect Consumers

Changes to Regulation B

In February 2003, following a compre-
hensive review of the regulation and
staff commentary, the Board published a
final rule amending Regulation B, which
implements the Equal Credit Opportu-
nity Act (ECOA). Two significant revi-
sions were made, one relating to the
general prohibition against a creditor’s
noting an applicant’s personal character-
istics and the other to prescreened credit
solicitations. The final rule took effect
in April 2003, and compliance becomes
mandatory on April 15, 2004.

Data Collection in Connection with
Nonmortgage Credit

Because the ECOA makes it unlawful
for creditors to consider any prohibited
basis of discrimination in extending
credit, Regulation B has generally pro-
hibited creditors from inquiring about,

or noting, an applicant’s sex, race, color,
religion, and national origin. The
premise for this prohibition is that if
creditors are not allowed to inquire
about or note applicants’ personal char-
acteristics, they are less likely to con-
sider that information unlawfully in
credit transactions.

The Board’s proposal to remove this
prohibition in connection with non-
mortgage credit elicited strong com-
ments from those favoring removal and
those opposed. In the final rule, the
Board generally retained the prohibition
restricting creditor access to information
about applicants’ personal characteris-
tics. It did, however, create an exception
that allows a creditor to collect informa-
tion on applicant characteristics for the
limited purpose of conducting a self-
test.

A self-test is a program, practice, or
study designed and used by a creditor
specifically to determine its compliance
with the ECOA. Under the ECOA,
because the results of the self-test are
privileged, they may not be obtained
in an examination or investigation of
the creditor, or in any proceeding
or lawsuit alleging a violation of the
ECOA or Regulation B. Certain other
information—such as whether a creditor
conducted a self-test and the methodol-
ogy or the scope of the test—is not
privileged. The purpose of the self-test
privilege, which was added to the ECOA
by Congress in 1996, was to encourage
institutions to undertake candid and
complete self-tests for possible fair lend-
ing violations and to act decisively to
correct any discovered problems. The
privilege applies only if the creditor
takes appropriate corrective action when
the creditor determines that it is more
likely than not that a violation occurred.

Under the exception adopted by the
Board, creditors will be able to develop
compliance programs that use appli-
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cant data in a controlled and targeted
manner. The constraints imposed by
the self-test provision help ensure that
personal information such as race and
ethnicity is not used to discriminate
on a prohibited basis, but that it
is collected and used to monitor com-
pliance with the ECOA and to serve
as a basis for appropriate corrective
action.

Prescreened Credit Solicitations

There has long been a concern that pre-
screened solicitations could provide the
means for creditors to circumvent or
evade the ECOA and defeat its purposes
by excluding prospective applicants on
a prohibited basis. The issue arises in
part because the ECOA generally pro-
tects credit applicants—persons who
have, at a minimum, requested credit—
from discrimination. In the case of pre-
screened solicitations, the creditor iden-
tifies prospective customers and solicits
an application from those who meet its
criteria.

With advances in technology that
facilitate the building of databases, the
use of prescreened solicitations has
become more common and more sophis-
ticated. Prescreened solicitations can be
used to target those consumers who are
most likely to use a particular credit
product or those segments of the popula-
tion most likely to respond to the offer
of credit. Conversely, prescreened
solicitations can be used to exclude
some consumers from receiving offers
of credit.

Under the final rule, creditors are
required to retain information about the
criteria used to select potential custom-
ers, the text of any solicitation mailing,
and any complaints received about the
solicitation. This requirement will allow
the Board and other enforcement agen-
cies to monitor creditors’ solicitation

practices systematically on the basis
of information that creditors currently
maintain. For example, under the Fair
Credit Reporting Act, creditors that
use information in consumer reports to
select recipients for offers of credit are
required to retain records pertaining
to the selection criteria for three years
after the date the offer is made to the
consumer.

Other Regulatory Actions

The Board also took the following regu-
latory actions during 2003:

* In March the Board revised the offi-
cial staff commentary to Regulation Z
(Truth in Lending) to give guidance
on certain fees associated with credit
cards; the replacement of an existing
credit card with one or more cards;
the disclosure of private mortgage
insurance premiums; and the selec-
tion of the appropriate Treasury yield
for determining whether a mortgage
loan is covered by the Home Owner-
ship and Equity Protection Act of
1994,

* In August the Board raised from $488
to $499 the total dollar amount of
points and fees that triggers additional
requirements for certain mortgage
loans under the Home Ownership and
Equity Protection Act, effective in
January 2004, to reflect changes in the
consumer price index, as prescribed
by the statute.

e In December the Board raised to
$33 million the threshold for deposi-
tory institutions required to collect
data in 2004 under the Home
Mortgage Disclosure Act, to reflect
changes in the consumer price index,
as prescribed by the statute.
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Economic Effects of the
Electronic Fund Transfer Act

As required by the Electronic Fund
Transfer Act (EFTA), the Board moni-
tors the effects of the act on the costs of
compliance to financial institutions and
the benefits of the act to consumers.

According to data from the most
recent Survey of Consumer Finances
(conducted in 2001), approximately
88 percent of U.S. families in that year
had or used one or more EFT services—
for example, an ATM card, a debit card,
direct deposit, or direct payment—up
from approximately 85 percent in 1998.
Automated teller machines (ATMs)
remained the most widely used EFT ser-
vice; approximately 70 percent of U.S.
families had an ATM card. In 2003, the
number of ATM transactions per month
averaged approximately 902 million,
and the number of installed ATMs
rose nearly 5.4 percent from 2002, to
371,000.

Direct deposit is also widely used.
About 67 percent of U.S. families have
funds deposited directly into their
checking or savings account. Use of the
service is particularly common in the
public sector; during fiscal year 2003,
approximately 74 percent of all govern-
ment payments were made using EFT,
including 80 percent of social security
payments, 98 percent of federal salary
and retirement payments, and 41 percent
of federal income tax refunds.

About 47 percent of U.S. families use
debit cards, which consumers can use at
merchant terminals to pay for purchases.
Approximately 15.6 billion debit card
transactions took place in 2002, an
increase of approximately 25 percent
from the previous year’s volume. Direct
payment is a less widely used EFT pay-
ment mechanism; about 40 percent of
U.S. families have payments automati-
cally deducted from their accounts.

The incremental costs associated
with the EFTA are difficult to quantify
because no one knows how industry
practices would have evolved in the
absence of statutory requirements. The
benefits of the EFTA are also difficult to
measure, as they cannot be isolated from
consumer protections that would have
been provided in the absence of regu-
lation. The available evidence suggests
no serious consumer problems with the
EFTA (see “Agency Reports on Compli-
ance with Consumer Protection Laws”
earlier in this chapter).

Consumer Complaints

The Federal Reserve investigates com-
plaints against state member banks and
forwards to the appropriate enforcement
agency complaints that involve other
creditors and businesses. Each Reserve
Bank investigates complaints against
state member banks in its District.

The Board provides guidance to the
Reserve Banks on complaint program
policies and procedures through advi-
sory letters and periodic updates to the
Consumer Complaint Manual. In 2003,
the Board issued guidance on releas-
ing information in response to Privacy
Act and Freedom of Information Act
requests. The Board also revised its pol-
icy and special procedures for Reserve
Bank investigations of complaints alleg-
ing credit discrimination and stream-
lined the review process.

Complaints and inquiries received by
the Federal Reserve System are entered
into its online database, Complaint
Analysis Evaluation System and Reports
(CAESAR). The CAESAR Users Advi-
sory Group released a new version of
the CAESAR data entry system in
2003. Enhancements included features
that allow Board and Reserve Bank
staff to identify emerging consumer
concerns; to document dollar amounts
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Consumer Complaints against State Member Banks, by Subject of Complaint, 2003

Total Not investigated
Unable
Subject of complaint to ﬂqbtain Explanation
sufficient of law
Number Percent information provided
from to consumer
consumer
Loans
Discrimination alleged

Real estate loans ..............covvviiiiiinnnnn.., 16 1 0 0

Creditcards .........ooovviviiiiiiiiiiiiniiiii, 11 1 0 1

Otherloans ............cooiiiiiiiiiiiiiiis 1 1 1 1

Other type of complaint

Real estate loans ..............c.oooveieinninnn.., 521 19 9 44

Creditcards ...........ccovvviiiiiiiiiieiinneian, 971 36 1 66

Otherloans .............ccoovvviiiiiiiiniinni, 207 8 3 19
Deposits .............. 637 24 14 102
Electronic fund transfers 38 1 1 1
Trust services .. 24 1 0 5
Other 208 8 7 35
Total 2,644 100 36 274

returned to consumers as a result of
complaint investigations; and to more
quickly update and retrieve data in the
CAESAR database. The advisory group
also completed an analysis of the Fed-
eral Reserve System’s code structure
and its statistical reports for consumer
complaints. As a result of that analysis,
new codes and enhanced reports were
implemented.

The advisory group is currently devel-
oping requirements for a web-based
CAESAR database application that
will streamline the complaint process
to better serve the System’s business
needs and to facilitate the sharing of
complaint information with consumer
compliance supervisory staff. The
web-based system will enable the
Federal Reserve to eliminate duplica-
tive automation tools at the Reserve
Banks and disseminate information to
and from other System applications—

improvements that will help consumer
complaints and consumer compliance
staff carry out their supervisory and risk-
management responsibilities.

In September the Board held a confer-
ence for Reserve Bank officers and man-
agers in charge of the complaint pro-
gram. The conference covered policy
and program changes recently imple-
mented by the Board; issues related
to investigation of complaints alleging
credit discrimination; Reserve Bank
complaint programs in general; and the
Board’s proposal to create a national
complaint web site. It also included pre-
sentations on complaint trends and dem-
onstrations by Board and Reserve Bank
staff of automation tools currently used
in an integrated compliance risk envi-
ronment as well as a demonstration by
the Office of the Comptroller of the
Currency of its automated complaints
and inquiry database.

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



Consumer and Community Affairs 75

Consumer Complaints—Continued

Investigated

Bank legally correct
Factual or Possible Pending
. contractual bank ’
No reim- g?ﬁgx;g_ Customer Bank dispute— | violation— } Matter in December 31
bursement | ‘ment or error error resolvable bank took litigation
or other other only by corrective
accommo- | o o the courts action
dation dation
6 0 0 3 0 1 0 6
2 2 0 1 0 0 0 5
2 2 0 0 0 0 0 5
213 107 0 87 14 11 7 29
275 431 5 90 7 2 5 89
75 46 1 29 7 4 8 15
241 131 0 70 25 4 9 41
11 9 0 6 1 7 0 2
12 0 0 1 0 0 3 3
51 19 1 16 8 2 4 65
888 747 7 303 62 3 36 260

Complaints against
State Member Banks

In 2003 the Federal Reserve received
almost 5,500 complaints from consum-
ers by mail, by telephone, and electroni-
cally via the Internet. About 48 percent
of the complaints (2,644) were against
state member banks (see tables); the
remainder were referred to other agen-
cies. Of the complaints against state
member banks, 66 percent involved loan
functions: 3 percent alleged discrimina-
tion on a basis prohibited by law (race,
color, religion, national origin, sex,
marital status, age, the fact that the
applicant’s income comes from a public
assistance program, or the fact that the
applicant has exercised a right under the
Consumer Credit Protection Act), and
63 percent concerned other credit-
related practices, such as the interest
rate charged on credit card accounts

or credit denial on a basis not prohibited
by law (for example, credit history or
length of residence). Twenty-four per-
cent of the complaints involved disputes
about interest on deposits and general
deposit account practices, and the
remaining 10 percent concerned dis-
putes about electronic fund transfers,
trust services, or other practices. Infor-
mation on the outcome of investigations
of these complaints is provided in the
table.

During 2003, the Federal Reserve
System completed investigations of 286
complaints against state member banks
that were pending at year-end 2002,
finding ten violations. In most cases,
the bank had handled the customer’s
account correctly but nevertheless chose
to reimburse or otherwise accommodate
the customer.

The Federal Reserve also handled
almost 1,700 inquiries about consumer
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Consumer Complaints against State
Member Banks, by Classification, 2003

Classification Number

Regulation B (Equal Credit Opportunity) ... 38
Regulation C (Home Mortgage

Disclosure ACt) ......ccovvvereianan.n. 0
Regulation E (Electronic Fund Transfers) ... 38
Regulation H (Bank Sales of Insurance)..... 0
Regulation M (Consumer Leasing) ......... 0
Regulation P (Privacy of Consumer

Financial Information) ................. 13
Regulation Q (Payment of Interest) ......... 0
Regulation Z (Truth in Lending) ........... 318
Regulation BB (Community Reinvestment) . 1
Regulation CC (Expedited Funds

Availability) ... 19
Regulation DD (Truth in Savings) .......... 35
Fair Credit Reporting Act .................. 150
Fair Debt Collection Practices Act .......... 9
Fair Housing Act ... 1
Flood insurance rules ...................... 27
Regulations T, U,and X .........ollL 0
Real Estate Settlement Procedures Act ...... 19
Unregulated practices ...................... 1,976
Total ... 2,644

credit and banking policies and prac-
tices during 2003. In responding to these
inquiries, the Board and Reserve Banks
gave specific explanations of laws, regu-
lations, and banking practices and pro-
vided relevant print materials on con-
sumer issues.

Unregulated Practices

As required by section 18(f) of the Fed-
eral Trade Commission Act, the Board
monitors complaints about banking
practices that are not subject to existing
regulations, focusing on those that con-
cern practices that are possibly unfair or
deceptive. In 2003 the Board received
almost 2,000 complaints against state
member banks that involved unreg-
ulated practices. The categories that
received the most complaints involved
checking accounts, credit card accounts,
and real estate loans. Consumers com-
plained about insufficient-funds charges
and procedures (136 complaints) and
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disputed amounts withdrawn (115); they
complained about fees associated with
credit card accounts (114), interest rates
and terms (109), and escrow account
problems (96). The remainder of the
complaints concerned a wide range of
unregulated practices in other areas,
including credit card fraud, the amount
charged for late payments, and credit
denials attributed to credit history.

Complaint Referrals to HUD

In accordance with a memorandum
of understanding between HUD and
the federal bank regulatory agencies,
in 2003 the Federal Reserve referred
eleven complaints to HUD that alleged
state member bank violations of the Fair
Housing Act. In six of the eleven cases
the Federal Reserve’s investigations
revealed no evidence of illegal discrimi-
nation. In one case, the bank had made
an error in handling the customer’s
construction-permanent loan payments,
which it had subsequently corrected.
The remaining four cases were pending
at year-end.

Advice from the
Consumer Advisory Council

The Board’s Consumer Advisory
Council—whose members represent
consumer and community organizations,
the financial services industry, academic
institutions, and state agencies—advises
the Board of Governors on matters con-
cerning laws and regulations that the
Board administers and on other issues
related to consumer financial services.
Council meetings are open to the public.
(For a list of members of the Council,
see the section “Federal Reserve Sys-
tem Organization.”)

In 2003, the Council met in March,
June, and October. In March, Council
members discussed bounced-check pro-
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tection services and how those services
should be treated under Regulation Z
(Truth in Lending). The discussion
focused on whether the fees that banks
charge to cover overdrafts on custom-
ers’ accounts are finance charges. Coun-
cil members who believed that the fees
are finance charges argued that Regula-
tion Z applies to bounced-check protec-
tion and that, consequently, fee disclo-
sures are required. The disclosures, they
said, would make consumers aware of
the high cost of these services. Other
members asserted that because financial
institutions make no promise to pay
overdrafts and have no written agree-
ment with the customer to pay over-
drafts, overdraft fees are not finance
charges and hence are not covered by
Regulation Z.

Other discussion of Regulation Z in
March focused on credit card disclo-
sures and on the type of cost informa-
tion that is most useful to consumers.
Members discussed, but did not reach
consensus on, whether disclosing the
dollar amount of fees on periodic state-
ments or disclosing the annual percent-
age rate, which reflects both the interest
and other fees charged, is the better way
to inform consumers about the cost of
credit.

Predatory lending was a topic at the
March and June meetings. The March
discussion focused on the effectiveness
of state and local laws in reducing
predatory lending practices. While many
Council members favored reliance on
state and local laws, others noted those
laws’ lack of uniformity and believed
that federal regulators are in the best
position to establish and enforce effec-
tive laws to combat abusive practices.
In June, Council members discussed
efforts to counter the tactics of abusive
lenders and to provide assistance to
consumers who experience the conse-
quences of predatory lending. Several

members emphasized the significant
role the Federal Reserve and other fed-
eral agencies can play in preventing
predatory practices.

In June, Council members also dis-
cussed the 1996 amendments to the Fair
Credit Reporting Act, which preempted
the states from enacting laws or regu-
lations pertaining to the availability of
information for underwriting purposes,
procedures for dispute resolution, and
the marketing of credit information.
Some members asserted that because the
credit reporting system is a national sys-
tem, uniform national standards are nec-
essary to maintain its viability. Other
members believed that states have an
important role in protecting the public
and are in the best position to respond
to local concerns about credit informa-
tion. Despite differing views, members
agreed on the critical importance of
accurate reporting, given the devastating
effect that errors in credit information
can have, particularly on the lives of
low-income individuals.

Also in June, Council members dis-
cussed the lengthy and complex privacy
notices that financial institutions use
to comply with the privacy portions
of the Gramm-Leach—Bliley Act. After
reviewing a proposed ‘‘short-form”
notice, members strongly supported the
concept of short-form privacy notices
but urged the federal financial insti-
tution regulators to obtain customer
comment on the notices before moving
forward.

At the October meeting, members dis-
cussed the effect on nonprofit organiza-
tions of a decline in operating income
and funding sources. Council members
cited possible reasons for the dimin-
ished capacity of nonprofit organiza-
tions to serve the needs of their commu-
nities and suggested ways in which
nonprofits could mitigate the effects of
cutbacks by major funding sources.
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The Council also discussed payroll
cards and convenience checks issued in
connection with credit card accounts.
Members considered whether the Truth
in Lending Act’s consumer protections
for credit cards should extend to conve-
nience checks and whether Regulation Z
disclosures are adequate. With respect
to payroll cards, which employers use
to make salary and other compensation
payments to employees, the discussion
focused on whether requirements of the
Electronic Fund Transfer Act and Regu-
lation E should or should not apply.

Promotion of Community
Economic Development in
Historically Underserved
Markets

During 2003, the community affairs
function within the Federal Reserve Sys-
tem engaged in a variety of initiatives
to promote community economic devel-
opment that benefit low- and moderate-
income communities and populations.
Activities included conducting research,
preparing publications, sponsoring con-
ferences and seminars, and providing
advisory services, all of which facilitate
the delivery of pertinent information to
both general and targeted audiences.

As a decentralized function, the com-
munity affairs programs at the Board
and each of the twelve Reserve Banks
design activities that are responsive to
the communities in the regions they
serve. Reserve Bank Community Affairs
Offices focus on providing information
and promoting awareness of investment
opportunities to financial institutions,
government agencies, and organizations
that serve low- and moderate-income
communities and populations, while
the Board’s Community Affairs Office
engages in activities that have national
implications for public policy. Spe-

cific topics addressed by the System’s
community affairs programs in 2003
included personal financial education,
evaluating the effectiveness of various
community economic development
strategies, identifying sources of fund-
ing and investment for community
development, the challenges to creating
sustainable community economic devel-
opment organizations, and creating poli-
cies that support the development of
minority-owned small businesses.

While the Federal Reserve has spon-
sored activities related to financial
literacy for many years, the System
increased its visibility in this area in
2003 by sponsoring a national aware-
ness campaign on personal financial
education. Various programs were
undertaken by the Board and the
Reserve Banks to support national,
regional, and local financial education
efforts. (See related box “Spotlight on
Financial Education.”)

To promote effective community eco-
nomic development strategies, the com-
munity affairs function undertook sev-
eral significant initiatives. The System’s
third biennial community affairs
research conference in April focused on
evaluating the efficacy of various com-
munity development efforts. Titled
Seeds of Growth—Sustainable Commu-
nity Development: What Works, What
Doesn’t, and Why, the conference
attracted nearly 350 attendees and pro-
vided a forum for discussion of the
strengths and weaknesses of programs,
projects, partnerships, and policies
related to development in lower-income
neighborhoods. The conference papers
and other community development
research studies are posted on the Sys-
tem’s research repository web site, the
Community and Economic Develop-
ment Research Information Center
(CEDRIC) (www.chicagofed.org/cedric/
cedric_index.cfm).
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The Board’s Community Affairs
Office, in partnership with the Chicago,
Kansas City, Philadelphia, and St. Louis
Reserve Banks, undertook an initia-
tive designed to foster learning and
highlight models of community eco-
nomic development. The web-based
database Lessons Learned: Community
and Economic Development Case
Studies (www.chicagofed.org/cedric/
lesle_index.cfm) provides detailed case
studies that identify a community devel-
opment issue, present one community’s
solution, describe the results, and offer
“lessons learned” to community devel-
opers addressing similar concerns in
their communities. Residing on the
CEDRIC web site, the database is an
efficient means for exchanging informa-
tion among community development
professionals, giving them the benefit of
the experiences of their counterparts
throughout the country.

Another web-based resource, the Fis-
cal Impact Tool, was launched in 2003
to support community and economic
development activity in mid-size com-
munities. This analytic tool enables
community economic developers to
conduct a cost-benefit analysis of a
proposed development project by esti-
mating its effect on local sales and
property tax revenues and on costs
to local government. The tool, which
is available through the Board’s web
site  (www.federalreserve.gov/forms/
fiscalimpactrequest.cfm), can aid deci-
sionmakers in determining the economic
value of a proposed activity for their
community.

The community affairs area has been
a source of information on creative
financing of community economic
development for many years, and in
2003, efforts in this area expanded. The
Community Affairs Offices at both the
San Francisco Reserve Bank and the
Board developed new resources relat-

ing to community development invest-
ments. San Francisco’s Center for
Community Development Investments,
drawing on the expertise of an advisory
board of community economic develop-
ment professionals, offers an in-depth
discussion of various investment vehi-
cles used to finance community devel-
opment. As a centralized resource for
information, contacts, and training
opportunities, the center seeks to expand
access to information on the funding
tools that can support economic growth
in low- and moderate-income commu-
nities (www.sf.frb.org/cdinvestments/
index.html).

Similarly, the Board’s community
affairs program developed a web site
that gives guidance on the types of
investments certain banking institutions
may engage in to support community
economic development and public wel-
fare benefits (www.federalreserve.gov/
communityaffairs/cdi/default.htm). In
addition, several Reserve Banks part-
nered with a nonprofit organization,
Wall Street Without Walls, to help
increase awareness of the capital mar-
kets’ role in funding community eco-
nomic development. In 2003, the Bos-
ton, Richmond, and Atlanta Reserve
Banks cosponsored seminars that gave
an overview of the benefits of and chal-
lenges associated with accessing the
capital markets to fund development
in lower-income neighborhoods and
populations.

Given the important role of public
policy in effecting change in under-
served communities, the community
affairs function engaged in activities
to examine challenges relating to the
community development field. The
Board’s Community Affairs Office
addressed the sustainability of commu-
nity economic development organiza-
tions in a policy forum cohosted with
the Aspen Institute, a national research
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Spotlight on Financial Education

No matter who you are, making informed decisions about what to do with your
money will help build a more stable financial future for you and your family.

Alan Greenspan, Chairman, Board of Governors

The growing complexity of the financial
services marketplace—in terms of both the
products offered and the number and
variety of providers—has in recent years
focused the attention of government agen-
cies and consumer and community groups
on the importance of financial education.
In addition, ongoing interest in protect-
ing consumers from abusive and deceptive
lending practices has underscored the
role of education as a line of defense
against entanglement in unsuitable finan-
cial arrangements that can have detrimen-
tal, even devastating, effects.

Consistent with its interest in economic
growth, consumer protection, and commu-
nity development, the Federal Reserve Sys-
tem has long been an active supporter of
educational programs that provide practical
information on how the economy and the
banking industry function. More recently,
this interest has extended to personal finan-
cial education as a way of helping con-
sumers develop the skills that can lead to
financial success for themselves and their
families. To underscore this message, the
Community Affairs and Public Information
Offices of the Federal Reserve System in
2003 collaborated to raise awareness of the
importance of personal financial manage-
ment and to highlight some of the resources
available to consumers.

The collaboration resulted in the nation-
wide campaign “There’s a Lot to Learn
about Money.” This multifaceted cam-
paign was launched in May 2003 with a
public service announcement featuring
Chairman Greenspan, who has spoken
often of the importance of education in
developing sound financial decisionmak-
ing skills. Electronic and print media and

May 2003

video were used to broaden consumers’
access to information on personal financial
education and to help establish the Fed-
eral Reserve System as a central source of
information. A toll-free number was estab-
lished to respond to inquiries generated
by the announcement, and a brochure
describing strategies for taking charge of
one’s finances was sent to interested call-
ers. For consumers who like to obtain their
information electronically, a robust central
Federal Reserve web site was launched,
linking to specially prepared educational
tools and resource information on the
web sites of the twelve Reserve Banks
(www.federalreserveeducation.org/fined/
index.cfm). ‘

The campaign attracted the attention of
other central banks that are also seeking
ways to help consumers better manage
their finances. During the year, Board
staff met with officials of the central banks
of Canada, England, Finland, and Malaysia
to discuss the Federal Reserve’s various
roles in supporting personal financial
education.

The System undertook numerous
projects during the year to reinforce the
campaign’s objectives. For example, the
Board and several Reserve Banks part-
nered with a national nonprofit financial
education organization, Operation HOPE,
to emphasize the importance of under-
standing and managing finances to students
in inner-city public schools. In one partner-
ship activity, Chairman Greenspan and the
president of the Richmond Reserve Bank
recounted for middle school students in
Washington, D.C., the ways in which
financial education, as well as their interest
in finances, has affected their lives. Simi-
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larily, the presidents of the Boston, Cleve-
land, Chicago, St. Louis, Kansas City, and
Dallas Banks spoke with students in those
cities.

The Community Affairs Offices at sev-
eral Reserve Banks used their research
capacity, publications, and work with local
organizations to raise awareness of regional
efforts that support financial education.
The Cleveland Reserve Bank surveyed
organizations offering personal financial
education programs in the Fourth District
to increase understanding of the breadth
of providers of such programs. The survey
led to the convening of regional round-
tables at which financial educators in
Cleveland, Pittsburgh, and Cincinnati dis-
cussed opportunities for partnerships to
leverage resources and increase efficiency
in delivering financial education. The
Atlanta and Kansas City Banks sponsored
initiatives to help establish regional net-
works. The Boston Bank collaborated with
a group serving a low-income Hispanic
community in Springfield, Massachusetts,
to develop a curriculum that meets the
information needs of residents of the
neighborhood. The New York, Philadel-
phia, Atlanta, St. Louis, Minneapolis,
Dallas, and San Francisco Banks hosted
train-the-trainer sessions—some focused
on youth, Hispanic, faith-based, and Native
American populations—to help increase
the effectiveness of organizations that
provide financial education in their
communities.

Research having indicated that the work-
place is an effective venue for financial
education, the Community Affairs Offices
at the Board and the Boston, Atlanta,
St. Louis, and Dallas Banks in 2003 con-
ducted seminars for employees on personal
financial management strategies and con-
sumer protection issues. The Board hosted
sessions on budgeting and saving, reading
and correcting credit reports, using the
Board’s benefit programs to meet savings
goals, and understanding the implications
of identity theft.

In addition to providing practical infor-
mation, the Federal Reserve System is
contributing to policy development, public
information, and research on financial edu-
cation. Staff have conducted research on
savings patterns among low-income house-
holds and on households without check-
ing accounts and have shared the results
with researchers and practitioners in those
areas.

As an extension of long-standing efforts
to support community economic develop-
ment in Native American communities, the
Community Affairs Offices at the Board
and the Minneapolis, Kansas City, and
San Francisco Reserve Banks in May 2003
cosponsored a policy forum on financial
education for residents of Indian Country.
Together with a coalition of tribal leaders,
bankers, and Native American nonprofit
development and policy organizations, the
Federal Reserve is working to facilitate
partnerships that can provide financial edu-
cation and improve access to financial ser-
vices on reservations. Task forces have
been established to work on specific initia-
tives, including developing a national train-
ing strategy, designing research to evaluate
the effectiveness of programs, and formu-
lating a national outreach initiative to pro-
mote financial literacy in Indian Country.

To contribute to the limited body of
research, the Board is collaborating with
the Department of Defense on a longitudi-
nal study of the efficacy of the personal
financial education the department pro-
vides to military personnel. The study will
assess financial behaviors and changes in
financial status over time to determine
whether and how financial education con-
tributes to positive outcomes.

In recognition of the role that financial
education plays in the successful function-
ing of households and of the broader econ-
omy, the Federal Reserve will continue to
seek opportunities to highlight its interest
and to pursue initiatives that will contrib-
ute to better informed and more knowl-
edgeable consumers of financial services.
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and leadership development organiza-
tion. Featuring preliminary findings of
research on these topics conducted by
the institute, the event explored some
of the challenges that confront the com-
munity economic development field
relating to organizational infrastructure
and capitalization. Forum participants—
leaders of prominent national com-
munity development organizations—
described, from their particular per-
spectives, the fundamental issues that
define the mission and future of their
organizations. The Cleveland Reserve
Bank sponsored a conference on the evo-
lution of community economic devel-
opment as policy has shifted from
program-driven to market-based strate-
gies for addressing redevelopment chal-
lenges in lower-income neighborhoods.
The Board’s community affairs pro-
gram also participated in an interagency
policy initiative involving minority
small business development in 2003. As
part of the initiative, the agencies issued
a joint policy paper that examines ways
in which their policies and regulations
can be more effective in supporting
access to capital and technical assis-
tance by minority business owners.

Outreach Activities

The Board engages in outreach activi-
ties throughout the year to provide infor-
mation to the public about the Board’s
responsibilities, to facilitate understand-
ing of changes in banking regulations
and their impact on banks and consum-
ers, to promote community development
and consumer education, and to foster
discussion of public policy issues. Board
staff periodically meet with financial
institutions, community groups, and
other members of the public in formal
and informal settings. The Board spon-
sors and participates in meetings, con-
ferences, and seminars for the general
public and for targeted audiences. This
year, the Board participated in the Con-
gressional Black Caucus Foundation’s
2003 annual legislative conference,
which provides a national forum for ex-
amining strategies and viable solutions
to public policy issues facing African
Americans. Board staff distributed con-
sumer education materials provided by
the Federal Reserve System and used
the opportunity to inform conference
attendees about the Federal Reserve and
its multifaceted responsibilities. ]
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Banking Supervision and Regulation

Insured commercial banks in 2003 expe-
rienced record earnings and built
stronger balance sheets while adapting
to significant changes in the business
climate. Net income reached $100 bil-
lion, up 14 percent from the preceding
year. Historically low interest rates,
along with the resilience of the U.S.
household sector, continued to support
strong mortgage origination revenues
and healthy growth of mortgage-related
assets early in the year. Lower interest
rates created the opportunity for banks
to sell their higher-yielding investment
securities at a premium, realizing gains
that further supported earnings in the
first half of the year. Although the
steeper yield curve began to dampen
mortgage origination activity in the lat-
ter half of the year, continuing recovery
in the U.S. economy sparked equity mar-
kets and bolstered fees related to finan-
cial market activities. Moreover, asset
quality improved steadily during the
year, allowing banks to set aside less of
their income for future credit losses.
Net interest margins—the pretax rate
of profitability on earning assets—
contracted significantly during the year,
for several reasons. New mortgage-
related assets carried historically low
yields, the same reason refinancing was
attractive to mortgage borrowers. Nor-
mal repricing of interest-sensitive assets,
coupled with rate-motivated accelera-
tion of prepayments, reduced asset
yields. By liquidating higher-yielding
investment securities in order to record
gains in current income, banks effec-
tively traded future margin income for
current-period revenues. Finally, pre-
mium pricing on money market and sav-
ings deposit accounts, although contrib-

uting to deposit growth, also limited the
benefit of lower rates for overall fund-
ing costs.

Commercial lending and market-
sensitive revenues were weak through-
out the year, reflecting -cautious
improvement in economic activity and
equity markets. The latter showed some
recovery late in the year. Growth in
commercial real estate loans remained
rapid in 2003, exceeding 9 percent
for the seventh consecutive year and
reaching 11.1 percent of the industry’s
assets.

Non-interest expense grew only mod-
erately. At the same time, banks were
able to realize benefits from cost-cutting
measures. Salary and benefits expense
per employee grew 6.4 percent for the
year.

Core deposits, especially money
market and savings accounts, experi-
enced remarkable growth. These depos-
its offer banks greater funding stability
and attractive interest rate risk character-
istics in addition to growth in deposit
fees. As a strategic objective, banks
actively competed to attract these depos-
its, offering attractive rates and invest-
ing in branches and other delivery sys-
tems. Depositors for their part appeared
content to hold assets in the form of
these highly liquid insured deposits
while interest rates remained low and,
during the first half of the year, while
equity prices remained weak. Money
market and savings balances funded
30.6 percent of bank assets at year-end,
up from 28.9 percent a year earlier. This
funding provided support to the acquisi-
tion of residential mortgage and home
equity loans and, in the first half of the
year, mortgage-backed securities.
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A steeper yield curve in midyear
eroded a significant portion of unreal-
ized gains on banks’ investment securi-
ties and also slowed the pace of mort-
gage refinancing. Responding to these
market changes, banks strategically
reduced their holdings of long-term
securities during the latter half of the
year, although not by enough to offset
the acquisitions earlier in the year. The
effect was most pronounced in mortgage
pass-through securities, which declined
about 6.5 percent during the second half
of 2003. Banks also issued new long-
term fixed-rate debt, prepaid higher-cost
pre-existing term debt, and acquired
interest rate derivatives to hedge against
possible future increases in market inter-
est rates.

Capitalization remained a key source
of strength for the industry. Banks added
$42.5 billion in equity (net) during the
year. Aggregate regulatory capital ratios
remained well above minimums, while
nearly 99 percent of insured commercial
banks were well capitalized at year-end
2003. Dividend payout increased only
slightly for the year—77.4 percent of
earnings, versus 76.4 percent in 2002—
despite the introduction of more-
favorable federal tax treatment of divi-
dend income.

Nonperforming assets and net charge-
offs declined steadily through the year,
each having earlier reached a peak
level in September 2002. Although this
decline was influenced by positive
macroeconomic developments, it was
also supported by secondary markets for
troubled loans that remained deep and
liquid through the year. At the same
time, banks strengthened their credit risk
management and measurement capabili-
ties and were able to call on a wider
range of credit risk mitigation instru-
ments and techniques to manage the
extent of their risk-taking. Problem

loans remained somewhat elevated at
year-end 2003, with nonperforming
assets representing 0.94 percent of loans
and related assets. Nonetheless, the peak
levels reached in this credit cycle did
not approach the extremes of the early
1990s.

The number of insured commercial
banks fell by 121 institutions, to 7,761,
principally because of acquisitions and
consolidation of related bank charters
by multibank organizations. Two banks,
with combined assets of $1.4 billion,
failed in 2003.

Significant acquisitions of banking
institutions and major business lines
were an important development in 2003.
Bank of America and FleetBoston
announced their proposed merger late in
2003, and J.P. Morgan Chase and Bank
One announced their proposed merger
just after year-end. Each of these institu-
tions would have assets in the vicinity
of $1 trillion. Assuming that these trans-
actions are consummated, the three
largest bank holding companies in the
United States would together account
for $3.2 trillion in assets, or 37 percent
of the assets of all reporting bank hold-
ing companies.

Scope of Responsibilities for
Supervision and Regulation

The Federal Reserve is the federal
supervisor and regulator of all U.S. bank
holding companies (including financial
holding companies formed under the
authority of the Gramm-Leach-Bliley
Act) and of state-chartered commercial
banks that are members of the Federal
Reserve System. In overseeing these
organizations, the Federal Reserve seeks
primarily to promote their safe and
sound operation and their compliance
with laws and regulations, including the
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Bank Secrecy Act and consumer protec-
tion and civil rights laws.!

The Federal Reserve also has respon-
sibility for the supervision of all Edge
Act and agreement corporations; the
international operations of state member
banks and U.S. bank holding companies;
and the operations of foreign banking
companies in the United States.

The Federal Reserve exercises impor-
tant regulatory influence over entry into
the U.S. banking system and the struc-
ture of the system through its adminis-
tration of the Bank Holding Company
Act, the Bank Merger Act (with regard
to state member banks), the Change in
Bank Control Act (with regard to bank
holding companies and state member
banks), and the International Banking
Act. The Federal Reserve is also respon-
sible for imposing margin requirements
on securities transactions. In carrying
out these responsibilities, the Federal
Reserve coordinates its supervisory
activities with other federal banking
agencies, state agencies, functional
regulators, and the bank regulatory
agencies of other nations.

Supervision for
Safety and Soundness

To ensure the safety and soundness
of banking organizations, the Federal
Reserve conducts on-site examinations
and inspections and off-site surveillance
and monitoring. It also undertakes
enforcement and other supervisory
actions.

1. The Board’s Division of Consumer and
Community Affairs is responsible for coordinating
the Federal Reserve’s supervisory activities with
regard to the compliance of banking organizations
with consumer protection and civil rights laws. To
carry out this responsibility, the Federal Reserve
trains a number of its bank examiners in the evalu-
ation of institutions with regard to such compli-

Examinations and Inspections

The Federal Reserve conducts examina-
tions of state member banks, the U.S.
branches and agencies of foreign banks,
and Edge Act and agreement corpo-
rations. In a process distinct from
examinations, it conducts inspections of
holding companies and their nonbank
subsidiaries. Pre-examination planning
and on-site review of operations are
integral parts of the overall effort to
ensure the safety and soundness of
financial institutions. Whether it is an
examination or an inspection, the review
entails (1) an assessment of the quality
of the processes in place to identify,
measure, monitor, and control risks,
(2) an appraisal of the quality of the
institution’s assets, (3) an evaluation of
management, including an assessment
of internal policies, procedures, con-
trols, and operations, (4) an assessment
of the key financial factors of capital,
earnings, liquidity, and sensitivity to
market risk, and (5) a review for compli-
ance with applicable laws and regula-
tions. The table provides information on
the examinations and inspections con-
ducted by the Federal Reserve during
the past five years.

State Member Banks

At the end of 2003, 935 state-chartered
banks (excluding nondepository trust
companies and private banks) were
members of the Federal Reserve Sys-
tem. These banks represented approxi-
mately 12 percent of all insured U.S.

ance. The chapter of this volume covering con-
sumer and community affairs describes these regu-
latory responsibilities. Compliance with other
banking statutes and regulations, which is treated
in this chapter, is the responsibility of the Board's
Division of Banking Supervision and Regulation
and the Federal Reserve Banks, whose examiners
also check for safety and soundness.
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State Member Banks and Holding Companies, 1999-2003

Entity/Ttem 2003 2002 2001 2000 1999
State member banks
Total number .............cocvvuienenn. 935 949 970 991 1,010
Total assets (billions of dollars) ......... 1,912 1,863 1,823 1,645 1,423
Number of examinations ............... 822 814 816 899 858
By Federal Reserve System 581 550 561 610 551
By state banking agency ............. 241 264 255 289 307
Top-tier bank holding companies
Large (assets of more than $1 billion)
Total number ...................c.... 365 329 312 309 283
Total assets (billions of dollars) ....... 8,295 7,483 6,905 6,213 5,625
Number of inspections ............... 454 439 413 352 332
By Federal Reserve System! ....... 446 431 409 346 329
On site .. 399 385 372 309 298
Off site .....ooovveeeiiiinininnn. 47 46 37 37 31
By state banking agency ........... 8 8 4 6 3
Small (assets of $1 billion or less)
Total number ...................c.e0 4,787 4,806 4,816 4,800 4,831
Total assets (billions of dollars) ....... 847 821 768 716 679
Number of inspections ............... 3,453 3,726 3,486 3,347 3,064
By Federal Reserve System o 3,324 3,625 3,396 3,264 2,973
Onsite? ................ e 183 264 730 835 684
Offsite ......ooovveie e 3,141 3,361 2,666 2,429 2,289
By state banking agency ........... 129 101 90 83 91
Financial holding companies
Domestic ........coovviiiiiiiiiini 612 602 567 462
Foreign .........coovviiiniiicianiaiins 32 30 23 21

1. For large bank holding companies subject to con-
tinuous, risk-focused supervision, includes multiple tar-
geted reviews.

2. In 2002, the supervisory program for small bank
holding companies was revised, resulting in more

commercial banks and held approxi-
mately 26 percent of all insured com-
mercial bank assets in the United States.
The guidelines for Federal Reserve
examinations of state member banks
are fully consistent with section 10 of
the Federal Deposit Insurance Act, as
amended by section 111 of the Federal
Deposit Insurance Corporation Improve-
ment Act of 1991 and by the Riegle
Community Development and Regula-
tory Improvement Act of 1994, A full-
scope, on-site examination of these
banks is required at least once a year;
exceptions are certain well-capitalized,
well-managed institutions having assets
of less than $250 million, which may be
examined once every eighteen months.
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inspections being performed off site versus on site.
See text section “Bank Holding Companies” for more
information.

. . . Not applicable.

Bank Holding Companies

At year-end 2003, a total of 6,038 U.S.
bank holding companies were in opera-
tion, of which 5,152 were top-tier bank
holding companies. These organizations
controlled 6,298 insured commercial
banks and held approximately 96 per-
cent of all insured commercial bank
assets in the United States.

Federal Reserve guidelines call for
annual inspections of large bank hold-
ing companies as well as smaller com-
panies that have significant nonbank
assets. In judging the financial condi-
tion of the subsidiary banks owned
by holding companies, Federal Reserve
examiners consult examination reports
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prepared by the federal and state
banking authorities that have primary
responsibility for the supervision of
those banks, thereby minimizing dupli-
cation of effort and reducing the burden
on banking organizations.

Small, noncomplex bank holding
companies—those that have consoli-
dated assets of $1 billion or less—are
subject to a special supervisory program
that was implemented in 1997 and
modified in 2002.2 The program permits
a more flexible approach to supervision
of such companies. If all of a company’s
subsidiary depository institutions have
composite and management ratings of
“satisfactory” or better, and if no mate-
rial outstanding issues at the holding
company or consolidated level are other-
wise indicated, only a composite rating
and a management rating based on
the ratings of the lead subsidiary deposi-
tory institution are assigned to the
company. In 2003, the Federal Reserve
conducted 3,324 reviews of such bank
holding companies. If a company’s sub-
sidiary depository institutions have
ratings lower than “‘satisfactory” or
have other significant supervisory
issues, a more thorough off-site review
of the organization is conducted using
surveillance results and other infor-
mation. If the information obtained off-
site from these sources is not sufficient
to determine the overall financial condi-
tion of the holding company and to as-
sign the composite and management rat-
ings, the holding company is subject to
increased supervisory review that may
include an on-site review and off-site
monitoring.

2. Refer to SR Letter 02-01 for a discussion
of the factors considered in determining whether
a bank holding company is complex or non-

complex (www.federalreserve.gov/boarddocs/
SRLETTERS/2002/sr0201.htm).

Financial Holding Companies

Under the Gramm-Leach-Bliley Act,
the Federal Reserve has supervisory
oversight authority and responsibility
for bank holding companies, including
those that operate as financial holding
companies. The statute streamlines the
Federal Reserve’s supervision of all
bank holding companies and sets forth
parameters for the relationship between
the Federal Reserve and other regu-
lators. The statute also differentiates
between the Federal Reserve’s relations
with regulators of depository institu-
tions and its relations with functional
regulators (that is, regulators for insur-
ance, securities, and commodities).

As of year-end 2003, 612 domestic
bank holding companies and 32 foreign
banking organizations had financial
holding company status. Of the domes-
tic financial holding companies, 45
had consolidated assets of $15 billion
or more; 98, between $1 billion and
$15 billion; 93, between $500 million
and $1 billion; and 376, less than
$500 million.

Specialized Examinations

The Federal Reserve conducts special-
ized examinations of banking organiza-
tions in the areas of information technol-
ogy, fiduciary activities, transfer agent
activities, and government and munici-
pal securities dealing and brokering. The
Federal Reserve also conducts special-
ized examinations of certain entities,
other than banks, brokers, or dealers,
that extend credit subject to the Board’s
margin regulations.

Information Technology Activities

In recognition of the importance of
information technology to safe and
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sound operations in the financial indus-
try, the Federal Reserve reviews the
information technology activities of
supervised financial institutions as well
as certain independent data centers that
provide information technology services
to these institutions. Several years ago,
the information technology reviews of
banking institutions were integrated into
the overall supervisory process, and thus
all safety and soundness examinations
are now expected to include a review of
information technology risks and activi-
ties. During 2003 the Federal Reserve
was the lead agency in two examina-
tions of large, multiregional data pro-
cessing servicers examined in coopera-
tion with the other federal banking
agencies.

Fiduciary Activities

The Federal Reserve has supervisory
responsibility for institutions that
together hold more than $14 trillion of
assets in various fiduciary capacities.
During on-site examinations of fidu-
ciary activities, the institution’s compli-
ance with laws, regulations, and general
fiduciary principles and potential con-
flicts of interest are reviewed; its man-
agement and operations, including its
asset- and account-management, risk-
management, and audit and control pro-
cedures, are also evaluated. In 2003 Fed-
eral Reserve examiners conducted 164
on-site fiduciary examinations.

Transfer Agents and
Securities Clearing Agencies

As directed by the Securities Exchange
Act of 1934, the Federal Reserve con-
ducts specialized examinations of those
state member banks and bank holding
companies that are registered with the
Board as transfer agents. Among other
things, transfer agents countersign and

monitor the issuance of securities, reg-
ister the transfer of securities, and
exchange or convert securities. On-site
examinations focus on the effective-
ness of the institution’s operations and
its compliance with relevant securities
regulations. During 2003 the Federal
Reserve conducted on-site examinations
at 27 of the 92 state member banks and
bank holding companies that were reg-
istered as transfer agents. Also during
the year the Federal Reserve examined
1 state member limited-purpose trust
company acting as a national securities
depository.

Government and Municipal Securities
Dealers and Brokers

The Federal Reserve is responsible for
examining state member banks and for-
eign banks for compliance with the Gov-
ernment Securities Act of 1986 and with
Department of the Treasury regulations
governing dealing and brokering in gov-
ernment securities. Thirty-three state
member banks and 9 state branches of
foreign banks have notified the Board
that they are government securities deal-
ers or brokers not exempt from Trea-
sury’s regulations. During 2003 the Fed-
eral Reserve conducted 10 examinations
of broker—dealer activities in govern-
ment securities at these institutions.
These examinations are generally con-
ducted concurrently with the Federal
Reserve’s examination of the state mem-
ber bank or branch.

The Federal Reserve is also respon-
sible for ensuring compliance with the
Securities Act Amendments of 1975 by
state member banks and bank holding
companies that act as municipal securi-
ties dealers, which are examined pursu-
ant to the Municipal Securities Rule-
making Board’s rule G-16 at least once
each two calendar years. Of the 24 enti-
ties that dealt in municipal securities
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during 2003, 8 were examined during
the year.

Securities Credit Lenders

Under the Securities Exchange Act of
1934, the Federal Reserve Board is
responsible for regulating credit in cer-
tain transactions involving the purchase
or carrying of securities. In addition to
examining banks under its jurisdiction
for compliance with the Board’s margin
regulations as part of its general exami-
nation program, the Federal Reserve
maintains a registry of persons other
than banks, brokers, and dealers who
extend credit subject to those regula-
tions. The Federal Reserve may conduct
specialized examinations of these lend-
ers if they are not already subject to
supervision by the Farm Credit Admin-
istration, the National Credit Union
Administration, or the Office of Thrift
Supervision.

At the end of 2003, 700 lenders other
than banks, brokers, or dealers were reg-
istered with the Federal Reserve. Other
federal regulators supervised 215 of
these lenders, and the remaining 485
were subject to limited Federal Reserve
supervision. On the basis of regulatory
requirements and annual reports, the
Federal Reserve exempted 269 lenders
from its on-site inspection program. The
securities credit activities of the remain-
ing 216 lenders were subject to either
biennial or triennial inspection. Eighty-
nine inspections were conducted dur-
ing the year, compared with 127 in
2002.

Enforcement Actions
and Civil Money Penalties

In 2003 the Federal Reserve completed
44 enforcement cases involving 62 sepa-
rate actions. The actions included cease-
and-desist orders, written agreements,

removal and prohibition orders, and
civil money penalties.

In 2003 the Board of Governors
assessed $103.1 million in civil money
penalties. All civil money penalties
assessed by the Board are remitted,
as directed by statute, either to the
U.S. Department of the Treasury or
to the Federal Emergency Management
Agency.

All final enforcement orders issued
by the Board and all written agree-
ments executed by the Reserve Banks
are available to the public and are
posted on the Board’s web site
(www.federalreserve.gov/boarddocs/
enforcement). In addition to formal
enforcement actions, the Reserve Banks
in 2003 completed 141 informal
enforcement actions, such as board of
directors resolutions and memoranda of
understanding. These informal actions
are not available to the public.

Risk-Focused Supervision

In recent years the Federal Reserve has
created several programs aimed at
enhancing the effectiveness of the super-
visory process. The main objective of
these programs has been to sharpen the
focus on (1) those business activities
posing the greatest risk to banking orga-
nizations and (2) the organizations’
management processes for identifying,
measuring, monitoring, and controlling
risks.

Regional Banking Organizations

The risk-focused supervision program
for regional banking organizations
applies to institutions having a manage-
ment structure organized by function or
business line, a broad array of products,
and operations that span multiple super-
visory jurisdictions. For smaller regional
banking organizations, the supervisory
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program may be implemented with a
point-in-time inspection. For larger
institutions, it may take the form of a
series of targeted reviews. For the larg-
est, most complex institutions, the pro-
cess is continuous, as described in the
next section. To minimize burden on the
institution, work is performed off site to
the greatest extent possible. Addition-
ally, to minimize the number of requests
for information from the institution,
examiners make use of public and reg-
ulatory financial reports, market data,
information from automated surveil-
lance screening systems (see section
“Surveillance and Off-Site Monitor-
ing”’), and internal management reports.

Large, Complex Banking Organizations

The Federal Reserve applies a risk-
focused supervision program to
large, complex banking organizations
(LCBOs).? The key features of the
LCBO supervision program are (1) iden-
tifying those LCBOs that are judged, on
the basis of their shared risk character-
istics, to present the highest level of
supervisory risk to the Federal Reserve
System, (2) maintaining continual super-
vision of these institutions to keep
current the Federal Reserve’s assess-
ment of each organization’s condition,
(3) assigning to each LCBO a super-
visory team composed of Reserve Bank
staff members who have skills appro-
priate for the organization’s risk profile
(the team leader is the central point of
contact, has responsibility for only one
LCBO, and is supported by specialists
skilled in evaluating the risks of LCBO
business activities and functions), and
(4) promoting Systemwide and inter-

3. For an overview of the Federal Reserve’s
LCBO program, see Lisa M. DeFerrari and
David E. Palmer, “Supervision of Large Complex
Banking Organizations,” Federal Reserve Bulle-
tin, vol. 87 (February 2001), pp. 47-57.

agency information-sharing through an
automated system.

In support of the supervision of
domestic banking organizations and
foreign banking organizations (FBOs)
with a U.S. banking presence, there is
an automated application—the Bank-
ing Organization National Desktop
(BOND)—which was developed to
facilitate real-time, secure electronic
information-sharing and collaboration
among federal and certain state banking
regulators. During 2003, BOND was
comprehensively updated to provide
information on regional and community
banking organizations; to allow for
seamless integration with other Federal
Reserve national information systems,
such as the National Examination Data-
base (NED), Central Document and
Text Repository (CDTR), Performance
Report Information and Surveillance
Monitoring (PRISM), and the National
Information Center (NIC); and to enable
the addition of supervisory documents
to the CDTR and FBO rating data to
NED. Other revisions facilitate analy-
sis across business activities and help
document the sharing of confiden-
tial supervisory information on FBOs
and domestic banking organizations
having a global presence with foreign
regulators.

In April 2003, the Federal Reserve,
the Office of the Comptroller of the
Currency (OCC), and the Securities and
Exchange Commission (SEC) published
“Interagency Paper on Sound Practices
to Strengthen the Resilience of the U.S.
Financial System.” An interagency
working group had been formed in 2002
to assess whether, in light of the post—
September 11 risk environment, addi-
tional guidance on business resumption
was needed. The agencies held a series
of meetings with financial institutions
and core clearing and settlement organi-
zations to discuss lessons learned and

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



Banking Supervision and Regulation 91

the need to improve the resilience of the
financial system after a wide-scale dis-
ruption. In September 2002, the work-
ing group published for comment a draft
interagency white paper on strengthen-
ing resilience. The final paper incorpo-
rated comments received on that draft
and additional discussions with indus-
try representatives. In 2003, the Federal
Reserve began to develop a process for
assessing the implementation by finan-
cial institutions of the sound practices
presented in the paper.

Community Banks

The risk-focused supervision program
for community banks emphasizes the
review of activities having the highest
level of risk to an institution and pro-
vides a tiered approach to the examina-
tion of these activities. Examination pro-
cedures are tailored to the characteristics
of the bank, keeping in mind its size,
complexity, and risk profile. The exami-
nation procedures entail both off-site
and on-site work, including planning,
completion of a pre-examination visit,
preparation of a detailed scope-of-
examination memorandum, thorough
documentation of the work done, and
preparation of an examination report
tailored to the scope and findings of the
examination. The framework for risk-
focused supervision of community
banks was developed jointly with the
Federal Deposit Insurance Corporation
(FDIC) and has been adopted by the
Conference of State Bank Supervisors.

Surveillance and
Off-Site Monitoring

The Federal Reserve uses automated
screening systems to monitor the finan-
cial condition and performance of state
member banks and bank holding compa-
nies between on-site examinations. The

screening systems analyze supervisory
data and regulatory financial reports to
identify companies that appear to be
weak or deteriorating. This analysis
helps to direct examination resources to
institutions that exhibit higher risk pro-
files. Screening systems also assist in
the planning of examinations by iden-
tifying companies that are engaging in
new or complex activities. The Federal
Reserve also monitors various market
indices, including equity prices, debt
spreads and ratings, and measures of
expected default frequency to gauge
market perceptions of the risks in bank-
ing organizations.

In addition to using automated screen-
ing systems, the Federal Reserve pre-
pares quarterly Bank Holding Company
Performance Reports (BHCPRs) for use
in monitoring and inspecting supervised
banking organizations. The reports con-
tain, for individual bank holding com-
panies, financial statistics and com-
parisons with peer companies. They are
compiled from data provided by large
bank holding companies in quarterly
regulatory reports (FR Y-9C and
FR Y-9LP). BHCPRs are made avail-
able to the public on the Board’s
National Information Center web site
(www.ffiec.gov/nic/).

During 2003, a web version of the
Performance Report Information and
Surveillance Monitoring application
was implemented. PRISM is a querying
tool for Federal Reserve analysts that
accesses and displays financial, surveil-
lance, and examination data. In the ana-
lytical module, users can customize the
presentation of financial data for banks,
bank holding companies, and other
financial institutions that are drawn from
data in several types of reports—Call
Report, Uniform Bank Performance
Report, FR Y-9, and Bank Holding
Company Performance Report, among
others. In the surveillance module, users

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



92  90th Annual Report, 2003

can generate reports summarizing the
results of System surveillance screens
for banks and bank holding companies.
Users can also use PRISM to generate
customized surveillance screens, and all
PRISM reports can be transferred to
Excel spreadsheets.

The Federal Reserve works through
the Federal Financial Institutions
Examination Council (FFIEC) Task
Force on Surveillance Systems to coor-
dinate surveillance activities with the
other federal banking agencies.

International Activities

The Federal Reserve supervises the for-
eign branches of and overseas invest-
ments by member banks, Edge Act and
agreement corporations, and bank hold-
ing companies and the investments
by bank holding companies in export
trading companies. It also supervises
the activities that foreign banking
organizations conduct through entities
in the United States, including branches,
agencies, representative offices, and
subsidiaries.

Foreign Operations of
US. Banking Organizations

The Federal Reserve examines the inter-
national operations of state member
banks, Edge Act corporations, and bank
holding companies principally at the
U.S. head offices of these organizations,
where the ultimate responsibility for
their foreign offices lies. The examina-
tions abroad are conducted with the
cooperation of the supervisory authori-
ties of the countries in which they take
place; when appropriate, the examina-
tions are coordinated with the Office
of the Comptroller of the Currency.
Examiners also make visits to the over-
seas offices of U.S. banks to obtain
financial and operating information

and, in some instances, to evaluate their
efforts to implement corrective measures
or to test their adherence to safe and
sound banking practices.

At the end of 2003, 56 member banks
were operating 818 branches in for-
eign countries and overseas areas of the
United States; 32 national banks were
operating 622 of these branches, and
24 state member banks were operat-
ing the remaining 196. In addition,
17 nonmember banks were operating
19 branches in foreign countries and
overseas areas of the United States.

Edge Act and Agreement Corporations

Edge Act corporations are international
banking organizations chartered by the
Board to provide all segments of the
U.S. economy with a means of financ-
ing international business, especially
exports. Agreement corporations are
similar organizations, state chartered or
federally chartered, that enter into an
agreement with the Board to refrain
from exercising any power that is not
permissible for an Edge Act corporation.

Under sections 25 and 25A of the
Federal Reserve Act, Edge Act and
agreement corporations may engage in
international banking and foreign finan-
cial transactions. These corporations,
most of which are subsidiaries of mem-
ber banks, may (1) conduct a deposit
and loan business in states other than
that of the parent, provided that the busi-
ness is strictly related to international
transactions, and (2) make foreign
investments that are broader than those
made by member banks, as they may
invest in foreign financial organizations,
such as finance companies and leasing
companies, as well as in foreign banks.

Edge Act and agreement corporations
numbered 78 and were operating 11
branches at year-end 2003. These corpo-
rations are examined annually.
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US. Activities of Foreign Banks

The Federal Reserve has broad authority
to supervise and regulate the U.S. activ-
ities of foreign banks that engage in
banking and related activities in the
United States through branches, agen-
cies, representative offices, commercial
lending companies, Edge Act corpora-
tions, commercial banks, and certain
nonbank companies. Foreign banks con-
tinue to be significant participants in the
U.S. banking system.

As of year-end 2003, 190 foreign
banks from 54 countries were operating
240 state-licensed branches and agen-
cies (of which 8 were insured by the
Federal Deposit Insurance Corporation)
as well as 51 branches licensed by the
Office of the Comptroller of the Cur-
rency (of which 6 had FDIC insurance).
These foreign banks also directly owned
16 Edge Act and agreement corpora-
tions and 3 commercial lending compa-
nies; in addition, they held an equity
interest of at least 25 percent in 85 U.S.
commercial banks.

Altogether, the U.S. offices of these
foreign banks at the end of 2003 con-
trolled approximately 18 percent of U.S.
commercial banking assets. These for-
eign banks also operated 73 representa-
tive offices; an additional 60 foreign
banks operated in the United States
solely through a representative office.

State-licensed and federally licensed
branches and agencies of foreign banks
are examined on site at least once every
eighteen months, either by the Federal
Reserve or by a state or other federal
regulator; in most cases, on-site exami-
nations are conducted at least once every
twelve months, but the period may be
extended to eighteen months if the
branch or agency meets certain criteria.

The Federal Reserve conducts a joint
program for supervising the U.S. opera-
tions of foreign banking organizations

in cooperation with the other federal
banking agencies and state banking
agencies. The program has two main
parts. One part addresses the examina-
tion process for those foreign banking
organizations that have multiple U.S.
operations and is intended to ensure
coordination among the various U.S.
supervisory agencies. The other part is a
review of the financial and operational
profile of each organization to assess its
general ability to support its U.S. opera-
tions and to determine what risks, if any,
the organization poses through its U.S.
operations. Together, these two pro-
cesses provide critical information to
U.S. supervisors in a logical, uniform,
and timely manner. The Federal Reserve
conducted or participated with state and
federal regulatory authorities in 269
examinations during 2003.

Technical Assistance

In 2003 the Federal Reserve System
continued to provide technical assis-
tance on bank supervisory matters to
foreign central banks and supervi-
sory authorities. Technical assistance
involves visits by System staff members
to foreign authorities as well as consul-
tations with foreign supervisors who
visit the Board or the Reserve Banks.
Technical assistance in 2003 was con-
centrated in Latin America, Asia, and
former Soviet bloc countries.

During the year, the Federal Reserve
offered supervision training courses in
Washington, D.C., and in a number of
foreign jurisdictions exclusively for for-
eign supervisory authorities. System
staff also took part in technical assis-
tance and training missions led by the
International Monetary Fund, the World
Bank, the Inter-American Development
Bank, the Asian Development Bank,
the Basel Committee on Banking Super-
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vision,
Institute.

and the Financial Stability

Supervisory Policy

The Federal Reserve’s supervisory pol-
icy function is responsible for develop-
ing guidance for examiners and finan-
cial institutions as well as regulations
for financial institutions under the super-
vision of the Federal Reserve. Staff
members participate in international
supervisory forums and provide support
for the work of the Federal Financial
Institutions Examination Council.

Capital Adequacy Standards

During 2003 the Federal Reserve,
together with the Office of the Comp-
troller of the Currency, the Federal
Deposit Insurance Corporation, and the
Office of Thrift Supervision, issued an
interim rule amending the agencies’
regulatory capital guidelines, an advance
notice of proposed rulemaking on regu-
latory capital standards for internation-
ally active banking organizations, and
guidance on credit card lending; revised
the appraisal guidelines; and issued an
advisory on mortgage banking activi-
ties. The Federal Reserve also clarified
the reporting and capital treatment of
trust preferred stocks.

Asset-Backed Commercial Paper
Programs and Early Amortization
Provisions

In October the Federal Reserve and the
other federal banking agencies adopted
an interim rule with a request for com-
ments that amended the agencies’ risk-
based capital standards by providing an
interim capital treatment for assets in
asset-backed commercial paper (ABCP)
programs that are consolidated onto the
balance sheets of sponsoring banking

organizations as a result of Financial
Accounting Standards Board Financial
Interpretation No. 46, Consolidation of
Variable Interest Entities (FIN 46). The
comment period ended on Novem-
ber 17, 2003. The interim capital treat-
ment allows sponsoring banking organi-
zations to remove the consolidated
ABCP program assets from their risk-
weighted asset bases for purposes of
calculating their risk-based capital
ratios. Sponsoring banking organiza-
tions must continue to hold risk-based
capital against all other risk exposures
arising in connection with ABCP pro-
grams, including direct credit substi-
tutes, recourse obligations, residual
interests, long-term liquidity facilities,
and loans, in accordance with existing
risk-based capital standards. In addition,
any minority interests in ABCP pro-
grams that are consolidated as a result of
FIN 46 are to be excluded from spon-
soring banking organizations’ minority
interest component of tier 1 capital and,
hence, from total risk-based capital.

The interim capital treatment is in
effect only for the regulatory report-
ing periods ending September 30 and
December 31, 2003, and March 31,
2004. In addition, the interim capital
treatment does not alter the accounting
rules for balance sheet consolidation,
nor does it affect the denominator of the
tier 1 leverage capital ratio calculation,
which continues to be based primarily
on on-balance-sheet assets as reported
under generally accepted accounting
principles (GAAP). Thus, as a result of
FIN 46, banking organizations must
include all assets of consolidated ABCP
programs in on-balance-sheet assets for
purposes of calculating the tier 1 lever-
age capital ratio. The interim risk-based
capital treatment will expire on April 1,
2004.

Concurrent with the issuance of the
interim rule, the agencies also published
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a notice of proposed rulemaking that
would amend their risk-based capital
standards by removing the April 1,
2004, sunset provision in order to permit
sponsoring banking organizations to
continue to exclude from their risk-
weighted asset base those assets in
ABCP programs that are consolidated
onto sponsoring banking organizations’
balance sheets as a result of FIN 46. The
comment period ended on Novem-
ber 17, 2003. The removal of the sunset
provision is contingent upon the agen-
cies’ implementing proposed risk-based
capital requirements for liquidity facili-
ties having an original maturity of one
year or less that organizations provide to
ABCP programs, regardless of whether
the organization sponsors the program
or must consolidate the program under
GAAP. This treatment recognizes that
such facilities expose banking organiza-
tions to credit risk and is consistent with
the industry’s practice of internally allo-
cating economic capital against this risk
associated with such facilities. A sepa-
rate capital charge on liquidity facilities
provided to an ABCP program would
not be required of banking organizations
that are required to (or of other banks
that choose to) consolidate the program
for purposes of risk-based capital. In
addition, the agencies proposed a risk-
based capital charge for certain types
of securitizations of revolving retail
credit facilities (for example, credit card
receivables) that incorporate early-
amortization provisions.

Proposed Advance Rulemaking of the
Risk-Based Capital Standards for
Certain Internationally Active
Banking Organizations

In August the Federal Reserve, along
with the OCC, FDIC, and OTS, issued
for public comment an advance notice
of proposed rulemaking (ANPR) setting

forth the agencies’ current views on a
proposed framework for implementing
revisions to the Basel Capital Accord
in the United States. In particular, the
ANPR described significant elements
of the advanced internal ratings-based
approach for credit risk and the
advanced measurement approaches for
operational risk (together, the advanced
approaches). The ANPR specified cri-
teria for determining which banking
organizations would be required to use
the advanced approaches and the cri-
teria, supervisory standards, and dis-
closure requirements the banking orga-
nizations would be required to meet.
Other organizations meeting the cri-
teria would be permitted to use
the advanced approaches. Under the
advanced approaches, banking organi-
zations would use internal estimates of
certain risk components as key inputs
in determining their regulatory capi-
tal requirements. The ANPR included
a number of questions intended to
highlight for the industry certain areas
for which comment was particularly
requested.

Concurrent with the issuance of the
ANPR, the federal banking agencies
issued for public comment draft supervi-
sory guidance on internal ratings-based
systems for corporate credits and
advanced measurement approaches for
operational risk. The guidance described
supervisory expectations for institu-
tions that are considering developing
advanced measurement systems. The
guidance on corporate credit set forth
essential components and characteristics
of an internal ratings-based system,
including expectations vis-a-vis assign-
ment of internal ratings, quantification,
data maintenance, and control and over-
sight mechanisms. The draft supervisory
guidance on operational risk measure-
ment approaches outlined critical expec-
tations vis-a-vis corporate governance,
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the elements of operational risk manage-
ment, and the primary components of an
advanced measurement approach.

The comment period for the ANPR
and the draft supervisory guidance
ended on November 3, 2003. The Fed-
eral Reserve received more than 100
comments on the two issuances. Work is
continuing on both the framework and
the guidance.

Guidance on the Reporting
and Capital Treatment
of Trust Preferred Stocks

In July the Board issued SR Letter 03—
13, which instructed bank holding com-
panies to continue to follow the existing
guidelines for the reporting and capital
treatment of trust preferred stocks when
preparing bank holding company regu-
latory reports even though these treat-
ments may not concur with the most
current ftreatment of trust preferred
stocks set forth in FIN 46. Under exist-
ing procedures, bank holding companies
report trust preferred stocks as minority
interest in the equity accounts of a con-
solidated subsidiary and include trust
preferred stocks in tier 1 capital. The
interpretation of FIN 46 would have
resulted in bank holding companies’
reflecting subordinated debt issued to
the trusts on their conselidated bal-
ance sheets under generally accepted
accounting principles instead of the
preferred stocks issued by the trusts to
third-party investors.

Credir Card Lending

In January the Federal Reserve, along
with the OCC, the FDIC, and the
OTS, jointly issued Account Manage-
ment and Loss Allowance Guidance.
The guidance describes the agencies’
expectations regarding prudent risk-
management practices for credit card

activities, particularly with respect
to credit-line management, over-limit
accounts, and workouts. It also
addresses income recognition and loss-
allowance practices in connection with
credit card lending.

Regulation W

In SR Letter 03-2, which was issued in
January, the Federal Reserve summa-
rized the significant issues resolved with
the adoption of Regulation W. Regula-
tion W, which implements sections 23A
and 23B of the Federal Reserve Act,
includes seventy years’ worth of inter-
pretative guidance furnished by the
Federal Reserve concerning statutory
requirements. The nine significant issues
resolved by the issuance of Regula-
tion W are (1) the conditions for deriva-
tives transactions, (2) the conditions for
intraday credit transactions, (3) the defi-
nition of financial subsidiaries as affili-
ates of banks, (4) the exemption for
general-purpose credit card transactions,
(5) the application of sections 23A and
23B to certain activities of U.S. branches
and agencies of foreign banks, (6) the
conditions for the exemption of a bank’s
purchase of loans from its affiliates,
(7) the exemption of certain bank loans
to a third party secured by securities
issued by a mutual fund affiliate of the
bank, (8) an exemption that would per-
mit a banking organization to engage
more expeditiously in certain internal
reorganization transactions, and (9) new
valuation rules.

Appraisal Guidelines

In October the Federal Reserve and the
other federal banking agencies issued
a joint statement on the independence
of the collateral valuation process
(SR Letter 03—18). The purpose of the
statement is to serve as a reminder to
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regulated institutions that there needs to
be an effective, independent real estate
appraisal and evaluation program for all
their lending functions, including all
real-estate-related financial transactions
originated or purchased by a regulated
institution for its own portfolio or as
assets held for sale. The statement
should be read in conjunction with
each agency’s appraisal and with real-
estate-lending regulations and the 1994
Interagency Appraisal and Evaluation
Guidelines.

Mortgage Banking Activities

The Federal Reserve, along with the
OCC, the FDIC, and the OTS, issued an
interagency advisory on mortgage bank-
ing activities in February. The purpose
of the guidance (SR Letter 03—4) was
to address the weaknesses in risk man-
agement, valuation, and modeling of
hedging practices related to mortgage-
servicing assets (MSAs) noted in recent
examinations. These weaknesses include
the use of unsupported or inappropri-
ate valuation assumptions; inadequate
stratification, amortization, and impair-
ment practices; and weak oversight and
controls. Additional examiner scrutiny
is warranted when such weaknesses
are encountered. Banking organiza-
tions were reminded of the expectation
that they fully comply with generally
accepted accounting principles and with
accounting guidance regarding servicing
assets that was issued previously. The
banking agencies expect institutions to
perform mortgage-banking operations in
a safe and sound manner. Management
should ensure that detailed policies and
procedures are in place to monitor and
control mortgage-banking activities,
including loan production, pipeline and
warehouse administration, secondary
market transactions, servicing opera-
tions, and management of MSAs.

Business Continuity

In April the Federal Reserve, along
with the Office of the Comptroller of
the Currency and the Securities and
Exchange Commission, published an
interagency paper titled “Sound Prac-
tices to Strengthen the Resilience of the
U.S. Financial System.” The paper iden-
tifies four sound practices for organi-
zations that provide core clearing and
settlement services and firms that play
significant roles in critical financial mar-
kets. The sound practices focus on the
back-up capacity necessary for recovery
and resumption of clearing and settle-
ment of material open transactions and
are designed to minimize the immediate
systemic effects of a wide-scale disrup-
tion of critical financial markets. They
build on long-standing principles of
business continuity planning and reflect
actions identified by industry members
in meetings and in comments on a draft
of the paper that was published during
2002.

The sound practices include the iden-
tification of all clearing and settlement
activities that support critical financial
markets and the determination of appro-
priate recovery and resumption objec-
tives (that is, within the business day on
which the disruption occurs). They pro-
vide that covered organizations should
maintain sufficient geographically dis-
persed resources to meet recovery and
resumption objectives. They also pro-
vide that recovery and resumption
arrangements should be in routine use or
subject to sufficient testing to ensure
that they are effective.

Core clearing organizations are
expected to implement the sound prac-
tices by the end of 2004, and firms that
play significant roles in critical markets
are expected to implement the sound
practices during 2006, although the
implementation period may have to be
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extended in some cases. Implementation
plans should incorporate interim mile-
stones against which progress can be
measured. Financial firms not deemed
to be a core clearing and settlement
organization or a firm that plays a sig-
nificant role in critical markets are
encouraged to review and consider
implementing the sound practices.

Anti-Tying Restrictions

In August the Federal Reserve requested
public comment on an interpretation of
the anti-tying restrictions in section 106
of the Bank Holding Company Act
Amendments of 1970 and related super-
visory guidance. Section 106 generally
prohibits a bank from conditioning the
availability or price of one product on
the customer’s obtaining another prod-
uct from the bank or an affiliate. The
Board’s proposed interpretation of sec-
tion 106 provides banking organizations
and their customers a comprehensive
guide to the special anti-tying restric-
tions applicable to banks under sec-
tion 106. The related supervisory guid-
ance describes the types of policies and
procedures that should help banks
ensure and monitor their compliance
with section 106.

Discount Window Guidance

In July the Federal Reserve and the
other federal banking, thrift, and credit
union regulatory agencies issued guid-
ance on the appropriate use of the Fed-
eral Reserve’s primary credit discount
window program in depository insti-
tutions’ liquidity risk management and
contingency planning. The guidance
provided background on the Federal
Reserve’s discount window programs
and reiterated well-established super-
visory policies on sound contingency
planning in relation to liquidity. It also

discussed sound practices in using pri-
mary credit program borrowings in
liquidity contingency planning.

Commodities Derivatives Authority

In June the Federal Reserve approved a
modification to Regulation Y that allows
bank holding companies engaged in per-
missible derivatives activities to transfer
title to commodities underlying deriv-
atives contracts on an instantaneous,
pass-through basis. Prior to this modifi-
cation, a bank holding company could
take and make delivery only on physi-
cally settled derivatives involving com-
modities that a state member bank is
permitted to own, such as investment-
grade corporate debt securities, U.S.
government and municipal securities,
foreign exchange, and certain precious
metals. For all other types of physically
settled derivatives, the bank holding
company was required to make reason-
able efforts to avoid delivery, and the
contract was required to have assign-
ment, termination, or offset provisions.

International Guidance on
Supervisory Policies

As a member of the Basel Committee
on Banking Supervision, the Federal
Reserve in 2003 participated in efforts
to revise the international capital regime
and to develop international supervisory
guidance. The Federal Reserve’s goals
in these activities are to advance sound
supervisory policies for internation-
ally active banking institutions and to
improve the stability of the interna-
tional banking system. The efforts are
described in the following sections.

Capital Adequacy

The Federal Reserve continued to par-
ticipate in a number of technical work-
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ing groups of the Basel Committee in
efforts to develop a new capital accord.
In April the Basel Committee published
a revised consultative paper based on
further deliberations of the committee
and on comments received by the com-
mittee on its January 2001 consultative
paper and on technical papers subse-
quently issued by the working groups.
The Basel Committee received more
than 200 comments on the consultative
paper.

Also during 2003, the Federal
Reserve and other U.S. bank regulatory
agencies participated in the third inter-
national Quantitative Impact Study con-
ducted by the Basel Committee to evalu-
ate the possible effects of the proposed
revised capital standards. The study,
which involved 22 large U.S. banking
organizations and more than 350 banks
worldwide, has helped guide the com-
mittee in developing capital require-
ments for banks’ individual portfolios
and sub-portfolios. During the second
half of the year the technical working
groups analyzed the comments and data
gathered through the study and devel-
oped additional modifications to the
capital proposals. U.S. authorities plan
to conduct a fourth study during 2004
before issuing new capital regulations
for public comment.

In addition, the Basel Committee
decided to base the revised framework
on unexpected losses rather than com-
bined unexpected and expected losses,
which had served as the basis for
earlier proposals. The committee solic-
ited additional public comment through
December 31, 2003, on this funda-
mental change to the proposed capital
framework.

Risk Management

The Federal Reserve contributed to
several supervisory policy papers,

reports, and recommendations issued
by the Basel Committee during 2003.
These documents were generally aimed
at improving the supervision of bank-
ing organizations’ risk-management
practices.

* “Principles and Management and
Supervision of Interest Rate Risk,”
(issued in September) revised an ear-
lier version of the paper on the basis
of comments received from institu-
tions, industry associations, supervi-
sory authorities, and others.

* “Management and Supervision of
Cross-Border Electronic Banking
Activities™ (issued in July) and “Risk
Management for Electronic Banking”
(issued in July) were prepared for the
purposes of identifying banks’ risk-
management responsibilities with
respect to cross-border banking and
focusing attention on the need for
effective home country supervision of,
and continued international coopera-
tion regarding, electronic banking.

* “Management and Supervision of
Operational Risk™ (issued in Febru-
ary) outlines a set of principles that
provide a framework for the effec-
tive management and supervision of
operational risk, for use by banks and
supervisory authorities when evaluat-
ing operational-risk-management poli-
cies and practices.

International Accounting
and Disclosure

The Federal Reserve participates in
the Basel Committee’s Task Force on
Accounting Issues and its Transparency
Group and represents the Basel Commit-
tee at international meetings on the
issues addressed by these groups. In
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particular, a Federal Reserve official in
2003 represented the Basel Committee
at meetings of a committee of the Inter-
national Accounting Standards Board
(IASB) that works to improve guidance
on accounting for financial instruments.
In addition, a representative of the Fed-
eral Reserve is a member of the IASB’s
Standards Advisory Council.

During 2003, the Federal Reserve and
the Basel Committee provided com-
ments on the IASB’s amendments to
statements 32 and 39. The amendments
addressed key issues related to financial
instruments, including loan-loss allow-
ances, fair-value accounting, and hedge
accounting. The Federal Reserve and the
Basel Committee also worked with the
International Federation of Accountants
to promote stronger international audit
standards and greater participation by
public interest groups in the audit-
standard-setting process. The Transpar-
ency Group is developing guidance on
improving disclosure, for the purpose
of enhancing market discipline. The
group’s current focus is on developing
and finalizing “Pillar 3” proposals that
would improve disclosures in support
of the revised international capital
accord.

Joint Forum

In its work with the Basel Committee
(BCBS), the Federal Reserve also con-
tinued its participation in the Joint
Forum—a group made up of representa-
tives of the committee, the International
Organization of Securities Commissions
(I0SCO), and the International Associa-
tion of Insurance Supervisors (IAIS).
The Joint Forum works to increase
mutual understanding of issues related
to the supervision of firms operating in
each of the financial sectors. The Joint
Forum issued three papers during 2003:
“Initiatives by the BCBS, IAIS, and

IOSCO to Combat Money Laundering
and the Financing of Terrorism” (June),
“Trends in Risk Integration and Aggre-
gation” (August), and “Operational
Risk Transfer across Financial Sectors”
(August).

Securities Underwriting Authority

In February the Federal Reserve issued
an interpretation concerning securities
underwriting by banking organizations
that are subject to the Bank Holding
Company Act. The interpretation clari-
fies that a banking organization that
wishes to engage in underwriting securi-
ties that are to be distributed in the
United States must either be a financial
holding company or have authority to
engage in underwriting activity under
section 4(c)(8) of the Bank Holding
Company Act.

Sarbanes-Oxley Act

The Federal Reserve is actively involved
in evaluating the effect of the Sarbanes—
Oxley Act on financial institutions. In
May, in conjunction with the OCC and
the OTS, the Federal Reserve issued
SR Letter 03~8, Statement on Applica-
tion of Recent Corporate Governance
Initiatives to Non-Public Banking Orga-
nizations. The interagency statement
responded to questions that the agen-
cies had received as to whether the
agencies expected small, non-public
banking organizations to comply with
the Sarbanes—Oxley Act and the recent
corporate governance proposals of
the New York Stock Exchange and
Nasdag.

In issuing this interagency statement,
the banking agencies reiterated their
long-standing endorsement, through
regulation and guidance, of sound cor-
porate governance and auditing policies
and practices for all banking organi-
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zations under their supervision. They
stated that their regulatory approach, as
well as the approach adopted by Con-
gress in the Sarbanes-Oxley Act, has
sought to balance the goal of strong
corporate governance with the recogni-
tion that smaller, non-public banking
organizations typically have fewer
resources and less-complex operations
than public organizations.

The Federal Reserve also provided
comments to the Securities and
Exchange Commission and the Public
Company Accounting Oversight Board
on their efforts to promote enhanced
standards for management and external
auditors to follow when considering
internal control matters. In addition,
the Federal Reserve is working with
the FDIC and other banking agen-
cies to consider what changes should
be made to the regulations imple-
menting the Federal Deposit Insur-
ance Corporation Improvement Act
to promote strong internal controls
and consistency with Sarbanes-Oxley
requirements.

Efforts to Enhance Transparency

The Federal Reserve has long supported
sound accounting policies and meaning-
ful public disclosure by banking and
financial organizations to improve mar-
ket discipline and foster stable financial
markets. Effective market discipline
can serve as an important complement
to bank supervision and regulation.
The more informative the data released
by financial institutions, the better the
evaluation of counterparty risks by mar-
ket participants can be and the better
their adjustments to the availability and
pricing of funds will be. Thus, transpar-
ency can promote efficiency in financial
markets and sound practices by banks.
The Federal Reserve also seeks to
strengthen audit and control standards

for banks; the quality of management
information and financial reporting is
dramatically affected by internal control
systems and internal and external audit
programs.

As part of ongoing efforts to address
bank supervisory issues and enhance
supervision through guidance that
encourages sound practices, the Fed-
eral Reserve, together with the other
banking agencies, in March amended
the guidance on internal audit and out-
sourcing. SR Letter 03-5 conformed
supervisory guidance to the indepen-
dence rules for external auditors prom-
ulgated under the Sarbanes—Oxley Act.
In addition, the policy strengthened
and refined guidance intended to
enhance corporate governance at regu-
lated institutions.

The Federal Reserve worked closely
with the other banking agencies in
reviewing the American Institute of
Certified Public Accountants’ exposure
draft of a proposed statement of posi-
tion, “Allowance for Credit Losses,”
which was issued for public comment in
June. A joint comment letter was sub-
mitted in October.

In August the Federal Reserve, along
with the other federal bank and thrift
regulatory agencies, issued final rules
governing their authority to take disci-
plinary actions against independent pub-
lic accountants and accounting firms
that perform the audit and attestation
services required by section 36 of the
Federal Deposit Insurance Act. The final
rules, which took effect on Octo-
ber 1, 2003, establish procedures under
which the agencies can, for good cause,
remove, suspend, or bar an account-
ant or firm from performing audit
and attestation services for insured
depository institutions with assets of
$500 million or more. The rules per-
mit immediate suspensions in limited
circumstances.
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Bank Holding Company
Regulatory Financial Reports

The Federal Reserve requires that U.S.
bank holding companies submit peri-
odic regulatory financial reports. These
reports provide information essential
to the supervision of the organizations
and the formulation of regulations
and supervisory policies. The Federal
Reserve also uses the information in
responding to requests from Congress
and the public for information on bank
holding companies and their nonbank
subsidiaries.

The FR Y-9 series of reports pro-
vides standardized financial statements
for the consolidated bank holding com-
pany. The reports are used to detect
emerging financial problems, review
performance and conduct pre-inspection
analysis, monitor and evaluate risk pro-
files and capital adequacy, evaluate
proposals for bank holding company
mergers and acquisitions, and analyze
the holding company’s overall finan-
cial condition. The nonbank subsidiary
series of reports, FR Y-11 and FR 2314,
aid the Federal Reserve in determining
the condition of bank holding compa-
nies that are engaged in nonbanking
activities and in monitoring the volume,
nature, and condition of their nonbank-
ing subsidiaries. The FR Y-8 report
collects information on transactions
between an insured depository institu-
tion and its affiliate that are subject
to section 23A of the Federal Reserve
Act. It enhances the Federal Reserve’s
ability to monitor bank exposures to
affiliates and to ensure compliance with
section 23A of the Federal Reserve Act.

In March 2003, several revisions to
the FR Y-9C report were implemented
to make it consistent with revisions to
the bank Call Report and to conform to
changes in generally accepted account-
ing principles. Also, the relevance of the

FR Y-9 series of reports was improved
by revising existing items and adding
new items related to companies acquired
by bank holding companies that are
involved in significant acquisitions.
In addition, mandatory electronic
submission of several reports—
FR Y-9C, FR Y-9LP, FR Y-9SP, and
FR Y-9ES—was implemented, result-
ing in more-efficient data collection and
dissemination.

In June the FR Y-8 was revised to
collect additional information to be
used in monitoring compliance with
section 23A and to assist in monitoring
derivatives transactions and establishing
policy for regulating such transactions.
The report was also revised to reflect
interpretations and definitions in Regu-
lation W, the rule that comprehensively
implements sections 23A and 23B of the
Federal Reserve Act.

Federal Financial Institutions
Examination Council

The Federal Reserve continued its par-
ticipation on the Federal Financial Insti-
tutions Examination Council over 2003.
The FFIEC serves as a coordinating
body for the federal banking agencies
and the National Credit Union Adminis-
tration. State supervisory authorities also
participate in some FFIEC initiatives.
During 2003, the FFIEC focused on
coordinating the agencies’ efforts to
identify and eliminate outdated, unnec-
essary, or unduly burdensome regu-
lations. This initiative is pursuant to
the Economic Growth and Regulatory
Paperwork Reduction Act of 1996. The
FFIEC also initiated a project to mod-
ernize and streamline the way in which
the banking agencies collect, process,
and distribute quarterly bank financial
reports. In addition, the FFIEC contin-
ued its efforts related to examiner train-
ing and education, consumer compli-
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ance issues, bank surveillance processes,
and information sharing. A few initia-
tives are highlighted below.

Bank Call Reports

As the federal supervisor of state mem-
ber banks, the Federal Reserve, acting in
concert with the other federal banking
agencies through the FFIEC, requires
banks to submit quarterly Reports of
Condition and Income (Call Reports).
Call Reports are the primary source of
data for the supervision and regulation
of banks and for the ongoing assessment
of the overall soundness of the nation’s
banking system. Call Report data, which
also serve as benchmarks for the finan-
cial information required by many other
Federal Reserve regulatory financial
reports, are widely used by state and
local governments, state banking super-
visors, the banking industry, securities
analysts, and the academic community.

The Call Report modernization
project is intended to improve the time-
liness and quality of supervisory data
and to enhance market discipline
through more timely access by the
public. Proposed enhancements to the
data collection and disclosure process
include requiring electronic submission
of Call Reports to a central data reposi-
tory, accelerating the filing deadline for
reports, and requiring data validation
checks to be performed by respondents
as a condition of the accepted filing
of the reports. The central repository is
expected to be ready for testing in late
2004.

Call Report changes implemented in
2003 include the reporting of insurance-
related income, credit enhancements for
securitizations, accrued fees and finance
charges on credit cards, and the fair
value of derivatives at small banks hav-
ing derivatives contracts. Also, a pro-
posal was issued in November to revise

the Report of Assets and Liabilities of
U.S. Branches and Agencies of For-
eign Banks (FFIEC 002) to include
additional information on derivatives
contracts.

Information Technology

In 2003 the FFIEC completed the first
year of a two-year pilot test of its
revised framework for the interagency
examination program for information
technology service providers. Examina-
tions of providers of information tech-
nology and processing services to finan-
cial institutions are conducted by the
Federal Reserve or other financial
institution supervisory agencies under
the Bank Service Company Act. The
revised framework promotes a risk-
based rationale for conducting such
examinations by identifying and analyz-
ing material supervisory risks to finan-
cial institutions that use the services
of these companies. It includes risk-
focused criteria for determining the
examination schedule and the scope of
the examinations.

During the year, the FFIEC also
issued revisions to the FFIEC informa-
tion systems examination manual, last
updated in 1996. Booklets on six topics
(which will replace the current chap-
ters in the manual) were issued: infor-
mation security; business continuity
planning; information technology audit;
e-banking; FedLine; and supervision
of technology service providers. Also in
2003, the Federal Reserve and the other
agencies began developing the final six
booklets planned to update the manual:
retail payments; outsourcing; opera-
tions; wholesale payments; manage-
ment; and development and acquisition.
Agency examiners field-tested all but
the wholesale payments booklet in 2003,
and all six remaining booklets are sched-
uled for publication in 2004.
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Supervisory Information
Technology

Under the direction of the division’s
chief technology officer, the supervisory
information technology (SIT) function
within the Board’s Division of Banking
Supervision and Regulation facilitates
the management of information technol-
ogy within the Federal Reserve’s super-
vision function. Its goals are to ensure
that

« IT initiatives support a broad range of
supervisory activities without duplica-
tion or overlap

 the underlying IT architecture fully
supports those initiatives

» adequate resources are devoted to
interagency working groups on super-
visory initiatives (for example, Call
Report modernization for the FFIEC
central data repository)

* the supervision function’s use of tech-
nology leverages the resources and
expertise available more broadly
within the Federal Reserve System

* practices that maximize supervision’s
business value, cost effectiveness, and
quality are identified, analyzed, and
approved for implementation

SIT works through assigned staff at the
Board of Governors and the Reserve
Banks and through a Systemwide com-
mittee structure that ensures that key
staff members throughout the Federal
Reserve System participate in identify-
ing requirements and setting priorities
for IT initiatives.

SIT Project Management

In 2003, the SIT project management
staff, in partnership with other Federal

Reserve System staff, made significant
progress in identifying opportunities for
enhancing business value through the
use of information technology. The
supervision function completed imple-
mentation of a Systemwide technology
platform for scheduling examination
resources. Staff members continue to
provide substantial assistance and
resources to support modernization of
the Shared National Credit program.
The modernization is an interagency
effort aimed at reducing examination
costs and improving the timeliness and
reliability of data associated with the
review of large, syndicated credit facili-
ties of commercial banks. In conjunc-
tion with efforts of Board and Reserve
Bank internal IT providers, the staff has
also supported supervision and regu-
lation projects to assess opportunities
in the areas of electronic applications,
administrative systems, and learning
management systems to improve the
delivery of information technology ser-
vices for supervision.

National Information Center

The National Information Center is
the Federal Reserve’s comprehensive
repository for supervisory, financial, and
banking structure data and documents.
NIC includes the National Examination
Data system, which provides super-
visory personnel and state banking
authorities with access to NIC data, and
the Central Document and Text Reposi-
tory (CDTR), which contains documents
supporting the supervisory process.

In 2003, a secure, web-enabled ver-
sion of the NED application was put
into operation. The application was
updated to reflect changes in OCC
and FDIC examination processes and
changes in the commercial bank Call
Report and the bank holding company
FR Y-9 reports. The secure web ver-
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sion of NED is expected to be made
available to state banking departments
in early 2004. Also in 2003, the CDTR
was modified to include examina-
tion reports from other agencies and
expanded to include reports of regional
and community examinations filed by
the Reserve Banks. Significant resources
continue to be devoted in support of Call
Report modernization for the FFIEC
central data repository initiative, with
expected implementation in the fourth
quarter of 2004.

Staff Development

The Federal Reserve System’s staff
development program trains staff mem-

bers at the Board of Governors, the
Reserve Banks, and state banking
departments who have supervisory and
regulatory responsibilities and students
from foreign supervisory authorities.
Training is offered at the basic, interme-
diate, and advanced levels in several
disciplines within bank supervision:
safety and soundness, information tech-
nology, international banking, and con-
sumer affairs. Classes are conducted in
Washington, D.C., as well as at Reserve
Banks and other locations.

The Federal Reserve System also par-
ticipates in training offered by the
FFIEC and by certain other regulatory
agencies. The System’s involvement
includes developing and implementing

Training Programs for Banking Supervision and Regulation, 2003

Number of sessions conducted
Program
Total Regional

Schools or seminars conducted by the Federal Reserve

Core schools
Banking and supervision elements .............. ... oo, 5 4
Operations and analysis ...................... 4 3
Bank management ...............cveiiiiiiiaian. 4 2
Report writing ... 16 16
Management skills ........................... 10 9
Conducting meetings with management 13 13

Other schools
Loan analysis ............oiiiiiiiiii 4 3
Examination management ...................ooiiiiiiiniiiaioaa.. S 5
Real estate lending seminar ................... oo, 3 3
Senior forum for current banking and regulatory issues ............ 1 1
Banking applications ........... ...ttt 1 0
Principles of fiduciary supervision ..................ccoiceeill 2 1
Commercial lending essentials for consumer affairs ............... 2 2
Introduction to consumer compliance examinations ............... 2 0
Consumer compliance examinations I ........................... 2 2
CRA examination techniques .................c.cooiiiiiii, 2 2
Fair lending examination techniques ............................. 2 2
Foreign banking organizations ..................cco.ieiiiiinn, 2 2
Information systems continuing education 3 2
Capital markets seminars ..................... 8 6
Technology risk integration ................... 8 8
Leadership dynamics ..................o o 6 5
Seminar for senior supervisors of foreign central banks? ........... 1 1

Other agencies conducting courses?

Federal Financial Institutions Examination Council .................. 44 1

The Options InSttUte .......o.ooiiiie i aiaann 1 1

1. Conducted jointly with the World Bank.

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

2. Open to Federal Reserve employees.



106 90th Annual Report, 2003

Trends in Reserve Bank Supervision Levels, 1999-2003

Type of staff 2003 2002 2001 2000 1999
Field examination staff ......... 1,239 1,234 1,242 1,172 1,216
Commissioned field staff . .... 936 892 861 786 893

basic and advanced training in relation
to various emerging issues as well as
in specialized areas such as interna-
tional banking, information technology,
municipal securities dealing, capital
markets, payment systems risk, white
collar crime, and real estate lending. In
addition, the System co-hosts the World
Bank Seminar for students from devel-
oping countries.

In 2003, the Federal Reserve trained
1,952 students in System schools, 384
in schools sponsored by the FFIEC, and
19 in other schools, plus 283 representa-
tives of foreign central banks, for a total
of 2,638. (See accompanying table.) The
number of training days in 2003 totaled
13,768.

The System gave scholarship assis-
tance to the states for training their
examiners in Federal Reserve and
FFIEC schools. Through this program,
309 state examiners were trained—209
in Federal Reserve courses, 95 in FFIEC
programs, and 5 in other courses.

A staff member seeking an examin-
er’s commission is required to take a
first proficiency examination and also a
second proficiency examination in one
of the following three specialty areas:
safety and soundness, consumer affairs,
or information technology. In 2003, 121
examiners passed the first proficiency
examination. In the second proficiency
examination, 55 examiners passed the
safety and soundness examination, 41
passed the consumer affairs examina-
tion, and 1 passed the information tech-
nology examination. The overall pass
rate for these proficiency examinations

was 79 percent. At the end of 2003, the
System had 1,239 field examiners, of
which 936 were commissioned (table).

Regulation of the
U.S. Banking Structure

The Board of Governors administers the
Bank Holding Company Act, the Bank
Merger Act, the Change in Bank Con-
trol Act, and the International Banking
Act in relation to bank holding compa-
nies, financial holding companies, mem-
ber banks, and foreign banking organi-
zations. In doing so, the Federal Reserve
acts on a variety of proposals that
directly or indirectly affect the structure
of U.S. banking at the local, regional,
and national levels; the international
operations of domestic banking organi-
zations; and the U.S. banking operations
of foreign banks.

Bank Holding Company Act

Under the Bank Holding Company Act,
a corporation or similar organization
must obtain the Federal Reserve’s
approval before forming a bank holding
company through the acquisition of one
or more banks in the United States.
Once formed, a bank holding com-
pany must receive Federal Reserve
approval before acquiring or estab-
lishing additional banks. The act also
identifies other activities permissible
for bank holding companies; depend-
ing on the circumstances, these activi-
ties may or may not require Federal

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



Banking Supervision and Regulation 107

Decisions by the Federal Reserve on Domestic and International Applications, 2003

Action under authority delegated
by the Board of Governors
Direct action
by the Director of the
Proposal Board of Governors Division of Banking g){f :;: Federat Total
Supervision and | gecretary Reserve Banks
Regulation
Approved| Denied |Permitted|Approved| Denied |Approved|Approved|Permitted

Formation of bank

holding

company ....... 14 0 0 0 0 152 53 222
Merger of bank

holding

company ....... 6 0 0 0 0 4 25 12 47
Acquisition or

retention of

bank ............ 27 0 0 0 0 2 95 33 157
Acquisition of

nonbank ........ 0 0 25 0 0 14 0 70 109
Merger of bank ...... 6 0 0 0 0 7 59 0 72
Change in control .. 0 0 0 0 0 1 0 119 120
Establishment of a

branch, agency,

or representative

office by a

foreign bank ... 3 0 0 13 0 0 0 0 i6
Other ............... 287 0 0 53 0 131 1,106 348 1,925
Total ................ 343 0 25 66 0 162 1,437 635 2,668

Reserve approval in advance of their
commencement.

In 2003, the Board allowed bank
holding companies engaged in permis-
sible derivatives activities to transfer
title to commodities underlying deriva-
tives contracts on an instantaneous,
pass-through basis. In addition, the
Board expanded the degree to which
bank holding companies may process,
store, and transmit nonfinancial data as
they process, store, and transmit finan-
cial data.

When reviewing a bank holding com-
pany application or notice that requires
prior approval, the Federal Reserve
considers the financial and managerial
resources of the applicant, the future
prospects of both the applicant and the
firm to be acquired, the convenience and
needs of the community to be served,
the potential public benefits, the com-

petitive effects of the proposal, and the
applicant’s ability to make available to
the Board information deemed neces-
sary to ensure compliance with applica-
ble law. In the case of a foreign banking
organization seeking to acquire control
of a U.S. bank, the Federal Reserve also
considers whether the foreign bank is
subject to comprehensive supervision or
regulation on a consolidated basis by its
home country supervisor. Data on deci-
sions regarding domestic and interna-
tional applications in 2003 are shown in
the accompanying table.

Bank holding companies generally
may engage in only those activities that
the Board has previously determined to
be closely related to banking under sec-
tion 4(c)(8) of the act. Since 1996, the
act has provided an expedited prior-
notice procedure for certain permissible
nonbank activities and for acquisitions
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of small banks and nonbank entities.
Since that time the act has also permit-
ted well-run bank holding companies
that satisfy certain criteria to commence
certain other nonbank activities on a
de novo basis without first obtaining
Federal Reserve approval.

Since 2000, the Bank Holding Com-
pany Act has permitted the creation of
a special type of bank holding com-
pany called a financial holding com-
pany. Financial holding companies are
allowed to engage in a broader range of
nonbank activities than are traditional
bank holding companies. Among other
things, they may affiliate with securi-
ties firms and insurance companies and
engage in certain merchant banking
activities. Bank holding companies
seeking financial holding company sta-
tus must file a written declaration with
the Federal Reserve System; most decla-
rations are acted upon by one of the
Reserve Banks under delegated author-
ity. In 2003, forty-one domestic finan-
cial holding company declarations and
two foreign bank declarations were
approved.

Financial holding companies do not
have to obtain the Board’s prior
approval to engage in or acquire a com-
pany engaged in financial activities that
are permissible under the Gramm-
Leach-Bliley Act. Instead, the financial
holding company must notify the Board
within thirty days after commencing the
new activity or acquiring the company.
A financial holding company may also
engage in certain other activities that
have been determined to be financial in
nature or incidental to a financial activ-
ity or that are determined to be comple-
mentary to a financial activity. In 2003,
the Board determined that certain lim-
ited physical commodity trading activi-
ties are complementary to the financial
activity of engaging regularly as princi-
pal in commodity derivatives activities.

Bank Merger Act

The Bank Merger Act requires that
all proposals involving the merger of
insured depository institutions be acted
on by the appropriate federal banking
agency. If the institution surviving the
merger is a state member bank, the Fed-
eral Reserve has primary jurisdiction.
Before acting on a merger proposal, the
Federal Reserve considers the financial
and managerial resources of the appli-
cant, the future prospects of the existing
and combined institutions, the conve-
nience and needs of the community to
be served, and the competitive effects
of the proposed merger. It also consid-
ers the views of certain other agen-
cies regarding the competitive factors
involved in the transaction. During
2003, the Federal Reserve approved
seventy-two merger applications.

When the FDIC, the OCC, or the
OTS has jurisdiction over a merger, the
Federal Reserve is asked to comment on
the competitive factors related to the
proposal. By using standard terminol-
ogy in assessing competitive factors
in merger proposals, the four agencies
have sought to ensure consistency in
administering the Bank Merger Act. The
Federal Reserve submitted 506 reports
on competitive factors to the other agen-
cies in 2003.

Change in Bank Control Act

The Change in Bank Control Act
requires persons seeking control of a
U.S. bank or bank holding company to
obtain approval from the appropriate
federal banking agency before complet-
ing the transaction. The Federal Reserve
is responsible for reviewing changes in
the control of state member banks and
bank holding companies. In its review,
the Federal Reserve considers the finan-
cial position, competence, experience,
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and integrity of the acquiring person;
the effect of the proposed change on the
financial condition of the bank or bank
holding company being acquired; the
effect of the proposed change on compe-
tition in any relevant market; the com-
pleteness of information submitted by
the acquiring person; and whether the
proposed change would have an adverse
effect on the federal deposit insur-
ance funds. As part of the process,
the Federal Reserve may contact other
regulatory or law enforcement agen-
cies for information about acquiring
persons.

The appropriate federal banking agen-
cies are required to publish notice of
each proposed change in control and to
invite public comment, particularly from
persons located in the markets served by
the institution to be acquired.

In 2003, the Federal Reserve
approved 120 changes in control of
state member banks and bank holding
companies.

International Banking Act

The International Banking Act, as
amended by the Foreign Bank Supervi-
sion Enhancement Act of 1991, requires
foreign banks to obtain Federal Reserve
approval before establishing branches,
agencies, commercial lending company
subsidiaries, or representative offices in
the United States.

In reviewing proposals, the Federal
Reserve generally considers whether the
foreign bank is subject to comprehen-
sive supervision or regulation on a con-
solidated basis by its home country
supervisor. It also considers whether the
home country supervisor has consented
to the establishment of the U.S. office;
the financial condition and resources of
the foreign bank and its existing U.S.
operations; the managerial resources of
the foreign bank; whether the home

country supervisor shares information
regarding the operations of the foreign
bank with other supervisory authorities;
whether the foreign bank has provided
adequate assurances that information
concerning its operations and activities
will be made available to the Board,
if deemed necessary to determine and
enforce compliance with applicable law;
whether the foreign bank has adopted
and implemented procedures to combat
money laundering and whether the home
country of the foreign bank is devel-
oping a legal regime to address money
laundering or is participating in multilat-
eral efforts to combat money launder-
ing; and the record of the foreign bank
with respect to compliance with U.S.
law.

In 2003, the Federal Reserve
approved sixteen applications by for-
eign banks to establish branches, agen-
cies, and representative offices in the
United States.

Overseas Investments by
U.S. Banking Organizations

U.S. banking organizations may engage
in a broad range of activities overseas.
Many of the activities are conducted
indirectly through Edge Act and agree-
ment corporation subsidiaries. Although
most foreign investments are made
under general consent procedures that
involve only after-the-fact notification
to the Board, large and other significant
investments require the prior approval
of the Board. Excluding proposals
related to large domestic mergers, the
Board in 2003 approved sixteen propos-
als for significant overseas investments
by U.S. banking organizations. The Fed-
eral Reserve also approved eleven appli-
cations to make additional investments
through an Edge Act corporation, one
application to extend the corporate exist-
ence of an existing Edge Act corpora-
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tion, and no applications to establish or
acquire a new agreement corporation.

Applications by Member Banks

State member banks must obtain Fed-
eral Reserve approval to establish
domestic branches, and all member
banks (including national banks) must
obtain Federal Reserve approval to
establish foreign branches. When
reviewing proposals to establish domes-
tic branches, the Federal Reserve
considers the scope and nature of the
banking activities to be conducted.
When reviewing proposals for foreign
branches, the Federal Reserve consid-
ers, among other things, the condition of
the bank and the bank’s experience in
international banking. In 2003, the Fed-
eral Reserve acted on new and merger-
related branch proposals for 1,646
domestic branches and granted prior
approval for the establishment of 4 new
foreign branches.

State member banks must also obtain
Federal Reserve approval to establish
financial subsidiaries. These subsidiaries
may engage in activities that are finan-
cial in nature or incidental to finan-
cial activities, including securities- and
insurance-agency-related activities. In
2003, no applications for financial sub-
sidiaries were approved.

Stock Repurchases by
Bank Holding Companies

A bank holding company may repur-
chase its own shares from its share-
holders. When the company borrows
money to buy the shares, the trans-
action increases the company’s debt
and decreases its equity. The Federal
Reserve may object to stock repurchases
by holding companies that fail to meet
certain standards, including the Board’s
capital adequacy guidelines. In 2003,

the Federal Reserve reviewed eleven
stock repurchase proposals by bank
holding companies; all were approved
by a Reserve Bank under delegated
authority.

Public Notice of
Federal Reserve Decisions

Most decisions by the Federal Reserve
that involve a bank holding company,
a bank merger, a change in control, or
the establishment of a new U.S. banking
presence by a foreign bank are made
known to the public by an order or an
announcement. Orders state the deci-
sion, the essential facts of the appli-
cation or notice, and the basis for the
decision; announcements state only the
decision. All orders and announcements
are made public immediately; they are
subsequently reported in the Board’s
weekly H.2 statistical release and in
the Federal Reserve Bulletin. The H.2
release also contains announcements of
applications and notices received by the
Federal Reserve upon which action has
not yet been taken. For each pending
application and notice, the related H.2A
contains the deadline for comments.
In 2003, the Board’s public web site
(www .federalreserve.gov) continued to
provide information on orders and
announcements. The web site was also
expanded to include an online guide for
U.S. and foreign banking organizations
submitting applications or notices to the
Federal Reserve.

Timely Processing of Applications

The Federal Reserve sets internal target
time frames for the processing of appli-
cations. The setting of internal targets
promotes efficiency at the Board and the
Reserve Banks and reduces the burden
on applicants. Generally, the length of
the target period ranges from twelve
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days to sixty days, depending on the
type of application or notice filed. In
2003, 83 percent of decisions were made
within the target time period.

Enforcement of
Other Laws and Regulations

The Federal Reserve’s enforcement
responsibilities also extend to financial
disclosures by state member banks;
securities credit; and efforts, under the
Bank Secrecy Act, to counter money
laundering.

Financial Disclosures by
State Member Banks

State member banks that issue securities
registered under the Securities Exchange
Act of 1934 must disclose certain infor-
mation of interest to investors, including
annual and quarterly financial reports
and proxy statements. By statute, the
Board’s financial disclosure rules must
be substantially similar to those of the
Securities and Exchange Commission.
At the end of 2003, fifteen state member
banks were registered with the Board
under the Securities Exchange Act.

Securities Credit

Under the Securities Exchange Act, the
Board is responsible for regulating
credit in certain transactions involving
the purchase or carrying of securities.
The Board’s Regulation T limits the
amount of credit that may be provided
by securities brokers and dealers when
the credit is used to trade debt and
equity securities. The Board’s Regula-
tion U limits the amount of credit that
may be provided by lenders other than
brokers and dealers when the credit is
used to purchase or carry publicly held
equity securities if the loan is secured by
those or other publicly held equity secu-

rities. The Board’s Regulation X applies
these credit limitations, or margin
requirements, to certain borrowers and
to certain credit extensions, such as
credit obtained from foreign lenders by
U.S. citizens.

Several regulatory agencies enforce
the Board’s securities credit regulations.
The SEC, the National Association of
Securities Dealers, and the national
securities exchanges examine brokers
and dealers for compliance with Regula-
tion T. With respect to compliance with
Regulation U, the federal banking agen-
cies examine banks under their respec-
tive jurisdictions; the Farm Credit
Administration, the National Credit
Union Administration, and the Office
of Thrift Supervision examine lenders
under their respective jurisdictions; and
the Federal Reserve examines other
Regulation U lenders.

Since 1990 the Board has published a
nonexclusive list of foreign stocks that
are eligible for margin treatment at
broker—dealers on the same basis as
domestic margin securities. In 2003 the
foreign list was revised in March and
September.

Anti-Money Laundering

The Department of the Treasury reg-
ulation (31 CFR 103) implementing
the Currency and Foreign Transactions
Reporting Act (commonly referred to as
the Bank Secrecy Act, or BSA) requires
banks and other types of financial insti-
tutions to file certain reports and main-
tain certain records. These documents
record information on persons involved
in large currency transactions and on
suspicious activity related to possible
violations of federal law, including
money laundering, terrorism, and other
financial crimes. The act is an important
tool in the fight against money launder-
ing; its requirements inhibit money laun-
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dering by creating a paper trail of
financial transactions that helps law
enforcement and regulators identify and
trace the proceeds of illegal activity.

In addition to the specific require-
ments of the Bank Secrecy Act, the
Board’s Regulation H (12 CFR 208.63)
requires each banking organization
supervised by the Federal Reserve to
develop a written program for BSA
compliance that is formally approved by
the institution’s board of directors. The
compliance program must (1) establish
a system of internal controls to ensure
compliance with the act, (2) provide
for independent compliance testing,
(3) identify individuals responsible for
coordinating and monitoring day-to-day
compliance, and (4) provide training for
personnel as appropriate. To monitor
compliance, each Reserve Bank desig-
nates senior, experienced examiners as
BSA and anti-money-laundering con-
tacts. During examinations of state
member banks and U.S. branches and
agencies of foreign banks, examiners
review the institution’s compliance
with the BSA and determine whether
adequate procedures and controls to
guard against money laundering are in
place.

The Board has a Special Investiga-
tions Section in the Division of Banking
Supervision and Regulation that con-
ducts financial investigations, provides
expertise to the U.S. law enforcement
community for investigation and train-
ing initiatives, and offers training to
various foreign central banks and gov-
ernment agencies. In 2003, the division
created an Anti-Money Laundering Pol-
icy and Compliance Section, which is
responsible for BSA and USA Patriot
Act matters and works closely with vari-
ous units at the Treasury Department,
including the Financial Crimes Enforce-

ment Network and the Office of Foreign
Assets Control.

Staff of both sections also speak at
banking conferences to promote best
practices in the industry with respect to
anti-money-laundering initiatives. Inter-
nationally, section staff have provided
anti-money-laundering training and
technical assistance to countries in east-
ern and southern Africa, Asia, South
and Central America, and the Carib-
bean. Staff members have also partici-
pated in numerous multilateral anti-
money-laundering initiatives such as the
Financial Action Task Force.

In 2003, the Federal Reserve contin-
ued to provide expertise and guidance to
the BSA Advisory Group, a committee
established by Congress at the Treasury
Department that seeks to reduce unnec-
essary burdens created by the BSA and
to increase the utility of data gathered
under the act to aid regulators and law
enforcement. The Federal Reserve also
assisted the Treasury Department in
providing feedback to financial insti-
tutions on the reporting of suspicious
activity.

Since the terrorist attacks of Septem-
ber 11, 2001, and continuing through
2003, the Federal Reserve has played an
important role in many joint activities
with bank supervisory and law enforce-
ment authorities and the banking com-
munity, both domestically and abroad,
to combat money laundering and terror-
ist financing. In the wake of the terrorist
attacks, the FBI formed a multi-agency
law enforcement task force to trace the
transactions and assets of terrorists; staff
of the Special Investigations Section
continue to participate in the task force.

To address the mandates of the USA
Patriot Act, the Federal Reserve issued a
number of supervisory letters to domes-
tic and foreign banking organizations
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Extensions of Credit by State Member Banks to their Executive Officers, 2002 and 2003

Range of interest
Period Number Amount (dollars) rates charged

(percent)
2002
October 1-December 31 ................ 650 74,514,000 0.0-19.8
2003
January 1-March 31 ................... 618 82,776,000 0.0-20.0
April 1-June 30 ... 751 80,895,000 0.0-21.0
July 1-September 30 ................... 649 74.584,000 0.0-18.0
October 1-December 31 ................ 590 66,901,000 0.0-18.0

Sourck. Call Reports.

under its supervision on such topics as
private and correspondent banking and
the new information-sharing protocols.
The letters described the act’s require-
ments in these areas and the new rules
that have been or will be issued.

At the request of Treasury Depart-
ment staff, and consistent with statutory
requirements for consultation, the Fed-
eral Reserve continues to actively assist
in the development of many other new
rules related to the USA Patriot Act. The
Federal Reserve’s Patriot Act Working
Group, which is composed of senior,
experienced Bank Secrecy Act/anti-
money-laundering examiners from
throughout the System, continues to
work on examination procedures rela-
tive to the act’s provisions and to
develop a new training curriculum for
examiners.

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

Extensions of Credit to
Executive Officers

Under section 22(g) of the Federal
Reserve Act, a state member bank must
include in its quarterly Call Report
information on all extensions of credit
by the bank to its executive officers
since the date of the preceding report.
The accompanying table summarizes
this information for 2003.

Federal Reserve Membership

At the end of 2003, 2,890 banks were
members of the Federal Reserve System
and were operating 50,425 branches.
These banks accounted for 37 percent of
all commercial banks in the United
States and for 70 percent of all commer-
cial banking offices. .
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Federal Reserve Banks

The Federal Reserve Banks contribute
to the setting of national monetary pol-
icy and are involved in the supervision
and regulation of banks and other finan-
cial entities. They also operate a nation-
wide payments system, distribute the
nation’s currency and coin, and serve as
fiscal agent and depository to the United
States.

Major Initiatives

During 2003, the Federal Reserve Banks
continued efforts to improve the effi-
ciency of their operations through strate-
gies aimed at standardizing and con-
solidating operations, information sys-
tems, and programs. Major milestones
associated with two key initiatives
in the check-processing operation were
reached: the end of the check mod-
ernization project and the launch of a
check restructuring effort to reduce
the number of Federal Reserve check-
processing locations.

The check modernization -effort
reengineered check-processing hardware
and software to provide the Reserve
Banks with common processing, imag-
ing, and adjustment systems and to
enable the Banks to offer services via
the Internet.

Check restructuring, which was
announced early in 2003, will better
align the Federal Reserve check-
processing infrastructure with the
decline in the use of checks, provide
greater flexibility in managing check
operations, and improve resource allo-
cation. The Reserve Banks expect to
reduce, by year-end 2004, the number of
check-processing locations from forty-

five to thirty-two and the number of
check-adjustment locations from forty-
three to twelve.

Spurred in part by aggressive multi-
year cost-containment targets, the
Reserve Banks also undertook a number
of initiatives during the year to increase
efficiency in the support services and
customer support areas. In information
technology, savings were realized
through such initiatives as centralization
of e-mail server administration and
management, standardization of desk-
top PC configurations, and standardi-
zation of server management. In human
resources, the Reserve Banks expect to
have centralized most of their payroll
and benefits functions by year-end 2004,
and in accounting, the Banks have suc-
cessfully adhered to a multiyear plan
to hold costs to 1997 spending levels.
In addition, the Banks have undertaken
initiatives to reduce customer support
costs. In early 2004, the Banks will
complete an effort to consolidate
electronic-access customer support at
two sites.

The events of September 11, 2001,
illustrated the interdependence among
participants in the financial system and
the way that market-based and geo-
graphic concentration can intensify dis-
ruptions. The New York Reserve Bank
contributed to two efforts to address
these matters, which the Board, together
with other regulatory agencies, has been
pursuing since September 11. One effort
involved the development of sound
practices to strengthen the resilience of
critical U.S. financial markets in the face
of a regional disaster. A final paper on
sound practices was published jointly by
the Board, the Office of the Comptroller
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of the Currency, and the Securities and
Exchange Commission in April 2003.

The other effort concerned strength-
ening the resilience of clearing and
settlement in the government securities
market. A private-sector working group
created by the Board in 2002 to explore
ways in which resilience might be
strengthened submitted its report in
December 2003 (and the Board pub-
lished the report in early January 2004).
The report contains recommendations
for mitigating risks to the financial sys-
tem resulting from the interruption or
termination of the services of a clear-
ing bank for government securities due
to operational or non-operational prob-
lems. The Board endorsed the recom-
mendations.

Developments in
Federal Reserve Priced Services

The Monetary Control Act of 1980
requires that the Federal Reserve set
fees for providing “priced services” to
depository institutions that, over the
long run, recover all the direct and indi-
rect costs of providing the services as
well as the imputed costs, such as the
income taxes that would have been paid
and the return on equity that would have
been earned had the services been pro-
vided by a private firm. The imputed
costs and imputed profit are collectively
referred to as the private-sector adjust-
ment factor (PSAF).! Over the past ten

1. In addition to income taxes and the return on
equity, the PSAF is made up of three imputed
costs: interest on debt, sales taxes, and assess-
ments for deposit insurance by the Federal Deposit
Insurance Corporation. Also allocated to priced
services are assets and personnel costs of the
Board of Governors that are related to priced
services; in the pro forma statements at the end of
this chapter, Board expenses are included in oper-
ating expenses and Board assets are part of long-
term assets.

years, the Federal Reserve Banks have
recovered 97.8 percent of their priced
services costs, including the PSAF
(table).

Overall, the price index for priced
services decreased 0.9 percent from
2002. Revenue from priced services
amounted to $886.9 million, other
income related to priced services was
—$5.2 million, and costs related to priced
services totaled $931.3 million, result-
ing in net income of —$49.6 million and
a recovery rate of 85.1 percent of costs,
including the PSAF.2

Commercial Check
Collection Service

In 2003, operating expenses and
imputed costs for the Reserve Banks’
commercial check collection service
totaled $803.2 million, while revenue
amounted to $742.2 million and other
income was —$4.3 million, resulting in
net income of —$65.3 million. In 2002,
by comparison, operating expenses and
imputed costs totaled $751.2 million,
while revenue amounted to $759.2 mil-
lion and other income was $1.7 million,
resulting in net income of $9.7 million.
The decline in check service revenue
in 2003 was largely the result of declin-
ing volume and customers’ moving to
lower-margin products. The Reserve
Banks handled 15.8 billion checks, a
decrease of 4.7 percent from the

2. Financial data reported throughout this
chapter—revenue, other income, cost, net reve-
nue, and income before taxes—can be linked to
the pro forma statements at the end of this chapter.
Other income is revenue from investment of clear-
ing balances net of earnings credits, an amount
termed net income on clearing balances. Total cost
is the sum of operating expenses, imputed costs
(interest on debt, interest on float, sales taxes, and
the Federal Deposit Insurance Corporation assess-
ment), imputed income taxes, and the targeted
return on equity.
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Priced Services Cost Recovery, 1994-2003

Millions of dollars except as noted

Operating
Revenue from Targeted return Total Cost recovery
Year services' irerrgli[é?iesc Oa S';(siz on equity costs (percent)?
767.2 760.2 21.0 781.2 98.2
765.2 752.7 31.5 784.2 97.6
815.9 746.4 429 789.3 103.4
818.8 752.8 54.3 807.1 101.5
839.8 743.2 66.8 809.9 103.7
867.6 7757 57.2 832.9 104.2
922.8 818.2 98.4 916.6 100.7
960.4 901.9 109.2 1,011.1 95.0
918.3 891.7 92.5 984.3 933
881.7 931.3 104.7 1,036.1 85.1
8,557.7 8,074.0 678.5 8,752.6 97.8

NoTE. Here and elsewhere in this chapter, components
may not sum to totals or yield percentages shown because
of rounding.

1. For the ten-year period, includes revenue from ser-
vices of $8,312.7 million and other income and expense
(net) of $245.1 million.

16.6 billion checks handled in 2002
(table). The decline in Reserve Bank
check volume appears to be consistent
with nationwide trends away from the
use of checks and toward greater use
of electronic payment methods.> Over-
all, the price index for check services
increased 3.2 percent from 2002.

In response to the apparent contin-
uing decline in check volumes, the
Reserve Banks took further steps in
2003 to reduce check service operating
costs by implementing a business and

3. The Federal Reserve System’s recent retail
payments research suggests that the number of
checks written in the United States has been
declining since the mid-1990s. See Geoffrey R.
Gerdes and Jack K. Walton II, “The Use of
Checks and Other Noncash Payment Instruments
in the United States,” Federal Reserve Bulletin,
vol. 88 (August 2002), pp. 360-74. (The article
is available on the Board’s web site at
www.federalreserve.gov/pubs/bulletin/default.htm.)
During the late 1990s, the volume of checks pro-
cessed by the Reserve Banks rose, albeit slowly,
suggesting that the proportion of interbank checks
cleared through the Reserve Banks increased.
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2. For the ten-year period, includes operating expenses
of $7,382.6 million, imputed costs of $440.3 million, and
imputed income taxes of $231.6 million. Also includes
the effect of one-time accounting changes net of taxes of
$74.1 million for 1993 and $19.4 million for 1995.

3. Revenue from services divided by total costs.

operational strategy that will position
the service to achieve its financial and
payment system objectives over the long
term. The strategy will reduce operating
costs through a combination of mea-
sures: streamlining management struc-
tures, reducing staff, decreasing the
number of check-processing locations,
and increasing processing capacity at
some locations. The Banks will continue
to provide check services nationwide,
but by the end of 2004, the number of
sites at which checks are processed will
be reduced to thirty-two, down from
forty-five. Additionally, the number of
locations at which check adjustments
are made will be reduced from forty-
three to twelve. Of the thirteen offices
that will no longer process checks, the
five regional sites dedicated solely to
processing checks will close. These
changes are expected to reduce annual
operating costs for the check service by
about $60 million in 2005.

The volume of checks for which the
Federal Reserve office that serves the
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Activity in Federal Reserve Priced Services, 2003, 2002, and 2001

Thousands of items

Percent change
Service 2003 2002 2001
2002 to 2003 | 2001 to 2002
Commercial check ................. 15,805,894 16,586,804 16,905,016 -4.7 -19
Funds transfer ..................... 125,936 117,133 115,308 7.5 1.6
Securities transfer ................. 10,071 8,480 6,708 18.8 26.4
Commercial ACH ................. 5,588,381 4,986,152 4,448,361 12.1 12.1
Noncash ................... ... 280 333 412 -15.8 -19.2

NOTE. Activity in commercial check is the total num-
ber of commercial checks collected, including processed
and fine-sort items; in funds transfer and securities trans-
fer, the number of transactions originated on line and off

depositing bank is not the office that
serves the paying bank was slightly less
than the 3.7 billion in 2002. Of all
the checks presented by the Reserve
Banks to paying banks, 22.7 percent
(approximately 3.6 billion checks) were
presented electronically, compared with
22.0 percent in 2002. The Banks cap-
tured images of 9.3 percent of the
checks they collected, an increase from
8.1 percent in 2002.

In 2003, the Reserve Banks com-
pleted a multiyear check modernization
project that standardized their software
and hardware for check processing,
check imaging, and check adjustments.
They also made available to deposi-
tory institutions web-based access to
check services. These investments are
expected to increase operating efficiency
and to enhance the Reserve Banks’ abil-
ity to offer additional services to deposi-
tory institutions.

Commercial Automated
Clearinghouse Services

Reserve Bank operating expenses and
imputed costs for commercial automated
clearinghouse (ACH) services totaled
$60.6 million in 2003. Revenue from
ACH operations totaled $68.7 million
and other income totaled —$0.4 million,
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line; in commercial ACH, the total number of commercial
items processed; and in noncash, the number of items on
which fees were assessed.

resulting in net income of $7.7 mil-
lion. The Reserve Banks processed
5.6 billion commercial ACH transac-
tions (worth $14.0 trillion), an increase
of 12.1 percent from 2002. Overall, the
price index for ACH services decreased
13.1 percent from 2002.

During 2003, the Reserve Banks
increased the number of countries to
which they provide international ACH
funds transfers from the United States
by initiating limited production services
to Switzerland and the United Kingdom.
The Banks also prepared to offer limited
production services to Austria, Ger-
many, the Netherlands, and Mexico in
2004,

Fedwire Funds and
National Settlement Services

Reserve Bank operating expenses and
imputed costs for the Fedwire Funds
and National Settlement Services totaled
$47.1 million in 2003. Revenue from
these operations totaled $51.4 million,
and other income amounted to
—$0.3 million, resulting in net income of
$4.0 million. During 2003, the Reserve
Banks improved the resilience of the
services by establishing a third level of
backup personnel to support Fedwire
applications.
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Fedwire Funds Service

The Fedwire Funds Service allows par-
ticipants to draw on their reserve or
clearing balances at the Reserve Banks
and transfer funds to other institutions
that maintain accounts at the Banks. In
2003, the number of Fedwire funds
transfers originated by depository insti-
tutions increased 7.5 percent from 2002,
to approximately 125.9 million.

In May, the Board announced that it
will expand the operating hours for the
online Fedwire Funds Service. The ser-
vice will open three and one-half hours
earlier—at 9:00 p.m. eastern time the
previous calendar day rather than the
current opening time of 12:30 a.m. east-
ern time. Full implementation of the
expanded operating hours will occur in
May 2004. The impetus for the expan-
sion of operating hours was industry
requests to achieve greater overlap of
U.S. wholesale payments system operat-
ing hours with those of Asia-Pacific
markets.

National Settlement Service

Private clearing arrangements that
exchange and settle transactions may
use the Reserve Banks’ National Settle-
ment Service to settle their transactions.
This service is provided to approxi-
mately seventy local and national pri-
vate arrangements, primarily check
clearinghouse associations but also
other types of arrangements. In 2003,
the Reserve Banks processed more
than 422,000 settlement entries for these
arrangements.

Fedwire Securities Service

The Fedwire Securities Service allows
participants to electronically transfer
securities issued by the U.S. Trea-
sury, federal government agencies,

government-sponsored enterprises, and
certain international organizations to
other participants in the United States.*
Reserve Bank operating expenses and
imputed costs for providing this service
totaled $18.4 million in 2003. Revenue
from the service totaled $21.9 million,
and other income totaled —$0.1 million,
resulting in net income of $3.4 million.
Approximately 10.1 million transfers of
Treasury and other securities were pro-
cessed by the service during the year, an
increase of 18.8 percent from 2002. Fed-
wire Securities Service transfer fees for
both Treasury and non-Treasury securi-
ties were reduced in 2003, while the
service incorporated new fees associ-
ated with automated claim adjustment
processing and a joint custody origina-
tion surcharge (table).

Noncash Collection Service

The Reserve Banks provide a service to
collect and process municipal bearer
bonds and coupons issued by state and
local governments (referred to as ““non-
cash” items). The service, which is cen-
tralized at one Federal Reserve office,
processed 280,000 noncash transactions
in 2003. In 2003, the Reserve Banks
simplified the pricing structure for the
Noncash Collection Service by charging
a single price regardless of deposit size.
The Banks now charge a single fee per
cash letter of $13.00 and a single fee per
coupon envelope of $4.50. The Banks
also increased the return-item fee to

4. The expenses, revenues, and volumes
reported here are for transfers of securities issued
by federal government agencies, government-
sponsored enterprises, and international institu-
tions. When the Reserve Banks provide transfer,
account maintenance, and settlement services for
U.S. Treasury securities, they are acting as fiscal
agents of the United States. The Treasury Depart-
ment assesses fees on depository institutions for
some of these services. For details, see the section
“Fiscal Agency Services” later in this chapter.
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Fees Paid by Depository Institutions for
Selected Federal Reserve Priced Services,
2002 and 2003

Dollars
Item 2002 2003
FEDWIRE FUNDS TRANSFERS,
BY VOLUME TIER!

Tier (number of
transfers per month?)

1(1t02500) ................ 31 .30

2 (2,501 10 80,000) ........... 22 20

3 (80,001 and more) .......... 15 .10
Off-line surcharge ............... 15.00 15.00

NATIONAL SETTLEMENT
SERVICES
Entries, each .. .. . .80 .80
Files, each ........ 14.00 14.00
Minimum per month ............ 60-100  60-100
FEDWIRE SECURITIES
TRANSFERS

Account maintenance

Perissue .........coovieninnn 41 40

Per account .................. 15.00 15.00
Transfers, each? ................ .66 40
Off-line surcharge ............... 25.00 25.00

1. Rates apply only to their specified volume tiers.
2. Originated and received.

$35.00 and the bond-collection fee to
$55. Operating expenses and imputed
costs for noncash operations totaled
$1.7 million in 2003, and revenue
totaled $2.3 million, resulting in net
income of $0.6 million.

Special Cash Services

The Reserve Banks charge fees for pro-
viding special cash-related services,
such as packaging currency in a
nonstandard way. These services—
collectively referred to as “special cash
services”’—account for a very small
proportion (less than 1 percent) of the
total cost of cash services provided to
depository institutions by the Banks.
Operating expenses and imputed costs
for special cash services totaled
$504,284 in 2003. Revenue and other
income totaled $400,112, resulting in
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net income of ~$104,172. Two Reserve
Banks provided special cash services
during 2003 but had discontinued these
services by year-end. The Banks will
not provide special cash services in
2004.

Float

The Federal Reserve had daily average
credit float of $43.0 million in 2003 and
$318.6 million in 2002.5 The Federal
Reserve includes the cost of or income
from float associated with priced ser-
vices as part of the fees for those
services.

Developments in
Currency and Coin

The Federal Reserve Banks received
35.7 billion notes from circulation in
2003, a 2.9 percent increase from 2002,
and made payments of 36.6 billion notes
to circulation during the year, a 3.2 per-
cent increase from 2002. They received
48.1 billion coins from circulation in
2003, a 10.8 percent increase from 2002,
and made payments of 61.5 billion coins
to circulation, a 5.3 percent increase
from 2002.6

In October the Reserve Banks began
issuing to depository institutions the
Department of the Treasury’s rede-
signed $20 note, which features new and
enhanced security features, including
subtle background colors. In connection
with the release of the new currency, the
Federal Reserve and the Bureau of
Engraving and Printing conducted a glo-
bal campaign to raise public awareness
of the new note’s design and security
features.

5. Credit float occurs when the Reserve Banks
receive settlement for items prior to providing
credit to the depositing institution.

6. Percentages reflect restatements of previ-
ously reported data.
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Expenses of the Federal Reserve Banks for Fiscal Agency and Depository Services,

2003, 2002, and 2001

Thousands of dollars

Agency and service 2003 2002 2001
DEPARTMENT OF THE TREASURY
Bureau of the Public Debt
Savings bonds ............ oo 66,403.7 68,888.3 69,569.8
TreasuryDirect and Treasury coupons 33,0135 33,953.6 36,610.1
Commercial book entry .................... 4,836.3 8,830.1 9,998.1
Marketable Treasury iSSues .............c.oooeuevunennn.. 16,802.6 14,597.6 11,366.8
Computer applications and infrastructure development
and SUPPOTt ......oiiiiiiiiii 7,836.7 2,349.6 2224
Other services ... 1,460.7 2,385.8 1,255.7
Total ... . 130,353.4 131,005.0 129,022.9
Financial Management Service
Treasury tax and loan and Treasury general account ..... 27,083.2 30,111.0 31,106.0
Government check processing 25,624.7 30,284.4 30,310.2
Automated clearinghouse ... .. 6,253.9 6,280.0 9,665.2
Government agency deposits .. 2217.6 2,082.2 22729
Fedwire funds transfers ........................... 187.3 201.4 199.2
Computer applications and infrastructure development
and support 75,511.9 46,782.6 27,281.3
Other services ... 10,602.8 8,173.1 3,490.2
Total ... 147,481.5 123,914.7 104,324.9
Other Treasury
Total ..o 13,913.5 14,4712 13,149.8
Total, Treasury ..........c.coveuveiiiiieinnennennns 291,748.5 269,390.9 246,497.5
OTHER ENTITIES
Department of Agriculture
Food coupons ...l 7,791.4 10,240.8 13,197.2
U.S. Postal Service
Postal money orders ........... ... oo, 10,959.5 12,381.6 11,255.0
All other entities
Other services ......oovvver i 16,508.2 16,494.1 14,434.0
Total, other entities .................... ... 35,2592 39,1165 38,886.2
Total reimbursable expenses ............................ 327,007.7 308,507.4 285,383.7

Also during the year the Federal
Reserve Board requested public com-
ment on its proposed currency recircula-
tion policy, which is designed to reduce
depository institutions’ overuse of Fed-
eral Reserve cash-processing services.
The proposed policy, which would affect
approximately one hundred institutions
that have large cash businesses, includes
two key elements: (1) a custodial inven-
tory program that provides an incentive
to depository institutions to hold cur-
rency in their vaults and (2) a fee to
institutions that deposit and order cur-
rency within the same week.

Developments in
Fiscal Agency and
Government Depository Services

The total cost of providing fiscal agency
and depository services to the Treasury
and other entities in 2003 amounted to
$327.0 million, compared with $308.5
million in 2002 (table). The majority of
these costs were incurred on behalf
of the Treasury. Treasury-related costs
were $291.7 million in 2003, com-
pared with $269.4 million in 2002, an
increase of 8.3 percent. The cost of pro-
viding services to other entities was
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$35.3 million, compared with $39.1 mil-
lion in 2002. In 2003, as in 2002, the
Treasury and other entities reimbursed
the Reserve Banks for the costs of pro-
viding these services.

Fiscal Agency Services

As fiscal agents, the Reserve Banks
provide to the Treasury services related
to the federal debt. For example, they
issue, transfer, reissue, exchange, and
redeem marketable Treasury securities
and savings bonds; they also process
secondary market transfers initiated by
depository institutions. Additionally, the
Reserve Banks support Treasury and
other government agencies in their
efforts to modernize government pay-
ment systems.

Marketable Treasury Securities

Reserve Bank operating expenses for
activities related to marketable Treasury
securities (Fedwire Securities Service,
TreasuryDirect, marketable issues, and
Treasury coupons) totaled $54.7 mil-
lion, a 4.8 percent decrease from 2002.
The Reserve Banks processed nearly
140,000 tenders for Treasury securi-
ties, compared with 167,000 in 2002,
and handled 2.2 million reinvestment
requests, compared with 2.5 million in
2002.

The Reserve Banks operate two book-
entry securities systems for Treasury
securities: the Fedwire Securities Ser-
vice, which provides custody and trans-
fer services, and TreasuryDirect, which
provides custody services only.” Almost
98 percent of the total par value of Trea-
sury securities outstanding at year-end
2003 was held by the Fedwire Securities
Service. The Reserve Banks in 2003
originated 9.4 million transfers of Trea-

7. TreasuryDirect was designed for individuals
who plan to hold their securities until maturity.

sury securities, a 12.7 percent increase
from 2002.

TreasuryDirect customers may sell
their securities for a fee through Sell
Direct, a program operated by one of the
Reserve Banks. That Bank sold more
than 14,000 securities worth $671.6 mil-
lion in 2003, compared with nearly
14,000 securities worth $589.8 million
in 2002. It collected more than $491,000
in fees on behalf of the Treasury, an
increase of 6 percent from the almost
$464,000 in fees collected in 2002.

Savings Bonds

Reserve Bank operating expenses
for savings bond activities totaled
$66.4 million in 2003, a decrease of
3.6 percent from 2002. The Banks
printed and mailed 40.1 million savings
bonds on behalf of the Treasury’s
Bureau of the Public Debt, a 7.6 percent
increase from 2002. They issued more
than 7.0 million Series I (inflation-
indexed) savings bonds and 28.6 mil-
lion Series EE savings bonds. Reissued
or exchanged bonds accounted for
the remaining bonds printed. The
Banks processed approximately 569,000
redemption, reissue, and exchange trans-
actions, a 7.9 percent decrease from
2002. Reserve Bank staff responded to
1.7 million service calls from owners of
savings bonds, a 4.9 percent increase
from 2002. Starting in 2004, the Reserve
Banks will reduce the number of Fed-
eral Reserve sites that provide savings
bond and retail marketable Treasury
securities services. The consolidation
will be managed to minimize the effect
on investors as these services move
toward all-electronic processing.

Depository Services

The Reserve Banks maintain the Trea-
sury’s funds account, accept deposits of
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federal taxes and fees, pay checks drawn
on the Treasury’s account, and make
electronic payments on behalf of the
Treasury.

Federal Tax Payments

Reserve Bank operating expenses
related to federal tax payments in 2003
totaled $27.1 million. These opera-
tions include the Treasury Tax and Loan
program, which allows the Treasury to
invest balances with qualifying deposi-
tory institutions. The Federal Reserve
enhanced the program in 2003 by mak-
ing the Term Investment Option a per-
manent feature. The Term Investment
Option allows the Treasury to place
investments with depository institutions
for a set term, the interest rate being
determined by auction. The program
added approximately $2.8 million to the
Treasury’s investment income in 2003.

Payments Processed for the Treasury

Reserve Bank operating expenses re-
lated to government payments amounted
to $34.3 million in 2003. The Banks
processed 914.0 million ACH trans-
actions for the Treasury, an increase
of 3.5 percent from 2002, and 667,000
Fedwire funds transfers, an increase of
55.1 percent from 2002.2 They also
processed 266.9 million paper govern-
ment checks, a decrease of 7.7 percent
from 2002. In addition, the Banks issued
311,000 fiscal agency checks, a decrease
of 15.5 percent from 2002.

The Reserve Banks also assist Trea-
sury with its continued efforts to facili-
tate electronic payments. The Banks
operate Pay.gov, a Treasury program
that allows members of the public to
make payments to the federal govern-
ment over the Internet. They also oper-

8. The latter percentage reflects restatement of
previously reported data.

ate the Treasury’s Paper Check Conver-
sion program, whereby checks written
to government agencies are converted at
the point of sale into ACH transactions.
In 2003, the Reserve Banks originated
nearly 1.2 million ACH transactions
through the two programs, a significant
increase from the nearly 215,000 origi-
nated in 2002, which was the first full
year for both programs.

The Banks operate Treasury’s Auto-
mated Standard Application for Pay-
ment (ASAP), which processed $384.2
billion in Fedwire funds transfers and
ACH payments in 2003, compared with
$360.0 billion in 2002. In December, the
Reserve Banks implemented ASAP.gov,
which allows grant recipients to request
payments on the Internet. The Reserve
Banks also operate Treasury’s Intra-
governmental Payments and Collec-
tion application (IPAC), which transfers
funds and descriptive data between fed-
eral agencies. In 2003, IPAC processed
nearly one million transactions, with a
total value of nearly $41.9 trillion, com-
pared with nearly $37.4 trillion in 2002.

Services Provided to Other Entities

The Reserve Banks provide fiscal
agency and depository services to other
domestic and international entities when
required to do so by the Secretary of the
Treasury or when required or permitted
to do so by federal statute. One such
service is the provision of food coupon
services for the Department of Agri-
culture. In 2003, operating expenses
for food coupon services declined to
$7.8 million, 24.0 percent lower than in
2002. The Banks redeemed 286.6 mil-
lion food coupons, a decrease of
42.7 percent from 2002.

As fiscal agents of the United States,
the Reserve Banks also process all
postal money orders deposited by banks
for collection. In 2003, they processed
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198.3 million postal money orders, a
decrease of 8.4 percent from 2002.

Electronic Access

The Federal Reserve continues to
improve the ability of depository institu-
tions to access an array of web-based
applications for check imaging, cash
ordering, savings bond processing, and
accounting information. With improve-
ments in the technology enabling the
security of web applications, the
Reserve Banks plan to continue to
expand the delivery of web-based ser-
vices to include funds transfer services
through Fedwire and ACH and to com-
plete the migration of all remaining ser-
vices provided through FedLine DOS to
FedLine for the Web.

To complement the move to web-
based electronic access, the Reserve
Banks are completing consolidation of
the electronic-access customer support
function to two offices. The consoli-
dation will improve the efficiency and
consistency of customer support while
ensuring the continued delivery of
high-quality electronic-access support
services.

Information Technology

In 2003, the Federal Reserve Banks
continued several major cost-reduction
initiatives to centralize or standardize
common information technology utili-
ties and resources. Projects are under
way to standardize certain local area
network components, telephone pri-
vate branch exchange systems, remote
access, and desktop hardware and soft-
ware. In addition to reducing costs
over the long term, these initiatives
are expected to facilitate interoperabil-
ity, improve network efficiency, and
increase productivity.

During the year, the Federal Reserve
also expanded its criteria for participa-

security/emergency preparedness pro-
grams offered by the National Commu-
nications System. In partnership with
the Securities and Exchange Commis-
sion and the Commodity Futures Trad-
ing Commission, the Federal Reserve
extended sponsorship to clearing and
settlement utilities, key financial institu-
tions, and key market participants.

The Reserve Banks initiated efforts
to improve the resilience of the Fedwire
telecommunications network and are
working with telecommunications ven-
dors and other government agencies to
identify policies that would improve
the resilience of the telecommunications
infrastructure for critical financial ser-
vices functions.

Examinations of the
Federal Reserve Banks

Section 21 of the Federal Reserve Act
requires the Board of Governors to order
an examination of each Federal Reserve
Bank at least once a year. The Board
engages a public accounting firm to per-
form an annual audit of the combined
financial statements of the Reserve
Banks (see the section ‘“Federal Reserve
Banks Combined Financial State-
ments”). The public accounting firm
also audits the annual financial state-
ments of each of the twelve Banks. The
Reserve Banks use the framework estab-
lished by the Committee of Sponsoring
Organizations of the Treadway Com-
mission (COSO) in assessing their inter-
nal controls over financial reporting,
including the safeguarding of assets.
Within this framework, management of
each Reserve Bank provides an asser-
tion letter to its board of directors annu-
ally confirming adherence to COSO
standards, and a public accounting firm
certifies management’s assertion and
issues an attestation report to the Bank’s
board of directors and to the Board of
Governors.
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Income, Expenses, and Distribution of Net Earnings
of the Federal Reserve Banks, 2003 and 2002

Millions of dollars

Item 2003 2002

CUTTENL INMCOMIE .« vttt ittt it te e e v e e e et ae e eeiennnanann 23,793 26,760
CULTENE EXPEIMSES .« .ot vtte it ete ittt ettt tanetarenetenaaneennns 2,463 2,227
Operating eXpenses’ ............viuriiiiiriiiii i 2,342 2,071
Earnings credits granted .............c..ciiiiiiiiiiii i 121 156
Current NEt INCOME . ... ..uivuiir ittt iiennes 21,330 24,533
Net additions to (deductions from, — ) current net income ............... 2,481 2,149
Assessments by the Board of Governors .....................oo 805 635
For expenditures of Board ..., 297 205
For cost of CUTTency .........c.ooiiieiiiiin i 508 430
Net income before payments to Treasury .................ooovvininnnnn. 23,006 26,048
Dividends paid ............ ... 518 484
Transferred €0 SUIPIUS ... ...o.vuiiiii i e 467 1,068
Payments to Treasury? .. .......c.oieiuiiiaiiii i 22,022 24,496

1. Includes net periodic pension costs of $60 million in
2003 and a credit for net periodic pension costs of
$157 miltion in 2002.

The firm engaged for the audits of
the individual and combined financial
statements of the Reserve Banks for
2003 was PricewaterhouseCoopers LLP
(PwC). Fees for these services totaled
$1.4 million. To ensure auditor indepen-
dence, the Board requires that PwC be
independent in all matters relating to the
audit. Specifically, PwC may not per-
form services for the Reserve Banks or
others that would place it in a position
of auditing its own work, making man-
agement decisions on behalf of the
Reserve Banks, or in any other way
impairing its audit independence. In
2003 the Reserve Banks did not engage
PwC for non-audit services other than a
miscellaneous purchase of educational
and research materials at a rate available
to the general public.

The Board’s annual examination of
the Reserve Banks in 2003 included a
wide range of off-site and on-site over-
sight activities conducted by the Divi-
sion of Reserve Bank Operations and
Payment Systems. Division personnel
monitor the activities of each Reserve

DigitizedBankzenan ongoing basis and conduct
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2. Interest on Federal Reserve notes.

on-site reviews based on the division’s
risk-assessment methodology. The 2003
examinations also included assessing the
efficiency and effectiveness of the inter-
nal audit function.

Each year, to assess compliance with
the policies established by the Federal
Reserve’s Federal Open Market Com-
mittee (FOMC), the division also exam-
ines the accounts and holdings of the
System Open Market Account at the
Federal Reserve Bank of New York and
the foreign currency operations con-
ducted by that Bank. In addition, a
public accounting firm certifies the
schedule of participated asset and lia-
bility accounts and the related sched-
ule of participated income accounts at
year-end. Division personnel follow
up on the results of these audits. The
FOMC receives the external audit
reports and the report on the division’s
follow-up.

Income and Expenses

The accompanying table summarizes the
income, expenses, and distributions of
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Securities and Loans of the Federal Reserve Banks, 2001-2003

Millions of dollars except as noted

us.
Item and year Total government Loans?
securities!
Average daily holdings?
2000 L. 559,323 558,926 397
2002 .. 621,834 621,721 113
2003 Lo 683,438 683,294 144
Earnings*
2000 ..o 30,536 30,523 13
2002 ..o 25,527 25,525 2
2003 Lo 22,598 22,597 1
Average interest rate (percent)
2000 oo 5.46 5.46 3.18
2002 ..o 4.11 4.11 1.94
2003 3.31 3.31 1.00

1. Includes federal agency obligations.

2. Does not include indebtedness assumed by the Fed-
eral Deposit Insurance Corporation.

3. Based on holdings at opening of business.

net earnings of the Federal Reserve
Banks for 2002 and 2003.

Income in 2003 was $23,793 million,
compared with $26,760 million in 2002.
Expenses totaled $3,268 million ($2,342
million in operating expenses, $121 mil-
lion in earnings credits granted to
depository institutions, $297 million in
assessments for expenditures by the
Board of Governors, and $508 million
for the cost of new currency). Revenue
from priced services was $887 million.
The profit and loss account showed a
net profit of $2,481 million. The profit
was due primarily to unrealized gains on
assets denominated in foreign curren-
cies revalued to reflect current market
exchange rates. Statutory dividends paid
to member banks totaled $518 million,
$34 million more than in 2002; the
increase reflects an increase in the capi-
tal and surplus of member banks and a
consequent increase in the paid-in capi-
tal stock of the Reserve Banks.

Payments to the U.S. Treasury in the
form of interest on Federal Reserve
notes totaled $22,022 million in 2003,
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4. Earnings have not been netted with the inter-
est expense on securities sold under agreements to
repurchase.

down from $24,496 million in 2002;
the payments equal net income after the
deduction of dividends paid and of the
amount necessary to bring the surplus of
the Reserve Banks to the level of capital
paid in.

In the “‘Statistical Tables” section of
this volume, table 5 details the income
and expenses of each Reserve Bank for
2003 and table 6 shows a condensed
statement for each Bank for the years
1914 through 2003. A detailed account
of the assessments and expenditures of
the Board of Governors appears in the
section “Board of Governors Financial
Statements.”

Holdings of Securities and Loans

The Federal Reserve Banks’ average
daily holdings of securities and loans
during 2003 amounted to $683,438 mil-
lion, an increase of $61,604 million
from 2002 (table). Holdings of U.S. gov-
ernment securities increased $61,573
million, and holdings of loans increased
$31 million. The average rate of interest
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earned on the Reserve Banks’ holdings
of government securities declined to
3.31 percent, from 4.11 percent in 2002,
and the average rate of interest earned
on loans declined to 1.00 percent, from
1.94 percent.

Volume of Operations

Table 8 in the ““Statistical Tables™ sec-
tion shows the volume of operations in
the principal departments of the Federal
Reserve Banks for the years 2000
- through 2003.

Federal Reserve Bank Branches

In 2003, the Board voted to approve
a proposal by the St. Louis Federal
Reserve Bank to change substantively
the nature of the Louisville and Little
Rock Branches to a community out-
reach focus with no operations. Both
Branches will maintain their presence in
leased office space to accommodate the
boards of directors and the community
outreach programs, thereby eliminating
the need for the existing Branch build-
ings. The Reserve Bank’s board of
directors and the Financial Services Pol-
icy Committee reviewed and endorsed
the proposal. In the past, Reserve
Bank Branch responsibilities typically
included a larger array of operations
than is the case today. For example,
most Branches in the 1980s performed
ACH, off-line Fedwire, and fiscal ser-
vices and processed food coupons in
addition to cash and checks. Reserve
Banks have since consolidated many of
their operations, and operations at most
Branches are limited to cash and check
processing.

Check operations at the Louisville
and Little Rock Branches will be elimi-
nated as part of the ongoing check
restructuring initiative. With the elimi-
nation of check operations, cash would

have been the only operation remaining
at the two Branches. Management at the
St. Louis Reserve Bank concluded that
the most cost-effective solution would
be to consolidate currency processing at
two other Reserve Bank offices and out-
source the paying and receiving func-
tions to a cash depot (to be carried out
by either an armored carrier or a finan-
cial institution).

With this consolidation and outsourc-
ing arrangement, the Louisville and
Little Rock Branches will operate on a
public and community affairs model and
will be responsible for such activities as
director recruitment, economic informa-
tion gathering, community outreach, and
economic and financial education. Each
Branch will maintain its economic
policy input through meetings of the
Branch board of directors, will arrange
strategic opportunities for public appear-
ances by senior Federal Reserve offi-
cials, and will maintain contacts with
local politicians and business leaders.

Federal Reserve Bank Premises

In 2003, the final designs for the Dallas
Federal Reserve Bank’s new Houston
Branch and the Chicago Bank’s Detroit
Branch buildings were approved, and
construction of both new buildings
began. Also, the Board approved the
purchase of property for the new Kansas
City Bank building, the Bank retained
design and construction consultants for
the project, and the project’s design was
initiated.

The Board also approved the pur-
chase of a parking garage and a ware-
house for the St. Louis Reserve Bank to
be used for staff parking and for remote
screening of deliveries, as well as the
Bank’s long-term plan to construct an
addition to its current headquarters facil-
ity. In addition, the Board approved the
Richmond Reserve Bank’s purchase of
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an office building as a relocation site for
critical System staff. Internal renovation
of the building was essentially com-
pleted in 2003.

Also during the year the Board
approved a building program for the
San Francisco Bank’s Seattle Branch
that includes a new building for the
Branch’s cash operation and Branch
administration and the lease or purchase
of a building for the Branch’s retail pay-
ments operation. The Bank continued
to interview potential design consultants
and evaluate possible sites for the
project.

In addition, the Board approved
the purchase of property behind the
Dallas Bank for construction of a re-
mote vehicle-screening and shipping/

receiving facility and projects at several
Banks to prepare facilities for the con-
solidation of certain retail payments
activities.

The multiyear renovation program
continued at the New York Bank’s head-
quarters building, and the cleaning and
repair of the exterior stonework was
completed.

Security enhancement programs were
undertaken in 2003 at several facilities
as a result of the events of Septem-
ber 11, 2001. The programs included a
project to improve external perimeter
security for the Boston Bank that
involved restoration of Bank property
necessitated by construction of the
recently completed Central Artery/
Tunnel, an underground roadway. .
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Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Priced Services, December 31, 2003 and 2002

Millions of dollars

Item 2003 2002

Short-term assets (Note 1)
Imputed reserve requirements

on clearing balances ............ 1,296.4 1,047.8
Investment in marketable securities ... 11,332.5 9,051.3
Receivables ...................ce 77.1 78.7
Materials and supplies ............... 2.3 34
Prepaid expenses .................... 35.6 34.8
Items in process of collection ........ 5,271.9 6,958.6
Total short-term assets ........ 18,015.8 17,1747
Long-term assets (Note 2)
Premises ... 494.6 475.0
Furniture and equipment ............. 179.4 179.2
Leases and leasehold improvements .. 103.2 91.2
Prepaid pension costs ................ 787.9 809.2
Total long-term assets ......... 1,565.1 1,554.6
Total assets ..................oooonues 19,580.9 18,729.3

Short-term liabilities
Clearing balances and balances
arising from early credit

of uncollected items ............. 11,788.1 10,550.2
Deferred-availability items ........... 6,448.3 6,886.4
Short-term debt ...................... .0 .0
Short-term payables .................. 78.1 83.9
Total short-term liabilities . .... 18,3144 17.520.5
Long-term liabilities
Long-term debt ...................... 0 .0
Postretirement/postemployment
benefits obligation .............. 2875 2723
Total long-term liabilities ..... 287.5 2723
Total Habilities ...................... 18,601.9 17,792.8
Equity ..., 979.0 936.4
Total liabilities and equity (Note 3) ... 19,580.9 18,729.3
NoTe. Components may not sum tc totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.
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Pro Forma Income Statement for Federal Reserve Priced Services, 2003 and 2002

Millions of dollars

Item 2003 2002
Revenue from services provided
to depository institutions (Note 4) 886.9 916.3

Operating expenses (Note 5) .......... 941.6 876.0
Income from operations .................... -54.7 40.2
Imputed costs (Note 6)

Interest on float =7 -6.8

Interest on debt . .0 0

Salestaxes .............o.oiiiiiis . 12.1 114

FDIC insurance .0 114 0 4.6
Income from operations after

imputed Costs ...........coiiniiiiiin.. —66.1 35.6

Other income and expenses (Note 7)

Investment income ....................... 108.0 148.9

Earnings credits ................. . -113.2 =52 ~146.8 2.1
Income before income taxes -71.3 377
Imputed income taxes (Note 8) .............. =21.7 11.0
Netincome ..........coovvieiiiieii i, —49.6 26.6
MEMO: Targeted return on equity (Note 9) ... 104.7 92.5

NoTe. Components may not sum to totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.

Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 2003

Millions of dollars

Com- Com
mercial Fedwire Fedwire - Noncash Cash
Item Total check funds securities m‘:g:;;l ! services services
collection

Revenue from services

(Noted) ................ 886.9 742.2 514 219 68.7 23 4
Operating expenses

(Note 5) ........oovvvnn 941.6 8220 44.8 16.6 56.4 14 ]
Income from operations ...... =547 -79.8 6.7 5.3 12.3 9 -1
Imputed costs (Note 6) ....... 114 9.7 _ 6 _ 3 _ .8 0 0
Income from operations

after imputed costs ...... —66.1 —89.5 6.0 5.1 11.5 9 -1
Other income and expenses,

net (Note 7) ............ =52 —4.3 -3 -1 -4 -0 -0
Income before income taxes .. =71.3 -93.8 5.7 49 11.1 9 -1
Imputed income taxes

(Note 8) ..........evvnnn =217 —28.5 17 15 34 3 -0
Net income .................. —49.6 -65.3 4.0 34 7.7 6 -1
MEeMo: Targeted return on

equity (Note 9) ......... 104.7 89.4 5.4 22 7.5 2 1

NoTE. Components may not sum to totals because of The accompanying notes are an integral part of these

rounding. pro forma priced services financial statements.
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FEDERAL RESERVE BANKS

NoTES TO PRO FORMA FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS

The imputed reserve requirement on clearing balances
held at Reserve Banks by depository institutions reflects a
treatment comparable to that of compensating balances
held at correspondent banks by respondent institutions.
The reserve requirement imposed on respondent balances
must be held as vault cash or as non-earning balances
maintained at a Reserve Bank; thus, a portion of priced
services clearing balances held with the Federal Reserve
is shown as required reserves on the asset side of the
balance sheet. Another portion of the clearing balances
is used to finance short-term and long-term assets. The
remainder of clearing balances is assumed to be invested
in three-month Treasury bills, shown as investment in
marketable securities.

Receivables are (1) amounts due the Reserve Banks for
priced services and (2) the share of suspense-account and
difference-account balances related to priced services.

Materials and supplies are the inventory value of short-
term assets.

Prepaid expenses include salary advances and travel
advances for priced-service personnel.

Items in process of collection is gross Federal Reserve
cash items in process of collection (CIPC) stated on a
basis comparable to that of a commercial bank. It reflects
adjustments for intra-System items that would otherwise
be double-counted on a consolidated Federal Reserve
balance sheet; adjustments for items associated with non-
priced items, such as those collected for government
agencies; and adjustments for items associated with
providing fixed availability or credit before items are
received and processed. Among the costs to be recovered
under the Monetary Control Act is the cost of float, or net
CIPC during the period (the difference between gross
CIPC and deferred-availability items, which is the portion
of gross CIPC that involves a financing cost), valued at
the federal funds rate.

(2) LONG-TERM ASSETS

Consists of long-term assets used solely in priced ser-
vices, the priced-services portion of long-term assets
shared with nonpriced services, and an estimate of the
assets of the Board of Governors used in the development
of priced services. Effective Jan. 1, 1987, the Reserve
Banks implemented the Financial Accounting Standards
Board’s Statement of Financial Accounting Standards
No. 87, Employers’ Accounting for Pensions (SFAS 87).
Accordingly, the Reserve Banks recognized expenses
of $21.3 million in 2003 and credits to expenses of
$48.4 million in 2002 and corresponding decrease or
increase in this asset account.

(3) LiaBILITIES AND EQuiTY

Under the matched-book capital structure for assets,
short-term assets are financed with clearing balances in
2002 and short-term payables and short-term debt in
2001. Long-term assets are financed with clearing bal-
ances in 2003 and 2002. The PSAF consists of the taxes
that would have been paid and the return on capital that
would have been provided had priced services been fur-

nished by a private-sector firm. Other short-term lia-
bilities include clearing balances maintained at Reserve
Banks and deposit balances arising from float. Other
long-term liabilities consist of accrued postemployment
and postretirement benefits costs and obligations on capi-
tal leases.

(4) REVENUE

Revenue represents charges to depository institutions for
priced services and is realized from each institution
through one of two methods: direct charges to an institu-
tion’s account or charges against its accumulated earn-
ings credits.

(5) OPERATING EXPENSES

Operating expenses consist of the direct, indirect, and
other general administrative expenses of the Reserve
Banks for priced services plus the expenses for staff
members of the Board of Governors working directly on
the development of priced services. The expenses for
Board staff members were $6.4 million in 2003 and
$5.1 million in 2002. The credit to expenses under
SFAS 87 (see note 2) is reflected in operating expenses.

The income statement by service reflects revenue,
operating expenses, and imputed costs. Certain corporate
overhead costs not closely related to any particular priced
service are allocated to priced services in total based on
an expense-ratio method, but are allocated among priced
services based on management decision. Corporate over-
head was allocated among the priced services during
2003 and 2002 as follows (in millions):

2003 2002
Check ........coovviiinn... 389 40.3
ACH ...............co 33 4.1
Fedwire funds .............. 2.1 33
Fedwire securities .......... 1.1 1.9
Noncash services ........... 3 .1
Special cash services ........ 0 1
Total ................c..l. 53.4 497

(6) IMPUTED COSTS

Imputed costs consist of interest on float, interest on debt,
sales taxes, and the FDIC assessment. Interest on float is
derived from the value of float to be recovered, either
explicitly or through per-item fees, during the period.
Float costs include costs for checks, book-entry securi-
ties, noncash collection, ACH, and funds transfers.
Interest is imputed on the debt assumed necessary to
finance priced-service assets. There was no debt in 2003
because clearing balances fund short-term and long-term
debt. The sales taxes and FDIC assessment that the Fed-
eral Reserve would have paid had it been a private-sector
firm are among the components of the PSAF (see note 3).
Float cost or income is based on the actual float
incurred for each priced service. Other imputed costs are
allocated among priced services according to the ratio of
operating expenses less shipping expenses for each ser-
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vice to the total expenses for all services less the total
shipping expenses for all services.

The following list shows the daily average recovery of
actual float by the Reserve Banks for 2003 in millions of
dollars:

Total float 285.2
Unrecovered float 6.9
Float subject to recovery 2783
Sources of recovery of float
Income on clearing balances 279
As-of adjustments -328.3
Direct charges 624.8
Per-item fees -702.7

Unrecovered float includes float generated by services
to government agencies and by other central bank ser-
vices. Float recovered through income on clearing bal-
ances is the result of the increase in investable clearing
balances; the increase is produced by a deduction for float
for cash items in process of collection, which reduces
imputed reserve requirements. The income on clearing
balances reduces the float to be recovered through other
means. As-of adjustments and direct charges refer to float
that is created by interterritory check transportation and
the observance of non-standard holidays by some deposi-
tory institutions. Such float may be recovered from the
depository institutions through adjustments to institution
reserve or clearing balances or by billing institutions

directly. Float recovered through direct charges and per-
item fees is valued at the federal funds rate; credit float
recovered through per-item fees has been subtracted from
the cost base subject to recovery in 2003.

(7) OTHER INCOME AND EXPENSES

Consists of investment income on clearing balances and
the cost of earnings credits. Investment income on clear-
ing balances represents the average coupon-equivalent
yield on three-month Treasury bills applied to the rotal
clearing balance maintained, adjusted for the effect of
reserve requirements on clearing balances. Expenses for
earnings credits granted to depository institutions on their
clearing balances are derived by applying the average
federal funds rate to the required portion of the clearing
balances, adjusted for the net effect of reserve require-
ments on clearing balances.

(8) INcoME TaxEs

Imputed income taxes are calculated at the effective tax
rate derived from the PSAF model (see note 3).

(9) RETURN ON EQuIiTY

The after-tax rate of return on equity that the Federal
Reserve would have earned had it been a private business
firm, as derived from the PSAF model (see note 3).
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The Board of Governors and the
Government Performance and Results Act

Under the Government Performance and
Results Act of 1993 (GPRA), federal
agencies are required to prepare, in con-
sultation with the Congress and outside
stakeholders, a strategic plan covering a
multiyear period and to submit annual
performance budgets and performance
reports. Though not covered by the act,
the Board of Governors is volunta-
rily complying with many of the act’s
mandates.

Strategic Plan, Performance
Budget, and Performance Report

The Board’s latest strategic plan in the
GPRA format, to be released in early
2004, covers the period 2004-08. The
document articulates the Board’s mis-
sion, sets forth major goals for the
period, outlines strategies for achieving
those goals, and discusses the environ-
ment and other factors that could affect
their achievement. It also addresses
issues that cross agency jurisdictional
lines, identifies key quantitative mea-
sures of performance, and discusses
performance evaluation.

The 200405 performance budget and
the 2002-03 performance report will be
posted on the Board’s public web site in
early 2004 for access by the Congress,
the public, and the General Accounting
Office. The performance budget sets
forth specific targets for some of the
performance measures identified in the
strategic plan. The performance budget
also describes the operational processes
and resources needed to meet those tar-
gets and discusses data validation and
verification of results. The performance

report for 2002-03 should be completed
in April 2004.

When completed, the strategic plan,
performance budget, and performance
report will be available on the Board’s
public web site (www.federalreserve.gov/
boarddocs/rptcongress). The Board’s mis-
sion statement and a summary of the
goals and objectives set forth in the stra-
tegic plan and performance budget are
given below.

Mission

The mission of the Board is to foster the
stability, integrity, and efficiency of the
nation’s monetary, financial, and pay-
ment systems so as to promote optimal
macroeconomic performance.

Goals and Objectives

The Federal Reserve has five primary
goals with interrelated and mutually
reinforcing elements:

Goal

To conduct monetary policy that pro-
motes the achievement of maximum
sustainable long-term growth and the
price stability that fosters that goal.

Objectives

¢ Stay abreast of recent developments
and prospects in the U.S. economy
and financial markets and in those
abroad, so that monetary policy deci-
sions will be well informed.

* Enhance our knowledge of the struc-
tural and behavioral relationships in
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the macroeconomic and financial mar-
kets, and improve the quality of the
data used to gauge economic per-
formance, through developmental
research activities.

e Implement monetary policy effec-
tively in rapidly changing economic
circumstances and in an evolving
financial market structure.

* Contribute to the development of U.S.
international policies and procedures,
in cooperation with the Department of
the Treasury and other agencies.

¢ Promote understanding of Federal
Reserve policy among other govern-
ment policy officials and the general
public.

Goal

To promote a safe, sound, competitive,
and accessible banking system and
stable financial markets.

Objectives

* Promote overall financial stability,
manage and contain systemic risk, and
ensure that emerging financial prob-
lems are identified early and success-
fully resolved before they become
crises.

* Provide a safe, sound, competitive,
and accessible banking system
through comprehensive and effective
supervision of U.S. banks, bank and
financial holding companies, foreign
banking organizations, and related
entities.

¢ Enhance efficiency and effectiveness,
while remaining sensitive to the
burden on supervised institutions, by
addressing the supervision function’s
procedures, technology, resource allo-
cation, and staffing issues.

¢ Promote adherence by domestic and
foreign banking organizations super-
vised by the Federal Reserve with

applicable laws, rules, regulations,
policies, and guidelines through a
comprehensive and effective supervi-
sion program.

Goal

To enforce the consumer financial ser-
vices laws fully and fairly, protect and
promote the rights of consumers under
these laws, and encourage banks to meet
the credit needs of consumers, including
those in low- and moderate-income
neighborhoods.

Objectives

¢ Maintain a strong consumer compli-
ance supervision and complaint inves-
tigation program that protects con-
sumers and reflects the rapidly
changing financial services industry.

* Implement statutes designed to inform
and protect consumers that reflect
congressional intent while achieving
the proper balance between consumer
protection and industry costs.

* Promote equal access to banking
services.

* Promote community development in
historically underserved areas.

Goal

To foster the integrity, efficiency, and
accessibility of U.S. payment and settle-
ment systems.

Objectives

* Develop sound, effective policies
and regulations that foster payment
system integrity, efficiency, and
accessibility.

¢ Conduct research and analysis that
contributes to policy development and
increases the Board’s and others’
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understanding of payment system
dynamics and risk.

Goal

To provide high-quality professional
oversight of Reserve Banks.

Objective

¢ Produce high-quality assessments of
Federal Reserve Bank operations,
projects, and initiatives in order to
help Federal Reserve management
foster and strengthen sound internal
control systems and efficient and
effective performance.

Interagency Coordination

Interagency coordination helps focus
efforts to eliminate redundancy and
lower costs. As mandated by the Gov-
ernment Performance and Results Act
and in conformance with past practice,
the Board has worked closely with other
federal agencies to consider plans and
strategies for programs, such as bank
supervision, that transcend the jurisdic-
tion of each agency. Coordination with
the Department of the Treasury and
other agencies is evident throughout
both the strategic plan and the perfor-
mance budget. Much of the Board’s for-
mal effort to plan jointly has been made
through the Federal Financial Institu-

tions Examination Council (FFIEC), a
group made up of the five federal agen-
cies that regulate depository institu-
tions.! In addition, a coordinating com-
mittee has been created to address and
report on issues related to those general
goals and objectives that cross agency
functions, programs, and activities. This
working group has been meeting since
June 1997. These and similar planning
efforts can eliminate redundancy and
significantly lower the government’s
costs for data processing and other
activities, as well as lower depository
institution costs for complying with fed-
eral regulations, while enhancing public
access to the data.

1. The FFIEC consists of the Board of Gover-

nors of the Federal Reserve System, the Federal
Deposit Insurance Corporation, the National
Credit Union Administration, the Office of the
Comptroller of the Currency, and the Office of
Thrift Supervision. It was established in 1979 pur-
suant to title X of the Financial Institutions Regu-
latory and Interest Rate Control Act of 1978. The
FFIEC is a formal interagency body empowered to
prescribe uniform principles, standards, and report
forms for the federal examination of financial
institutions and to make recommendations to pro-
mote uniformity in the supervision of financial
institutions. The FFIEC also provides uniform
examiner training and has taken a lead in develop-
ing standardized software needed for major data
collection programs to support the requirements of
the Home Mortgage Disclosure Act and the Com-
munity Reinvestment Act.
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Federal Legislative Developments

Check 21 Act

On October 28, 2003, President Bush
signed the Check Clearing for the 21st
Century Act (the Check 21 Act) into
law. The Check 21 Act, which becomes
effective on October 28, 2004, will
facilitate check truncation and the
exchange of checks in electronic for-
mat.! The act authorizes the creation
and use of a new negotiable instrument
called a “substitute check.” A substitute
check is a paper reproduction of an
original check that contains an image of
the front and back of the original check,
is MICR-encoded, and is otherwise able
to be processed in the same way as the
original check. The act provides that a
properly prepared substitute check is the
legal equivalent of the original check for
all purposes. The act does not require
banks to create substitute checks or
to accept delivery of electronic check
images; instead, the act simply requires
banks to accept properly prepared sub-
stitute checks. By empowering banks
to create machine-readable substitute
checks that are legally equivalent to
original checks, the Check 21 Act
enables banks to truncate original paper
checks early in the collection process,
process them electronically, and, where
necessary, create substitute checks for
delivery to banks that do not accept
checks electronically.

The Check 21 Act includes new war-
ranties and an indemnity that protect
recipients of substitute checks, includ-

1. Check truncation refers to any of a number
of arrangements in which the original paper checks
are removed from the collection or return process
before reaching either paying or depositary banks,
respectively, or reaching their customers.

ing both banks and customers, in the
event of losses arising from the use
of substitute checks. The Check 21 Act
also includes expedited recredit proce-
dures to help consumers who receive
substitute checks resolve problems
related to those checks. Furthermore, the
act requires banks to provide a con-
sumer awareness disclosure regarding
substitute checks and substitute-check
rights to consumers who receive those
checks.

Within nine months of its enactment,
the Check 21 Act also requires the
Board to publish model language to
assist banks in complying with the act’s
consumer notice requirement. Further,
the Check 21 Act empowers the Board
to prescribe such regulations as it deems
necessary to implement, prevent evasion
of, or facilitate compliance with the pro-
visions of the Check 21 Act.

FACT Act

On December 4, 2003, President Bush
signed the Fair and Accurate Credit
Transactions Act of 2003 (the FACT
Act) into law. The act amends the
Fair Credit Reporting Act (FCRA) to
(1) enhance the ability of consumers to
combat identity theft and (2) increase
the accuracy of consumer reports. The
FACT Act also imposes obligations on
institutions that sell or share certain
consumer information and restricts the
use and disclosure of sensitive medi-
cal information. In addition, the FACT
Act includes other provisions that are
designed to limit the use of certain infor-
mation received from affihiates for mar-
keting purposes. Lastly, the FACT Act
establishes uniform national standards
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in key areas of regulation regarding con-
sumer report information to further pro-
mote the efficient operation of national
credit markets. To allow a reasonable
time to implement the newly enacted
requirements, the act sets delayed effec-
tive dates for some provisions and, for
other provisions, requires the Board and
the Federal Trade Commission (FTC) to
set effective dates through joint reg-
ulations. Certain provisions of the act
require implementing regulations. The
dates for compliance with those regula-
tions will be established by the federal
banking agencies, the National Credit
Union Administration (NCUA), the
Securities and Exchange Commission
(SEC), and the FTC, as appropriate.
The Board is charged with perform-
ing various responsibilities under the
FACT Act. Certain sections of the act
require the Board to prescribe regula-
tions or guidelines that implement the
newly enacted requirements with respect
to entities subject to the Board’s juris-
diction. To develop many of these rules,
the Board must consult and coordinate
with the other federal banking agencies,
the NCUA, the SEC, and the FTC. The
act also requires the Board to undertake
several studies on issues regarding the
uses of information about consumers
and the delivery of financial products
and services to consumers, particularly
products involving credit or insurance.

Identity Theft Prevention

The FACT Act includes several provi-
sions that are designed to prevent iden-
tity theft and assist a consumer who has
been a victim of identity theft restore
the accuracy of his or her credit history.
For example, the FACT Act requires the
following:

* A consumer reporting agency, upon a
request from a consumer and subject

to certain conditions, must place a
fraud alert in the consumer’s file and
provide the alert along with any credit
score generated from that file. Active-
duty military personnel also may
request that a consumer reporting
agency place an ““active-duty alert” in
their files.

* A consumer reporting agency, upon a
request from a consumer and subject
to certain conditions, must block the
reporting of any information which
the consumer identifies as resulting
from an incident of identity theft that
has been reported to the appropriate
law enforcement authority. The con-
sumer reporting agency also must
promptly notify the furnisher of the
information identified by the con-
sumer that the information may be a
result of identity theft.

* A consumer reporting agency must
notify a user of a consumer report
about a discrepancy in a consumer’s
address if the user requests the report
using an address for the consumer that
substantially differs from the address
in the file the consumer reporting
agency maintains. The federal bank-
ing agencies, the NCUA, and the FTC
are directed to prescribe guidance that
describes reasonable policies and pro-
cedures that, in general, a user of a
consumer report must employ to rec-
oncile a discrepancy in a consumer’s
address.

» Businesses accepting credit cards or
debit cards must print no more than
the last five digits of the card number
or the expiration date of the card on
any electronically printed receipt pro-
vided to the cardholder at the point of
sale.

The act charges the federal banking
agencies, the NCUA, and the FTC with
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establishing ‘“‘red flag guidelines” for
use by financial institutions to identify
possible instances of identity theft and
to protect account holders, customers,
and institutions from the risks associ-
ated with identity theft. The act also
requires the FTC, in consultation with
the federal banking agencies, to pre-
pare a model summary of the rights of
consumers with respect to identity theft
prevention, and mandates that the con-
sumer reporting agencies provide the
summary when a consumer expresses
a belief that he or she is the victim of
identity theft.

Accuracy of Consumer Credit
Reports

The FACT Act includes several provi-
sions that are designed to enhance a
consumer’s access to information in his
or her consumer report and to improve
the accuracy of that information. For
example, the FACT Act

e allows a consumer to request that
any nationwide consumer reporting
agency or nationwide specialty con-
sumer reporting agency provide the
consumer with one free consumer
credit report during any twelve-month
period, if certain conditions are
satisfied;

* allows a consumer to obtain his or her
credit score, as well as certain infor-
mation relating to the credit score,
from any consumer reporting agency;

* requires any person who makes or
arranges consumer loans and uses a
credit score in connection with a con-
sumer’s application for a loan to make
the credit score, as well as certain
information about the score, available
to the consumer;

* requires a financial institution that
regularly furnishes information to
a nationwide consumer reporting
agency regarding credit extended to a
customer to provide a notice, in writ-
ing, to the customer if the institution
has furnished or will furnish negative
information about him or her to a con-
sumer reporting agency;

* requires a person that furnishes infor-
mation about a consumer to a con-
sumer reporting agency to maintain
reasonable policies and procedures to
ensure the accuracy and integrity of
the furnished consumer information,
in accordance with regulatory guide-
lines prescribed by the federal bank-
ing agencies, the NCUA, and the FTC,
as appropriate; and

* requires a person that furnishes infor-
mation about a consumer to a con-
sumer reporting agency, upon request
by the consumer, to reinvestigate a
dispute concerning the accuracy of
information contained in a consumer
report under certain circumstances, as
prescribed by the federal banking
agencies, the NCUA, and the FTC.

Limits on the Use and Sharing of
Medical Information

The FACT Act adds to the existing pro-
visions of the FCRA that govern the
sharing and use of medical information.
Among other things, the FACT Act

* prohibits a consumer reporting agency
from providing a third party with a
consumer report containing medical
information about a consumer unless
the information is relevant to the con-
sumer’s employment or a credit trans-
action involving the consumer and the
consumer specifically consents, in
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writing, to the release of such infor-
mation; and

e generally prohibits a creditor from
obtaining or using medical informa-
tion about a consumer in connection
with any determination of the con-
sumer’s eligibility for credit.

Promotion of Financial Literacy
and Education

The FACT Act establishes the Financial
Literacy and Education Commission, to
be composed of a representative from
each of the federal banking agencies.
The commission is charged with devel-
oping a national strategy for improving
the financial literacy and education of
persons in the United States. The com-
mission also is authorized to take appro-
priate actions to streamline, improve, or

augment the financial literacy and edu-
cation programs, grants, and materials
of the federal government, including
developing financial education curricula
for all Americans.

Relation to State Laws

The FACT Act makes permanent the
preemption provisions of the FCRA that
were scheduled to terminate, or “‘sun-
set,” on December 31, 2003, including
the provision that generally preempts
any state law requirement regarding the
exchange of information about a con-
sumer among affiliated persons. Sec-
tion 711 of the FACT Act also specifies
that several of the act’s new protections
preempt state laws “with respect to the
conduct required by” those provisions
of the act. .
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Record of Policy Actions

of the Board of Governors

Regulation B
Equal Credit Opportunity
[Docket No. R-1008]

On February 19, 2003, the Board
approved amendments that, among other
things, retain the general prohibition
against inquiring about or noting appli-
cant characteristics (such as race,
national origin, religion, age, or sex) in
nonmortgage credit transactions and
create an exception when such data are
collected as part of a creditor’s self-test
to determine compliance with the Equal
Credit Opportunity Act. The amend-
ments also require creditors to retain
certain records related to prescreened
credit solicitations for twenty-five
months. The amendments are effective
April 15, 2003, with mandatory compli-
ance by April 15, 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Olson, Bernanke, and
Kohn. Absent and not voting: Governor
Bies.

Note. Full texts of the policy actions are avail-
able from the electronic reading room on the
Board’s Freedom of Information Act web page
(www federalreserve.gov/generalinfo/foia/) by
using the “Policy Statements and Staff Manuals™
link or on request from the Board’s Freedom
of Information Office (Tel: 202-452-3684; TDD:
202-263-4869; Fax: 202-872-7565). Internet
access to the Board’s public web site is also avail-
able during regular business hours at the Free-
dom of Information Office, Martin Building,
Room M-P-500, 20th and C Streets NW, Washing-
ton, DC 20551.

Regulation D

Reserve Requirements of
Depository Institutions
[Docket No. R-1163]

On October 1, 2003, the Board approved
amendments to reflect the annual index-
ing of the low reserve tranche and of
the reserve requirement exemption for
use in reserve requirement calculations
in 2004. The amendments increase the
3 percent low reserve tranche for net
transaction accounts to $45.4 million
(from $42.1 million in 2003) and
increase the reserve requirement exemp-
tion to $6.6 million (from $6 million in
2003).

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation H

Membership of State Banking
Institutions in the Federal Reserve
System

[Docket No. R-1129]

On January 23, 2003, the Board
approved amendments to administer and
enforce several reporting, disclosure,
and corporate-governance provisions of
the Sarbanes—Oxley Act of 2002, which
are applicable to state member banks
that have securities registered under the
Securities Exchange Act of 1934 (regis-
tered banks). The amendments generally
require registered banks to comply with
the rules, regulations, and forms adopted
by the Securities and Exchange Com-
mission to implement the provisions of
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the Sarbanes-Oxley Act specified in
section 12(i) of the Securities Exchange
Act of 1934, unless those requirements
are modified by the Board. The amend-
ments are effective April 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation H

Membership of State Banking
Institutions in the Federal Reserve
System

Regulation K
International Banking Operations
[Docket No. R-1127]

On April 21, 2003, the Board, acting
with the Department of the Treasury and
the federal financial institutions regu-
latory agencies, approved interagency
amendments to implement section 326
of the USA Patriot Act of 2001 con-
cerning customer identification pro-
grams. The amendments require that
banks, savings associations, credit
unions, private banks, and trust compa-
nies (1) implement reasonable proce-
dures to verify the identity of any per-
son who seeks to open an account, to
the extent reasonable and practicable;
(2) maintain records of the information
used to verify the person’s identity;
and (3) determine whether the person
appears on any lists of known or sus-
pected terrorists or terrorist organiza-
tions provided to the financial institu-
tion by any government agency. The
amendments are effective June 9, 2003,
with mandatory compliance by Octo-
ber 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and
Governors Bies, Olson, Bernanke, and

Kohn. Absent and not voting: Governor
Gramlich.

Regulation H

Membership of State Banking
Institutions in the Federal Reserve
System

Regulation Y

Bank Holding Companies and
Change in Bank Control
[Docket No. R-1156]

On September 12, 2003, the Board, act-
ing with the federal bank and thrift regu-
latory agencies, approved interim inter-
agency amendments (with a request for
comment) that provide an interim capi-
tal treatment for assets in asset-backed
commercial paper programs that are
consolidated on the balance sheets of
sponsoring banks, bank holding compa-
nies, and thrifts as a result of a recently
issued Financial Accounting Standards
Board Interpretation (FASB No. 46).
The interim capital treatment is in effect
only for the regulatory reporting periods
ending September 30 and December 31,
2003, and March 31, 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation K
International Banking Operations
[Docket No. R-1143]

On February 7, 2003, the Board issued
an interpretation of Regulation K to
clarify that a foreign bank planning to
engage in underwriting securities to be
distributed in the United States must
either be a financial holding company or
have the authority to engage in under-
writing activity under section 4(c)(8) of
the Bank Holding Company Act. The
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interpretation is effective February 19,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation V
Fair Credit Reporting
[Docket No. R-1172]

On December 16, 2003, the Board, act-
ing with the Federal Trade Commission,
approved new interim interagency rules
(with a request for comment) that estab-
lish December 31, 2003, as the effec-
tive date for provisions of the Fair and
Accurate Credit Transactions Act of
2003 that determine the relationship
between the Fair Credit Reporting Act
and state laws and provisions that autho-
rize rulemakings or other implementing
actions by various agencies.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation Y

Bank Holding Companies and
Change in Bank Control

[Docket Nos. R-1146 and R-1092]

On June 27, 2003, the Board approved
amendments that permit bank holding
companies to enter into (1) commodity
derivative contracts that are settled by
the bank holding company receiving and
transferring title to the underlying com-
modity instantaneously, by operation
of contract, and without taking physi-
cal possession of the commodity and
(2) certain commodity derivative con-
tracts that do not require cash settlement
or specifically provide for assignment,
termination, or offset before delivery.

The amendments are effective August 4,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

On November 26, 2003, the Board
approved amendments to expand the
ability of all bank holding companies,
including financial holding companies,
to process, store, and transmit nonfinan-
cial data in connection with their finan-
cial data processing, storage, and trans-
mission activities by raising the revenue
limit on nonfinancial data processing
activities from 30 percent to 49 percent
of the company’s total annual revenues
derived from data processing, data stor-
age, and data transmission activities.
The Board also announced that it would
consider, case by case in accordance
with applicable procedures, proposals by
financial holding companies to engage
in, or acquire a company engaged in,
other nonfinancial data processing,
information portal, and technology-
related activities that the financial hold-
ing company believes are comple-
mentary to financial activities. The
amendments are effective January 8,
2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, and Ber-
nanke. Absent and not voting: Governor
Kohn.

Rules of Organization
[Docket No. R-1149]

On April 29, 2003, the Board amended
its definition of a quorum to provide that
a majority of the members in office con-
stitutes a quorum of the Board, except
that four members constitute a quorum
if there are five members in office. The
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revised definition enhances the Board’s
ability to function in a national emer-
gency, but does not alter the number of
Board members required to constitute a
quorum during normal operations when
the Board has five or more members.
The amendment is effective April 29,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Rules of Practice for Hearings
Subpart J—Removal, Suspension,
and Debarment of Accountants
from Performing Audit Services
[Docket No. R-1139]

On August 6, 2003, the Board, acting
with the federal bank and thrift regu-
latory agencies, approved interagency
amendments that establish procedures
for removing, suspending, or debarring
accountants, for good cause, from per-
forming the audit services required
under section 36 of the Federal Deposit
Insurance Act for insured depository
institutions with total assets of $500 mil-
lion or more. The amendments are effec-
tive October 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and
Governors Bies, Olson, Bernanke, and
Kohn. Absent and not voting: Governor
Gramlich.

Rules Regarding Equal
Opportunity
[Docket No. R-1096]

On April 9, 2003, the Board approved
amendments, adopted in January 2001
as interim amendments, to incorporate
changes that the Equal Employment
Opportunity Commission made to its
parallel regulation on equal employment

opportunity in the federal government
generally. The amendments also incor-
porate changes to provisions of the
commission’s parallel regulation that
address the Rehabilitation Act; the com-
mission adopted these changes after the
Board’s interim rule. The amendments
are effective April 15, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Policy Statements and
Other Actions

Interagency Paper on Sound
Practices to Strengthen the
Resilience of the U.S. Financial
System

[Docket No. R-1128]

On April 7, 2003, the Board, acting
with the Office of the Comptroller of
the Currency and the Securities and
Exchange Commission, approved an
interagency paper that, among other
things, identifies (1) new business conti-
nuity objectives that have special impor-
tance for all financial firms and
(2) sound practices to ensure the resil-
ience of the U.S. financial system, with
a focus on minimizing the immediate
systemic effects of a wide-scale disrup-
tion on critical financial markets.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Expansion of the Operating Hours
for the Online Fedwire Funds
Service

[Docket No. R-1138]

On May 20, 2003, the Board approved
an expansion of the operating hours for
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the online Fedwire Funds Service from
eighteen to twenty-one and one-half
hours each business day. The new open-
ing time, 9:00 p.m. eastern time for on-
line funds transfers with a business date
of the following calendar day, is three
and one-half hours earlier than the cur-
rent 12:30 a.m. opening time. The clos-
ing time remains 6:30 p.m. eastern time.
The new hours are effective in the sec-
ond quarter of 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Imputed Investment Income
on Clearing Balances
[Docket No. R-1152]

On October 22, 2003, the Board modi-
fied the method for imputing priced-
services income from clearing-balance
investments that is used each year when
the Reserve Banks set fees for Federal
Reserve priced services and measure
priced-services’ cost recovery. The new
method, which expresses the imputed
investment return as a constant annual
spread over the rate for three-month
Treasury bills, is based on an optimized
underlying hypothetical investment
portfolio that reflects the broader range
of investments available to banks and
bank holding companies. Selection of
the portfolio investments is subject to a
risk-management framework. The new
method is effective in January 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Discount Rates in 2003

On October 31, 2002, the Board
amended its Regulation A to establish
two new forms of Reserve Bank dis-

counts and advances, primary and sec-
ondary credit, that would replace adjust-
ment and extended credit, effective
January 9, 2003. On January 6, 2003,
the Board voted to approve for all the
Reserve Banks an initial primary credit
rate of 2V4 percent and a formula for
calculating a secondary credit rate that
yielded an initial rate of 2% percent.

In 2003, the rates for primary and
secondary credit consistently exceeded
the federal funds rate target, which is set
by the Federal Open Market Committee
(FOMC), by 100 and 150 basis points
respectively. On June 25, a reduction of
/4 percentage point in the federal funds
rate target was accompanied by a simi-
lar reduction in both discount rates to
levels of 2 percent and 2'2 percent. The
seasonal credit program was not affected
by the Regulation A amendments. The
rate for such credit in 2003 continued to
be set on the basis of a market-related
formula and was equal or close to the
FOMC’s target federal funds rate
throughout the year.

Primary Credit Rate

The Board reached its decisions on the
primary credit rate in conjunction with
the FOMC’s decisions on the target fed-
eral funds rate and related economic and
financial developments. These develop-
ments are referenced below and are
reviewed more fully in other parts of
this report, including the compilation of
minutes of FOMC meetings held in
2003.

Reduction in the Primary Credit Rate
in June 2003

Against the background of a sluggish
economic expansion but already stimu-
lative monetary and fiscal policies, the
Board took no action before June 25
on requests by various Federal Reserve
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Banks to lower their primary credit rate
by V4 or Y2 percentage point. The num-
ber of such requests increased from two
in mid-March to eight by the latter part
of June amid persisting indications that
an anticipated strengthening in the
expansion of economic activity was
being held back by a high degree of
business caution in investment and hir-
ing decisions. On June 25 the Board
approved a Y percentage point reduc-
tion, to a level of 2 percent, in the pri-
mary credit rate of the Federal Reserve
Banks in conjunction with the FOMC’s
decision to reduce its target for the fed-
eral funds rate by the same amount. The
Board and the FOMC concluded that
a slightly more expansive monetary
policy would add support for an econ-
omy that was expected to improve over
time in the context of robust underly-
ing growth in productivity, markedly
improved financial conditions, and signs
that labor and product markets were
stabilizing.

In July and August, the Board took no
action on biweekly requests by one Fed-
eral Reserve Bank to lower its primary
credit rate by an additional ¥4 percent-
age point. In light of increasing indica-
tions of a pronounced acceleration in
economic activity, no further requests
for changes in their credit rates were
submitted by any of the Federal Reserve
Banks over the remainder of the year.

Structure of Discount Rates

Under the new discount rate program
that went into effect on January 9, 2003,
primary credit is made available for very
short terms as a backup source of liquid-
ity to depository institutions that, in the
judgment of the lending Federal Reserve
Bank, are in generally sound financial
condition. Primary credit is extended at
a rate above the federal funds rate. Sec-
ondary credit is available in appropriate

circumstances to depository institutions
that do not qualify for primary credit; it
is set on the basis of a formula that in
2003 produced a rate that was Y2 per-
centage point higher than the primary
credit rate. Seasonal credit, another type
of discount window credit, is avail-
able under limited conditions to assist
smaller depository institutions in man-
aging liquidity needs that arise from
regular swings in their loans and depos-
its. Rates on seasonal credit are calcu-
lated every two weeks in accordance
with a formula based on market interest
rates. Under that formula, the rates
charged for seasonal credit in 2003 were
close to the FOMC'’s target rate for the
federal funds rate and ranged from
1.05 percent to 1.25 percent. Discount
rates were as follows at year-end: pri-
mary credit at 2 percent, secondary
credit at 2.50 percent, and seasonal
credit at 1.05 percent.

Board Votes

Under the Federal Reserve Act, the
boards of directors of the Federal
Reserve Banks are required to estab-
lish rates on discounts and advances to
depository institutions at least every
fourteen days and must submit the
rates to the Board of Governors for
review and determination. Votes on the
biweekly establishment of the prime
credit rate without change and on the
renewal of the formulas for calculating
the rates on secondary and seasonal
credit are not shown in this summary.
All votes on discount rates taken by
the Board of Governors in 2003 were
unanimous.

Votes on Changes in the Primary
Credit Rate

January 6, 2003. Effective January 9,
2003, the Board approved the establish-
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ment by the twelve Federal Reserve
Banks of a primary credit rate of
2V4 percent and approved a formula for
calculating a secondary credit rate that
yielded a rate of 2% percent.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

June 25, 2003. Effective this date, the
Board approved actions taken by the

directors of the Federal Reserve Banks
of Boston, New York, Kansas City, and
San Francisco to reduce their primary
credit rate from 2V4 percent to 2 percent.
The same decrease was approved for the
remaining Federal Reserve Banks, effec-
tive June 26, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn. .
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Minutes of Federal Open Market

Committee Meetings

The policy actions of the Federal Open
Market Committee, contained in the
minutes of its meetings, are presented in
the Annual Report of the Board of Gov-
ernors pursuant to the requirements of
section 10 of the Federal Reserve Act.
That section provides that the Board
shall keep a complete record of the
actions taken by the Board and by the
Federal Open Market Committee on all
questions of policy relating to open mar-
ket operations, that it shall record
therein the votes taken in connection
with the determination of open market
policies and the reasons underlying each
policy action, and that it shall include in
its annual report to the Congress a full
account of such actions.

The minutes of the meetings contain
the votes on the policy decisions made
at those meetings as well as a résumé of
the information and discussions that led
to the decisions. The summary descrip-
tions of economic and financial condi-
tions are based on the information that
was available to the Committee at the
time of the meetings rather than on data
as they may have been revised later.

Members of the Committee voting for
a particular action may differ among
themselves as to the reasons for their
votes; in such cases, the range of their
views 1s noted in the minutes. When
members dissent from a decision, they
are identified in the minutes and a sum-
mary of the reasons for their dissent is
provided.

Policy directives of the Federal Open
Market Committee are issued to the
Federal Reserve Bank of New York as
the Bank selected by the Committee to

execute transactions for the System
Open Market Account. In the area of
domestic open market operations, the
Federal Reserve Bank of New York
operates under three sets of instructions
from the Federal Open Market Com-
mittee: an Authorization for Domestic
Open Market Operations, Guidelines for
the Conduct of System Open Market
Operations in Federal Agency Issues,
and a Domestic Policy Directive. (A
new Domestic Policy Directive is
adopted at each regularly scheduled
meeting.) In the foreign currency area,
the Committee operates under an
Authorization for Foreign Currency
Operations, a Foreign Currency Direc-
tive, and Procedural Instructions with
Respect to Foreign Currency Opera-
tions. These policy instruments are
shown below in the form in which they
were in effect at the beginning of 2003.
Changes in the instruments during the
year are reported in the minutes for the
individual meetings.

Authorization for Domestic
Open Market Operations

In Effect January 1, 2003

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, to the extent neces-
sary to carry out the most recent domestic
policy directive adopted at a meeting of the
Committee:

(a) To buy or sell U.S. Government
securities, including securities of the Federal
Financing Bank, and securities that are direct
obligations of, or fully guaranteed as to
principal and interest by, any agency of the
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United States in the open market, from or to
securities dealers and foreign and inter-
national accounts maintained at the Federal
Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System
Open Market Account at market prices, and,
for such Account, to exchange maturing U.S.
Government and Federal agency securities
with the Treasury or the individual agencies
or to allow them to mature without replace-
ment; provided that the aggregate amount of
U.S. Government and Federal agency securi-
ties held in such Account (including forward
commitments) at the close of business on the
day of a meeting of the Committee at which
action is taken with respect to a domestic
policy directive shall not be increased or
decreased by more than $12.0 billion during
the period commencing with the opening of
business on the day following such meeting
and ending with the close of business on the
day of the next such meeting;

(b) To buy U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States, from
dealers for the account of the Federal
Reserve Bank of New York under agree-
ments for repurchase of such securities or
obligations in 65 business days or less, at
rates that, unless otherwise expressly autho-
rized by the Committee, shall be determined
by competitive bidding, after applying rea-
sonable limitations on the volume of agree-
ments with individual dealers; provided that
in the event Government securities or agency
issues covered by any such agreement are
not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall be
sold in the market or transferred to the Sys-
tem Open Market Account;

(¢c) To sell U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States to
dealers for System Open Market Account
under agreements for the resale by dealers of
such securities or obligations in 65 business
days or less, at rates that, unless otherwise
expressly authorized by the Committee, shall
be determined by competitive bidding, after
applying reasonable limitations on the vol-
ume of agreements with individual dealers.

2. In order to ensure the effective conduct
of open market operations, the Federal Open
Market Committee authorizes the Federal
Reserve Bank of New York to lend on an
overnight basis U.S. Government securities
held in the System Open Market Account to
dealers at rates that shall be determined by
competitive bidding but that in no event shalt
be less than 1.0 percent per annum of the
market value of the securities lent. The
Federal Reserve Bank of New York shall
apply reasonable limitations on the total
amount of a specific issue that may be
auctioned, and on the amount of securities
that each dealer may borrow. The Federal
Reserve Bank of New York may reject bids
which could facilitate a dealer’s ability to
control a single issue as determined solely
by the Federal Reserve Bank of New York.

3. In order to ensure the effective conduct of
open market operations, while assisting in
the provision of short-term investments for
foreign and international accounts main-
tained at the Federal Reserve Bank of New
York, the Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York (a) for System Open
Market Account, to sell U.S. Government
securities to such foreign and international
accounts on the bases set forth in para-
graph 1(a) under agreements providing for
the resale by such accounts of those securi-
ties within 65 business days or less on terms
comparable to those available on such trans-
actions in the market; and (b) for New York
Bank account, when appropriate, to under-
take with dealers, subject to the conditions
imposed on purchases and sales of securities
in paragraph 1(b), repurchase agreements in
U.S. Government and agency securities, and
to arrange corresponding sale and repurchase
agreements between its own account and
foreign and international accounts main-
tained at the Bank. Transactions undertaken
with such accounts under the provisions of
this paragraph may provide for a service fee
when appropriate.

4. In the execution of the Committee’s deci-
sion regarding policy during any intermeet-
ing period, the Committee authorizes and
directs the Federal Reserve Bank of
New York, upon the instruction of the Chair-
man of the Committee, to adjust somewhat
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in exceptional circumstances the degree of
pressure on reserve positions and hence the
intended federal funds rate. Any such adjust-
ment shall be made in the context of the
Committee’s discussion and decision at its
most recent meeting and the Committee’s
long-run objectives for price stability and
sustainable economic growth, and shall be
based on economic, financial, and mone-
tary developments during the intermeeting
period. Consistent with Committee prac-
tice, the Chairman, if feasible, will consult
with the Committee before making any
adjustment.

Guidelines for the Conduct of
System Open Market Operations
in Federal Agency Issues

In Effect January 1, 2003

1. System open market operations in Fed-
eral agency issues are an integral part of total
System open market operations designed to
influence bank reserves, money market con-
ditions, and monetary aggregates.

2. System open market operations in Fed-
eral agency issues are not designed to sup-
port individual sectors of the market or
to channel funds into issues of particular
agencies.

Domestic Policy Directive

In Effect January 1, 2003!

The Federal Open Market Committee seeks
monetary and financial conditions that will
foster price stability and promote sustainable
growth in output. To further its long-run
objectives, the Committee in the immediate
future seeks conditions in reserve markets
consistent with maintaining the federal funds
rate at an average of around 14 percent.

The Committee also approved the
sentence below for inclusion in the press
statement to be released shortly after the
December 10, 2002, meeting:

1. Adopted by the Committee at its meeting on
December 10, 2002.

Against the background of its long-run
goals of price stability and sustainable eco-
nomic growth and of the information cur-
rently available, the Committee believes
that the risks are balanced with respect to
prospects for both goals in the foreseeable
future.

Authorization for Foreign
Currency Operations

In Effect January 1, 2003

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, for System Open Market
Account, to the extent necessary to carry out
the Committee’s foreign currency directive
and express authorizations by the Commit-
tee pursuant thereto, and in conformity with
such procedural instructions as the Commit-
tee may issue from time to time:

A. To purchase and sell the following
foreign currencies in the form of cable trans-
fers through spot or forward transactions on
the open market at home and abroad, includ-
ing transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-
lished by Section 10 of the Gold Reserve
Act of 1934, with foreign monetary authori-
ties, with the Bank for International Settle-
ments, and with other international financial
institutions:
Canadian dollars
Danish kroner
Euro

Pounds sterling
Japanese yen

Mexican pesos
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold balances of, and to have
outstanding forward contracts to receive or
to deliver, the foreign currencies listed in
paragraph A above.

C. To draw foreign currencies and to
permit foreign banks to draw dollars under
the reciprocal currency arrangements listed
in paragraph 2 below, provided that draw-
ings by either party to any such arrangement
shall be fully liquidated within 12 months
after any amount outstanding at that time
was first drawn, unless the Committee,
because of exceptional circumstances, spe-
cifically authorizes a delay.
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D. To maintain an overall open posi-
tion in all foreign currencies not exceeding
$25.0 billion. For this purpose, the overall
open position in all foreign currencies is
defined as the sum (disregarding signs) of
net positions in individual currencies. The
net position in a single foreign currency is
defined as holdings of balances in that cur-
rency, plus outstanding contracts for future
receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the
sum of these elements with due regard to
sign.

2. The Federal Open Market Commit-
tee directs the Federal Reserve Bank of
New York to maintain reciprocal currency
arrangements (‘‘swap” arrangements) for the
System Open Market Account for periods up
to a maximum of 12 months with the follow-
ing foreign banks, which are among those
designated by the Board of Governors of the
Federal Reserve System under Section 214.5
of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of
the Committee to renew such arrangements
on maturity:

Amount
of arrangement
Foreign bank (millions of
dollars equivalent)
Bankof Canada .........................ocoll 2,000
Bank of Mexico ... 3,000

Any changes in the terms of existing swap
arrangements, and the proposed terms of any
new arrangements that may be authorized,
shall be referred for review and approval to
the Committee.

3. All transactions in foreign currencies
undertaken under paragraph 1.A. above
shall, unless otherwise expressly authorized
by the Committee, be at prevailing market
rates. For the purpose of providing an invest-
ment return on System holdings of foreign
currencies, or for the purpose of adjusting
interest rates paid or received in connection
with swap drawings, transactions with for-
eign central banks may be undertaken at
nonmarket exchange rates.

4. It shall be the normal practice to arrange
with foreign central banks for the coordina-
tion of foreign currency transactions. In mak-

ing operating arrangements with foreign
central banks on System holdings of foreign
currencies, the Federal Reserve Bank of
New York shall not commit itself to maintain
any specific balance unless authorized by
the Federal Open Market Committee. Any
agreements or understandings concerning the
administration of the accounts maintained by
the Federal Reserve Bank of New York with
the foreign banks designated by the Board
of Governors under Section 214.5 of Regu-
lation N shall be referred for review and
approval to the Committee.

5. Foreign currency holdings shall be in-
vested to ensure that adequate liquidity is
maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-
tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Govern-
ment securities may be purchased from for-
eign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Sub-
committee and the Committee. The Foreign
Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-
mittee, the Vice Chairman of the Board of
Governors, and such other member of the
Board as the Chairman may designate (or in
the absence of members of the Board serving
on the Subcommittee, other Board members
designated by the Chairman as alternates,
and in the absence of the Vice Chairman of
the Committee, his alternate). Meetings of
the Subcommittee shall be called at the
request of any member, or at the request of
the Manager, System Open Market Account
(“Manager”), for the purposes of reviewing
recent or contemplated operations and of
consulting with the Manager on other mat-
ters relating to his responsibilities. At the
request of any member of the Subcommittee,
questions arising from such reviews and con-
sultations shall be referred for determination
to the Federal Open Market Committee.

7. The Chairman is authorized:

A. With the approval of the Commit-
tee, to enter into any needed agreement or
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understanding with the Secretary of the Trea-
sury about the division of responsibility for
foreign currency operations between the Sys-
tem and the Treasury;

B. To keep the Secretary of the Trea-
sury fully advised concerning System for-
eign currency operations, and to consult with
the Secretary on policy matters relating to
foreign currency operations;

C. From time to time, to transmit
appropriate reports and information to the
National Advisory Council on International
Monetary and Financial Policies.

8. Staff officers of the Committee are autho-
rized to transmit pertinent information on
System foreign currency operations to appro-
priate officials of the Treasury Department.

9. All Federal Reserve Banks shall partici-
pate in the foreign currency operations for
System Account in accordance with para-
graph 3 G(1) of the Board of Governors’
Statement of Procedure with Respect to For-
eign Relationships of Federal Reserve Banks
dated January 1, 1944.

Foreign Currency Directive

In Effect January 1, 2003

1. System operations in foreign currencies
shall generally be directed at countering dis-
orderly market conditions, provided that
market exchange rates for the U.S. dollar
reflect actions and behavior consistent with
the IMF Article IV, Section 1.

2. To achieve this end the System shall:

A. Undertake spot and forward pur-
chases and sales of foreign exchange.

B. Maintain  reciprocal  currency
(“swap”) arrangements with selected for-
eign central banks.

C. Cooperate in other respects with
central banks of other countries and with
international monetary institutions.

3. Transactions may also be undertaken:

A. To adjust System balances in light
of probable future needs for currencies.

B. To provide means for meeting Sys-
tem and Treasury commitments in particular

currencies and to facilitate operations of the
Exchange Stabilization Fund.

C. For such other purposes as may be
expressly authorized by the Committee.

4. System foreign currency operations shall
be conducted:

A. In close and continuous consulta-
tion and cooperation with the United States
Treasury;

B. In cooperation, as appropriate, with
foreign monetary authorities; and

C. In a manner consistent with the obli-
gations of the United States in the Interna-
tional Monetary Fund regarding exchange
arrangements under the IMF Article IV.

Procedural Instructions with
Respect to Foreign Currency
Operations

In Effect January 1, 2003

In conducting operations pursuant to the
authorization and direction of the Federal
Open Market Committee as set forth in the
Authorization for Foreign Currency Opera-
tions and the Foreign Currency Directive,
the Federal Reserve Bank of New York,
through the Manager, System Open Market
Account (““Manager”), shall be guided by
the following procedural understandings
with respect to consultations and clearances
with the Committee, the Foreign Currency
Subcommittee, and the Chairman of the
Committee. All operations undertaken pur-
suant to such clearances shall be reported
promptly to the Committee.

1. The Manager shall clear with the Sub-
committee (or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $300 million
on any day or $600 million since the most
recent regular meeting of the Committee.

B. Any operation that would result in a
change on any day in the System’s net posi-
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tion in a single foreign currency exceeding
$150 million, or $300 million when the
operation is associated with repayment of
swap drawings.

C. Any operation that might generate a
substantial volume of trading in a particular
currency by the System, even though the
change in the System’s net position in that
currency might be less than the limits speci-
fied in 1.B.

D. Any swap drawing proposed by a
foreign bank not exceeding the larger of
(i) $200 million or (ii) 15 percent of the size
of the swap arrangement.

2. The Manager shall clear with the Com-
mittee (or with the Subcommittee, if the
Subcommittee believes that consultation
with the full Committee is not feasible in the
time available, or with the Chairman, if the
Chairman believes that consultation with
the Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the
Committee.

B. Any swap drawing proposed by
a foreign bank exceeding the larger of
(i) $200 million or (i) 15 percent of the
size of the swap arrangement.

3. The Manager shall also consult with the
Subcommittee or the Chairman about pro-
posed swap drawings by the System and
about any operations that are not of a routine
character.

Meeting Held on
January 28-29, 2003

A meeting of the Federal Open Market
Committee was held in the offices of the
Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, January 28, 2003, at
2:30 p.m. and continued on Wednesday,
January 29, 2003, at 9:00 a.m.
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Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members of the
Federal Open Market Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Gillum, Assistant Secretary

Ms. Smith, Assistant Secretary

Mr. Mattingly, General Counsel

Ms. Johnson, Economist

Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Judd, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Messrs. Ettin and Madigan, Deputy
Directors, Divisions of Research
and Statistics and Monetary
Affairs, respectively, Board of
Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors
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Messrs. Clouse and Reifschneider,?
Assistant Directors, Divisions of
Monetary Affairs and Research
and Statistics, respectively, Board
of Governors

Mr. Simpson, Senior Adviser, Division
of Research and Statistics, Board
of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Mr. Fallon,? Senior Counsel, Legal
Division, Board of Governors

Ms. Haltmaier,* Section Chief,
Division of International Finance,
Board of Governors

Messrs. Lebow,* Sack,? and Tetlow,2
Senior Economists, Divisions of
Research and Statistics, Monetary
Affairs, and Research and
Statistics, respectively, Board
of Governors

Mr. Zakraj$ek,* Economist, Division
of Monetary Affairs, Board of
Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Lyon, First Vice President, Federal
Reserve Bank of Minneapolis

Messrs. Fuhrer and Hakkio,
Ms. Mester, Messrs. Rasche and
Rosenblum, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, St. Louis, and
Dallas respectively

2. Attended portion of meeting relating to dis-
cussion of gradualism in policymaking.

3. Attended portion of meeting relating to
FOMC rule changes.

4. Attended portion of meeting relating to the
FOMC’s review of the economic outlook.

Messrs. Altig and Croushore,
Ms. Hargraves, Messrs. Miller
and Rudebusch, Vice Presidents,
Federal Reserve Banks of
Cleveland, Philadelphia,
New York, Minneapolis, and
San Francisco respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 2003, and ending Decem-
ber 31, 2003, had been received and that
these individuals had executed their
oaths of office.

The elected members and alternate
members were as follows:

William J. McDonough, President of the
Federal Reserve Bank of New York,
with Jamie B. Stewart, Jr., First Vice
President of the Federal Reserve Bank
of New York, as alternate.

J. Alfred Broaddus, Jr., President of the Fed-
eral Reserve Bank of Richmond, with
Cathy E. Minehan, President of the
Federal Reserve Bank of Boston, as
alternate.

Jack Guynn, President of the Federal
Reserve Bank of Atlanta, with William
Poole, President of the Federal Reserve
Bank of St. Louis, as alternate

Michael H. Moskow, President of the Fed-
eral Reserve Bank of Chicago, with
Sandra Pianalto,5 President of the Fed-
eral Reserve Bank of Cleveland, as
alternate.

Robert T. Parry, President of the Federal
Reserve Bank of San Francisco, with
Thomas M. Hoenig, President of the
Federal Reserve Bank of Kansas City,
as alternate

By unanimous vote, the following
officers of the Federal Open Market
Committee were elected to serve until

5. Election effective February 1, 2003.
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the election of their successors at the
first regularly scheduled meeting of the
Committee after December 31, 2003,
with the understanding that in the event
of the discontinuance of their official
connection with the Board of Governors
or with a Federal Reserve Bank, they
would cease to have any official con-
nection with the Federal Open Market
Committee:

Alan Greenspan Chairman
William J. McDonough  Vice Chairman
Vincent R. Reinhart Secretary and
Economist
Normand R.V. Bernard  Deputy Secretary
Gary P. Gillum Assistant
Secretary
Michelle A. Smith Assistant
Secretary
J. Virgil Mattingly, Jr. General Counsel
Thomas C. Baxter, Jr. ~ Deputy General
Counsel
Karen H. Johnson Economist
David J. Stockton Economist

Thomas A. Connors, Christine Cumming,
Robert A. Eisenbeis, Marvin S.
Goodfriend, David H. Howard,
William C. Hunter, John P. Judd,
David E. Lindsey, Charles S.
Struckmeyer, and David W. Wilcox,
Associate Economists

By unanimous vote, the Federal
Reserve Bank of New York was selected
to execute transactions for the System
Open Market Account until the adjourn-
ment of the first regularly scheduled
meeting of the Committee after Decem-
ber 31, 2003.

By unanimous vote, Dino Kos was
selected to serve at the pleasure of the
Committee as Manager, System Open
Market Account, on the understanding
that his selection was subject to being
satisfactory to the Federal Reserve Bank
of New York.¢

6. Secretary’s note: Advice subsequently was
received that the selection of Mr. Kos as Manager
was satisfactory to the board of directors of the
New York Reserve Bank.

By unanimous vote, the Committee
approved an amendment to paragraph 2
of the Authorization for Domestic Open
Market Operations to give the Federal
Reserve Bank of New York discretion
to set the minimum lending fee for the
System Open Market Account securities
lending program below the existing
1.0 percent per annum rate. The Autho-
rization as amended read as follows:

Authorization for Domestic
Open Market Operations
(Amended January 28, 2003)

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, to the extent neces-
sary to carry out the most recent domestic
policy directive adopted at a meeting of the
Committee:

(a) To buy or sell US. Government
securities, including securities of the Federal
Financing Bank, and securities that are direct
obligations of, or fully guaranteed as to prin-
cipal and interest by, any agency of the
United States in the open market, from or to
securities dealers and foreign and interna-
tional accounts maintained at the Federal
Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System
Open Market Account at market prices, and,
for such Account, to exchange maturing U.S.
Government and Federal agency securities
with the Treasury or the individual agencies
or to allow them to mature without replace-
ment; provided that the aggregate amount of
U.S. Government and Federal agency securi-
ties held in such Account (including forward
commitments) at the close of business on the
day of a meeting of the Committee at which
action is taken with respect to a domestic
policy directive shall not be increased or
decreased by more than $12.0 billion during
the period commencing with the opening of
business on the day following such a meet-
ing and ending with the close of business on
the day of the next such meeting;

(b) To buy U.S. Government securities,
obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States, from
dealers for the account of the Federal
Reserve Bank of New York under agree-
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ments for repurchase of such securities or
obligations in 65 business days or less, at
rates that, unless otherwise expressly autho-
rized by the Committee, shall be determined
by competitive bidding, after applying rea-
sonable limitations on the volume of agree-
ments with individual dealers; provided that
in the event Government securities or agency
issues covered by any such agreement are
not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall be
sold in the market or transferred to the Sys-
tem Open Market Account.

(¢) To sell U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States to
dealers for System Open Market Account
under agreements for the resale by dealers of
such securities or obligations in 65 business
days or less, at rates that, unless otherwise
expressly authorized by the Committee, shall
be determined by competitive bidding, after
applying reasonable limitations on the vol-
ume of agreements with individual dealers.

2. In order to ensure the effective conduct
of open market operations, the Federal Open
Market Committee authorizes the Federal
Reserve Bank of New York to lend on an
overnight basis U.S. Government securities
held in the System Open Market Account
to dealers at rates that shall be determined
by competitive bidding. The Federal Reserve
Bank of New York shall set a minimum
lending fee consistent with the objectives of
the program and apply reasonable limitations
on the total amount of a specific issue that
may be auctioned and on the amount of
securities that each dealer may borrow. The
Federal Reserve Bank of New York may
reject bids which could facilitate a dealer’s
ability to control a single issue as deter-
mined solely by the Federal Reserve Bank of
New York.

3. In order to ensure the effective conduct
of open market operations, while assisting in
the provision of short-term investments for
foreign and international accounts main-
tained at the Federal Reserve Bank of New
York, the Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York (a) for System Open
Market Account, to sell US. Government
securities to such foreign and international
accounts on the bases set forth in para-
graph 1(a) under agreements providing for
the resale by such accounts of those securi-

ties in 65 business days or less on terms
comparable to those available on such trans-
actions in the market; and (b) for New York
Bank account, when appropriate, to under-
take with dealers, subject to the conditions
imposed on purchases and sales of securities
in paragraph 1(b), repurchase agreements in
U.S. Government and agency securities, and
to arrange corresponding sale and repurchase
agreements between its own account and
foreign and international accounts main-
tained at the Bank. Transactions undertaken
with such accounts under the provisions of
this paragraph may provide for a service fee
when appropriate.

4. In the execution of the Committee’s
decision regarding policy during any inter-
meeting period, the Committee authorizes
and directs the Federal Reserve Bank of New
York, upon the instruction of the Chairman
of the Committee, to adjust somewhat in
exceptional circumstances the degree of
pressure on reserve positions and hence the
intended federal funds rate. Any such adjust-
ment shall be made in the context of the
Committee’s discussion and decision at its
most recent meeting and the Committee’s
long-run objectives for price stability and
sustainable economic growth, and shall be
based on economic, financial, and mone-
tary developments during the intermeeting
period. Consistent with Committee prac-
tice, the Chairman, if feasible, will consult
with the Committee before making any
adjustment.

With Mr. Broaddus dissenting, the
Authorization for Foreign Currency
Operations and the Foreign Currency
Directive were reaffirmed as shown
below.

Authorization for Foreign
Currency Operations
(Reaffirmed January 28, 2003)

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, for System Open Market
Account, to the extent necessary to carry out
the Committee’s foreign currency directive
and express authorizations by the Committee
pursuant thereto, and in conformity with
such procedural instructions as the Commit-
tee may issue from time to time:
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A. To purchase and sell the following
foreign currencies in the form of cable trans-
fers through spot or forward transactions on
the open market at home and abroad, includ-
ing transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-
lished by Section 10 of the Gold Reserve Act
of 1934, with foreign monetary authori-
ties, with the Bank for International Settle-
ments, and with other international financial
institutions:

Canadian dollars Mexican pesos
Danish kroner Norwegian kroner
Euro Swedish kronor

Pounds sterling Swiss francs

Japanese yen

B. To hold balances of, and to have
outstanding forward contracts to receive or
to deliver, the foreign currencies listed in
paragraph A above.

C. To draw foreign currencies and to
permit foreign banks to draw dollars under
the reciprocal currency arrangements listed
in paragraph 2 below, provided that draw-
ings by either party to any such arrangement
shall be fully liquidated within 12 months
after any amount outstanding at that time
was first drawn, unless the Committee,
because of exceptional circumstances, spe-
cifically authorizes a delay.

D. To maintain an overall open posi-
tion in all foreign currencies not exceeding
$25.0 billion. For this purpose, the overall
open position in all foreign currencies is
defined as the sum (disregarding signs) of
net positions in individual currencies. The
net position in a single foreign currency is
defined as holdings of balances in that cur-
rency, plus outstanding contracts for future
receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the
sum of these elements with due regard to
sign.

2. The Federal Open Market Commit-
tee directs the Federal Reserve Bank of
New York to maintain reciprocal currency
arrangements (*‘swap”’ arrangements) for the
System Open Market Account for periods up
to a maximum of 12 months with the follow-
ing foreign banks, which are among those
designated by the Board of Governors of the
Federal Reserve System under Section 214.5
of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of
the Committee to renew such arrangements
on maturity:

Amount of
arrangement
(millions of

dollars equivalent)

Foreign bank

Bank of Canada
Bank of Mexico

Any changes in the terms of existing swap
arrangements, and the proposed terms of any
new arrangements that may be authorized,
shall be referred for review and approval to
the Committee.

3. All transactions in foreign currencies
undertaken under paragraph 1.A. above
shall, unless otherwise expressly authorized
by the Committee, be at prevailing market
rates. For the purpose of providing an invest-
ment return on System holdings of foreign
currencies, or for the purpose of adjusting
interest rates paid or received in connection
with swap drawings, transactions with for-
eign central banks may be undertaken at
nonmarket exchange rates.

4. Tt shall be the normal practice to
arrange with foreign central banks for the
coordination of foreign currency transac-
tions. In making operating arrangements
with foreign central banks on System hold-
ings of foreign currencies, the Federal
Reserve Bank of New York shall not commit
itself to maintain any specific balance, unless
authorized by the Federal Open Market
Committee. Any agreements or understand-
ings concerning the administration of the
accounts maintained by the Federal Reserve
Bank of New York with the foreign banks
designated by the Board of Governors under
Section 214.5 of Regulation N shall be
referred for review and approval to the
Committee.

5. Foreign currency holdings shall be
invested to ensure that adequate liquidity is
maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-
tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Govern-
ment securities may be purchased from for-
eign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Subcom-
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mittee and the Committee. The Foreign Cur-
rency Subcommittee consists of the Chair-
man and Vice Chairman of the Committee,
the Vice Chairman of the Board of Gover-
nors, and such other member of the Board
as the Chairman may designate (or in the
absence of members of the Board serving on
the Subcommittee, other Board members
designated by the Chairman as alternates,
and in the absence of the Vice Chairman
of the Committee, his alternate). Meetings
of the Subcommittee shall be called at the
request of any member, or at the request of
the Manager, System Open Market Account
(*“Manager”), for the purposes of reviewing
recent or contemplated operations and of
consulting with the Manager on other mat-
ters relating to his responsibilities. At the
request of any member of the Subcommittee,
questions arising from such reviews and con-
sultations shall be referred for determination
to the Federal Open Market Committee.

7. The Chairman is authorized:

A. With the approval of the Commit-
tee, to enter into any needed agreement or
understanding with the Secretary of the Trea-
sury about the division of responsibility for
foreign currency operations between the Sys-
tem and the Treasury;

B. To keep the Secretary of the Trea-
sury fully advised concerning System for-
eign currency operations, and to consult with
the Secretary on policy matters relating to
foreign currency operations;

C. From time to time, to transmit
appropriate reports and information to the
National Advisory Council on International
Monetary and Financial Policies.

8. Staff officers of the Committee are
authorized to transmit pertinent informa-
tion on System foreign currency operations
to appropriate officials of the Treasury
Department.

9. All Federal Reserve Banks shall par-
ticipate in the foreign currency operations
for System Account in accordance with para-
graph 3G(1) of the Board of Governors’
Statement of Procedure with Respect to For-
eign Relationships of Federal Reserve Banks
dated January 1, 1944.

Foreign Currency Directive
(Reaffirmed January 28, 2003)

1. System operations in foreign curren-
cies shall generally be directed at countering

disorderly market conditions, provided that
market exchange rates for the U.S. dollar
reflect actions and behavior consistent with
IMF Article 1V, Section 1.

2. To achieve this end the System shall:

A. Undertake spot and forward pur-
chases and sales of foreign exchange.

B. Maintain  reciprocal  currency
(“swap”’) arrangements with selected for-
eign central banks.

C. Cooperate in other respects with
central banks of other countries and with
international monetary institutions.

3. Transactions may also be undertaken:

A. To adjust System balances in light
of probable future needs for currencies.

B. To provide means for meeting Sys-
tem and Treasury commitments in particular
currencies and to facilitate operations of the
Exchange Stabilization Fund.

C. For such other purposes as may be
expressly authorized by the Committee.

4. System foreign currency operations
shall be conducted:

A. In close and continuous consulta-
tion and cooperation with the United States
Treasury;

B. In cooperation, as appropriate, with
foreign monetary authorities; and

C. In a manner consistent with the
obligations of the United States in the
International Monetary Fund regarding
exchange arrangements under the IMF
Article IV.

Mr. Broaddus dissented in the votes
on the Authorization for Foreign Cur-
rency Operations and the Foreign Cur-
rency Directive because they provide
the foundation for foreign exchange
market intervention. For the same rea-
sons he had given in the past when he
had dissented on these policy instru-
ments, he continued to believe that the
Federal Reserve’s participation in for-
eign exchange market intervention com-
promises its ability to conduct monetary
policy effectively.

By unanimous vote, the Procedural
Instructions with Respect to Foreign
Currency Operations were reaffirmed in
the form shown below.
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Procedural Instructions with
Respect to Foreign

Currency Operations
(Reaffirmed January 28, 2003)

In conducting operations pursuant to the
authorization and direction of the Federal
Open Market Committee as set forth in the
Authorization for Foreign Currency Opera-
tions and the Foreign Currency Directive,
the Federal Reserve Bank of New York,
through the Manager, System Open Market
Account (“Manager”), shall be guided by
the following procedural understandings
with respect to consultations and clearances
with the Committee, the Foreign Currency
Subcommittee, and the Chairman of the
Committee. All operations undertaken pur-
suant to such clearances shall be reported
promptly to the Committee.

1. The Manager shall clear with the Sub-
committee (or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $300 million
on any day or $600 million since the most
recent regular meeting of the Committee.

B. Any operation that would result in a
change on any day in the System’s net posi-
tion in a single foreign currency exceed-
ing $150 million, or $300 million when the
operation is associated with repayment of
swap drawings.

C. Any operation that might generate a
substantial volume of trading in a particular
currency by the System, even though the
change in the System’s net position in that
currency might be less than the limits speci-
fied in 1.B.

D. Any swap drawing proposed by a
foreign bank not exceeding the larger of
(i) $200 million or (ii) 15 percent of the size
of the swap arrangement.

2. The Manager shall clear with the Com-
mittee (or with the Subcommittee, if the
Subcommittee believes that consultation
with the full Committee is not feasible in the
time available, or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position

in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the
Committee.

B. Any swap drawing proposed by a
foreign bank exceeding the larger of (i) $200
million or (ii) 15 percent of the size of the
swap arrangement.

3. The Manager shall also consult with
the Subcommittee or the Chairman about
proposed swap drawings by the System and
about any operations that are not of a routine
character.

By unanimous vote, the Committee
approved the repeal of paragraphs 3
through 6 of the Guidelines for the Con-
duct of System Open Market Operations
in Federal Agency Issues. The Commit-
tee initially suspended these paragraphs
in August 1999 and subsequently
extended the suspension annually for the
years through 2002. Paragraphs 1 and 2,
which provide general guidance for the
conduct of System open market opera-
tions in federal agency obligations, were
retained in their existing form.

Guidelines for the Conduct of
System Open Market Operations
in Federal Agency Issues
(Amended January 28, 2003)

1. System open market operations in Fed-
eral agency issues are an integral part of total
System open market operations designed to
influence bank reserves, money market con-
ditions, and monetary aggregates.

2. System open market operations in
Federal agency issues are not designed to
support individual sectors of the market or
to channel funds into issues of particular
agencies.

By unanimous vote, the Committee
amended its Program for Security of
FOMC Information on January 28,
2003, to update references to the classi-
fication of confidential documents and
to clarify some of its instructions for
safeguarding confidential information.
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By unanimous vote, the Committee
amended the Temporary Authority to
Operate the System Account to autho-
rize the Chairman to appoint an interim
manager of the System Open Market
Account in emergency circumstances.
The amended Temporary Authority read
as follows:

Temporary Authority to Operate
the System Account
(Amended January 28, 2003)

The Chairman of the Committee is
authorized to appoint a Federal Reserve
Bank as agent to operate the System
Account temporarily in case the Federal
Reserve Bank of New York is unable to
function. In the event the Chairman
exercises such authority, the Chairman
also is authorized to appoint a Federal
Reserve official to act temporarily as
Manager of the System Account.

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on December 10, 2002,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period Decem-
ber 10, 2002, through January 28, 2003,
By unanimous vote, the Committee rati-
fied these transactions.

At this meeting the Committee dis-
cussed staff presentations on whether
policy adjustments incorporating grad-
ual movements in the federal funds rate
were desirable in terms of optimally

achieving the Committee’s macro-
economic objectives. The staff pre-
sentations examined whether policy
adjustments historically had been imple-
mented gradually or whether, instead,
the observed tendency for the federal
funds rate to move slowly through time
reflected the behavior of the underlying
variables to which policy was respond-
ing. Members expressed a range of
views regarding the evidence and its
implications for policy, including poten-
tial situations that might call for rela-
tively aggressive policy actions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the implementation of
monetary policy over the intermeeting
period ahead.

The information reviewed at this
meeting suggested that economic
growth was very slow in the fourth quar-
ter. Housing demand and consumer
spending firmed toward the end of the
year, but capital spending remained
quite weak in an environment of sub-
stantial business uncertainty and pessi-
mism. A sharp drop in motor vehicle
output held down overall industrial pro-
duction, and the labor market deterio-
rated further. Core consumer price infla-
tion continued to decline through the
end of the year.

Private nonfarm payroll employment
fell again in December and was at its
lowest level since September 1999. Job
losses in manufacturing continued to be
sizable, and employment in retail trade
plunged, although part of that decline
might have been attributable to lower-
than-usual hiring of temporary sales
help for the holiday season. By contrast,
hiring in the services industry picked up,
and employment in the finance, insur-
ance, and real estate group continued to
expand. The unemployment rate held at
6 percent in December, a level consis-
tent with other labor market indicators.
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Industrial production slowed a little
further in December, reflecting another
sharp drop in motor vehicle assemblies
and a decline in electricity generation.
Excluding motor vehicles and parts,
manufacturing output increased slightly
following small declines in October
and November. Production of high-tech
goods continued to rise in December,
and output in industries other than high-
tech and transportation increased for
the first time since August. Despite the
uptick in production in some areas of
manufacturing, capacity utilization in
manufacturing fell again in December
and was substantially below its long-run
average.

Retail sales increased appreciably in
November and December even though
disposable personal income posted rela-
tively modest gains and readings on con-
sumer confidence were generally low.
Purchases of new motor vehicles were
brisk and were accompanied by moder-
ate further increases in other categories
of retail sales.

Residential housing activity remained
strong through the end of the year,
despite continued sluggish employment
and additional declines in household
wealth. With mortgage rates remain-
ing near historical lows, single-family
housing starts increased further in
November and December, and the
backlog of unused permits along with
other information suggested that
starts likely would remain strong in
coming months. New home sales
reached yet another record high in
December, and existing home sales
neared their record level established
in January 2002. In the multifamily
sector, starts rebounded in Novem-
ber and December from a sharp drop
in October. Nonetheless, multifamily
homebuilding was at a relatively low
level at year-end, reflecting falling rents
and high vacancy rates.

Business spending on equipment and
software appeared to have little or no
forward momentum in the fourth quarter
and to have been weaker than might
have been suggested by the recent pat-
tern of business output, corporate cash
flow, and the user cost of capital. Both
shipments of and orders for nondefense
capital goods turned down in the fourth
quarter, with aircraft and communica-
tions equipment registering the steep-
est declines in shipments. In the non-
residential sector, construction activity
slowed only a little further in October
and November following a sharp drop
in the third quarter. However, current
weakness in rents and property values
suggested continued deterioration in
activity.

The book value of manufacturing and
trade inventories excluding motor vehi-
cles dropped sharply in October and
changed little in November. Manufac-
turers trimmed stocks in both months,
though durable goods manufacturers
increased their inventories sharply in
December. Wholesalers cut their inven-
tories substantially in October and held
them steady in November. Retail inven-
tories changed little over the two-month
period. Aggregate inventory—sales ratios
in all three categories remained at very
low levels.

The U.S. trade deficit in goods
and services widened significantly in
November, with the value of imports
rising more than that of exports. Com-
bining October and November, imports
increased from the third-quarter average
while exports declined somewhat. Avail-
able information on economic activity
abroad in the fourth quarter suggested
slower growth on average in the major
foreign economies. Economic expan-
sion in Japan appeared to have slowed
markedly, and growth in the euro area
remained sluggish. By contrast, the
Canadian economy continued to expand

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



Minutes of FOMC Meetings, January 165

briskly while activity in the United
Kingdom seemed to be growing more
moderately. In the emerging market
economies, conditions in South America
were generally still fragile, the pace of
economic recovery in Mexico appeared
to have slowed, and growth had soft-
ened in much of emerging Asia. Eco-
nomic growth in China remained strong.

Core consumer price inflation, as
measured by the consumer price index
(CPI) and the chain-weighted personal
consumption expenditure (PCE) index,
continued to edge lower through the end
of the year. However, the sizable run-up
in energy prices last year boosted over-
all consumer price inflation somewhat
on a year-over-year basis. At the pro-
ducer level, core prices for finished
goods declined in November and
December, but for the year as a whole
the jump in energy prices pushed overall
producer prices for finished goods up
slightly. With regard to labor costs, aver-
age hourly earnings of production or
nonsupervisory workers increased mod-
erately in December, but the change in
those earnings over the year was consid-
erably smaller than in 2001, evidently
reflecting the slack in labor markets.

At its meeting on December 10, 2002,
the Committee adopted a directive that
called for maintaining conditions in
reserve markets consistent with keeping
the federal funds rate around 14 per-
cent and retained an assessment that the
risks to its longer-term objectives were
balanced. The Committee noted that
monetary policy was quite accommo-
dative and well positioned to support
a strengthening economic expansion in
line with the members’ expectations for
coming quarters. The Committee’s deci-
sion was widely anticipated and elicited
little reaction. Financial markets were
sensitive, however, to shifting percep-
tions of global risks, economic releases
that generally were seen as having a

disappointing tone, pessimistic expec-
tations for fourth-quarter corporate prof-
its, and the Administration’s announce-
ment of an economic stimulus package
larger than had been anticipated.
Against that backdrop, longer-term
Treasury yields declined somewhat
while, in private debt markets, a sense
of reduced concern about governance
issues and perhaps some increased appe-
tite for risk-taking led to a substantial
decline in yields across the credit spec-
trum that further narrowed risk spreads.
Major stock price indexes moved widely
during the intermeeting period, but most
finished the period a little lower.

The dollar depreciated substantially
in terms of an index of major foreign
currencies, with particularly large
declines against the euro, the yen, and
the Swiss franc. Market worries about
growing tensions over Iraq and North
Korea appeared to be a key factor, but
concerns about the downbeat tone of
recent U.S. economic data and the
potential vulnerability of the dollar to a
general pullback of international capital
further damped market sentiment. The
drop of the dollar occurred despite con-
tinued signs of weak growth in the euro
area and Japan and sizable reductions in
the yields of their long-term government
securities.

Growth of M2 fell considerably in
December. Much of the deceleration
was concentrated in the liquid compo-
nents of the aggregate, likely reflecting
in part an adjustment in the volume of
mortgage refinancings and the associ-
ated prepayments on mortgage-backed
securities.

The staff forecast prepared for this
meeting suggested that the expansion of
economic activity would be muted in
the very near term. Faced with intensi-
fied geopolitical tensions as well as con-
tinuing pessimism about the near-term
course of economic activity, labor mar-
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ket conditions, and corporate earnings,
businesses and consumers were likely to
hold down their spending. In addition,
continued sluggish economic growth
among most major trading partners
would tend to damp U.S. exports. How-
ever, those restraining influences were
expected to abate over time. The consid-
erable monetary ease already in place,
the prospect of significantly more fiscal
stimulus, the continuing strong gains in
structural productivity, and the antici-
pated improvement in business confi-
dence would provide significant impe-
tus to spending. Inventory overhangs
had been largely eliminated, and busi-
ness capital stocks had moved closer
to desired levels. As a consequence, a
slowly improving outlook for sales and
profits, low financing costs, and the tem-
porary federal tax incentive for invest-
ment in new equipment and software
were expected to gradually boost busi-
ness investment spending. The persis-
tence of underutilized resources would
tend to foster some moderation in core
price inflation.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, members emphasized that their
forecasts were subject to substantial
uncertainties, dominated at this point by
the geopolitical situation, but they con-
tinued to view a pickup in economic
growth as a reasonable expectation for
the year ahead. Household spending had
been well maintained over the course of
recent months, but a high degree of cau-
tion had induced business firms to con-
tinue to hold down their spending and
hiring. It was suggested that the uncer-
tainties relating to geopolitical tensions
and possible war in Iraq, important fac-
tors contributing to business caution,
might be at least partly resolved in the
near term, helping to roll back some of
the recent increase in oil prices and
likely having favorable implications for

consumer and business spending. Even
so, the response of the economy was
hard to anticipate because of the diffi-
culty of disentangling the effects of
current geopolitical tensions from the
underlying momentum of the economy.
Moreover, even a short and successful
military campaign could give rise to a
variety of disruptions that might limit at
least for a time an improvement in busi-
ness and consumer confidence.

The members nonetheless saw a num-
ber of favorable factors that could be
expected to foster a relatively robust
economic expansion over time. These
included a stimulative monetary policy
along with generally accommodative
financial conditions, the prospect of
additional fiscal stimulus, an increasing
need for expenditures by business firms
to replace depreciated equipment and to
maintain acceptable inventory levels,
and continued vigorous growth in pro-
ductivity that would support profits and
incomes. With regard to the outlook for
inflation, prospective growth of spend-
ing in line with the members’ forecasts
likely would continue to be associated
with only muted pressures on labor and
other resources over the year ahead, and
given current trends in productivity,
members anticipated that consumer
price inflation would remain subdued;
indeed, modest further disinflation
might occur over the year ahead.

In preparing for the semiannual
monetary policy report to Congress, the
Board members and Reserve Bank
presidents provided individual projec-
tions of the growth of GDP, civilian
unemployment, and consumer price
inflation for the year 2003. The mem-
bers agreed that because of the unusual
uncertainties that clouded their current
forecasts, the latter should be viewed
as having extremely wide confidence
bands. Their forecasts envisaged a
strengthening economic recovery but
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not one that was likely to induce a mate-
rial, if any, decline in the unemployment
rate over the year ahead. Their forecasts
of growth in real GDP for 2003 had a
central tendency of 34 to 34 percent
and a full range of 3 to 334 percent,
measured as the change between the
fourth quarter of 2002 and the fourth
quarter of 2003. Their projections of the
civilian unemployment rate in the fourth
quarter of the year were all in a range of
5% to 6 percent. Their forecasts of con-
sumer price inflation for the year, as
measured by the PCE chain-type price
index, were centered in a range of 1%4 to
14 percent, with a full range of 1V to
134 percent.

In the Committee’s discussion of
developments in key sectors of the
economy, members continued to place
emphasis on the critical role of business
spending and hiring decisions in deter-
mining the strength of the expansion.
An elevated level of business caution
clearly was holding back investment
spending, and there were few signs of a
pickup in the near term. Given an even-
tual reduction in prevailing uncertain-
ties, however, a number of members
noted that the outlook for business
spending was favorable, and they did
not rule out a sharp snapback in busi-
ness expenditures as the year pro-
gressed. Factors cited in support of this
view included the wide availability and
low cost of capital, the increasing need
for replacing worn and outdated capi-
tal equipment with the passage of time,
a decline in overall stocks of capital
in relation to the economy’s growing
potential, and the anticipated continua-
tion of what appeared to be an upward
trend in sales, cash flows, and profits.
Some members also referred to the posi-
tive effects on some business decisions
of the temporary federal tax incentives
for expenditures on business equipment
and software. The members agreed that

the strength and timing of the prospec-
tive improvement remained subject to
a high degree of uncertainty. Indeed, a
number of members commented that it
was possible that some easing of geopo-
litical tensions would not lead to a major
near-term upturn in business confidence
and business expenditures. Such an out-
come would be especially likely if oil
supplies were disrupted, a threat that
could not be ruled out, with adverse
consequences for oil prices and business
costs. Moreover, the cuirent excess
capacity would permit many firms to
meet likely demands for some period of
time without a significant increase in
capital investments.

The evident uncertainty and pessi-
mism in the business community were
also reflected in tight inventory control
policies. Despite continuing gains in
final sales, inventories were estimated to
have changed little in the fourth quarter
and currently were at levels that were
widely viewed as unusually low in rela-
tion to sales. In these circumstances, an
easing at some point of current uncer-
tainties and strengthening confidence
should induce inventory rebuilding, with
positive implications, at least for a time,
for the expansion of economic activity.

The household sector had continued
to provide vital support to overall
demand in recent months despite a dete-
riorating trend in consumer confidence.
While numerous contacts reported gen-
erally disappointing holiday sales in
an environment of atypically large and
widespread discounting, a surge in
motor vehicle sales in December fos-
tered by aggressive sales incentives and
some pickup in retail sales late in the
holiday season helped to sustain moder-
ate overall growth in consumer spend-
ing through the year-end. Looking
ahead, a number of factors seemed
likely to undergird consumer spending,
including the positive effects on perma-
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nent incomes of robust ongoing growth
in productivity, the possibly accelerated
phase-in of tax reductions stemming
from earlier legislation, the prospects
for additional reductions in federal taxes
affecting household incomes, and more
generally the continued favorable effects
of low interest rates and widely avail-
able financing on consumer purchases
of motor vehicles and other durables. At
the same time, some members expressed
concern about the potential for adverse
effects on consumer incomes and confi-
dence should stagnant conditions persist
in labor markets and equity markets
weaken further. Reference also was
made to the possibility suggested by
some analysts that the value of housing
wealth might be leveling off. In that
event mortgage refinancings might mod-
erate once mortgage rates stabilized,
reducing the impetus to consumer
spending from this source.

Statistical indicators of housing activ-
ity and anecdotal reports from numerous
parts of the country pointed to persisting
strength in homebuilding, with no signs
of a slowdown in most areas. Mem-
bers generally anticipated that activity
in this sector of the economy would be
well maintained in the context of low
mortgage rates and further growth in
incomes, but a few expressed reserva-
tions about forecasts of a further pickup
this year.

The members anticipated the enact-
ment of new legislation that would add
to the fiscal stimulus that was already
incorporated in earlier legislation. While
greater fiscal stimulus appeared to be
desirable to counter near-term weakness
in the economy, the new legislation
probably could not be enacted in time to
begin to exert an expansionary impact
on the economy before the latter part of
this year when the anticipated strength-
ening of the economy might already be
well under way. Members also observed

that, given the competing legislative
proposals currently under consideration,
the eventual components and size of
that legislation were very uncertain at
this point, though they were likely to
be importantly influenced by the per-
formance of the economy and espe-
cially labor market conditions over
coming months. A number of members
expressed the hope that the legislation
would not encompass provisions that
would lead to permanently large federal
deficits with negative consequences for
the economy over the longer term.

As they had at previous meetings,
members also commented on the severe
fiscal problems being experienced by
numerous state and local governments.
It was noted that state revenue shortfalls
were being aggravated by federally
mandated costs related to homeland
security that were not, at least currently,
being reimbursed by the federal govern-
ment. Another problem related to cer-
tain tax proposals under consideration in
the Congress, notably the exclusion of
dividends from income, that could have
adverse consequences for the revenues
of numerous state and local govern-
ments that linked their taxable incomes
to those reported on federal returns.
More generally, while state and local
efforts to redress budget imbalances
were likely to offset only a small part of
the probable stimulus in forthcoming
federal legislation, some members com-
mented that those efforts might well
involve more fiscal restraint than was
currently foreseen by some analysts.

Largely reflecting their expectations
of ongoing, albeit diminishing, slack in
labor and product markets, the members
anticipated that consumer price inflation
probably would edge down over the next
several quarters from an already low
level. Members also referred to a num-
ber of crosscurrents bearing on the out-
look for prices that included the adverse
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effects of recent declines in the dollar
and higher oil prices but also the oppos-
ing effects of a strong uptrend in produc-
tivity and highly competitive markets
in holding down prices and costs. With
regard to labor costs, members cited
anecdotal evidence of persisting weak-
ness in numerous regional labor markets
and, given the current reluctance of
employers to add to their workforces,
the prospect that job gains and labor
compensation would tend to lag the
anticipated strengthening in economic
activity, as they often had in the past.

In the Committee’s discussion of
policy for the intermeeting period, all
the members supported a proposal to
maintain an unchanged policy stance.
While the economy had continued to
grow slowly, monetary policy and over-
all financial conditions had remained
accommodative and the prospects for an
appreciable strengthening of the eco-
nomic expansion over time were favor-
able. As some of the prevailing uncer-
tainties currently impairing spending
began to lift, possibly in the near term
with regard to military developments in
the Middle East, the Committee should
be in a much better position to assess the
underlying strength of the economy and
the appropriate policy response. At this
point, the Committee could not rule out
a range of plausible economic outcomes,
including the possibility of a persisting
subpar economic performance or a much
stronger than forecast acceleration of the
expansion. Indeed, the Committee could
envision circumstances when it might
find it desirable to adjust its policy
stance substantially and promptly in one
direction or the other in the months
ahead. The members concluded that a
wait-and-see policy stance was desir-
able pending an improved basis for
judging the ongoing performance of the
economy. They also agreed that the
accommodative stance of policy, devel-

opments over the intermeeting period,
and their current forecasts in the context
of tensions abroad argued for retaining a
balanced risks assessment to be included
in the statement that would be made
public shortly after this meeting.

At the conclusion of this discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
1Y4 percent.

The votes encompassed approval of
the sentence below for inclusion in the
press statement to be released shortly
after the meeting.

Against the background of its long-run
goals of price stability and sustainable eco-
nomic growth and of the information cur-
rently available, the Committee believes that
the risks are balanced with respect to
prospects for both goals in the foreseeable
future.

Votes for this action: Messrs. Greenspan,
McDonough, and Bernanke, Ms. Bies,
Messrs. Broaddus, Ferguson, Gramlich,
Guynn, Kohn, Moskow, Olson, and Parry.
Vote against this action: None.

It also was agreed that the next meet-
ing of the Committee would be held on
Tuesday, March 18, 2003.

The meeting adjourned at 12:55 p.m.
on January 29, 2003.

Vincent R. Reinhart
Secretary
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Meeting Held on
March 18, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C,,
on Tuesday, March 18, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, and Mr. Poole, Alternate
Members of the Federal Open
Market Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Gillum, Assistant Secretary

Ms. Smith, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist

Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Mr. Madigan, Deputy Director,
Division of Monetary Affairs,
Board of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Mr. Clouse, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Connolly, First Vice President,
Federal Reserve Bank of Boston

Messrs. Fuhrer and Hakkio,
Mses. Mester and Perelmuter,
Messrs. Rasche, Rosenblum,
and Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, New York, St. Louis,
Dallas, and Cleveland respectively

Mr. Rudebusch, Vice President,
Federal Reserve Bank of
San Francisco

Mr. Weber, Senior Research Officer,
Federal Reserve Bank of
Minneapolis

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on January 28-29,
2003, were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
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and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period January 29,
2003, through March 17, 2003. By
unanimous vote, the Committee ratified
these transactions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the conduct of monetary
policy over the intermeeting period.

The information reviewed at this
meeting suggested that growth of eco-
nomic activity remained subpar in the
opening months of the year. While the
underlying demand for residential hous-
ing continued to be robust and gov-
ernment outlays evidently were rising,
the expansion of consumer spending
seemed to have slowed, and outlays for
capital spending were still very sluggish
in an environment of business uncer-
tainty and pessimism. Declining motor
vehicle output held down overall indus-
trial production, and the labor market
weakened further. Consumer price infla-
tion as measured by the core CPI decel-
erated over the past year, but steep
increases in energy prices boosted over-
all price inflation.

Private nonfarm payroll employment
had fallen sharply on balance in recent
months, though the quite large February
decline may have been exaggerated by
bad weather, military reserve call-ups,
and seasonal adjustment difficulties.
February job losses in manufacturing
were at about the same pace as seen
over the past year. However, layoffs in
construction surged, likely reflecting the
unusually adverse winter weather condi-
tions over much of the country. There
were widespread declines in employ-
ment in the service sector, particularly in
industries that had experienced steady
growth last year. Job losses in the trans-
portation industry seemed to have been
associated in part with higher fuel costs.

The unemployment rate inched up to
5.8 percent in February, and the most
recent readings on initial claims for
unemployment insurance suggested that
labor market conditions remained soft in
March.

Industrial production edged up in
February after a sharp rise in January.
Electricity generation increased substan-
tially in response to unseasonably cold
weather in much of the East, and mining
production picked up. Manufacturing
was pulled down in February by a slump
in motor vehicle assemblies, but the
output of high-tech goods registered
another sizable gain, reflecting continu-
ing growth in the production of semi-
conductors and computers, and output
of goods other than motor vehicles and
high-tech goods was unchanged. With
manufacturing production lower, capac-
ity utilization in manufacturing slipped
somewhat in February to a rate substan-
tially below its long-run average.

Retail sales were lower on balance in
January and February, partly reflecting a
decline in motor vehicle sales in both
months and snowstorms that kept many
consumers at home in February. In addi-
tion, rising energy prices eroded part of
the sluggish gains in consumer incomes,
and both consumer sentiment and net
worth deteriorated noticeably.

With mortgage rates remaining near
historical lows, strength in residential
housing demand carried through the
early part of this year. However, bad
weather in February disrupted single-
family construction activity and single-
family starts fell sharply from January’s
very high level. Sales of both new and
existing homes slipped noticeably in
January but remained at elevated levels.
In the multifamily sector, where vacancy
rates are high and rents have fallen,
starts dropped considerably to about the
average pace recorded over the past
three years.
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Business investment on equipment
and software increased briskly in the
fourth quarter of last year as outlays for
aircraft climbed sharply and other major
categories recorded gains. In January,
a rise in shipments of nontransportation
capital equipment suggested that the
demand for such goods on the part of
businesses was beginning to respond to
continued increases in output and fur-
ther declines in the cost of capital. In the
high-tech sector, shipments of comput-
ing equipment surged in January, and
shipments of communications equip-
ment registered sizable gains. Outside
the high-tech sector, however, shipments
edged down. Data on orders for durable
equipment placed in December and
January suggested that shipments could
strengthen in the coming months. In the
nonresidential sector, construction activ-
ity slowed further in the fourth quarter,
with most categories recording sizable
declines in expenditures. Many indica-
tors of market conditions in the nonresi-
dential sector continued to weaken, with
vacancy rates rising and rents generally
falling, but an upturn in property values
suggested that a turnaround in rents
might be near.

The book value of manufacturing and
trade inventories excluding motor vehi-
cles edged down in January following
buildups of stocks in the third and fourth
quarters of last year. The aggregate
inventory—sales ratio for this sector had
trended down from the high levels
recorded in mid-2001 and reached a new
low in January, with few imbalances
evident across industries.

The U.S. trade deficit in goods and
services narrowed substantially in Jan-
uary as the value of exports partially
reversed a large December decline and
the value of imports fell from elevated
November and December levels. The
rise in exports and the drop in imports
were broadly spread across goods cate-

gories. Available information on eco-
nomic activity abroad indicated that
most of the major foreign economies
experienced sluggish growth late in
2002 that seemed likely to persist in the
first quarter. Economic expansion in the
euro area weakened further in the fourth
quarter and Canadian output decelerated
sharply, but growth in Japan was rela-
tively well sustained at a modest pace.
In the emerging-market economies, con-
ditions in South America generally
remained fragile, the pace of economic
recovery in Mexico appeared to have
slowed somewhat, and growth was
generally restrained in much of emerg-
ing Asia. Economic growth in China
remained strong.

Most measures of core consumer
prices and labor costs decelerated in the
twelve-month period ended in January.
However, the recent jump in gasoline
and heating oil prices, reflecting a sharp
run-up in crude oil prices and unusually
cold weather in the Midwest and East,
significantly boosted overall consumer
price inflation in the twelve months
ended in January. At the producer level,
core price inflation for finished goods
eased in the twelve-month interval end-
ing in February. With regard to labor
costs, hourly compensation for private
industry workers decelerated noticeably
in 2002, with growth of both the salary
and benefits components slowing on a
year-over-year basis. Growth in average
hourly earnings of production or non-
supervisory workers also slowed in the
twelve months ending in February. The
deceleration in both labor measures
likely reflected in part the slack in labor
markets.

At its meeting on January 28-29,
2003, the Committee agreed on a direc-
tive that called for maintaining condi-
tions in reserve markets consistent with
keeping the federal funds rate around
1Y4 percent and retained a balanced risks
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assessment. The Committee noted that
the economy continued to grow slowly,
but monetary policy and financial
conditions were quite accommodative
and the prospects for an appreciable
strengthening of the economic expan-
sion over time remained favorable. The
Committee concluded that a wait-and-
see policy stance was desirable pend-
ing an improved basis for judging the
ongoing performance of the economy.
The Committee’s decision was widely
anticipated and elicited little reaction
in financial markets. However, with the
likelihood of war perceived to have
increased, investor wariness appar-
ently intensified downward pressure
on equity prices and interest rates over
the intermeeting period. Treasury bond
yields declined somewhat, perhaps
reflecting both expectations of lower
policy rates and greater investor
demands for safety. Rates in private debt
markets fell by somewhat more than
comparable-maturity Treasury yields.
Declines in major equity indexes were
amplified by lackluster earnings reports
and disappointing data on auto sales,
labor market conditions, and consumer
confidence.

The dollar changed little on balance
over the intermeeting period in terms of
an index of major foreign currencies,
though the dollar fluctuated widely in
the latter part of the period in reflection
of market concerns about geopoliti-
cal uncertainties. The dollar depreciated
against the Canadian dollar, which was
supported by a small monetary tighten-
ing action by the Bank of Canada to trim
inflationary pressures. By contrast, the
dollar appreciated slightly against the
British pound, partly in response to
an unexpected easing by the Bank of
England to counter downward pressures
on economic activity. The European
Central Bank also cut its key policy
rates in response to further signs of eco-

nomic weakness in major euro-area
countries. The dollar was also little
changed against an index of the cur-
rencies of other important U.S. trading
partners.

M2 grew rapidly in February, owing
mainly to robust inflows to liquid depos-
its. Earlier filings for tax refunds and
hefty mortgage prepayments associated
with refinancing activity likely were fac-
tors in the strength of M2. In addition,
investors might have seen liquid depos-
its as a safe haven at a time of consider-
able volatility in equity markets.

The staff forecast prepared for this
meeting continued to suggest that eco-
nomic expansion would be muted for a
time. Faced with the likely onset of war
in the very near term and the large
uncertainties relating to its aftermath,
businesses and consumers were likely to
hold down their spending. In addition,
continued sluggish economic growth
among most major U.S. trading partners
was expected to damp U.S. exports.
Nonetheless, those restraining influ-
ences were expected to abate over time.
The considerable monetary ease already
in place and the likely prospect of sig-
nificantly more fiscal stimulus would
combine with expected -continuing
strong gains in structural productivity
and improving business and consumer
confidence to provide significant impe-
tus to spending. Inventory overhangs
had been largely eliminated and busi-
ness capital stocks had moved closer
to desired levels. As a consequence, a
slowly improving outlook for sales and
profits, low financing costs, and the tem-
porary federal tax incentive for invest-
ment in new equipment and software
were expected to gradually boost busi-
ness investment spending. The persis-
tence of underutilized resources was
expected to maintain some downward
pressure on core price inflation over the
forecast period.
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In the Committee’s discussion of cur-
rent and prospective economic devel-
opments, members commented that an
unusually high degree of uncertainty had
made it very difficult to assess the fac-
tors underlying the performance of the
economy. Widespread indications of a
strengthening economy near the end of
last year through the first part of this
year had given way to a disappointing
economic performance more recently.
It seemed clear that an outbreak of war
with Iraq was imminent and that this
prospect was having a damping effect
on the economy. Uncertainty about
the effects of the war had contributed
to higher energy prices, lower equity
prices, declines in measures of house-
hold confidence, and a tendency for
households and especially businesses
to postpone making commitments. But
it was also possible that a part of the
recent weakness might reflect under-
lying economic conditions. In the cir-
cumstances, some clarification of the
Iraqi situation, which might occur in the
relatively near future, should improve
the Committee’s ability to assess ongo-
ing developments, though uncertainties
would remain. Beyond the near term,
members acknowledged that relatively
subdued growth for a time could not be
ruled out, but many commented that the
conditions were in place for a strength-
ening expansion. In this regard they
referred to the positive effects on busi-
ness profits and consumer incomes of
persisting gains in productivity, stimu-
lative monetary and fiscal policies, and
accommodative financial and bank lend-
ing markets. The likelihood of contin-
ued low or even declining inflation was
high, especially given expectations of
persisting slack in resource utilization.

In the course of the Committee’s
review of developments in key sectors
of the economy, members underscored
the retarding effects of reduced confi-

dence and heightened caution on house-
hold and business spending but noted
that it was difficult to attribute the rela-
tive contributions of geopolitical risk
and worries about the economy to the
emergence of weaker spending. In any
event, consumer expenditures appeared
to have been held back recently by
the impact of higher energy costs, weak
labor markets, and severe winter
weather in the eastern part of the United
States. Sales of motor vehicles had
declined substantially since the start
of the year despite the introduction
of enhanced sales incentives. Non-
automotive retail sales, after a pickup
at the end of 2002 that had extended
through the first several weeks of this
year, had weakened more recently.
Whether the recent experience augured
further softening in consumer spending
was uncertain, but some members
commented that this weak performance
was not reassuring with regard to fore-
casts of substantial strengthening of
the expansion later this year. Many
observed, however, that a favorable out-
come to the hostilities in the Middle
East and lower oil prices in line with
quotations in futures markets should
generate a positive response in equity
markets, boost consumer sentiment, and
foster a rebound in consumer spending
as the year progressed.

Housing activity had held up well on
the whole, despite a negative report on
housing starts for February, and indeed
was displaying continued strength in
many parts of the nation. In numerous
areas, however, sales of high-end homes
had continued to lag and there were
reports of a softening in the middle-
market single-family sector in some
areas. Members also cited indications of
overbuilding in some parts of the coun-
try, notably of multifamily housing. On
balance, generally robust homebuilding
activity was expected to persist against
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the backdrop of low mortgage interest
rates and rising household incomes.
With regard to the outlook for bus-
iness capital expenditures, members
commented that a variety of factors
likely would induce business firms to
continue to hold back on new invest-
ment initiatives, at least over the near
term. Indeed, there was as yet no persua-
sive evidence that business fixed invest-
ment would provide the needed support
for the strengthening in overall eco-
nomic activity. Geopolitical uncertain-
ties, notably those relating to devel-
opments in Iraq, frequently were cited
by business contacts as a major reason
for caution, but other factors inhibiting
capital expenditures evidently included
excess capacity and limited prospects
for profits because of increased energy,
insurance, pension, and other costs and
a concomitant inability to raise selling
prices. At the same time, there was only
limited evidence thus far that the partial-
expensing tax incentive, scheduled to
expire in September 2004, was having
a measurable effect on outlays for new
equipment and software. The outlook
for commercial construction activity
was especially downbeat because of
high vacancy rates in industrial and
office structures in many areas, and a
general upturn in such construction was
viewed as unlikely to occur for an
extended period of time. While resolu-
tion of some of the uncertainties relating
to Iraq seemed likely in the relatively
near term, many business contacts
reported that they would continue to
hold down their capital investments
until demand for their goods and ser-
vices and related profit opportunities
displayed clear signs of significant
improvement. Some members nonethe-
less referred to indications of increasing
expenditures for various categories of
high-tech equipment and software, and
they noted that impetus to demand from

a positive outcome in the war against
Iraq should have a favorable effect on
business capital spending, especially if
it were accompanied by a rally in the
stock market.

Many firms were trying to keep their
inventories at especially low levels
in light of their concerns that projected
sales might not materialize. Members
cited the resulting lean inventories as a
positive element in the outlook for eco-
nomic activity, given likely efforts by
business firms to maintain inventories in
broad aligment with anticipated growth
over time in final sales.

Federal government spending contin-
ued to rise rapidly, led by large increases
in defense and homeland security expen-
ditures, and members noted that the
resulting impetus to growth might be
augmented by passage of a fiscal stimu-
lus package in line with that proposed
by the Administration. Considerable
uncertainty surrounded the eventual size
of such a package or even whether it
would be enacted this year. A partial
offset to the federal fiscal stimulus
stemmed from efforts to address deepen-
ing budget crises in a number of states
and their adverse implications for many
local economies.

Against the background of persistent
strength in productivity growth and con-
tinued low levels of capital and labor
utilization, inflation would likely remain
subdued going forward. Indeed, mem-
bers saw further disinflation in core
prices as a distinct possibility over the
next several quarters. At the same time,
the outlook for oil prices and energy
prices more generally was uncertain
and, despite market expectations, oil
prices might remain relatively high in
the event of adverse developments in
Iraq and in some other major oil produc-
ing countries that were experiencing
serious economic and political prob-
lems. However, high oil prices, should
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they persist, were likely to have more of
an effect in damping demand than in
raising inflation, given well-entrenched
expectations of low inflation.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead,
the members unanimously supported a
proposal to maintain an unchanged pol-
icy stance. While the economic expan-
sion had displayed signs of faltering in
recent weeks, the reasons for and hence
the duration of any period of weakness
could not be reliably ascertained. In that
regard, members commented that as key
geopolitical uncertainties diminished or
were resolved, the Committee would be
in a much better position to assess eco-
nomic trends and a desirable course for
monetary policy. Monetary policy was
positioned to accommodate a strength-
ening economic performance that
seemed likely to materialize once key
uncertainties and related concerns began
to decrease, perhaps in the relatively
near future, and business and consumer
sentiment started to improve. To be sure,
the timing and speed of a pickup in
economic activity were not clear, and
some members saw continued growth
below potential as the primary risk for
the near term. The members concluded
that the prudent course in current cir-
cumstances was to maintain a steady
policy stance, a high degree of vigi-
lance, and a readiness to respond
promptly as needed to the emergence
of clearer evidence relating to the per-
formance of the economy. In the latter
regard, some members cautioned that
the Committee might well need to adjust
its policy in circumstances that contin-
ued to be characterized by a substantial
degree of uncertainty.

The Committee decided to omit its
usual statement regarding the balance of
risks from the press release to be made
public shortly after the meeting. Most
members believed that the major uncer-

tainties surrounding the geopolitical
situation made it impossible to assign
reasonable probabilities to plausible
alternative economic outcomes and that
any effort to do so would provide a
misleading impression of the Commit-
tee’s confidence and knowledge about
the economic outlook. In light of these
considerable uncertainties, the members
agreed that heightened surveillance of
evolving economic trends would be
especially useful in the weeks ahead. At
the conclusion of the discussion, the
Committee voted to authorize and direct
the Federal Reserve Bank of New York,
until it was instructed otherwise, to
execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the fed-
eral funds rate at an average of around
1V4 percent.

Votes for this action: Messrs. Greenspan,
McDonough, Bernanke, Ms. Bies, Messrs.
Broaddus, Ferguson, Gramlich, Guynn,
Kohn, Moskow, Olson, and Parry. Votes
against this action: None.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, May 6, 2003.

The meeting adjourned at 12:50 p.m.

Following the outbreak of war in Iragq,
the members of the Committee par-
ticipated in a series of conference calls
held on March 25, April 1, April 8, and
April 16 in order to keep abreast of
the latest information and to exchange
views regarding the possible implica-
tions of current developments for the
economic outlook and monetary policy.
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No policy decisions were made in this
period.

Vincent R. Reinhart
Secretary

Meeting Held on
May 6, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, May 6, 2003, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr, Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Gillum, Assistant Secretary

Ms. Smith, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist

Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Judd, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Messrs. Ettin and Madigan, Deputy
Directors, Divisions of Research
and Statistics and Monetary
Affairs respectively, Board of
Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Mr. Clouse, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant to
the Board, Office of Board
Members, Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Fuhrer and Hakkio,
Mses. Mester and Perelmuter,
Messrs. Rasche, Rosenblum,
Rolnick, and Sniderman, Senior
Vice Presidents, Federzal Reserve
Banks of Boston, Kansas City,
Philadelphia, New York, St. Louis,
Dallas, Minneapolis, and
Cleveland respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Cominittee held on March 18, 2003,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.
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The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period March 18,
2003, through May 5, 2003. By unani-
mous vote, the Committee ratified these
transactions.

With Mr. Broaddus dissenting, the
Committee voted to extend for one year
beginning in mid-December 2003 the
reciprocal currency (‘“‘swap”) arrange-
ments with the Bank of Canada and the
Bank of Mexico. The arrangement with
the Bank of Canada is in the amount of
$2 billion equivalent and that with the
Bank of Mexico in the amount of $3 bil-
lion equivalent. Both arrangements are
associated with the Federal Reserve’s
participation in the North American
Framework Agreement. The vote to
renew the System’s participation in the
swap arrangements maturing in Decem-
ber was taken at this meeting because
of the provision that each party must
provide six months prior notice of an
intention to terminate its participation.
Mr. Broaddus dissented because he
believed that the swap lines exist prima-
rily to facilitate foreign exchange mar-
ket intervention, and he was opposed to
such intervention for the reasons he had
expressed at the January meeting.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the conduct of monetary
policy over the intermeeting period.

The information reviewed at this
meeting suggested that economic activ-
ity continued to grow at a subpar pace
in recent months. Consumer spending
advanced slightly in the first quarter
and housing activity remained at a high
level, but business investment slowed.
Industrial production was sluggish, and
additional slack accumulated in the
labor market. Core consumer inflation

had moved lower, but overall consumer
prices had been pushed up recently by
sharp rises in energy prices.

Private nonfarm payroll employment
continued to fall in April. Manufactur-
ing employment registered widespread
losses, and the retail trade, transporta-
tion, and utilities industries extended
their declines of prior months. The
unemployment rate rose to 6 percent
in April, with increases spread widely
across most demographic groups. Initial
claims for unemployment insurance
remained at an elevated level, suggest-
ing further labor market weakness in
May.

Industrial production fell in March,
and weekly physical product data and
other indicators pointed to another drop
in April. Lower output at utilities
accounted for some of the decline in
overall production in March but manu-
facturing output, especially motor vehi-
cle assemblies, fell again. Total indus-
trial capacity utilization declined in
March, with capacity utilization in
manufacturing reaching a twenty-year
low.

Real personal consumer expenditures
rose in March and for the first quarter
as a whole. Spending on durable goods
increased in March but was down a bit
for the full quarter. By contrast, spend-
ing on services and nondurable goods
fell in March but was up on balance in
the first quarter. Disposable income was
unchanged in March. Measures of con-
sumer confidence rebounded sharply in
April after sizable declines in February
and March.

Residential housing activity remained
solid, though some signs of potential
moderation emerged. Supported by con-
tinued low mortgage rates, first-quarter
housing starts in the single-family sector
stayed at the high level of the fourth
quarter. Multifamily starts also changed
little in the first three months of the year
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and vacancy rates in the sector remained
high. Sales of existing homes were off a
bit in March, but sales for the first quar-
ter as a whole edged up from the fourth-
quarter rate. New home sales, however,
were down from their fourth-quarter
pace.

Real outlays on equipment and soft-
ware declined in the first quarter after
rising moderately over the three preced-
ing quarters. A sharp drop in purchases
of transportation equipment more than
accounted for the first-quarter decline.
The weakness in the transportation cate-
gory reflected sluggish expenditures for
aircraft, medium and heavy trucks, and
light vehicles. By contrast, the high-tech
category recorded strong growth owing
to a surge in spending for computer and
peripheral equipment and an upturn in
purchases of communications equip-
ment. Although investment fundamen-
tals, such as corporate cash flows and
reduced costs of capital, remained favor-
able, reports from businesses were
downbeat. The extended decline in real
investment spending on nonresidential
structures moderated further in the first
quarter, with the smallest decline since
the first quarter of 2001.

Real nonfarm inventories exclud-
ing motor vehicles appeared to have
declined a little in the first quarter after
accumulating in recent quarters. The
buildup of manufacturing and trade
inventories, however, continued in Jan-
uary and February at an average pace
similar to that of the second half of
2002. Relative to sales, non-auto inven-
tory stocks in most sectors were low by
recent standards. According to industry
reports, inventories in the motor vehicle
industry apparently had risen above
desired levels.

The U.S. trade deficit in goods and
services narrowed slightly in February
and brought the average deficit for Janu-
ary and February to an annual rate near

that of the fourth quarter. The narrow-
ing in February was accounted for by a
small decline in imports and a marginal
rise in exports. Recent indicators sug-
gested continued sluggish economic
growth in most foreign industrial
nations. The Japanese economy was
about flat in the early months of the
year, activity in the euro area remained
subdued, and first-quarter growth in the
United Kingdom was lackluster. Cana-
dian domestic demand remained rela-
tively robust but appeared to be slowing.
Economic conditions in other countries
were mixed. In Latin America, Mexican
data releases pointed toward increases
in economic activity, and the Argen-
tine economy continued to show signs
of recovery. In contrast, Venezuela
remained in crisis, and economic activ-
ity in Brazil appeared to have moderated
despite improved financial market con-
ditions. In developing Asia, indicators
suggested that economic growth had
slowed in much of the region. China,
however, registered robust growth in the
first quarter.

Core consumer price inflation moved
down further in the first quarter from
its already low level. A sharp run-up in
energy prices, however, pushed up over-
all consumer prices in the first quarter
and in the year ended in March (mea-
sured by both the consumer price index
and the chain-type personal consump-
tion expenditure index). Producer prices
also were boosted significantly by the
jump in energy prices in recent months.
Core producer prices were up apprecia-
bly in the first quarter but at a slower
pace than overall producer prices. With
regard to labor costs, the employment
cost index for hourly compensation of
private industry workers rose at a faster
rate during the three months ended in
March, reflecting increases in wages and
salaries and in benefit costs. The expan-
sion of compensation costs over the
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twelve months ended in March was
virtually the same as in the previous
twelve-month period.

When the Committee met on
March 18, 2003, the nation appeared to
be on the brink of war. At the end of that
meeting, the Committee adopted a direc-
tive that called for maintaining condi-
tions in reserve markets consistent with
keeping the federal funds rate around
1% percent. The Committee agreed to
indicate in its announcement that in light
of the unusually large uncertainties
clouding the geopolitical situation in the
short run and their apparent effects on
economic decisionmaking, it could not
at that time usefully characterize the cur-
rent balance of risks with respect to the
prospects for its long-run goals of price
stability and sustainable economic
growth. The Committee also agreed that
heightened surveillance would be par-
ticularly informative. It was noted that
while the recent economic data were
mixed, the hesitancy of the economic
expansion appeared to owe significantly
to oil price premiums and other aspects
of geopolitical uncertainties. The Com-
mittee believed that as those uncertain-
ties lifted, the accommodative stance
of monetary policy, coupled with the
ongoing growth in productivity, would
provide vital support toward fostering
improving economic performance over
time.

The decision to leave policy on hold
had been largely anticipated by market
participants, but the inclusion in the
policy announcement of a reference to
“heightened surveillance” led initially
to downward revisions to expectations
for the future path of the federal funds
rate. The abatement of war-related risks
was reflected in sizable declines in
forward-looking measures of uncer-
tainty in short- and long-term interest
rates, exchange rates, and oil and equity
prices. Nearer-term Treasury yields

had fallen, but longer-term Treasury
yields had changed little since the March
meeting. Risk spreads on corporate
debt securities narrowed across the
credit quality spectrum. Broad equity
indexes registered notable gains related
to better-than-expected corporate earn-
ings reports.

In foreign exchange markets, the
trade-weighted value of the dollar in
terms of the major foreign currencies
declined over the intermeeting period.
The dollar depreciated somewhat more
against the euro and the Canadian dollar
and only slightly against the Japanese
yen. The dollar also declined against an
index of currencies of other important
trading partners. Equity markets in
the major industrial economies, except
Japan, had risen significantly since the
March FOMC meeting.

Growth in M2 slowed over March
and April, but most of the deceleration
appeared to be attributable to temporary
tax-related flows of funds. A movement
toward earlier electronic filing appar-
ently weakened M2 in March by shift-
ing refund distributions into February.
Reduced M2 growth in April reflected,
in part, slower-than-average buildups
of deposits associated with final tax pay-
ments by individuals. Substantial net
inflows to equity mutual funds occurred
during the same period.

The staff forecast prepared for this
meeting continued to suggest that eco-
nomic expansion would be sluggish
in the near term. Faced with persisting
weakness in product and labor markets,
businesses and consumers were likely
to hold down their spending. In addi-
tion, continued slow economic growth
in most of the nation’s major trading
partners would tend to restrain U.S.
exports, though those restraints were
expected to abate over time. The cum-
ulative effects of an accommodative
monetary policy, likely further reduction
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in taxes, and robust gains in structural
productivity would provide significant
impetus to spending. Inventory over-
hangs had been substantially reduced,
and business capital stocks had moved
closer to desired levels. As a conse-
quence, a slowly improving outlook for
sales and profits, low financing costs,
and the temporary federal tax incentive
for investment in new equipment and
software were expected to gradually
boost business investment spending.
Given the ongoing slack in resource
utilization, downward restraint on core
price inflation was expected to persist
over the forecast period.

In the Committee’s discussion, mem-
bers commented that the recent informa-
tion bearing on the economic outlook
was mixed. The latest reports on eco-
nomic activity generally were disap-
pointing, notably those relating to
employment and production, but mem-
bers noted that most of these reports
covered developments occurring before
the end of hostilities in Iraq. The suc-
cessful prosecution of the war had
served to reduce geopolitical uncertain-
ties and in turn had helped to foster a
marked strengthening of domestic finan-
cial markets, a sizable decline in oil
prices, and an apparent upturn in con-
sumer confidence. In this improved
environment, members anticipated that
near-term sluggishness in economic
growth would give way to more vigor-
ous expansion as the year progressed. In
support of this expectation, it was noted
that if the substantial gains in financial
markets experienced recently persisted,
experience indicated that a stronger eco-
nomic performance generally would
follow. Favorable factors in the outlook
mentioned by members included an
accommodative monetary policy, pro-
spective legislation that would increase
an already stimulative fiscal policy, and
evidence of a persisting uptrend in pro-

ductivity that provided enhanced invest-
ment opportunities and ongoing sup-
port for household incomes. Continued
progress in lifting various constraints on
economic growth, including the unwind-
ing of excessive or misdirected capital
expenditures undertaken in earlier years
and the steps taken to address corporate
governance and credit problems were
also working to strengthen the expan-
sion. Against that backdrop, it was note-
worthy that many private-sector fore-
casters predicted a pronounced upturn in
economic growth in the third quarter.
Despite underlying factors that seemed
increasingly conducive to an accelerat-
ing expansion, members noted that the
timing and vigor of a pickup in eco-
nomic activity remained uncertain, espe-
cially in the context of a persistently
high degree of caution in the business
community with regard to investment
and hiring decisions. With the removal
of key uncertainties associated with the
Iraqi war, the information that would
become available in the weeks ahead
was expected to provide a clearer basis
for assessing future trends in business
spending and, more generally, the under-
lying strength of the economy. Members
anticipated that inflation would remain
at a low level for an extended period and
indeed that the probability of further
disinflation was higher than that of a
pickup in inflation, given the current
high levels of excess capacity in labor
and product markets, which seemed
likely to diminish only gradually.
Business fixed investment remained
a key factor in the prospects for overall
economic activity, and persisting weak-
ness in such spending in association
with gloomy sentiment and a high
degree of risk aversion among business
decisionmakers did not bode well for
the capital investment outlook, at least
for the near term. Anecdotal reports by
business contacts tended to emphasize
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widespread excess capacity as a rea-
son for holding down business capital
spending, including high vacancy rates
in office and other business structures.
In this atmosphere, most business deci-
sionmakers evidently preferred to rely
on the increasingly efficient or fuller
utilization of existing producer facilities
rather than expanding the latter to meet
growth in demand. Indeed, according to
business contacts, investment expendi-
tures generally were limited to replace-
ment and to some extent to upgrading of
existing facilities rather than for expan-
sion. In some cases, businesses report-
edly were acquiring used capital equip-
ment and unoccupied building space at
greatly reduced costs, thereby holding
down the current production of new
capital but also relieving selling firms of
some excess capacity.

Members nonetheless saw a number
of favorable elements in the outlook for
business investment expenditures. These
included a decline in the cost of busi-
ness capital, a recent rise in orders and
backlogs of nondefense capital goods,
persisting gains in productivity that
undoubtedly pointed to growing profit
opportunities, progress in strengthening
business balance sheets, and reduced
capital overhangs. With regard to busi-
ness attitudes, members reported very
recent but also widespread indications
from their contacts that business con-
fidence might be in the process of
improving, though the upturn in confi-
dence was not likely to show through to
investment outlays for some time.

In the household sector, an appre-
ciable decline in sales of motor vehicles
and slower growth in other consumer
spending in the first quarter appeared to
reflect concerns relating to the Iraqi war
and adverse weather conditions in some
parts of the country. More recently,
attractive sales incentives had boosted
consumer purchases of motor vehicles,

albeit not as much as some industry
contacts had hoped, and members
referred to tentative signs of a pickup in
retail sales. On balance, however, the
members did not see any firm indica-
tions of significant acceleration in con-
sumer spending. More positively, they
cited recent survey and anecdotal evi-
dence o