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Letter of Transmittal

BoARrD oF GOVERNORS OF THE
FeEDERAL RESERVE SYSTEM
Washington, D.C., April 2005

THE SPEAKER OF
TueE HousE OF REPRESENTATIVES

Pursuant to the requirements of section 10 of the Federal Reserve Act,
Iam pleased to submit the ninety-first annual report of the Board of Governors
of the Federal Reserve System.

This report covers operations of the Board during calendar year 2004.

Sincerely,
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Monetary Policy and the Economic Outlook

The year 2004 was marked by contin-
ued expansion in economic activity
and appreciable gains in employment.
With fiscal policy stimulative, monetary
policy accommodative, and financial
conditions favorable, household spend-
ing remained buoyant and businesses
increased investment in capital equip-
ment and inventories, despite the
restraint imposed by sizable increases
in oil prices. Labor market conditions
improved significantly, albeit at an
uneven pace, and productivity rose nota-
bly further. Consumer price inflation
moved higher with the surge in energy
prices, but core consumer price inflation
(that is, excluding food and energy)
remained well contained, and measures
of expected inflation over longer hori-
zons held steady or edged lower.
Although economic activity had
increased substantially in 2003, the
expansion nevertheless appeared some-
what tentative as 2004 opened, in large
measure because businesses still seemed
to be reluctant to boost hiring. Over the
course of the spring, however, it became
clearer that the expansion was solidify-
ing. Businesses added appreciably to
their payrolls, boosted investment in
equipment and software, and started
restocking inventories. While household
spending growth softened somewhat,
residential construction expanded rap-
idly. Rising energy prices boosted over-
all consumer price inflation, and core

NotEk. The discussion here and in the next
section (“Economic and Financial Developments
in 2004 and Early 2005”) consists of the text,
tables, and selected charts from the Monetary Pol-
icy Report submitted to the Congress on Febru-
ary 16, 2005, pursuant to section 2B of the Federal
Reserve Act.

inflation moved up as well. In response
to positive economic news and higher
inflation during this period, market
participants came to anticipate that
monetary policy tightening would begin
sooner than they had expected, and
interest rates increased considerably.
With the economic expansion more
firmly established and slack in labor and
product markets somewhat diminished,
the Federal Open Market Committee
(FOMC) at its June meeting began to
reduce the substantial degree of mone-
tary accommodation that was in place.
The gradual removal of monetary
policy stimulus continued in the sec-
ond half of the year as the economy
expanded at a healthy clip on balance.
Around midyear, some measures of
growth in activity softened, partly
because of the drain on income and the
rise in business costs created by higher
oil prices. The expansion of consumer
spending slowed in the spring, and the
pace of hiring and gains in industrial
production dropped back notably dur-
ing the summer. Equity prices and
longer-term interest rates moved lower
over this period as well. In the event,
the slowdown in household spending
growth proved short lived. Both hiring
and increases in factory output stepped
up again in the autumn, and these
gains were extended early this year.
With profits healthy and financial condi-
tions still supportive, capital spending
increased at a brisk pace throughout
the year. Over the final quarter of 2004,
short-term interest rates rose further as
monetary policy was firmed at each
FOMC meeting, but long-term interest
rates were largely unchanged. Equity
prices rose appreciably in the fourth
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4 91st Annual Report, 2004

quarter, and the dollar depreciated
against most other major currencies. The
FOMC increased the target federal funds
rate 25 basis points again at its meet-
ing this month, bringing the cumulative
tightening over the past year to 1%2 per-
centage points.

The fundamental factors underlying
the continued strength of the economy
last year should carry forward into
2005 and 2006, promoting both healthy
expansion of activity and low inflation.
Monetary policy is still accommodative,
and financial conditions more generally
continue to be advantageous for house-
holds and firms. Profits have been ris-
ing briskly, and corporate borrowing
costs are low. Household net worth has
increased with the continued sharp rise
in the value of real estate assets as well
as gains in equity prices, and this will
likely help support consumer demand in
the future. Absent a significant increase
in oil prices from current levels, the
drag from last year’s run-up should
wane this year. The lagged effects of
the decline in the exchange value of the
dollar since the autumn and sustained
foreign economic growth are likely to
boost the demand for U.S. exports. The
prospects for the expansion of aggregate
supply also appear to be quite favorable.
Gains in structural labor productivity
should continue, although not necessar-
ily at the pace of recent years. Economic
growth will likely be sufficient to gen-
erate notable increases in employment,
although any reversal of the decline in
labor force participation observed since
2001 would tend to hold up the unem-
ployment rate. Core consumer price
inflation has remained low since the
larger increases posted in the early
months of 2004, and long-term infla-
tion expectations have been similarly
well contained. With some slack likely
remaining in labor and product markets
at present and with the indirect effects of

higher oil and import prices diminish-
ing, the prospects for inflation staying
low are good. A favorable economic
outcome is, of course, not assured, but
at the most recent FOMC meeting the
Committee again assessed the risks to
both output and inflation as balanced.
The Committee also reaffirmed that it is
prepared to respond to events as neces-
sary in its pursuit of price stability.

Monetary Policy, Financial
Markets, and the Economy
in 2004 and Early 2005

In early 2004, against the backdrop of
stimulative fiscal and monetary policy,
continued rapid growth in productiv-
ity, and supportive financial market
conditions, business outlays appeared to
be firming significantly and household
spending remained strong. The FOMC
became more confident that the eco-
nomic expansion was likely gaining
traction and that the risk of significant
further disinflation had been greatly
reduced. In these circumstances, it rec-
ognized that a highly accommodative
stance for monetary policy could not
be maintained indefinitely. Nonetheless,
the Committee was concerned about
the persistently slow pace of hiring and
viewed underlying inflation pressures as
likely to remain subdued. Accordingly,
the Committee left its target for the fed-
eral funds rate unchanged at 1 percent at
its January and March meetings. How-
ever, beginning in January, it modified
the language of its policy statement to
gain greater flexibility to tighten policy
should circumstances warrant by indi-
cating that monetary policy accom-
modation would eventually have to be
removed. At the same time, the Com-
mittee suggested that it could be patient
in undertaking such actions.

By the time of the May and June
FOMC meetings, incoming economic
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data pointed to a broader and more
firmly established expansion, with con-
tinued strength in housing markets and
business fixed investment. Also, the
employment reports for March, April,
and May had indicated strong and wide-
spread gains in private nonfarm pay-
rolls, and previous reports for January
and February were revised upward sig-
nificantly. Overall consumer price infla-
tion in the first quarter was faster than
it had been a year earlier, and core infla-
tion also increased, in part because of
the indirect effects of higher energy
prices. The Committee maintained its
target for the federal funds rate at 1 per-
cent in May, but on the basis of the
evolving outlook for economic activity
and prices, it revised its assessment of
risks to indicate that the upside and
downside risks for inflation had moved
into balance. The Committee also stated
that monetary policy accommodation
could “be removed at a pace that is
likely to be measured” to communicate
its belief, given its economic outlook,

that policy would probably soon need to
move toward a more neutral stance,
though probably not at a rapid pace. The
Committee retained this language at the
June meeting while raising its target for
the federal funds rate from 1 percent
to 14 percent and noting that it would
“respond to changes in economic pros-
pects as needed to fulfill its obligation to
maintain price stability.”

The information that the Committee
had received by the time of its August
meeting indicated that economic growth
had softened somewhat earlier in the
summer. Although the housing market
had remained strong and business out-
lays had continued to be healthy, con-
sumer spending growth had slowed sig-
nificantly, and industrial production had
begun to level off. Also, the June and
July labor market reports revealed that
employment growth had slowed consid-
erably. At the same time, core consumer
price inflation had moderated in May
and June even though sizable increases
in food and energy prices continued.
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However, the Committee believed that
the softness in economic activity was
caused importantly by higher prices of
imported oil and would prove short
lived. With financial conditions remain-
ing stimulative, the economy appeared
poised to grow at a pace sufficient to
trim slack in resource utilization. In that
regard, given the unusually low level of
the federal funds rate, especially relative
to the level of inflation, policymakers
noted that significant cumulative policy
tightening would likely be needed to
meet the Federal Reserve’s long-run
objectives of price stability and sustain-
able economic growth. The Commit-
tee’s decision at the meeting to raise its
target for the federal funds rate 25 basis
points, to 1%~ percent, and to maintain
its assessment of balanced risks with
respect to sustainable growth and price
stability was largely anticipated by
financial markets. However, market par-
ticipants revised up their expectations
for the path of the federal funds rate,
reportedly because the announcement
conveyed a somewhat more optimistic
outlook for the economy than many had
anticipated.

By the time of the September FOMC
meeting, available information sug-
gested that the economy had regained
momentum. Real consumer spending
bounced back sharply in July after a
weak second quarter, and incoming data
on industrial production indicated a
modest strengthening. Housing activity
had increased further, and business out-
lays had picked up significantly in the
second quarter. In addition, the labor
market showed signs of improvement in
August, as the unemployment rate edged
down and nonfarm payrolls grew mod-
erately. Core consumer price inflation
slowed in June and July, and a decline in
energy prices from record levels pushed
down readings on headline inflation.
Although the Committee acknowledged

that higher oil prices had damped the
pace of economic activity around mid-
year, it nonetheless saw the expansion
as still on solid footing. Consequently,
the Committee agreed to increase its
target for the federal funds rate another
25 basis points, to 1% percent; to reiter-
ate its view that the risks to price stabil-
ity and to sustainable growth were bal-
anced; and to repeat its indication that
the removal of policy accommodation
would likely proceed at a *“‘measured”
pace. The reaction in financial markets
to the policy rate decision and the
accompanying statement was muted.

The information in hand at the time
of the November FOMC meeting gen-
erally suggested that the economy had
continued to expand at a moderate rate
despite the restraint that higher oil prices
imparted to real incomes and consumer
confidence. Consumer and business
spending stayed firm, and the hous-
ing market remained buoyant. How-
ever, industrial production was about
unchanged, and the news on job growth
was uneven—lackluster increases in
nonfarm payrolls in September were
followed by robust expansion in Octo-
ber. Inflation measures were moderate,
although up somewhat from one year
earlier. On balance, the Committee saw
the economy as growing at a pace that
would reduce margins of slack in the
utilization of resources. The Committee
also judged that inflationary pressures
would likely be well contained if mone-
tary policy accommodation were gradu-
ally withdrawn. The Committee’s deci-
sion to raise its target for the federal
funds rate from 134 percent to 2 percent
with minimal change in the language in
the accompanying statement was largely
anticipated by financial markets and
elicited little reaction.

At its December meeting, the Com-
mittee viewed available information as
continuing to indicate that the pace of
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the economic expansion was sufficient
to further reduce the underutilization
of resources, despite elevated oil prices.
Consumer spending remained solid,
investment spending was strong, and
manufacturing production showed mod-
est growth. Also, employment gains in
October and November were consistent
with gradual improvement in the labor
market. Meanwhile, core inflation, while
above the unusually low rates of late
2003, remained subdued. Accordingly,
the Committee voted to raise its target
for the federal funds rate 25 basis points,
to 2% percent, and to retain the previous
statement that the removal of policy
accommodation would likely be “mea-
sured.” Investors had largely anticipated
the policy rate decision, but a few mar-
ket participants had reportedly specu-
lated that the Committee would signal
increased concern about inflationary
pressures. In the absence of any such
signal, implied rates on near-dated
futures contracts and longer-term Trea-
sury yields declined a few basis points
after the release of the December
statement.

Also at its December meeting, the
Committee considered an accelerated
release of the minutes of FOMC meet-
ings. The Committee’s practice had
been to publish the minutes for each
meeting on the Thursday after the next
scheduled meeting. The Committee
believed that, because the minutes con-
tain a more nuanced explanation of pol-
icy decisions than the statement released
immediately after each meeting, pub-
lishing them on a timelier basis would
help market participants interpret eco-
nomic developments and thereby better
anticipate the course of interest rates.
Earlier release would also provide a con-
text for the public remarks of individual
FOMC members. It was also recog-
nized, however, that financial markets
might misinterpret the minutes at times

and that earlier release might adversely
affect the Committee’s discussions and,
perhaps, the minutes themselves. After
weighing these considerations, the Com-
mittee voted unanimously to publish the
FOMC minutes three weeks after the
day of the policy decision.

The information that the Committee
reviewed at its February 2005 meeting
indicated that the economy had con-
tinued to expand at a steady pace. The
labor market showed signs of further
improvement, and consumer spending
and the housing market remained
robust. Industrial production acceler-
ated, particularly at the end of 2004, and
growth of business fixed investment
was solid in the fourth quarter. Core
inflation stayed moderate, and measures
of inflation expectations remained well
anchored. Given the solid economic
expansion and limited price pressures,
the Committee voted to continue its
removal of policy accommodation by
raising its target for the federal funds
rate from 2% percent to 22 percent
and to essentially repeat the language
of the December statement. Futures
market quotes indicated that investors
had already priced in a 25 basis point
increase in the target federal funds rate
at the meeting, and market participants
reportedly expected no substantive
changes to the accompanying state-
ment. Accordingly, the reaction in finan-
cial markets to the announcement was
minimal.

Economic Projections
for 2005 and 2006

Federal Reserve policymakers expect
the economy to expand moderately and
inflation to remain low in 2005 and
2006.! The central tendency of the fore-

1. As a further step to enhance monetary policy

communications, Federal Reserve policymakers

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



8 91st Annual Report, 2004

Economic Projections for 2005 and 2006

Percent

Federal Reserve Governors
and Reserve Bank presidents
Indicator Memo: 2005 2006
2004 actual
Central Central
Range tendency Range tendency
Change, fourth quarter
to fourth quarter!
Nominal GDP ................. 6.2 56 5Y2-5% 5-5% 5-51
RealGDP .............ccvuune 37 34 3%-4 3Va-3% 3%
PCE price index excluding
food and energy ........... 1.6 1%-2 1¥2-1% 114-2 1¥-1%
Average level, fourth quarter
Civilian unemployment rate .... 54 5-5' 5Ya 5-5Ya 5-5Ya

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

casts of real GDP growth made by the
members of the Board of Governors and
the Federal Reserve Bank presidents is
3% percent to 4 percent over the four
quarters of 2005. The civilian unem-
ployment rate is expected to average
about 5V4 percent in the fourth quarter
of 2005. For 2006, the policymakers

will now provide economic projections for two
years, rather than one, in the February Monetary
Policy Report.

Digitized for FRASER
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis

project real GDP to increase about
31, percent, and they expect the unem-
ployment rate to edge down to between
5 percent and 5% percent. With regard
to inflation, FOMC participants project
that the chain-type price index for
personal consumption expenditures
excluding food and energy (core PCE)
will increase between 1%2 percent and
1% percent both this year and next—
about the same as the 1.6 percent
increase posted over 2004. .



Economic and Financial Developments

in 2004 and Early 2005

The economy proved to be sufficiently
resilient to maintain solid growth and
moderate core inflation in 2004 even
as higher oil prices drained consumers’
purchasing power and boosted firms’
costs. Real GDP rose 3% percent last
year after having increased 42 percent
in 2003. Activity was supported by con-
tinued robust advances in household
spending. In addition, capital spending
by businesses increased notably. Labor
market conditions improved signifi-
cantly, though at an uneven pace over
the course of the year. Private pay-
rolls, which turned up in late 2003, rose
170,000 per month last year, on average,
and the unemployment rate declined
below 52 percent by year-end and to
5Ya percent in January 2005-—the lowest
rates since 2001.

Consumer price inflation was driven
higher last year by the sharp rise in
energy prices. Although core consumer
price inflation moved up somewhat from

Change in Real GDP

Percent. annual rate

1998

2000 2002 2004

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.

SOURCE. Department of Commerce, Bureau of Eco-
nomic Analysis.

unusually low levels recorded in 2003, it
remained well contained. Price increases
were restrained by continuing, though
diminishing, slack in labor and prod-
uct markets, which tended to offset the
effects of higher energy and commodity
prices, as well as the weaker dollar,
on firms’ overall costs. In addition, solid
productivity gains implied that unit
labor costs rose only modestly, even
if up from the declines in the preced-
ing two years. The decline in crude oil
prices, on balance, since October points
to some easing of cost pressures on
firms from that source in the period
ahead.

Several forces likely contributed to
last year’s impressive economic perfor-
mance in the face of the sizable adverse
oil shock. The growth of real output
continued to be undergirded by gains
in structural labor productivity. More-
over, fiscal policy remained stimulative
last year through the combination of the
lagged effect of earlier cuts in personal

Change in PCE Chain-Type Price Index

Percent

[ Total
B Excluding food and energy

—L3

1998 2000 2002 2004
Note. The data are for personal consumption
expenditures (PCE).

Source. Department of Commerce, Bureau of Eco-
nomic Analysis.
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tax rates, the rise in defense spending,
and perhaps also the partial-expensing
tax incentives for business investment.
Monetary policy was highly accommo-
dative in the early part of the year and
remained accommodative, though pro-
gressively less so throughout the year,
and credit remained readily available at
favorable terms. Consumer demand
was also boosted by the strong increases
in asset values during the past two
years.

Financial conditions remained stimu-
lative last year even as market partici-
pants revised up their expectations for
the near-term path of monetary policy.
Interest rates on longer-term Treasury
securities remained low, risk spreads on
corporate bonds narrowed, and commer-
cial banks eased terms and standards
on business loans. In this environment,
household debt again increased briskly.
The borrowing needs of nonfinancial
businesses were damped by their strong
cash flows. Equity values rose, espe-
cially toward the end of the year. At the
same time, the exchange value of the
dollar declined, on net, over the year as
market participants apparently focused
on the financing implications of tuc
large and growing U.S. current account
deficit.

The Household Sector

Consumer Spending

Consumer spending grew substantially
last year. Personal consumption expen-
ditures (PCE) advanced nearly 4 per-
cent in real terms, about the same as
the increase in 2003. Sales of new motor
vehicles remained brisk, on average,
at 16% million units. Excluding motor
vehicles, consumer spending on most
categories of durable and nondurable
goods rose rapidly, as gains in real
expenditures for food and clothing both

exceeded 5 percent; however, spending
on computing equipment increased less
in 2004 than in preceding years, and
consumers responded to the high cost
of gasoline and heating fuel by cutting
back on real spending for these items.
Real outlays for services also increased
rapidly last year, and medical services
posted especially large gains.

Real disposable personal income
(DPI) rose nearly 4 percent last year, but
this figure is exaggerated by Microsoft’s
$32 billion special dividend payment
in December (the bulk of which is esti-
mated to have accrued to U.S. house-
holds). If this one-time event is excluded
from the calculation, real DPI rose only
2% percent in 2004, well below the
increase posted in 2003. Faster job
growth helped to support increases in
households’ incomes last year in nomi-
nal terms, and the Jobs and Growth
Tax Relief Reconciliation Act of 2003
(JGTRRA), which brought lower per-
sonal tax rates forward into 2003, led to
larger refunds and smaller final pay-
ments in the spring of 2004. However,
real income gains were held down, as
higher oil prices siphoned off household
purchasing power.

With the growth of real consumption
spending outpacing that of real income
through most of last year, the personal

Change in Real Income and Consumption

Percent, annual rate

[ Disposable personal income
— B Personal consumption — 8
expenditures

1998 2000 2002 2004

SoURCE. Department of Commerce, Bureau of Eco-
nomic Analysis.
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Economic and Financial Developments in 2004 and Early 2005 11

saving rate moved lower, from 1% per-
cent, on average, in 2003 to only %2 per-
cent in the third quarter of last year.
(The fourth-quarter surge in income
associated with the Microsoft dividend
payments pushed the saving rate back
up to 1%4 percent, but this increase will
likely be reversed early this year as
dividend income falls back. Because the
company’s share price declined in step
with the dividend payouts, the dividends
had no effect on shareholders’ overall
financial resources and so probably had
little effect on consumption.)

Low interest rates were one factor
that helped to support consumption
growth—especially for durable goods—
despite comparatively slow gains in real
income. Higher household wealth was
also an important force that propelled
consumer spending last year. According
to the Federal Reserve’s flow of funds
accounts, the ratio of household net
worth to disposable income rose sharply
in 2003, as corporate equity values
rebounded and home prices continued to
rise. Moreover, although equity values
were little changed, on net, through
much of 2004 before rising notably in
the final quarter, home prices continued
to rise throughout the year, and the
wealth-to-income ratio moved up fur-
ther; by the third quarter (the most
recent period for which the complete
wealth data are available), the ratio had
reversed nearly half its decline since
the stock market peak in 2000. Because
wealth feeds through into household
spending over a period of several quar-
ters, the wealth increases in both 2003
and 2004 were important in supporting
consumer spending last year. The rise
in house prices, together with continued
low interest rates, also led consumers
to extract additional equity from their
homes, in particular through home
equity loans. Such actions provided
many households with a readily avail-

able and relatively low-cost source of
funds for financing consumption.
Consumer confidence, which had
improved in 2003, remained at generally
favorable levels last year, according to
surveys by both the Michigan Survey
Research Center (SRC) and the Confer-
ence Board. Confidence tended to dip
at times during the year when energy
prices were moving up most rapidly, but
it recovered soon after those episodes.

Residential Investment

Residential investment remained robust
last year. Real expenditures increased
5% percent in 2004—the third straight
year of strong gains. Demand for hous-
ing was influenced by the same factors
that affected household spending more
generally, but it was especially sup-
ported by nominal mortgage interest
rates that have remained near their low-
est levels since the late 1960s. Rates on
thirty-year fixed-rate mortgages fluc-
tuated between about 5'2 percent and
6% percent over the past two years; they
edged up to the high end of that range
during the spring but dropped back to
under 6 percent by the end of summer
and now stand below 5% percent.

Mortgage Rates
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In the single-family sector, housing
starts amounted to 1.6 million units last
year, a rate faster than the already rapid
pace of 1.5 million units started in 2003.
In the multifamily sector, starts totaled
a solid 350,000 units last year, a figure
in line with that of the preceding several
years. Sales of both new and existing
single-family homes hit new highs last
year, and home prices moved up sharply.
The repeat-transactions price index for
existing homes (limited to purchase
transactions only), which is published
by the Office of Federal Housing Enter-
prise Oversight, climbed more than
10 percent over the four quarters end-
ing in the third quarter of last year (the
latest quarter for which data are avail-
able) and is up a cumulative 65 per-
cent since 1997, when it started to
rise notably more rapidly than overall
inflation. These price increases have
also outstripped by a wide margin the
increases in household incomes and
rents. Another nationwide price index,
the Census Bureau’s constant-quality
price index for new homes, rose only
6% percent last year. Because this
index does not adjust for the location
of new homes within metropolitan
areas, and because new homes consti-
tute only a small fraction of the overall
housing stock, this index is probably a
less reliable indicator of overall home
values than is the repeat-transactions
index.

Household Finance

Household debt is estimated to have
increased about 9% percent in 2004, a
touch less than in the previous year.
Mortgage debt again paced this advance.
The brisk expansion of mortgages
reflected continued strong activity in
housing markets and rising house prices.
However, the growth rate of mortgage
debt did not quite match that registered

in 2003. Refinancing activity fell off
sharply last year, as the pool of outstand-
ing mortgages with interest rates above
current market rates shrank consider-
ably. Mortgages with adjustable interest
rates, including hybrids that feature both
fixed and adjustable interest rate com-
ponents, were increasingly popular in
2004. Consumer credit continued to
expand at a moderate pace by historical
standards, restrained in part by the sub-
stitution of other forms of debt, such as
home equity loans. Higher interest rates
on some consumer loans and credit
cards in the second half of 2004 may
have also damped the growth of con-
sumer credit.

Relatively low interest rates and fur-
ther gains in disposable personal income
limited pressures on household balance
sheets in 2004. Measures of aggregate
household financial obligations and debt
service, which capture pre-committed
expenditures relative to disposable
income, were little changed last year, on
balance, though they remained high by
historical standards. Nevertheless, mea-
sures of household credit quality either
held steady or improved during the
course of the year. The latest available
data indicate that delinquency rates on
credit card loans, consumer loans, and
residential mortgages at commercial
banks declined, while those on auto
loans at captive finance companies were
about unchanged at a low level. House-
hold bankruptcy filings ran below the
elevated levels of 2003, although they
stayed generally above the rates posted
in earlier years.

The Business Sector

Fixed Investment

Business fixed investment rose robustly
for a second consecutive year in 2004.
Real spending on equipment and soft-
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ware (E&S) increased 132 percent,
about as much as in 2003, as firms’ final
sales continued to increase, profits and
cash flow rose further, and many busi-
nesses reported a need to replace or
upgrade existing equipment and soft-
ware. Although many firms had little
need to seek outside financing given
their flush cash situation, those that did
generally found financial markets to
be receptive—interest rates remained
low, and other terms and conditions
stayed relatively favorable. The partial-
expensing tax incentives, which covered
new equipment and software installed
by the end of 2004, boosted profits and
cash flow and may have also stimulated
some investment spending.

Increases in E&S spending were
fairly widespread across categories
of capital goods. Spending on high-
technology equipment increased 154 per-
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cent last year after having risen 19 per-
cent in 2003; these gains followed two
years of declines. Although the pattern
of spending was uneven over the four
quarters of 2004, for the year as a whole,
business outlays for computing equip-
ment rose 25 percent in real terms, while
spending on software and communi-
cations equipment posted increases of
13 percent and 10 percent respectively.
Outside of the high-tech sector, business
spending on aircraft moved lower for
the third consecutive year, as airlines
continued to struggle with a highly com-
petitive market environment and high
fuel prices. In contrast, business outlays
on motor vehicles rose substantially last
year, with the demand for trucks excep-
tionally strong. Investment in equipment
other than high-tech and transportation
goods—a category that includes indus-
trial machinery and a wide range of
other types of equipment—moved up
11 percent last year, the most in more
than ten years.

In contrast to the rebound in equip-
ment spending, real outlays in the non-
residential construction sector were
about unchanged for a second year in
2004 and have yet to recover from their
sharp downturn during 2001 and 2002.
In the office sector, where construc-
tion increased rapidly in the late 1990s,
spending has remained especially weak;
vacancy rates for these properties,
although down a touch over the past
year, are still quite elevated. Construc-
tion of industrial buildings has also
remained low as a result of high
vacancy rates. In contrast, demand for
new retail and wholesale properties has
been firmer, reportedly a reflection of
the steady increases in consumer spend-
ing, and outlays for these types of build-
ings moved higher last year. In addition,
investment in the drilling and mining
sector rose last year in response to high
prices for natural gas.
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Inventory Investment

Businesses added appreciably to inven-
tories last year for the first time since
running down their holdings sharply in
2001. As economic activity strength-
ened during 2002 and 2003, many
businesses chose to operate with inven-
tories that were increasingly lean rela-
tive to sales. In 2004, when stocks
had become quite spare—even after tak-
ing into account the ongoing improve-
ments in inventory management that
have allowed firms to economize
on stockholding—and businesses had
apparently grown more confident in the
durability of the recovery, businesses
accumulated $45 billion of inventories
(in real terms), according to preliminary
data. The step-up in the pace of stock-
building contributed about Y4 percent-
age point to GDP growth last year.

Corporate Profits and
Business Finance

Strong growth of corporate profits again
allowed many firms to finance capital
spending with internal funds last year.
As a result, nonfinancial business debt
rose at only a moderate pace. Net equity
issuance dropped further into negative
territory in 2004, and on balance non-
financial corporations are estimated to
have raised no net funds in credit and
equity markets. However, short-term
business debt, including commercial
paper and commercial and industrial
(C&I) loans, expanded last year after
three years of contraction, and commer-
cial mortgage debt continued to increase
rapidly. The credit quality of businesses
remained strong.

Corporate profits held up well in 2004
after surging in the previous year. The
ratio of before-tax profits of nonfinan-
cial corporations to that sector’s gross
value added increased for a second

Before-Tax Profits of Nonfinancial
Corporations as a Percent of Sector GDP
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consecutive year. In the fourth quarter of
2004, operating earnings per share for
S&P 500 firms were nearly 20 percent
above their level four quarters earlier.
Analysts’ earnings forecasts began to
moderate somewhat in the second half
of 2004 after several months of strong
upward revisions.

In equity markets, net issuance of
shares by nonfinancial firms turned
more negative in 2004. Although initial
public offerings rebounded from the
sluggish pace of the past two years,
ample profits and sizable cash holdings
helped boost share retirements from
mergers and repurchases.

Net corporate bond issuance was
sluggish in 2004, as firms evidently
relied heavily on their considerable prof-
its to fund investment in fixed capital
and inventories. The timing of gross
bond issuance was influenced by inter-
est rate movements during the year, as
firms took advantage of occasional dips
in longer-term yields to issue bonds.
Firms reportedly used a large portion
of the proceeds to pay down existing
debt, although some companies used the
funds raised in the bond market to
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Selected Components of Net Business
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repurchase equity shares or to finance
mergers.

Short-term business borrowing re-
vived in 2004 after a prolonged contrac-
tion. Commercial paper outstanding
turned up in the first half of the year,
although it flattened out over the second
half. Business loans at banks rebounded
over the course of last year. According
to results from the Federal Reserve’s
Senior Loan Officer Opinion Survey
on Bank Lending Practices, commercial
banks eased terms and standards on
business loans during the course of 2004
in response to the improved economic
outlook and to increased competition
from other banks and nonbank lend-
ers. Survey responses also indicated
an increase in demand for C&I loans
that reflected firms’ need to fund rising
accounts receivable, inventories, capital
expenditures, and merger activity. Con-
cerns over loan quality seemed to dimin-
ish further in 2004, as spreads on lever-
aged deals in the syndicated loan market
edged down from already low levels.

Corporate credit quality remained
solid in 2004 amid strong earnings, low
interest rates, and a further buildup of

already substantial cash positions on
firms’ balance sheets. The delinquency
rate on C&I loans declined further, and
the twelve-month trailing default rate on
corporate bonds fell to historically low
levels before edging up late in the year.
Net upgrades of bonds by Moody’s
Investors Service for both investment-
and speculative-grade nonfinancial
firms increased last year.

The stock of commercial mortgage
debt outstanding grew at a rapid pace in
2004. Some firms reportedly continued
to find mortgages an attractive source
of long-term funding. The expansion of
commercial mortgage credit helped pro-
pel issuance of commercial-mortgage-
backed securities (CMBS) to near-
record levels. Delinquency rates on
commercial mortgages on the books
of banks and insurance companies
remained low throughout the year, and
those on loans backing mortgage securi-
ties fell. Considerable gains in com-
mercial real estate prices increased own-
ers’ equity and largely kept pace with
the sizable increase in mortgage debt
obligations. Yield spreads of CMBS
over comparable Treasury securities
remained moderate.

The Government Sector

Federal Government

The federal budget position deteriorated
slightly further in 2004, as spending
increases and further tax reductions
offset the effects of stronger economic
growth on revenues. The unified budget
deficit widened from $378 billion in fis-
cal 2003 to $412 billion in fiscal 2004.
As a share of GDP, the federal unified
deficit stood close to 3" percent in both
years. Receipts increased 52 percent in
fiscal 2004 after two years of declines.
Corporate receipts surged more than
40 percent, or $58 billion, reflecting
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the improvement in corporate profits;
individual tax receipts—restrained by
JGTRRA, which pulled forward reduc-
tions of personal tax rates that had been
scheduled for the second half of the
decade—rose only about 2 percent.
Overall federal receipts increased less
rapidly than nominal GDP, and the
ratio of receipts to GDP edged down to
16%4 percent, the lowest level in more
than forty years.

Meanwhile, nominal federal outlays
increased about 6 percent in fiscal 2004.
Spending for national defense increased
especially sharply, but spending also
increased notably for Medicare and
Medicaid. Debt service costs, which
fell sharply from 1997 through 2003 as
a result of reduced debt and declining
interest rates, edged higher last year.
Federal government purchases of goods
and services—the part of spending that
is counted in GDP—rose about 4 per-
cent in real terms in 2004 after larger
increases in the preceding two years.
(Government spending on items such
as interest payments and transfers is
excluded from GDP because these items
do not constitute a direct purchase of
final production.)

Regarding legislative initiatives, two
new tax bills were enacted in the fall of

2004. First, the Working Families Tax
Relief Act extended through 2010 a
variety of personal tax reductions that
had previously been set to expire earlier.
Second, the American Jobs Creation Act
replaced the exclusion of extraterritorial
income (which the World Trade Orga-
nization had declared an illegal export
subsidy) with numerous other tax
reductions for domestic manufacturers
and U.S. multinationals. The first bill is
expected to have a ten-year budget cost
of around $150 billion, while the second
bill was scored as being revenue neutral.
As for federal spending in fiscal 2005,
the regular appropriations bills provided
for sizable increases in spending on
defense and homeland security and for
modest increases in nondefense discre-
tionary expenditures. In addition, emer-
gency legislation passed in the autumn
provided disaster aid for victims of
hurricanes and for ranchers and farmers
affected by drought conditions.

The recent sizable deficits in the uni-
fied budget mean that the federal gov-
ernment, which had been contributing
to the pool of national saving from 1997
through 2000, has been drawing on that
pool since 2001. Net federal saving—
essentially the unified budget balance
adjusted to the accounting practices
of the national income and product
accounts (NIPA)—dropped from posi-
tive 2 percent of GDP in 2000 to a level
below negative 3 percent of GDP in
2003 and 2004. Personal saving moved
lower over this period as well, while
business net saving rose with the
rebound in corporate profits. In all, net
national saving edged up in 2004 but
remained near its postwar lows. Because
net national saving has fallen increas-
ingly short of net domestic investment
over the past several years, the inflow
of foreign funds needed to finance that
investment has risen. The growing
inflow of foreign capital is mirrored in
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the widening of the nation’s current
account deficit. Over time, the low
national saving rate could eventually
slow the rise in living standards either
by increasing the burden of servicing
U.S. foreign debt or by impinging on
domestic capital formation.

The growth rate of Treasury debt
moderated slightly last year after
increasing substantially in 2003. None-
theless, federal debt held by the public
as a percentage of GDP continued to
edge higher over the course of 2004 and
currently stands at about 362 percent.
To help finance substantial budget defi-
cits, the Treasury issued a considerable
volume of bills as well as two-, three-,
five-, and ten-year nominal notes. In
addition, the Treasury expanded its
borrowing program in 2004 by adding
semiannual auctions of twenty-year
inflation-protected bonds and five-year
inflation-protected notes.

Various indicators suggested a contin-
ued strong appetite for Treasury securi-
ties among foreign investors last year.
Indirect bidding at Treasury auctions,
which includes bidding by the Federal
Reserve Bank of New York on behalf
of foreign official institutions, remained

robust, and Treasury securities held in
custody at the Federal Reserve Bank of
New York on behalf of such institutions
increased just over $200 billion in 2004.
Also, data from the Treasury Interna-
tional Capital System showed a substan-
tial increase in holdings of Treasury
securities by foreign official and private
investors, particularly those in Japan.
The proportion of Treasury securities
held by foreign investors is estimated to
have risen to a record 43" percent by
the third quarter of 2004.

Treasury debt reached its statutory
ceiling late last year. To cope with
the constraint, the Treasury temporarily
resorted to accounting devices, sus-
pended issuance of state and local
government series securities, and post-
poned a four-week bill auction. In mid-
November, Congress raised the debt
ceiling from $7.4 trillion to $8.1 trillion,
and the Treasury subsequently resumed
normal financing operations.

State and Local Governments

Pressures on the budgets of state and
local governments have eased as eco-
nomic activity has strengthened. Tax
receipts have been spurred by the
increases in household income, con-
sumer spending, and property values.
As a result, many states seem to be on
track to meet balanced budget require-
ments in the current fiscal year (which
ends June 30 for all but a few states)
without using as much borrowing or
other extraordinary measures as in
recent years. Nevertheless, a number of
states still must deal with lingering fiscal
problems, particularly depleted reserve
funds, the expiration of temporary tax
hikes, and rising Medicaid costs. In
addition, several states still face serious
structural imbalances in their budgets.
Real expenditures by state and local
governments as measured in the NIPAs
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remained about flat for a second year in
2004. Real spending on current opera-
tions rose less than 1 percent last year,
while real investment spending declined.
However, even as they were holding the
line on spending increases, states and
localities were able to resume net hiring
in 2004 after having left employment
about unchanged in 2003.

Net issuance of debt by state and local
governments edged down from the rapid
pace set in 2003, as improved budget
positions permitted some contraction
in short-term debt. Advance refunding
offerings were again strong during
the year, as states and municipalities
took advantage of low long-term inter-
est rates and moderate credit spreads.
Credit quality of tax-exempt borrowers
improved in 2004. Rating upgrades of
tax-exempt bonds outpaced downgrades,
especially later in the year.

The External Sector

After narrowing in 2003, the U.S. cur-
rent account deficit widened again last
year and was $660 billion (annual rate),
or 5.6 percent of GDP, in both the
second and third quarters. Much of
this widening reflected a considerable
increase in the deficit on goods and ser-
vices trade, as a marked rise in imports
more than offset solid increases in
exports. The trade deficit expanded from
$500 billion during the fourth quarter of
2003 to more than $650 billion, on aver-
age, during the second half of 2004.

International Trade

Real exports of goods and services rose
an estimated 5'%2 percent in 2004 despite
a deceleration in the fourth quarter. In
the first half, exports were supported by
the lagged effect of the fall in the dol-
lar’s value in 2003. Strong expansion of
foreign economic activity also helped
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boost exports in the first half, but that
stimulus diminished in the second half
of the year when foreign growth slowed.
For the year as a whole, exports of
industrial supplies and capital goods
posted solid growth. Exports to Canada,
Mexico, and western Europe rose
smartly in 2004, whereas exports to
Japan were relatively weak. Real
exports of services increased about
31/ percent through 2004 as a whole.

After increasing at an annual rate of
almost 6 percent in the first half of 2004,
prices of exported goods moved up at
just a 2% percent rate in the second
half. This deceleration was due in large
part to a reversal of the run-up in the
prices of agricultural products that had
occurred in late 2003 and early 2004.
Better harvests last year returned prices
of agricultural products to levels near
those that had prevailed before the
spike.

Solid growth in income in the United
States spurred growth of real imports
of 9% percent in 2004. The increase pri-
marily reflected higher imports of goods

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



Economic and Financial Developments in 2004 and Early 2005 19

that occurred despite a notable rise in
their prices. Real oil imports expanded
almost 10 percent in 2004. Imports of
capital equipment increased throughout
the year, but imports of consumer goods
suffered a period of weakness through
the middle of the year before rebound-
ing in the fourth quarter. Imports of
services moved up only 134 percent in
2004.

Prices of imported non-oil goods
increased at an annual rate of just over
4 percent in the first half of 2004, but
the pace slowed to 2 percent in the
second half. This step-down largely
reflected a deceleration in the prices
of industrial supplies, driven by a level-
ing off of nonfuel commodity prices
at the elevated levels reached in March.
Declines in the prices of foods offset
continued price increases for metals.

The spot price of West Texas interme-
diate (WTI) crude oil moved up during
most of 2004 and surged temporarily to
a record high of $55 per barrel in Octo-
ber. Since then, it has fluctuated some-
what below that peak but still at levels
well above $33 per barrel, the price at
which it started 2004. Oil prices were
driven up by intensified concerns that
oil supply would not keep pace with
surprisingly strong global demand. Oil
consumption in China grew nearly
15 percent in 2004, pushing that econ-
omy past Japan as the world’s second-
largest consumer. As oil prices rose,
OPEC increased its oil production,
diminishing the cartel’s estimated spare
capacity to historically low levels.
Increased OPEC production damped
particularly the rise in prices of heavier,
more sulfurous grades of crude oil but
had less effect on prices of lighter grades
like WTI. Supply disruptions also
played a role in the run-up of oil prices.
In October, Hurricane Ivan extensively
damaged oil and gas production facili-
ties in the Gulf of Mexico, boosting the

price of WTI relative to other grades
of crude oil. Sabotage of production and
distribution facilities in Iraq hindered oil
exports from that country, which remain
below pre-war levels. In Nigeria, ethnic
violence and community protests shut
down some production. Russian oil
output, however, continued despite the
breakup of Yukos, formerly Russia’s
largest oil company. Late in the year,
oil prices declined from their October
highs, as production recovered in the
Gulf of Mexico and OPEC added new
capacity. The price of the far-dated
NYMEX oil futures contract (currently
for delivery in December 2011) rose
about $10 per barrel during 2004, possi-
bly reflecting expectations of greater
oil demand 'in Asian emerging-market
economies. The far-dated futures con-
tract averaged about $38 per barrel in
January 2005, while the spot price of
WTI averaged about $48 per barrel.

The Financial Account

In 2004, the U.S. current account deficit
was financed once again largely by for-
eign purchases of U.S. bonds. Foreign
official inflows picked up further last
year and were especially strong in the
first quarter, reflecting sizable bond
purchases by Asian central banks. Pri-
vate foreign purchases of U.S. bonds
rebounded in 2004 from a slight decline
in 2003, with especially large purchases
coming late in the fourth quarter. In
contrast, foreign demand for U.S. equi-
ties weakened further in 2004, although
this also picked up late in the year. Net
purchases of foreign securities by U.S.
investors remained strong in 2004, with
most of the strength coming in the sec-
ond half of the year.

U.S. direct investment abroad contin-
ued at a strong pace, as reinvested earn-
ings remained sizable. Direct invest-
ment into the United States rebounded
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in the first three quarters of 2004 from
its anemic pace in 2003; global mergers
and acquisitions revived, and reinvested
earnings picked up. Overall, net direct
investment outflows continued over the
first three quarters of 2004 but at a lower
pace than in 2003.

Net inflows of portfolio -capital
exceeded net outflows of direct invest-
ment and represented the financial coun-
terpart to the U.S. current account defi-
cit. These net financial inflows imply a
further decline in the U.S. net interna-
tional investment position, which began
2004 at a reported level of negative
$2.4 trillion (22 percent of GDP).

The Labor Market

Employment and Unemployment

The labor market improved notably in
2004. Private payrolls, which began
to post sustained increases in late
2003, rose an average of 170,000 per
month last year. Progress was not steady
over the course of the year, however.
Employment growth stepped up sharply
in the spring to a pace of almost 300,000
per month in March, April, and May;
net hiring then dropped back to subpar
rates of about 100,000 per month in
June through September. In the four
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months since then, increases in private
payrolls have averaged 165,000 per
month.

The improved pace of hiring was
widespread, as all major industry groups
contributed to faster employment
growth relative to that of the latter part
of 2003. The largest gains were in
professional and business services and
health services. The construction sec-
tor also posted substantial gains. In the
manufacturing sector—where employ-
ment had declined almost continuously
since early 2000—payrolls increased in
the spring when overall employment
was rising sharply but were about
unchanged, on net, over the second
half of the year. Employment gains in
retail trade and in food services were
also brisk over the first half of the
year but tapered off in the second half.
Meanwhile, state and local governments
added substantially to their payrolls last
year, especially for education, but civil-
ian employment in the federal govern-
ment edged lower.

The unemployment rate fell from
near 6 percent in late 2003 to less than
52 percent by late last year; joblessness
fell further in January 2005, to 5% per-
cent. The decline in the unemployment
rate over the past year reflected both the
pickup in hiring and a labor force par-
ticipation rate that remained surprisingly
low. From 2001 through 2003, the par-
ticipation rate declined by more than
would have been predicted on the basis
of past relationships with indicators
of labor demand, and in 2004, when the
pace of hiring increased, the participa-
tion rate leveled off but failed to rise.
These considerations suggest that there
may be a persistent component to the
recent softness in participation. How-
ever, participation had been quite strong
through 2000, when the labor market
was extremely tight, and the fact that
participation turned down at the same
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time that labor demand weakened sug-
gests that at least some of the recent
low participation is cyclical. To the
extent that some of this low participa-
tion proves to be transitory, the resump-
tion of more-rapid labor force growth
will limit the speed at which employ-
ment gains further push down the unem-
ployment rate.

Productivity and Labor Costs

Labor productivity rose solidly again
last year. Output per hour in the non-
farm business sector increased an esti-
mated 2% percent over the year. This
increase was somewhat below the out-
sized 4 percent average pace of increase
from 2001 through 2003. Those earlier
huge productivity gains were not associ-
ated with especially large accumulations
of new capital equipment, as had been
the case during the late 1990s; instead,
to a large degree, the gains seem to
have been related to more effective use
of capital equipment that had been
acquired earlier and to one-time organi-
zational innovations induced by firms’
earlier reluctance to commit to increased
hiring. Still, last year’s 2%2 percent
increase in productivity was impressive
by long-run standards: It was in line

Change in Output per Hour

Percent, annual rate

1948
1973

1973-
1995

1995-
2000

Note. Nonfarm business sector.
Sourct. Department of Labor, Bureau of Labor
Statistics.

2002 2004

with the pace of the late 1990s and well
above rates that had prevailed during the
preceding two decades.

Increases in hourly labor compensa-
tion remained moderate last year. As
measured by the employment cost index
(ECI), which is based on a quarterly
survey from the Bureau of Labor Sta-
tistics, hourly compensation in private
nonfarm businesses increased 3% per-
cent in 2004, a bit less than in 2003. An
alternative measure is compensation per
hour in the nonfarm business sector as
derived from compensation data in the
NIPAs. This measure of hourly compen-
sation rose 3%2 percent last year, an
increase similar to that in the ECI but
substantially less than the 5% percent
rise in 2003.

As has been the case for several years,
the cost of employee benefits rose con-
siderably more than did wages and sala-
ries last year. The benefits component
of the ECI increased nearly 7 percent,
while the wages and salaries component
posted a much more moderate 3 percent
increase. The rise in hourly wages and
salaries was about the same as increases
in the preceding two years; although
probably boosted by last year’s higher
rate of price inflation, wages were likely
held down by the continued, though
diminishing, labor market slack and also
by employers’ attempts to offset con-
tinued large increases in benefits costs.
Health insurance costs continued to
rise rapidly. As measured by the ECI,
employers’ costs of health insurance,
which account for about 6 percent of
overall compensation costs, rose 7 per-
cent last year after having increased
more than 10 percent per year in 2002
and 2003.

Prices

Overall consumer prices rose notably
more in 2004 than they did in 2003, and
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the sharp increase in energy prices
accounted for much of the step-up. The
chain-type price index for personal
consumption expenditures (PCE) rose
2% percent last year, compared with an
increase of 1% percent in 2003. The
increase in PCE prices excluding food
and energy was considerably smaller—
only 1%2 percent, up a little more than
Va4 percentage point from the increase
in 2003. Inflation as measured by the
market-based component of core PCE
prices—which excludes a collection of
erratic prices that are unobservable from
market transactions and which the
Bureau of Economic Analysis began to
publish early last year—was in line with
overall core PCE inflation last year. The
core consumer price index (CPI) rose
about 2 percent last year after having
increased 1Ya percent in 2003. (The CPI
differs from PCE prices in a number of
respects, but one factor that boosted CPI
inflation relative to PCE inflation last
year was a difference in the way the two
indexes measure the prices of medical
services, especially physicians’ services,
which rose much more rapidly in the
CPI than in the PCE index.) The rise in
core consumer prices was largest in the
early months of 2004: Core PCE prices
increased at an annual rate of nearly
2 percent over the first half of the year
and then decelerated to a 1% percent
rate of increase in the second half.

The price index for GDP was less
affected by last year’s rise in energy
prices than was the PCE measure; much
of the energy price increase was attribut-
able to the higher prices of imported oil,
which are excluded from GDP because
they are not part of domestic produc-
tion. GDP prices increased 2Y2 percent
last year, 3% percentage point faster
than in 2003. In addition to the rise in
PCE prices (excluding the influence of
imported oil), GDP prices were affected
by a sizable increase in construction

Alternative Measures of Price Change

Percent

Price measure 2002 | 2003 | 2004
Chain-type
Gross domestic product ........ 1.6 1.7 24
Gross domestic purchases ...... 1.8 1.8 29
Personal consumption
expenditures .............. 18 1.7 25
Excluding food and energy ...| 1.5 12 1.6
Market-based PCE excluding
food and enmergy ........... 14 1.0 1.6
Fixed-weight
Consumer price index .......... 22 1.9 34
Excluding food and energy ...| 2.0 1.2 21

Note. Changes are based on quarterly averages of
seasonally adjusted data.

Source. For chain-type measures, Department of
Commerce, Bureau of Economic Analysis; for fixed-
weight measures, Department of Labor, Bureau of Labor
Statistics.

prices for residential and nonresidential
structures.

The jump in consumer energy prices
in 2004 was driven by the run-up in
crude oil prices. The prices of both gaso-
line and fuel oil increased approximately
30 percent over the year, and higher oil
costs accounted for the bulk of the
increase. Prices of natural gas, which
can often substitute for fuel oil in the
industrial sector, rose notably as well
last year despite the restraining influ-
ence of ample inventories. Electricity
prices, which tend to reflect fuel costs
with a lag, also moved higher through
most of the year but dropped back some
near year-end.

Consumer food prices rose around
3 percent for a second consecutive
year in 2004. Exports of beef dropped
sharply last year when most of the larg-
est importing countries placed restric-
tions on U.S. beef after a case of mad
cow disease was discovered. Neverthe-
less, domestic demand was sufficiently
strong to support consumer meat prices
last year. Fruit and vegetable prices
trended sideways through most of the
year but then rose sharply in the fall
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because of crop damage associated with
the series of hurricanes that hit the
Southeast in August and September.
In addition, prices for food away from
home, which are driven more by labor
costs than by raw food prices, increased
more rapidly last year than in 2003.

Core consumer prices were influ-
enced by a variety of forces last year.
Price increases were likely restrained by
continuing slack in labor markets and
in some product markets, but businesses
faced considerable pressure from sev-
eral sources of increased costs. First,
the indirect effects of the large jump in
energy prices fed through to businesses
throughout the economy and were espe-
cially important for firms in energy-
intensive industries, such as those that
produce plastics and fertilizers. Second,
prices were up sharply for a number
of other industrial commodities, includ-
ing lumber and a variety of metals.
These price increases reflected strength-
ening economic activity abroad as well
as in the United States. Although these
non-oil commodities represent a small
part of businesses’ overall costs, some
businesses likely felt the pinch of sus-
tained price increases in these areas.
Third, the declining exchange value of
the dollar boosted import prices, includ-
ing those of many inputs to production.
Finally, the deceleration in labor pro-
ductivity boosted unit labor costs after
two years of declines; nevertheless, last
year’s 1 percent rise in unit labor costs
was quite modest.

Taken together, these influences left
their clearest mark on the prices of
goods rather than services. Core goods
prices were about unchanged, on aver-
age, last year, but this period of stability
followed a period of unusually large
declines in 2003. In particular, the prices
of new motor vehicles leveled off after
falling notably in 2003, and the prices
of used vehicles reversed some of their

sharp 2003 declines. Prices of non-
energy PCE services rose about 2 per-
cent in 2004—a smaller increase than in
2003.

Last year’s rise in inflation showed
through to short-term measures of
expected inflation, but longer-term mea-
sures remained stable. According to
the Michigan SRC, households’ median
expectations for inflation over the next
year moved up considerably in the
spring as inflation was rising, but then
they eased back and ended the year near
3 percent—up from around 2Y2 percent
in late 2003. In contrast, the median
expectation for inflation over the next
five to ten years held about steady
near 2% percent throughout this period.
Inflation compensation as measured
by spreads between yields on nominal
Treasury securities and inflation-
indexed securities—another indicator of
expected inflation, albeit one that is also
influenced by perceptions of inflation
risk and perhaps also by the develop-
ment of the market for inflation-indexed
debt—showed a similar pattern. Infla-
tion compensation over the next five
years moved up about Y2 percentage
point during 2004, to 2 percent, while
compensation at the five- to ten-year
horizon edged lower, on net, over the
year.

U.S. Financial Markets

Domestic financial conditions were sup-
portive of economic growth in 2004.
Interest rates on longer-term Treasury
securities remained low, corporate risk
spreads fell, and stock prices, on bal-
ance, registered gains. These develop-
ments occurred even as market partici-
pants revised up their expectations for
the path of the federal funds rate. At
the beginning of 2004, futures market
quotes implied that investors expected a
1%4 percent target for the federal funds

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



24 9lst Annual Report, 2004

Interest Rates on Selected
Treasury Securities

Percent
—  Ten-year — 6
e it
— — 4
oy Two-year Al
—_ — 2
~ Three-month A
L1 | | | |
2002 2003 2004 2005

Note. The data are daily and extend through Feb-
ruary 9, 2005.
Source. Department of the Treasury.

rate at year-end, 50 basis points below
the target actually established at the
FOMC meeting in December 2004.
Consistent with the revision in policy
expectations, yields on two-year Trea-
sury notes increased about 1% percent-
age points in 2004. Yields on longer-
dated Treasury securities, however,
ended the year essentially unchanged.
Despite the run-up in oil prices, equity
prices registered solid gains in 2004
after rising sharply the year before. Risk
spreads on investment-grade corporate
debt declined a touch, and those on
speculative-grade debt fell more notice-
ably. Moreover, banks appreciably eased
terms and standards for lending to
businesses.

Interest Rates

Most market interest rates rose, on bal-
ance, over the first half of 2004, particu-
larly at shorter maturities. The FOMC’s
decision at its January meeting to shift
from a statement that monetary policy
could remain accommodative for “a
considerable period” to an indication
that it could be “patient” in removing
policy accommodation prompted a rise
in market interest rates. In early Febru-

ary and March, yields fell substantially
in response to employment reports that
indicated tepid job growth. Prices of
federal funds and Eurodollar futures
contracts implied that investors placed
only small odds on an increase in
the target funds rate before late 2004
and that they envisioned only moderate
monetary policy tightening thereafter.
Longer-term interest rates and the
expected path for the federal funds rate
were considerably marked up later in
the spring in response to data suggesting
a pickup in aggregate demand and hir-
ing, readings on core inflation that came
in above expectations, and rising oil
prices. In the statement released after its
May meeting, the Committee indicated
that policy accommodation was likely to
be removed at a “measured” pace. At
its June meeting, the Committee raised
the target for the federal funds rate from
1 percent to 1Y4 percent, but it continued
to assess the risks to sustainable growth
and to price stability as balanced and
reiterated the ‘“‘measured pace” lan-
guage. Interest rates across the term
structure declined somewhat immedi-
ately after the announcement, reportedly
because some market participants had
expected the FOMC to mention upside
risks to growth or inflation in its
statement.

Chairman Greenspan’s congressional
testimony in July on monetary policy,
which suggested that recent softness in
consumer spending would likely prove
short lived, sparked a jump in yields
on Treasury securities. However, inter-
est rates subsequently moved lower, on
balance, as incoming data pointed to
weaker spending and employment than
investors had expected as well as to
more-subdued core inflation. Apart from
the August employment report, which
seemed to hint that the economy was
emerging from its “soft patch,” incom-
ing economic news remained somewhat
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lackluster through the end of the third
quarter. However, investors reportedly
viewed FOMC statements and com-
ments by FOMC officials as more san-
guine on near-term prospects for the
economy than they had expected. In par-
ticular, the release of the minutes from
the August FOMC meeting, which refer-
enced the probable need for “significant
cumulative tightening,” prompted inves-
tors to mark up their expectations for the
near-term path of monetary policy.

Short-term Treasury yields rose a bit
further over the fall in association with
actual and expected policy tightening,
but long-term Treasury yields were little
changed on net. Investors’ expectations
for the path of monetary policy firmed
a bit more in the fourth quarter
in response to higher-than-anticipated
inflation and remarks from Federal
Reserve officials that were reportedly
interpreted as suggesting that an immi-
nent pause in the tightening cycle was
unlikely.

As the economic expansion gathered
momentum and measures of corporate
credit quality improved, investors’ per-
ception of risk seemed to diminish, and

Spreads of Corporate Bond Yields over
Comparable Off-the-Run Treasury Yields
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Sourck. Merrill Lynch AA and BBB indexes and
Merrill Lynch Master II high-yield index.

their willingness to bear risk apparently
increased. Risk spreads on investment-
grade corporate debt over comparable
Treasuries ended the year slightly below
their levels at the end of 2003. Spreads
of speculative-grade yields declined
further after narrowing sharply during
2003.

In early 2005, market participants
boosted their expectations for the
path of the federal funds rate, partly in
response to the publication of the min-
utes of the December FOMC meeting,
which investors reportedly interpreted
as pointing to greater concerns about
inflation than had been expected. Short-
and intermediate-term Treasury yields
rose along with expectations for the
path of monetary policy, but longer-
term yields edged lower. Yields on
investment- and speculative-grade cor-
porate bonds largely moved with those
on comparable Treasury securities, and
hence risk spreads remained at low
levels.

Equity Markets

After surging as much as 30 percent
in 2003, broad stock market indexes
climbed modestly over the first half of
2004. The boost to equity prices from
robust earnings reports and analysts’
upward revisions for future profits
during this period was offset in part by
rising interest rates in the second quar-
ter, worries about geopolitical devel-
opments, and sharply higher oil prices.
Stock prices dipped early in the second
half in response to softer economic data,
further concerns about energy prices,
and guidance from corporations that
pointed to a less optimistic trajectory for
earnings than investors had reportedly
been expecting. However, as oil prices
pulled back toward the end of 2004 and
news on the economy improved, stock
prices rebounded to post solid gains
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for the year. The increases were led by
stocks with comparatively small market
capitalizations; the Russell 2000 index
climbed 17 percent in 2004 to a record
high. The S&P 500 and the technology-
laden Nasdaq advanced about 9 percent
and 8'2 percent respectively. To date in
2005, equity prices have edged lower,
on balance, as investors have responded
to a rebound in oil prices, lackluster
earnings reports, cautious guidance for
future profits, and indications of contin-
ued monetary policy tightening.

Expected volatility implied by options
prices for both the Nasdiq 100 and
the S&P 500 declined further in 2004
from already low levels. The difference
between the earnings—price ratio and the
real ten-year Treasury yield—a crude
measure of the premium investors
require for holding equity shares—
changed little, on balance, remaining
close to its average value over the past
two decades but above its level during
the late 1990s.

Debt, Bank Credit, and M2

The aggregate debt of domestic non-
financial sectors is estimated to have
increased about 7% percent in 2004,
somewhat faster than nominal income
but a bit slower than the pace set the

year before. Household and federal debt
expanded rapidly. Borrowing by non-
financial businesses was moderate,
although it picked up in the fourth
quarter.

Commercial bank credit rose about
9 percent in 2004, a larger advance than
in the previous year. Expansion of mort-
gage and home equity loans on banks’
books remained strong, as activity in
the housing market stayed robust while
mortgage originations shifted somewhat
toward adjustable-rate products. After
several years of runoffs, business loans
began to grow in the second quarter of
the year. According to survey evidence,
commercial banks eased terms and stan-
dards on business loans as the economic
outlook improved and competition from
other banks and nonbank lenders inten-
sified. Also, banks reported a pickup in
demand for business loans that was said
to be driven by customers’ needs to fund
rising accounts receivable, inventories,
capital expenditures, and mergers. After
adjusting for certain reclassifications
of securities as loans, the growth of con-
sumer loans on banks’ books remained
sluggish. Despite reports of increased
competition among banks and nonbank
intermediaries, bank profits were again
strong in 2004. Banks experienced fur-
ther improvements in asset quality and,
as a result, reduced their provisions for
loan losses.

M2 grew at a pace roughly in line
with that of nominal GDP during the
first half of 2004. A resurgence of mort-
gage refinancing spurred by the first-
quarter decline in mortgage rates likely
boosted liquid deposit growth, as pro-
ceeds from refinancing were temporarily
held in deposit accounts pending dis-
bursement to the holders of mortgage-
backed securities. M2 growth slowed in
the second half of the year in response
to a drop in mortgage refinancing activ-
ity and the increased opportunity cost of
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holding M2 assets, as returns available
on market instruments rose more than
those on M2 components. For example,
yields on retail money market mutual
funds moved up more slowly than
did short-term market interest rates, and
assets of money funds accordingly con-
tinued to shrink. Small time deposits,
which had contracted over the previous
three years, resumed expansion in the
second half of the year, as their yields
began to rise in association with the
increase in other market rates. Currency
grew at its slowest rate since 2000,
apparently reflecting sluggish demand
by both domestic and foreign holders.
On balance, M2 growth from the fourth
quarter of 2003 to the fourth quarter of
2004 was about 5% percent. The veloc-
ity of M2 rose 1 percent, on net, roughly
in line with the historical relationships
among money, income, and opportunity
cost.

International Developments

Foreign economic activity expanded in
2004 at a faster pace than in the preced-
ing three years. The pickup in growth
was widespread—global manufactur-
ing and trade rebounded across indus-
trial and emerging economies, in part
because of strong demand from the
United States and China. In the second
half of the year, trade and foreign GDP
growth slowed, partly as a result of
higher oil prices and the appreciation of
some foreign currencies against the dol-
lar. The run-up in oil prices and other
commodity prices contributed to higher,
though still moderate, inflation across
industrial and emerging economies.
Monetary policy in many foreign
economies tightened over the course
of 2004. Citing high rates of capacity
utilization and mounting inflationary
pressures, the Bank of England raised its
target interest rate 100 basis points but

has been on hold since August amid
signs that housing prices and consumer
spending are cooling. After cutting offi-
cial interest rates earlier in the year, the
Bank of Canada raised rates in the fall
in response to diminishing slack in the
economy. The Bank of Mexico tight-
ened policy throughout the year to resist
rising inflation, and Chinese authorities
made monetary policy more restrictive
to rein in soaring investment demand. In
the euro area and Japan, central banks
kept policy interest rates unchanged in
2004.

Foreign equity price indexes recorded
moderate net gains last year after larger
increases in 2003. Equity markets
started the year strong, but prices
declined in the spring as interest rates
rose. The run-up in oil prices between
July and October appeared to weigh
on foreign equity prices, but the subse-
quent decline in oil prices helped sup-
port a rise in equity prices late in the
year. Foreign long-term interest rates
declined, on net, during 2004. Rates
rose in the second quarter as new data
(including reports from the United
States) that showed faster growth and
higher inflation led market participants
to expect more-aggressive monetary
tightening. However, foreign long-term
interest rates slipped after midyear,
when foreign growth slowed and for-
eign currencies appreciated against the
dollar. Over the first half of the year,
spreads on internationally issued sover-
eign debt of emerging-market econo-
mies over U.S. Treasuries moved up
somewhat from low levels, but spreads
more than reversed those increases in
the second half.

The path of the exchange rate was
uneven over the course of 2004. The
dollar rose slightly in the first half of the
year on perceptions that monetary pol-
icy would tighten more quickly in the
United States than abroad. Beginning in
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Spread on Internationally Issued Sovereign
Debt of Emerging-Market Economies
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yield of certain dollar-denominated sovereign debt
instruments of emerging-market economies over U.S.
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encompassed nineteen countries.

Source. J.P. Morgan Emerging Market Bond Index
Plus (EMBI+).

September, however, the dollar resumed
the depreciation that had started in 2002,
as market participants focused on the
financing implications of the large and
growing U.S. current account deficit. In
2004, the dollar depreciated about 7 per-
cent, on net, against the euro, the UK.

U.S. Dollar Exchange Rate against
Selected Major Currencies

Week ending January 4, 2002 = 100

2002

2003

Note. The data are weekly and are in foreign
currency units per dollar. The last observation for each
series is the average of trading days through February 9,
2005.

Source. Bloomberg L.P.

pound, and the Canadian dollar. The dol-
lar declined 4 percent, on net, against
the Japanese yen and 13 percent against
the Korean won, but some other Asian
central banks, most notably the People’s
Bank of China, kept their currencies
stable against the dollar. So far in 2005,
the dollar has rebounded, with market
commentary focusing on the positive
differential between U.S. economic
growth and that in Europe and Japan.

Industrial Economies

After increasing strongly in the first
quarter, Japanese GDP growth stagnated
in the remainder of 2004. Growth in
exports and business investment slowed
over the year, and government invest-
ment contracted. However, corporate
profits and balance sheets improved, and
labor market conditions also brightened,
with the job-offers-to-applicants ratio
rising to a twelve-year high. Consumer
prices continued to decline in 2004,
though only slightly. In contrast, higher
commodity prices helped push twelve-
month wholesale price inflation up to
2 percent late in the year, its highest rate
since 1990. The yield on the ten-year
bellwether government bond rose from
its June 2003 record low of about Y2 per-
cent to nearly 2 percent in midyear
before retreating to about 12 percent
recently. After making substantial sales
of yen for dollars in the first quarter,
Japanese authorities ceased interven-
tion in mid-March and remained on the
sidelines even as the yen appreciated
significantly against the dollar in the
fall.

Economic conditions in the euro area
firmed during the first half of 2004 but
weakened in the second half. Private
consumption and investment spending
continued to rise, but export growth
slowed after midyear. German GDP
growth slowed to a crawl in the second
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half, as German consumer spending
remained anemic, held down by a weak
labor market and low consumer confi-
dence. In contrast, French GDP growth
was strong in the fourth quarter. The
euro-area unemployment rate has been
near 9 percent since rising to that level
in early 2003. Inflation for the euro area
remained just above the European Cen-
tral Bank’s medium-term goal of less
than, but close to, 2 percent.

With the exception of a slowdown in
the third quarter, economic expansion in
the United Kingdom stayed strong dur-
ing 2004, largely because of the brisk
growth of consumption and government
spending. Labor markets remained tight
in 2004; the unemployment rate ticked
down to its lowest level in almost three
decades, and labor earnings posted solid
gains. Consumer price inflation over the
twelve months ending in December was
1142 percent, below the central bank’s
official target rate of 2 percent. Housing
price rises slowed sharply from rapid
rates and were muted during the second
half of 2004. Household net mortgage
borrowing declined to a level 20 percent
below its 2003 peak.

The Canadian economy expanded at
a healthy pace throughout 2004. Sizable
gains in consumption and investment
boosted output throughout the year.
Export growth, supported by demand
from the United States, was strong in
the first half of the year but stagnated in
the second half as U.S. manufacturing
growth slowed and the Canadian dol-
lar’s appreciation hurt Canadian trade.
The unemployment rate declined mod-
erately over the year, and employment
posted strong gains. Consumer price
inflation has settled at about 2 percent,
the midpoint of the Bank of Canada’s
inflation target range, whereas inflation
excluding food, enmergy, and indirect
taxes declined to around 1Y% percent by
year-end.

Emerging-Market Economies

Growth of real GDP in China remained
very robust in 2004, supported by strong
domestic demand and exports. The
Chinese government took steps early in
the year to slow investment spending,
curbing investment approvals and lend-
ing. Investment growth slowed signifi-
cantly but remained rapid. At the same
time, indicators of personal consump-
tion spending strengthened, and Chinese
exports and imports continued to soar in
2004. Consumer price inflation peaked
at a twelve-month change of more than
5 percent in July but has fallen since
then to less than 3 percent, as food
prices have moderated. Inflation exclud-
ing food is only about 1 percent.

Supported by exports to China, eco-
nomic growth in other Asian emerging-
market economies was generally strong
in 2004. Economic expansion in Korea
remained heavily dependent on external
demand because high levels of con-
sumer debt continued to weigh on con-
sumption spending. Inflation across
emerging Asia, though still moderate,
was pushed up by higher energy prices
and strong aggregate demand.

The Mexican economy grew rapidly
in the first half of the year in response to
strong demand from the United States.
In the third quarter, Mexican GDP
growth slowed somewhat, as manufac-
turing exports stagnated, but domestic
demand remained buoyant. Increases
in energy and food prices pushed up
twelve-month consumer price inflation
to more than 5 percent, above the Bank
of Mexico’s target range of 2 percent
to 4 percent. Monetary policy tightened
throughout the year, and inflation
began to fall near year-end. Oil revenues
boosted the Mexican public-sector fiscal
surplus and allowed Mexican govern-
ment spending to provide stimulus while
still meeting fiscal targets.
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In Brazil, economic activity con-
tinued to expand robustly in 2004.
Domestic demand was supported by the
monetary loosening that occurred in the
second half of 2003 and early 2004.
Export growth was boosted by demand
for commodities and the recovery
in Argentina. Brazilian asset prices
declined through May on expectations
that higher global interest rates would
make it more difficult for the Brazilian
government to finance its debt, but stock
prices have moved up sharply since
May, and the currency has appreciated.

Concerns over inflation pressures have
prompted the central bank to tighten
monetary policy since September.

In Argentina, the economic recovery
picked up steam last year, as exports
were supported by strong demand for
commodities. The country continues,
however, to grapple with difficult
structural problems. After more than
three years in default, the government
launched a debt swap in January with
the goal of restructuring more than
$80 billion in defaulted bonds. .
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Monetary Policy Report of July 2004

Monetary Policy and the
Economic Outlook

The economic expansion in the United
States became increasingly well estab-
lished in the first half of 2004, but the
pace of inflation picked up from its
very low rate in 2003. At the time of the
February Monetary Policy Report to the
Congress, considerable evidence was
already in hand indicating that the US.
economy had made the transition from
a period of subpar growth to one of
more-vigorous expansion. Nevertheless,
job creation remained limited, and gains
in investment, although sizable, still
seemed restrained by a lingering caution
on the part of some businesses. In the
event, businesses stepped up their hir-
ing in the spring, and capital spending
seems to have continued apace.

Over the first half of this year, energy
prices soared; moreover, inflation in
core consumer prices—as measured by
the price index for personal consump-
tion expenditures excluding the direct
effects of movements in food and energy
prices—increased from an exceptionally
low rate of 1 percent over the four quar-
ters of 2003 to an annual rate of a little
more than 2 percent. To some extent, the
upturn in core inflation reflected the
indirect effects of higher energy prices,
but other forces also played a role.
Strengthening aggregate demand both at
home and abroad induced a surge in the
prices of many primary commodities

Note. The discussion in this section consists
of the text and tables from the Monetary Policy
Report submitted to the Congress on July 20,
2004; the charts from this report (as well as earlier
reports) are available on the Board’s web site, at
www.federalreserve.gov/boarddocs/hh.

and industrial materials. In addition, the
decline in the foreign exchange value
of the dollar in 2003 put upward pres-
sure on the prices of imported goods and
services. With strong demand in the
United States and increased utilization
of the productive capacity of the econ-
omy, firms were better able to pass on
the higher costs of imports, raise the
prices of domestically produced items
that compete with imports, and in many
cases boost their profit margins. Likely
in response to the faster rate of price
increases experienced this year, surveys
suggest that near-term inflation expec-
tations have moved up somewhat; still,
expectations for price inflation over the
longer term have remained in their
recent range.

Monetary policy was very accommo-
dative at the start of 2004 as the Fed-
eral Open Market Committee (FOMC)
sought to provide continuing support to
an economic expansion that had yet to
produce a sustained improvement in the
labor market and to ensure that the pre-
vious year’s threat of an unwelcome
disinflation would continue to recede.
Although real GDP had accelerated
sharply in the second half of 2003, the
incoming data through the time of the
March meeting suggested that employ-
ment was growing only slowly, as
employers were relying on increased
production efficiencies to satisfy consid-
erable gains in aggregate demand. Surg-
ing oil prices were boosting overall
inflation, while core inflation—though
no longer declining—was still low. With
subsequent labor market reports sug-
gesting that hiring was on a stronger
track, growth in output continuing at a
solid pace, and core consumer price
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inflation possibly running higher, the
FOMC announced in May that it saw
the risks to the goal of price stability as
having moved into balance. Even so, the
Committee stated that it believed that
the monetary policy accommodation.
then in place could be *“removed at a
pace that is likely to be measured.”
Indeed, at its June meeting, the FOMC
decided that sufficient evidence was in
hand to begin moving the federal funds
rate back toward a more neutral setting
and raised the federal funds rate Y4 per-
centage point to 1%4 percent, a decision
that was widely anticipated by market
participants.

Although some of the recent data
have been on the soft side, the avail-
able information on the outlook for
the U.S. economy is, on balance, posi-
tive. Households are enjoying a gen-
erally improving job market, rising
real incomes, and greater wealth, all of
which are providing them with the con-
fidence and wherewithal to spend. In the
business sector, capital spending appar-
ently is continuing to increase briskly,
bolstered by expectations of strong sales
as well as by booming profits and
supportive financial conditions; invest-
ment should also continue to be buoyed
by firms’ adoption of productivity-
enhancing technologies. Moreover,
inventories appear to be lean relative to
sales even after taking account of the
substantial improvements firms have
made in managing their stocks, suggest-
ing that stockbuilding may provide
some impetus to production in the near
term. The brightening outlook for eco-
nomic activity abroad suggests that
demand for U.S. exports should grow
and provide a further lift to domestic
production.

The prospects also seem favorable for
inflation to remain contained in the
period ahead. For one reason, some of
the forces that contributed to the upturn

in core inflation in the first half of 2004
are likely to prove transitory. In particu-
lar, the upward impetus from the rise in
energy and commodity prices is likely
to lessen in coming quarters. For another
reason, the evidence suggests that the
productive capacity of the economy is
still not being fully used and that the
attendant slack is probably exerting
some downward pressure on inflation.
If—as seems likely—the economy
approaches full utilization of its produc-
tive capacity only gradually, that down-
ward pressure should persist for a time.
Moreover, productivity remains on a
solid uptrend and should continue to
restrain costs. To date, the gains in pro-
ductivity have helped to boost profit
margins. As firms compete to take
advantage of profit opportunities, they
may eventually be forced to absorb a
portion of any increases in labor and
other costs that occur. But history sug-
gests that the absorption of costs has
limits. Indeed, unit labor costs have
turned up of late, as productivity growth
has slowed below the rate of increase in
hourly compensation. If increases in
those costs were to develop any upward
momentum, the well-behaved nature
of inflation in recent years could be
jeopardized.

Monetary Policy, Financial
Markets, and the Economy
over the First Half of 2004

At the beginning of 2004, the FOMC
was growing more confident that the
economic expansion was likely to be
self-sustaining, particularly in light of
the significant firming of business out-
lays and the continued strength in house-
hold spending. Moreover, stimulative
fiscal and monetary policies, in conjunc-
tion with receptive financial markets,
appeared likely to provide substantial
support to economic activity and to ward
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off any further disinflation. However,
the Committee remained concerned
about the persistent weakness in the
labor market. At its January meeting,
the FOMC left the target for the federal
funds rate at 1 percent. The Committee
generally felt that the apparent slack in
labor and product markets and contin-
ued strong productivity growth were
likely to keep the underlying trend in
inflation subdued, but it nevertheless
was cognizant that a highly accommo-
dative stance for monetary policy could
not be maintained indefinitely. Given
these considerations, the Committee
modified the language of its policy state-
ment to gain greater flexibility to firm
policy should circumstances warrant.
The Committee achieved this added
flexibility by removing its assessment
that monetary policy would be accom-
modative for “a considerable period”
and instead saying that the Committee
could be “patient” in removing its pol-
icy accommodation.

At the time of the March FOMC
meeting, the Committee believed that
conditions were mostly in place for fur-
ther solid economic growth. Industrial
production had picked up broadly, and
consumer and business spending contin-
ued to expand briskly. However, the
employment reports for January and Feb-
ruary still painted a picture of subdued
hiring. With financial markets quite
accommodative, the Committee recog-
nized that maintaining the current stance
of policy could fuel inflation pressures
and perhaps encourage excessive risk-
taking by financial market participants.
The Committee concluded that the low
level of core consumer price inflation
and continued evidence of weak hiring
argued for the retention of both its 1 per-
cent target for the federal funds rate
and the wording in its statement that
the Committee could be “patient” with
respect to changes in monetary policy.

At the May FOMC meeting, members
noted a distinct improvement in the eco-
nomic outlook. The labor market figures
reported for March had proved to be
strong, and the reports for the two pre-
vious months had been revised upward
significantly. Consumer price inflation
in the first quarter of the year was faster
than it had been in the previous quarter.
Although much of this rise was due to
escalating energy costs, core inflation
also stepped up, and survey-based mea-
sures of near-term inflation expectations
had edged higher. In response to the
indications of rising aggregate demand
and a strengthening job market, yields
on Treasury securities had risen appre-
ciably. Accordingly, the Committee was
of the view that the expansion would be
vigorous and believed that the odds of
any further disinflation had been sub-
stantially reduced. On the basis of the
evolving outlook for economic activity
and prices, the Committee revised its
assessment of risks to indicate that the
upside and downside risks for inflation
had moved into balance. To underscore
its belief that policy would probably
soon need to move toward a more neu-
tral stance while emphasizing that this
process was not expected to be rapid,
the Committee stated its judgment that
monetary policy accommodation “can
be removed at a pace that is likely to be
measured.”

At the time of the June FOMC meet-
ing, incoming information tended to
confirm that the economy was expand-
ing at a solid pace but also indicated
that inflation was higher than had been
anticipated. Quotes on near-term money
market futures and options suggested
that market participants were nearly cer-
tain of an increase of 25 basis points in
the target for the federal funds rate at
that meeting and had priced in a cumu-
lative increase of about 24 percentage
points in the federal funds rate over the
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next year. The Committee agreed that
the current substantial degree of policy
accommodation was no longer war-
ranted and decided to increase its target
for the federal funds rate 25 basis points.
The Committee noted that it considered
the risks to both sustainable economic
growth and stable prices to be roughly
balanced and maintained its appraisal
that policy accommodation ‘“‘can be
removed at a pace that is likely to be
measured” but also emphasized that it
will “respond to changes in economic
prospects as needed to fulfill its obliga-
tion to maintain price stability.”

Economic Projections
for 2004 and 2005

In conjunction with the FOMC meeting
at the end of June, the members of the
Board of Governors and the Federal
Reserve Bank presidents, all of whom
participate in the deliberations of the
FOMC, were asked to provide economic
projections for 2004 and 2005. The cen-
tral tendency of the FOMC participants’
forecasts for the increase in real GDP is
44 percent to 4% percent over the four
quarters of 2004 and 3'2 percent to
4 percent in 2005. The civilian unem-
ployment rate is expected to lie between
5Ya percent and 5% percent in the
fourth quarter of 2004 and to decline to
between 5 percent and 5Y4 percent by
the fourth quarter of 2005.

Starting with this report, the Federal
Reserve will provide projections for the
price index for personal consumption
expenditures excluding food and energy
(core PCE), which the Committee
believes is better as an indicator of
underlying inflation trends than is the
overall PCE price measure previously
featured. Core PCE inflation appears to
have run a little above an annual rate of
2 percent in the first half of 2004; for
2004 as a whole, most FOMC partici-
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Economic Projections for 2004 and 2005

Percent

Federal Reserve Governors
and
Bank presi
Indicator Reserve Bank presidents
Central
Range tendency
2004
Change, fourth quarter
to fourth quarter!
Nominal GDP ............ 67 6Ya—6%
RealGDP ................ 4-4% A4,
PCE price index excluding
food and energy ...... 152 1%-2
Average level,
fourth quarter
Civilian unemployment
FALE . .cooveivennnnnnns 5Ya-514 5Ya-5Ys
2005
Change, fourth quarter
to fourth quarter? :
Nominal GDP ............ 4%-6'% 5Y4—6
RealGDP ................ 314 34
PCE price index excluding
food and energy ...... 11521 1152
Average level,
Jourth quarter
Civilian unemployment
Fale .....ovieiiiins 5-5% 5-5Ya

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

pants expect it to lie between 1% per-
cent and 2 percent. For 2005, the central
tendency of the projections for core PCE
inflation is 1% percent to 2 percent.

Economic and Financial
Developments in 2004

After having surged in the second half
of 2003, economic activity continued to
expand at a solid pace in the first half
of 2004. In the labor market, payroll
employment started to increase last fall
after a long string of declines and picked
up further during the first half of
this year. Headline inflation has been
boosted significantly by the jump in
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energy prices this year, but core infla-
tion has also moved up from the excep-
tionally low levels of late 2003.

The Household Sector

Consumer Spending

Consumer spending, which had gath-
ered a good bit of steam in the second
half of 2003, continued to move higher
in the first half of 2004. The growth in
spending was spurred by substantial
gains in income. In addition, household
wealth has risen sharply over the past
year, and consumer surveys indicate that
individuals are generally upbeat in their
assessments of the economy’s prospects
and of their own situations.

Personal consumption expenditures
rose at an annual rate of 3% percent in
real terms in the first quarter. Spending
on light motor vehicles, which had been
supported in late 2003 by aggressive
price and financing incentives, slipped
somewhat in early 2004. But outlays for
goods other than motor vehicles, which
had risen 62 percent in real terms in
2003, posted another huge increase in
the first quarter; spending on services
also perked up after having advanced
only modestly in 2003. The available
data point to a much smaller increase in
consumer spending in the second quar-
ter; the deceleration mainly reflects a
sharp slowing in the growth of outlays
on goods other than motor vehicles.

Real disposable personal income
(DPI)—that is, after-tax income adjusted
for inflation—rose at an annual rate of
nearly 4 percent between the fourth
quarter of 2003 and May 2004, a gain
about in line with its rate of growth last
year. To be sure, the rise in energy prices
cut into the growth of real income in the
first half of the year. However, aggre-
gate wages and salaries, boosted by
increases in both employment and earn-

ings, rose appreciably in nominal terms.
In addition, last year’s tax legislation,
which had aiready reduced withhold-
ing rates in mid-2003, added further
to households’ cash flow by increasing
refunds and lowering final settlements
this spring.

Household wealth increased only
about in line with nominal DPI in the
first quarter of 2004, and the wealth-to-
income ratio was likely little changed in
the second quarter as well. Nonetheless,
the increase in wealth over the past year
has been considerable—and probably
large enough to more or less offset
any lingering restraint on spending
growth from the earlier declines in stock
prices. Thus, with wealth approximately
a neutral influence on the growth of
spending of late, the personal saving
rate has held fairly steady. In fact, the
average saving rate over the first five
months of the year—at 24 percent of
DPI—was very close to the annual fig-
ures for 2002 and 2003.

Residential Investment

Activity in the housing sector remained
torrid in the first half of 2004. Although
starts in the single-family sector faltered
a bit early in the year, in part because of
unusually adverse weather, they subse-
quently snapped back and reached an
annual rate of more than 1.6 million
units in April and May—8'2 percent
greater than the already rapid pace for
2003 as a whole. Sales of new and exist-
ing homes have also been exceptionally
strong, and they hit record highs in May.
In general, housing activity has been
supported by the favorable develop-
ments regarding jobs and income and,
especially early in the year, by low mort-
gage rates. Rates on thirty-year fixed-
rate mortgages, which had dipped to
54 percent in March, rose markedly in
the spring; they have edged down in
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recent weeks and now stand at 6 per-
cent, a level still quite low by historical
standards.

Home prices have continued to rise
rapidly. For example, the national
repeat-sales price index from the
Office of Federal Housing Enterprise
Oversight—which partially adjusts for
shifts in the quality of homes sold—rose
7% percent over the year ending in the
first quarter (the latest available data),
a rate similar to the average annual gain
since late 2000. By this measure—and
many others—house price increases
have outstripped gains in incomes as
well as in rents in recent years.

Starts in the multifamily sector aver-
aged an annual rate of 360,000 units
over the first five months of the year, a
pace slightly faster than that of the past
several years. Low interest rates have
apparently helped maintain the profit-
ability of apartment construction, given
that other fundamental determinants of
activity in the sector have been weak: In
particular, rents have remained soft, and
in the first quarter, vacancy rates for
multifamily rental properties reached a
new high.

Household Finance

Household debt rose at an annual rate of
about 10% percent in the first quarter of
2004. The especially rapid growth of
mortgage debt was driven by the strong
pace of activity in the housing market
and the renewed wave of mortgage refi-
nancing. However, the second-quarter
rise in interest rates appears to have
slowed the rate of refinancing and, con-
sequently, the amount of equity being
extracted from the value of homes
through such transactions. Consumer
credit—which constitutes the bulk of
household debt aside from mortgage
borrowing—expanded at an annual rate
of about 6 percent over the first quarter

of the year and at roughly a 4 percent
pace in April and May. The growth of
consumer credit likely has continued to
be restrained by the substitution toward
mortgage debt as a means to finance
household expenditures.

Low interest rates, in concert with
strong growth in disposable personal
income, have helped to keep financial
obligations manageable for most house-
holds. In the first quarter of the year, the
debt service ratio and the financial obli-
gations ratio for the household sector in
the aggregate, both of which gauge pre-
committed expenditures relative to dis-
posable income, continued to edge down
from their peaks in 2001. Other indica-
tors also suggest that the financial well-
being of households has stabilized and
may be improving. Delinquencies on
credit card and auto loans generally
declined in the first three months of the
year, and bankruptcy rates, while still
high, stepped down in the first quarter
from their recent peak.

Rapid increases in home prices have
continued to buoy household net worth
this year. In contrast, stock prices are
about unchanged. Although news on
earnings and economic activity has
generally been favorable, rising oil
prices and interest rates and, perhaps,
heightened geopolitical concerns have
weighed on investor sentiment. Never-
theless, inflows into equity mutual funds
have been even stronger thus far in 2004
than they were last year.

The Business Sector

Fixed Investment

For the most part, businesses appear to
be shaking off the extraordinary reluc-
tance to undertake new investment
projects that was evident in 2002 and
2003. Indeed, although outlays on non-
residential construction have not yet
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turned up decisively, real spending on
equipment and software (E&S) has been
advancing briskly. The broadly based
growth in E&S spending has been
driven by increasingly favorable funda-
mentals: positive expectations for sales,
high levels of corporate profits and cash
flow, a desire to replace or upgrade
aging equipment after a period of weak
investment spending, and the continued
low cost of capital.

Real E&S spending rose at an annual
rate of more than 15 percent in the sec-
ond half of last year, and it posted
another sizable increase in the first quar-
ter of 2004 despite flat business pur-
chases of motor vehicles and a dip in
deliveries of aircraft. Excluding trans-
portation equipment, real spending on
E&S rose at an annual rate of 13'% per-
cent in the first quarter. In the high-tech
category, real purchases of computers
and software remained on the solid
uptrend that has been evident for the
past couple of years, and real outlays on
communications equipment increased
further, reaching a level about 20 per-
cent above the low in the fourth quarter
of 2002. Spending for equipment other
than high-tech and transportation, which
accounts for about 40 percent of E&S
(measured in nominal terms), also rose
markedly in the first quarter. Such
spending tends to be particularly sen-
sitive to the prospects for aggregate
demand. In addition, it may be receiving
a lift from the partial-expensing tax pro-
vision, which is especially valuable for
equipment with relatively long service
lives for tax purposes; that provision is
slated to expire at the end of 2004,

Equipment spending appears to have
posted another solid increase in the sec-
ond quarter. Outlays on transportation
equipment seem to have rebounded, and
the incoming data on high-tech equip-
ment point to robust real expenditures.
Some indicators for spending on other

nontransportation equipment have been
a bit soft recently. But the May level of
shipments for this broad category was
still above that of the first quarter, and
backlogs of unfilled orders, which have
risen impressively over the past year,
continued to build.

Real nonresidential construction has
remained about unchanged, on net, since
the steep decline in 2001 and 2002.
Construction of office buildings is still
running at roughly half the pace of
2000, although vacancy rates have
stabilized—albeit at very high levels—
and the decline in rents has slowed. Fac-
tory construction also remains sluggish.
Construction of retail and wholesale
facilities, in contrast, has held up fairly
well, a performance consistent with the
strength in consumer spending. Qutlays
on buildings for health care and edu-
cation also have been reasonably well
sustained.

Inventory Investment

Inventory investment has generally
remained subdued even as final sales
have strengthened. Although real non-
farm inventory investment picked up to
an annual rate of $30 billion in the first
quarter, the accumulation occurred
almost entirely in the motor vehicle sec-
tor, in which sagging sales and a high
level of production early in the year
created a noticeable bulge in dealer
stocks, especially of light trucks. In the
second quarter, the automakers reduced
assemblies; but with sales running only
a little above their first-quarter pace on
average, inventories of motor vehicles
remained elevated. Outside the motor
vehicle industry, nonfarm inventories
increased at a meager $6 billion annual
rate in real terms in the first quarter, and
the available data point to only a moder-
ate step-up in real stockbuilding, on bal-
ance, in April and May. In general, non-
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auto inventories appear lean relative to
sales, even after factoring in the down-
ward trend in inventory—sales ratios that
has accompanied the ongoing improve-
ments in supply-chain and logistics
management.

Corporate Profits
and Business Finance

Continuing the gains of last year, profits
of the business sector to date have
remained strong. In the first quarter of
2004, earnings per share for S&P 500
firms were about 26 percent higher than
their level four quarters earlier, and
before-tax profits of nonfinancial cor-
porations as a share of GDP from that
sector edged up following a steep
increase in 2003. A jump in profits in
the petroleum and gas industries owing
to higher oil prices was responsible for
much of the rise in earnings. However,
firms across many industries, with the
notable exception of telecommunication
services, registered solid gains in earn-
ings. In response to this pattern of higher
profits, analysts have been steadily
marking up their forecasts for earnings
in subsequent quarters.

Net equity issuance has remained
negative this year. Seasoned offerings
have been scarce, the pace of initial
public offerings has only inched up, and
share retirements have continued to be
strong. Corporations have continued to
repurchase shares at a rapid rate to man-
age their cash positions, even as they
have increased dividend payments.

Firms relied heavily on their elevated
profits and substantial cash holdings to
finance their investment in inventories
and fixed capital in the first half of
2004. As a result, the growth of nonfi-
nancial business debt remained modest.
Much of the proceeds from bond issu-
ance was used to pay down higher-cost
debt, and the timing of the issuance of

investment-grade bonds in particular
was influenced by movements in inter-
est rates; issuance spiked in March in
the wake of the drop in yields but sub-
sided in April as rates rebounded. Short-
term debt financing showed signs of
turning around after contracting over
the previous three years. Commercial
paper outstanding expanded in the first
two quarters of 2004. Business loans at
banks have fallen on balance so far this
year but at a much slower pace than in
2003. The Federal Reserve’s Senior
Loan Officer Opinion Survey conducted
in April 2004 indicated that demand for
business loans had begun to expand and
that commercial banks had again eased
both standards and terms on these loans
over the previous three months.

Strong profits, low interest rates, and
continued deleveraging helped improve
the credit quality of nonfinancial firms
over the first half of the year. In the
second quarter, the delinquency rate on
business loans dropped for the sixth con-
secutive quarter; the continued decline
has reversed a large part of the preced-
ing run-up. Early in the year the twelve-
month trailing default rate on outstand-
ing bonds fell into the relatively low
range observed over much of the 1990s,
and in June it registered another decline.
Moreover, in the first part of the year,
the pace of upgrades of bond ratings by
Moody’s Investors Service rose while
the pace of downgrades fell.

Borrowing against commercial real
estate assets continued at a rapid pace
during the first half of this year. Anec-
dotal reports suggest that some firms
were using mortgages on commercial
property to lock in low-cost, long-term
funding. Despite the persistently high
vacancy rates for most types of commer-
cial property, the loans backed by these
assets have continued to perform well.
Delinquency rates on commercial mort-
gages held by banks and insurance com-
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panies remained very low in the first
quarter. A drop in delinquencies on
commercial-mortgage-backed securities
(CMBS) in recent months has partially
reversed last year’s rise, and the narrow
risk spreads on CMBS suggest that
investors have limited concerns about
loan quality.

The Government Sector

Federal Government

The deficit in the federal unified budget
has continued to widen. Over the twelve
months ending in June, the unified bud-
get recorded a deficit of $431 billion,
$120 billion more than during the com-
parable period last year and equal to
nearly 4 percent of nominal GDP. In
large part, the rise in the deficit is attrib-
utable to further rapid increases in
spending on defense and other programs
and the loss of revenues resulting from
the tax legislation enacted in recent
years. In addition, interest costs, which
fell sharply between fiscal 1997 and fis-
cal 2003 as a result of budget surpluses
and declining interest rates, have leveled
off and thus are no longer a significant
factor helping to restrain the deficit. The
primary deficit, which excludes net
interest, totaled $276 billion over the
twelve months ending in June, also
approximately $120 billion more than
over the year ending in June 2003.

Over the twelve months ending in
June, nominal federal spending was
nearly 7 percent higher than during the
same period a year earlier and stood at
about 20 percent of nominal GDP—
virtually the same as in fiscal 2003 but
14 percentage points above the recent
low in fiscal 2000. Spurred by the war
in Iraq, defense spending ramped up
another 14 percent; outlays for non-
defense discretionary programs, which
include homeland security, moved up

further as well. Spending on the major
health programs rose at a rapid clip,
in part because the Jobs and Growth
Tax Relief Reconciliation Act of 2003
(JGTRRA) temporarily increased grants
to the states under the Medicaid pro-
gram and boosted payments to some
Medicare providers. In addition, as
noted, net interest payments, which had
plummeted between 1997 and 2003,
flattened out. Real federal expenditures
for consumption and gross investment—
the part of government spending that is
a component of real GDP—rose at an
annual rate of 82 percent in the first
calendar quarter of 2004; that increase
reflected a surge in real defense spend-
ing, which now stands more than 30 per-
cent above the levels that prevailed, on
average, from 1997 to 2000.

Federal receipts in the twelve months
ending in June were 1'% percent higher
than during the comparable period of
the previous year after having fallen
markedly between fiscal 2000 and fiscal
2003. Receipts received a substantial
boost over the past year from a strong
gain in corporate taxes, which were
lifted by robust profits. Social insurance
taxes, which tend to move in line with
wages and salaries, also increased. But
individual income taxes were below last
year’s level: Although taxable incomes
rose moderately, collections were
reduced by the lower withholding rates
in place since mid-2003 and by the
effects of JGTRRA on refunds and final
settlements this spring.

The deterioration in the unified bud-
get since 2000 has been mirrored in a
sharp downswing in federal saving—
essentially, the unified surplus or deficit
adjusted to conform to the account-
ing practices followed in the national
income and product accounts (NIPA).
Gross federal saving fell from a high
of nearly 3 percent of nominal GDP in
2000 to negative 3 percent of GDP in
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the first quarter of 2004; measured net
of estimated depreciation, federal saving
fell from 2 percent of GDP to nega-
tive 4 percent of GDP over this period.
In the past couple of years, the rise in
business saving from the rebound in
profits and reductions in corporate taxes
has cushioned to some extent the effect
of growing budget deficits on national
saving. In fact, because of the dramatic
increase in business saving in recent
quarters, national saving has recovered
some from the extreme lows of early
2003. Even so, as of the first quarter of
2004, national saving (measured net of
estimated depreciation) was still equal
to just about 2V2 percent of GDP, com-
pared with a recent high of 6% percent
in 1998. If not reversed over the longer
haul, such low levels of national saving
could eventually impinge on private
capital formation and thus slow the rise
of living standards.

Reflecting the need to finance the siz-
able federal budget deficit, federal debt
held by the public expanded at an annual
rate of 1134 percent in the first half
of the year. The ratio of this debt to
nominal GDP now exceeds 36 percent.
The Treasury tilted its issuance toward
longer-term and inflation-indexed secu-
rities somewhat, and announced semian-
nual issuance of a twenty-year inflation-
protected bond beginning in July and a
five-year inflation-protected note begin-
ning in October.

State and Local Governments

States and localities have started to see
some improvement in their budget posi-
tions after having gone through several
difficult years. Strong growth in house-
hold income and consumer spending has
boosted revenues in recent quarters, as
have the additional federal grants autho-
rized under JGTRRA. And although
rising medical costs and security needs

have continued to put upward pres-
sure on spending, state and local gov-
ernments have generally held the line
on hiring and have kept other outlays
in check. The restraint on spending,
in combination with a drawdown of
reserve funds and some increases in
taxes, has helped states and localities
satisfy their balanced-budget require-
ments. In fact, between the third quarter
of 2003 and the first quarter of 2004,
NIPA net saving (excluding social insur-
ance funds) for this sector averaged
$21 billion at an annual rate (Y4 percent
of nominal GDP), compared with nega-
tive $7 billion in 2002 and negative
$31 billion in the first half of 2003. (Net
saving is roughly similar to the sur-
plus or deficit in an operating budget.)
Although a few states are still struggling
with strained fiscal situations, most have
entered fiscal 2005 (which started on
July 1 in all but four states) with expec-
tations of respectable growth in reve-
nues and with budgets in place that
allow for some increases in spending on
high-priority services and some rebuild-
ing of reserve funds.

Real consumption and investment
spending by state and local governments
was essentially flat in the first quarter
of 2004; available indicators point to a
moderate increase in the second quarter.
Outlays for consumption items, which
were little changed in 2003, appear to
have remained subdued throughout the
first half of the year. Investment expen-
ditures also were about unchanged in
the first quarter, but they turned up
sharply in the spring, mainly because of
a jump in spending on highways.

Significant demand for infrastructure
spending and favorable interest rates led
to robust issuance of state and local
government debt to finance capital
expenditures and to advance refund
higher-cost debt. Nevertheless, over the
first half of the year, net issuance edged
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down from its rapid pace in 2003 to
about a 6 percent annual rate. The decel-
eration reflected a decline in short-term
borrowing as improvements in the fiscal
positions of state and local governments
lessened the need for temporary funding
of budget shortfalls.

The credit quality of municipal bor-
rowers has stabilized after two years
of deterioration; for the year to date,
upgrades and downgrades of credit rat-
ings have been roughly equal. In a
marked change from last year’s senti-
ment, rating agencies have begun to
express guarded optimism about the
credit quality of states because of im-
provements in state revenue flows and
restraint on spending.

The External Sector

In the first quarter of 2004, the U.S.
current account deficit expanded to an
annual rate of $580 billion, or about
5 percent of GDP. As in the past, the
widening was driven primarily by a
larger deficit in trade of goods and
services. The surplus on net investment
income declined in the first quarter but
remained well above its average value
in the previous year. The deficit on net
unilateral transfers rose because of a
concentration of disbursements of gov-
ernment grants in the first quarter.

International Trade

The U.S. trade deficit in goods and
services registered $548 billion at an
annual rate in the first quarter, about
$46 billion larger than in the fourth
quarter of 2003. On average, data for
April and May suggest that the trade
deficit continued to widen in the second
quarter.

Real exports of goods and services
increased at an annual rate of 7%z per-
cent in the first quarter of 2004, well off

the blistering 20 percent pace of the
fourth quarter but still above the average
for 2003. Solid gains in exports since
mid-2003 arose in part from the strong
economic performance of many of our
major trading partners. In addition, the
net decline in the exchange value of
the dollar since 2002 continued to make
U.S. goods and services more com-
petitive abroad. Increases in exports of
U.S. goods were widespread across our
major trading partners, with the excep-
tion of Japan, and were concentrated
in real exports of capital goods, indus-
trial supplies, and consumer goods. Real
exports of agricultural products fell
sharply, hurt by foreign bans on U.S.
beef products following reports of mad
cow disease in a U.S. herd. Exports of
services rose moderately.

Prices of total exports rose at an
annual rate of 5% percent in the first
quarter, boosted by another jump in agri-
cultural prices along with substantial
increases in the prices of other primary
commodities and industrial supplies.
Prices of U.S. agricultural exports have
been pushed up by very strong global
demand, particularly from China. For
specific products, such as cotton and
soybeans, lower production in some
countries also contributed to price run-
ups. More recently, prices of soybeans
and other agricultural products have
eased in the face of a slowing in the
growth of demand from China and the
anticipation of larger harvests. Even so,
available data point to continued strong
increases in export prices in the second
quarter.

Supported by solid U.S. economic
growth, real imports of goods and ser-
vices rose at an annual rate of 10Y2 per-
cent in the first quarter. This increase
was below the fourth-quarter pace but
still roughly double the rate of increase
for 2003 as a whole. Real imports of
goods were boosted by a sharp increase
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in oil imports. Gains in imports of non-
oil goods were also sizable and wide-
spread across categories. Imports of ser-
vices grew slightly in the first quarter.

The spot price of West Texas interme-
diate (WTI) crude oil surged above $40
per barrel in May and has since fluctu-
ated close to that level. The run-up in
the price since the beginning of the year
has been driven by surprisingly strong
global demand for oil. Supply issues
have been important as well. These were
mainly continued violence in Iraq,
including the sabotage of oil facilities,
attacks on foreigners in Saudi Arabia,
ongoing unrest in Nigeria, political tur-
moil in Venezuela, and tax payment
difficulties at a major Russian oil com-
pany. The recent increase in OPEC pro-
duction (mainly by Saudi Arabia) has
eased the upward pressure on prices a
bit, but they have remained elevated.

Prices of imported non-oil goods rose
at an annual rate of 52 percent in
the first quarter after minimal increases
in the second half of 2003. Prices for
imported consumer goods rose at an
annual rate of 2% percent after being
flat in 2003. Skyrocketing global com-
modity prices last year and early this
year boosted prices of imported indus-
trial supplies (especially metals) and of
foods, feed, and beverages. The jump
in commodity prices reflected strong
demand, the net depreciation of the
dollar over the past two years, and the
limited expansion in supply of many
commodities since the 2001 trough in
commodity prices. Available data sug-
gest a modest stepdown in the rate of
increase of import prices in the second
quarter; the move in part reflects a flat-
tening of consumer goods prices.

The Financial Account

The U.S. current account deficit has con-
tinued to be financed largely by foreign

flows into U.S. bonds. Foreign official
inflows, already sizable in 2003, rose
sharply in the first quarter of 2004
and then moderated somewhat. Simi-
larly, private foreign purchases of U.S.
bonds, which were significant in 2003,
increased sharply in the first quarter and
also appear to have moderated in the
second quarter. In contrast, foreign
demand for U.S. equities was weak in
2003 and has remained so in 2004. Pur-
chases of foreign equities by private U.S.
investors appear to be strengthening, but
U.S. investors still show no appetite for
foreign bonds.

Direct investment into the United
States in the first quarter continued to be
restrained by the slowdown of global
mergers and acquisitions since 2002. In
contrast, U.S. direct investment abroad
was strong in 2003 and in the first-quar-
ter of 2004, as the effect of fewer merg-
ers and acquisitions was offset by siz-
able reinvested earnings.

The Labor Market

Employment and Unemployment

The demand for labor turned up in late
2003 after an extended period of weak-
ness, and it has gathered additional
steam this year. After averaging about
60,000 per month in the fourth quarter
of 2003, gains in private nonfarm pay-
roll employment rose to an average of
about 200,000 per month in the first half
of 2004. The job gains were especially
large in March, April, and May but
ebbed somewhat in June. The civilian
unemployment rate, which had fallen
from a recent peak of 6.3 percent in
June 2003 to 5.7 percent in December
2003, was little changed over the first
half of the year. In June, it stood at
5.6 percent.

The increases in payrolls over the first
half of 2004 were widespread. Espe-
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cially notable was the turnaround in the
manufacturing sector, in which employ-
ment bottomed out in January and
then rose a cumulative 65,000 jobs
through June. The rise in manufacturing
jobs was concentrated in the durable
goods industries—in particular, those
making fabricated metals and other
construction-related products, comput-
ers and electronic equipment, and
machinery. After a long string of
declines, employment at producers of
nondurable goods was little changed,
on net, over the first half. Job gains in
virtually all other major sectors have
been greater this year than last. In par-
ticular, hiring in retail trade, which
had been lackluster in 2003, turned up
appreciably, and construction employ-
ment increased further. The professional
and business services sector also posted
a sizable rise, in part because the
rebound in manufacturing activity lifted
hiring at temporary-help firms. A clear
indication of the breadth of the employ-
ment increases is provided by the six-
month diffusion index compiled by the
Bureau of Labor Statistics (BLS). The
index is equal to the percentage of
industries that increased employment
over the most recent six months plus
one-half the percentage with unchanged
employment; in June, the index moved
up to its highest level since April 2000.

Productivity and Labor Costs

Gains in labor productivity have slowed
somewhat in recent quarters after the
spectacular increases of mid-2003. Still,
according to the currently published
data, output per hour in the nonfarm
business sector rose a remarkable
5% percent over the year ending in the
first quarter. Over the past three years,
increases in productivity have averaged
more than 4 percent per year, compared
with average increases of about 2%/ per-

cent per year in the second half of
the 1990s. During that earlier period, an
expansion of the capital stock was an
important source of productivity growth.
However, in the more recent period,
when the business environment—at
least until the past few quarters—was
characterized by sluggish demand, lean
capital budgets, and an extraordinary
reluctance of firms to add to payrolls,
businesses appear to have raised their
productivity mainly through changes in
organizational structures and better use
of the capital already in place. With
hiring having picked up of late, mea-
sured productivity growth may slow in
coming quarters; but if recent experi-
ence is any guide, businesses will con-
tinue to focus on achieving structural
improvements in the efficiency of their
operations. The upswing in investment
spending now under way also bodes
well for sustained favorable productiv-
ity performance in the period ahead.
The rapid productivity growth in
recent years has helped to bolster
increases in hourly compensation in the
face of the soft labor market and the low
consumer price inflation in 2003. As a
result, increases in the employment cost
index (ECI) measure of hourly compen-
sation, which is based on a survey of
private nonfarm businesses conducted
quarterly by the BLS, have held fairly
steady of late. In fact, the rise in the ECI
over the twelve months ending in
March—at a shade less than 4 percent—
was virtually the same as the increases
over the preceding two years. Benefit
costs, which rose 7 percent over the year
ending in March, have continued to
be the fastest rising portion of hourly
compensation; health insurance costs
have remained on a steep uptrend, and
employers have boosted their contribu-
tions to defined-benefit retirement plans
to make up for earlier stock market
losses. The rising benefit costs have
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likely exerted some downward pressure
on wages, which rose just 2V percent
over the twelve months ending in
March; the twelve-month change in the
wage component of the ECI, which was
close to 4 percent in 2000 and 2001, has
been in the range of 2Y% percent to 3 per-
cent since late 2002.

The change in compensation per
hour in the nonfarm business (NFB)
sector—an alternative measure of hourly
compensation based on data constructed
for the NIPA—has swung widely in
recent years. Fluctuations in the value
of stock option exercises, which are
excluded from the ECI but included in
the NFB measure, likely account for
some of the differential movements in
the two series. The four-quarter change
in the NFB measure bottomed out at a
bit less than 2 percent in 2002, when the
value of exercised options was drop-
ping; it has moved up steadily since that
time and, in the first quarter, stood at
41/ percent—a rate not much different
from the increase in the ECI. With
productivity growth slowing to a pace
below that of NFB hourly compensa-
tion, unit labor costs rose in both the
fourth and first quarters after having
trended down over the preceding two
years.

Prices

Inflation moved higher in the first half
of 2004. After rising just 1%2 percent
over the four quarters of 2003, the price
index for personal consumption expen-
ditures (PCE) increased at an annual
rate of 3V percent between the fourth
quarter of 2003 and May 2004. In
that period, energy prices soared, and
increases in core consumer prices picked
up to an annual rate of 2Y4 percent—
more than 1 percentage point faster than
the increase in 2003. Data for the con-
sumer price index (CPI) are available

through June and show some modera-
tion in the core component of the series.
Over the first half of the year, the core
CPI rose at an annual rate of 2% per-
cent, compared with an increase of
1Va percent over the four quarters of
2003.

Reflecting the surge in crude oil
prices, PCE energy prices rose at an
annual rate of more than 25 percent in
the first quarter; they apparently posted
another outsized increase in the second
quarter. Gasoline prices increased rap-
idly through May as crude oil costs rose
and as price markups were boosted by
strong demand and lean inventories;
although gasoline prices have fallen on
balance since late May, they are cur-
rently nearly 30 percent above their
level at the end of last year. As for
natural gas, which can often substitute
for fuel oil in the industrial sector, spot
prices were elevated at the start of the
year, fell somewhat in February and
March, and trended up over the spring.
The higher spot prices for natural gas
this spring pushed up prices paid by
consumers through June. PCE electric-
ity prices appear to have risen at an
annual rate of 3 percent over the first
half of the year, a pace similar to that in
2003.

Although volatile from month to
month, consumer food prices rose mod-
erately on balance over the first half
of 2004 after having moved up in late
2003. Robust global demand is impart-
ing upward impetus to food prices,
but U.S. producers are in the process
of boosting supply, which should help
restrain increases in retail food prices in
coming quarters.

The step-up in core PCE inflation this
year has been especially pronounced
in a few categories. In particular, prices
of motor vehicles have firmed after a
noticeable decrease in 2003. In addition,
increases in shelter costs, which were
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surprisingly low in 2003, are now run-
ning more in line with earlier trends.
Core inflation has also been lifted this
year by substantial increases, on bal-
ance, in a number of categories for
which prices cannot be derived from
market transactions and thus must be
imputed by the Bureau of Economic
Analysis—for example, prices of finan-
cial services provided by banks without
explicit charge. These non-market-based
prices, which were about flat in 2003,
are difficult to estimate, and the imputed
figures tend to be volatile.

A number of factors have contributed
to the run-up in core inflation this year.
Higher oil prices have doubtless raised
the cost of producing other goods and
services. So have the steep increases in
prices of non-oil commodities such as
copper and lumber, which came about as
economic activity strengthened world-
wide and as industrial capacity utiliza-
tion both here and abroad tightened.
Likewise, the decline in the dollar has
boosted non-oil import prices and thus
the costs of inputs for many domestic
producers. The weaker dollar has also
likely lessened the pressure on firms
facing foreign competition to hold the
line on prices—a consideration that is
probably contributing to the widespread
perception that firms’ pricing power has
increased lately. Moreover, unit labor
costs have edged up recently after hav-
ing declined noticeably in 2002 and
2003.

From a cyclical perspective, the sharp
upturn in commodity prices is not sur-
prising, given the pickup in the growth
of industrial production. In fact, such
large increases in commodity prices
are typical as economic activity accel-
erates and capacity utilization rises-—
especially for products for which the
supply is relatively fixed in the short
run. Some portion of these increases
usually proves transitory. More impor-

tant, cyclical swings in commodity
prices tend to have only a minor effect
on overall inflation, both because they
account for a small share of total costs
and because changes in commodity
prices tend to be partly absorbed in
firms’ profit margins, at least for a time.

The faster rate of inflation this year
underscores the difficulty of gauging
price pressures. Nevertheless, on the
whole, the evidence suggests that slack
remains in labor and product mar-
kets, which should be exerting some
downward pressure on inflation. The
unemployment rate—at 5%2 percent
currently—is not significantly lower
than it was through much of 2002 and
2003, when core inflation was trending
down. And despite the run-up this year,
capacity utilization in the manufacturing
sector is still below its longer-run aver-
age. In addition, the strong upward trend
in productivity is continuing to help
keep the rise in labor costs muted, and
profit margins are sufficiently wide to
give firms scope to absorb cost increases
for a while without putting undue
upward pressure on prices.

The upturn in actual inflation has
been echoed in some measures of infla-
tion expectations. For example, accord-
ing to the Michigan Survey Research
Center, the median expectation for infla-
tion over the coming year has averaged
slightly more than 3 percent since early
spring after hovering in the area of
2V4 percent to 2% percent in 2003 and
early 2004. The median expectation for
inflation over the next five to ten years
has been running a bit below 3 percent
in recent months, a reading similar to the
figures for 2002 and 2003. According to
the Survey of Professional Forecasters
conducted by the Federal Reserve Bank
of Philadelphia, expectations of infla-
tion over the next ten years held steady
in June at 2 percent. Inflation compen-
sation over the next five years as mea-
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Alternative Measures of Price Change
Percent

2002 2003
Price measure to to
2003 2004
Chain-type (QI to Q1)
Gross domestic product ........ 1.7 1.8
Gross domestic purchases ...... 23 17
Personal consumption
expenditures .............. 24 1.6
Excluding food and energy ... 1.6 13
Fixed-weight (Q2 to Q2)
Consumer price index .......... 22 28
Excluding food and energy ... 1.5 1.8

Note. Changes are based on quarterly averages of
seasonally adjusted data.

sured by the spread between the yield
on nominal Treasury securities and their
indexed counterparts rose noticeably
during the first half of 2004. To be sure,
inflation compensation is also influ-
enced by perceptions of inflation risk
and the secular increase in demand for
inflation-indexed debt, but the rise in
near-term inflation compensation likely
reflects, at least in part, higher inflation
expectations. Similar to the survey-
based measures of longer-run inflation
expectations, inflation compensation for
the period five years to ten years ahead
was little changed on net over the first
half of the year.

Broader NIPA price measures are
available only through the first quarter,
and the four-quarter changes in these
series do not show the rise in inflation
indicated by the monthly data discussed
above. In particular, the rate of increase
in the price index for GDP over the year
ending in the first quarter was just
1% percent, the same as over the pre-
ceding year. The four-quarter change
in the price index for gross domestic
purchases—which is defined as the
prices paid for purchases of domestic
and imported consumption, investment,
and government goods and services—

dropped from 2V percent to 1% percent
over the same period; the deceleration
reflects mainly the effects of energy
prices, which rose even more rapidly
over the year ending in the first quarter
of 2003 than they did over the most
recent year.

U.S. Financial Markets

As 2004 opened, financial market condi-
tions were quite accommodative, with
low corporate bond yields, narrow risk
spreads, and relatively easy terms and
standards on bank lending. Although
equity prices changed little, and interest
rates rose on balance in response to
positive economic news and expecta-
tions of a tightening of monetary policy,
financial conditions in the first half
of the year remained supportive of
economic growth. Business borrowing
nevertheless remained tentative, while
increases in the debt of the federal
government and of households were
sizable.

Interest Rates

From toc 2nd of 2003 through the end of
March, yields on nominal Treasury cou-
pon securities fell, on net, about 30 to
45 basis points. Although interest rates
rose immediately after the FOMC’s
January meeting in response to the
Committee’s decision to remove its
statement that monetary policy could
remain accommodative for “a consider-
able period,” the increase proved to be
short lived. Weak employment reports
released in early February and early
March prompted yields to fall amid
doubts about the strength of the eco-
nomic expansion. Federal funds futures
contracts at the end of March appeared
to indicate that market participants
placed small odds on a tightening of
monetary policy before late 2004, and
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contracts also seemed to price in only a
gradual increase in the federal funds rate
during 2005.

Interest rates backed up in the second
quarter as data releases increasingly
suggested that the economic expansion
would remain vigorous. Yields on the
two-year and ten-year nominal Treasury
notes ended the first half of the year
90 and 36 basis points higher, respec-
tively, than at the end of 2003, as mar-
kets adjusted to the greater likelihood of
an earlier onset and more rapid pace of
monetary policy tightening. The surpris-
ingly strong employment reports pub-
lished in April and May, higher-than-
expected readings on core inflation, and
surging oil prices all spurred increases
in Treasury yields. After the release of
the employment report in May, federal
funds futures contracts priced in a hike
in the target federal funds rate at the
June FOMC meeting and a more rapid
tightening of monetary policy than had
been anticipated. With the evolving out-
look for monetary policy, the volatility
of shori-term interest rates implied by
option prices jumped in the first half of
the year after staying in a relatively low
range in 2003. Near-term interest rates
declined a bit after the Committee’s
decision at its June meeting to raise the
intended federal funds rate 25 basis
points; the Committee’s reaffirmation
that policy accommodation likely could
be removed at a ‘“‘measured” pace
apparently reassured investors that a
steep rise in the federal funds rate prob-
ably was not in train.

Yields on investment-grade corporate
debt moved roughly in line with those
on comparable nominal Treasury securi-
ties over the first half of the year, pro-
ducing little net change in risk spreads
from their level at the end of last year.
Spreads on speculative-grade debt over
Treasury debt declined a bit further after
having narrowed sharply during 2003

as the economic expansion was seen as
gathering steam.

Equity Markets

Over the first half of 2004, equity prices
were subject to the strong crosscurrents
of robust earnings reports, rising interest
rates, fluctuating fears about geopoliti-
cal developments, and sharply higher oil
prices. On balance, broad equity price
indexes at the end of June had edged
about 2V percent to 3% percent above
year-end levels after having surged
25-30 percent over the course of 2003.
Over the first half, analysts raised their
estimates of profits for coming quarters;
the upward revision outstripped the
more modest increase in equity prices
and boosted the ratio of expected year-
ahead earnings to stock prices. With real
interest rates higher, however, the differ-
ence between the earnings-price ratio
and the real ten-year Treasury yield—
a crude measure of the equity risk
premium—changed little to remain
close to its average value over the past
two decades and above its level during
the late 1990s.

Debt and Financial Intermediation

Aggregate debt of the domestic nonfi-
nancial sectors expanded at an annual
rate of about 8%2 percent in the first
quarter of 2004, a gain similar to last
year’s increase. Debt growth in the busi-
ness sector has remained subdued so far
this year, as ample internal funding has
limited the need for external finance. In
contrast, household debt has continued
to expand rapidly, spurred by an ele-
vated pace of home purchases and cash-
outs from mortgage refinancing. The
large federal budget deficit led to
another sharp increase in Treasury debt
in the first half of this year. Municipal
borrowing moderated somewhat, on bal-
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ance, in the first half of the year, as the
improving fiscal condition of state and
local governments reduced the need for
short-term borrowing to cover budget
gaps.

The growth of credit on the books of
depository institutions picked up to an
annual rate of 14 percent in the first
quarter of 2004. Financing secured by
residential real estate—including home
mortgages, home equity loans, and
mortgage-backed securities—drove the
expansion. In contrast, business loans
continued to run off, falling at an annual
rate of about 5 percent in the first half
of the year after a 10 percent drop in
2003. The deceleration was consistent
with some signs that demand for busi-
ness loans was beginning to recover as
well as with an easing of standards and
terms on these loans.

The M2 Monetary Aggregates

In the first half of 2004, short-term inter-
est rates were stable and M2 grew at an
annual rate of 62 percent—a pace that
was roughly in line with estimates of
nominal GDP—after contracting at a
record rate in the fourth quarter of 2003.
Liquid deposits—the largest component
of M2—had been depressed late last
year by the ebbing of last summer’s
mortgage refinancing boom. Mortgage
refinancings tend to boost M2 as the
proceeds are temporarily placed in non-
interest-bearing deposit accounts pend-
ing disbursement of funds to the hold-
ers of mortgage-backed securities. When
refinancings slowed last year, the
decline in such escrow accounts held
down the growth of liquid deposits. In
the first half of this year, M2 probably
received a boost from the new round of
mortgage refinancings that followed the
first-quarter decline in mortgage interest
rates. The strength in liquid deposits
was partly offset, however, by continued

weakness in money market mutual funds
and small time deposits. Given the
recent very low yields on these two
components of M2, households likely
viewed them as less attractive savings
vehicles than other assets.

International Developments

Foreign economic activity expanded in
the first half of this year at a pace only
slightly below the rapid increase in the
second half of 2003. Global trade has
been boosted by strong demand, espe-
cially from the United States and China.
The run-up in oil and commodity prices
has contributed to rising, though still
moderate, inflation across the industrial
and developing countries.

By the end of the first half of this
year, monetary policy in most major for-
eign economies had either tightened or
assumed a less accommodative tone.
Citing high rates of capacity utilization
and mounting inflationary pressures, the
Bank of England has raised its target
rate 100 basis points since early Novem-
ber. Mexico and China also have tight-
ened policy. Elsewhere, including the
euro area, Canada, and Japan, central
banks most recently have kept policy
unchanged after easing previously. In
general, official statements are express-
ing increasing concern over the infla-
tionary risks associated with stronger
economic activity and higher world
energy and commodity prices.

In foreign financial markets, equity
price performance has been more mixed
so far in 2004 than during the second
half of 2003; sharply rising interest rates
over the past few months have weighed
on equity valuations, damping the
effects of an improved earnings outlook.
Since year-end, stock prices in Europe
and Canada have changed little, on bal-
ance. In contrast, rapidly improving eco-
nomic conditions in Japan have helped
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boost Japanese equity prices about
10 percent. Other Asian stock price
indexes have fallen, on average, in part
because of concerns about the possibil-
ity of an acute slowdown in China.
Mexican stocks have been bolstered by
strong earnings growth of leading Mexi-
can communications firms and, more
generally, by the strengthening U.S.
expansion. Foreign long-term interest
rates rose rapidly in the second quarter
as new data (including from the United
States) showing faster growth and
higher inflation led market participants
to expect more-aggressive monetary
tightening. Over the first half of the
year, the spread on internationally issued
sovereign debt of emerging-market
economies over U.S. Treasuries moved
up somewhat from its very low level.
After depreciating over the previous
two years, the value of the dollar rose
slightly, on balance, in the first half of
2004. The firming of the dollar has been
attributed to perceptions by market par-
ticipants that near-term monetary tight-
ening in the United States would be
faster than such tightening abroad.

Industrial Economies

A broadly based recovery appears to
have been established in Japan over the
first half of 2004. Real GDP rose at an
annual rate of more than 6 percent in
the first quarter after an even greater
increase in the fourth quarter. Aided by
demand from China, growth of Japanese
real exports remained robust. Personal
consumption and business investment
also firmed. More-recent indicators
show that domestic strength continued
in the spring with large gains in house-
hold expenditures and improved labor
market conditions. Deflation continued
to wane in Japan. Consumer price defla-
tion over the first half of the year was
slight, and wholesale prices increased.

In financial markets, the stronger econ-
omy boosted equity markets and helped
drive up the yield on the ten-year bell-
wether government bond to more than
1% percent from its June 2003 record
low of about Y2 percent. After making
substantial sales of yen for dollars in the
first quarter, Japanese authorities ceased
intervention in mid-March. Even so, the
yen depreciated early in the second
quarter before appreciating to around
¥109 per dollar.

Economic conditions in the euro area
firmed over the first half of 2004, but
performance varied across countries,
and the region as a whole continues to
lag the global upturn. Real GDP in the
euro area increased at an annual rate of
2V4 percent in the first quarter; output
in France, Spain, and several smaller
member countries rose relatively briskly,
while growth in Germany and Italy
was less robust. In the first quarter,
domestic demand firmed noticeably,
except in Germany, where growth was
due entirely to a spike in exports. Ger-
man consumer spending remains ane-
mic, held down by a weak labor market
and low consumer confidence. Euro-
area indicators for the second quarter
initially were upbeat, but more-recent
data have been mixed. Labor markets
have yet to benefit from the recovery,
and the average unemployment rate in
the region edged up to 9 percent in the
spring. Inflation for the euro area over
the twelve months ending in June was
near 2% percent, a rate above the Euro-
pean Central Bank’s medium-term goal
of less than, but close to, 2 percent.
Excluding energy, food, alcohol, and
tobacco, prices rose slightly less than
2 percent over the same period.

Economic expansion in the United
Kingdom continued unabated over the
first half of 2004. Labor markets tight-
ened further; the unemployment rate
edged down to its lowest level in almost
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three decades, and labor earnings posted
solid gains. Despite the strong econ-
omy, consumer price inflation over the
twelve months ending in June was
1 percent, remaining below the central
bank’s official target rate of 2 percent.
Conditions in the U.K. housing market,
however, remained red hot, with double-
digit price increases, high levels of
household mortgage and consumer
borrowing, and sizable withdrawals of
home equity.

The Canadian economy picked up
steam in the first half of 2004 after a
year plagued with difficulties including
SARS, mad cow disease, and a regional
power outage. Sizable gains in con-
sumption and investment boosted output
in the first quarter, and indicators are
pointing to continued good performance
in these sectors. Export growth was
strong, as the robust economic perfor-
mance of the United States appears to
have outweighed the negative effect of
Canadian dollar appreciation on trade.
The unemployment rate was relatively
stable over the first half, and employ-
ment bounced back in the second quar-
ter from a first-quarter lull. Consumer
price inflation decreased early in the
year, but energy costs helped drive up
the rate to 22 percent over the twelve
months ending in June. Prices excluding
food, energy, and indirect taxes have
remained more subdued, rising slightly
less than 1'% percent over the same
period.

Emerging-Market Economies

Estimates suggest that real GDP in
China surged in the first quarter with
continued outsized gains in fixed-asset
investment. Fears of overinvestment,
particularly in the steel, cement, and alu-
minum industries, led Chinese officials
to intensify their tightening measures
early in the second quarter. These mea-

sures included increases in reserve
requirements and in some interest
rates as well as stricter criteria for the
approval of investment projects. A sharp
slowdown in estimated real GDP for the
second quarter suggests that these steps
are working. Despite the recent slowing
in growth, Chinese exports and imports
soared in the first half of the year, and
trade was close to balanced.

Growth in the other Asian emerging-
market economies slowed only moder-
ately in the first quarter from the fast
pace at the end of last year. Exports,
which continued to be the driving force
behind that growth, were fueled by
Chinese demand as well as by the
recovery in the global high-tech market
and stronger world demand overall.
Consumer demand generally rose across
the region with the notable excep-
tion of Korea, where high levels of con-
sumer debt are weighing on spend-
ing. Although still only moderate,
inflation across the Asian emerging-
market economies is beginning to rise
as stronger aggregate demand takes
hold and higher energy and commod-
ity prices pass through to prices more
generally.

The Mexican economy has been pro-
pelled this year by strong demand from
the United States. Gains have been
broadly based, with sharp increases in
industrial production, exports, construc-
tion, and retail sales. Employment in
the industries most closely linked to
U.S. trade also has started to increase.
Responding to a rise in twelve-month
inflation to slightly above its 2 percent
to 4 percent target range, the Bank of
Mexico has tightened policy several
times so far this year. Elevated oil prices
boosted the Mexican public-sector fiscal
surplus to a record high during the first
five months of the year and facilitated
an increase in federal transfers to state
governments.
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In Brazil, GDP grew robustly in the
first quarter, and indications are that
economic activity continued to expand
in the second quarter with support from
strong external demand. Job growth has
been robust, although unemployment
has remained high. Inflation, however,
continues to concern authorities. Asset
prices weakened earlier this year, in part
because of rising global interest rates
but also because of market participants’
unease about the direction of structural
and fiscal reforms; since then, asset
prices have partially rebounded.

The recovery in Argentina has contin-
ued at a rapid pace in recent quarters,
but limited investment in the energy
sector, reflecting a lack of structural
reforms, has forced the government to
import electricity, natural gas, and fuel
oil from neighboring countries. Credi-
tors have shown little enthusiasm for
the country’s latest debt restructuring
plan, and the federal government faces
difficult challenges in normalizing its
international financial situation and
reforming its fiscal relations with the
provinces. .
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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 state member banks to
ensure their compliance with the
regulations,

* investigating complaints from the
public about state member bank com-
pliance with regulations, and

* 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 of the Fed-
eral Reserve Banks.

Implementation of Statutes
Designed to Inform and Protect
Consumers

The Board of Governors writes regula-
tions to implement federal laws involv-
ing consumer financial services and fair
lending. The Board revises and updates
these regulations to address the intro-
duction of new products, to implement
legislative changes to existing laws, and
to address problems consumers may
encounter in their financial transactions.
To interpret and clarify the regulations,
Board staff issues commentaries and
other guidance. In addition, the staff
may undertake studies on aspects of

consumer financial products and ser-
vices at the request of Congress.

During 2004, the Board issued final
rules implementing provisions of the
Fair and Accurate Credit Transactions
Act, an act that significantly amends
the Fair Credit Reporting Act. The
Board also issued guidance on the stan-
dards it and the Federal Deposit Insur-
ance Corporation (FDIC) will use when
determining whether to take supervisory
or enforcement actions in cases involv-
ing the unfair and deceptive trade prac-
tices provisions of the Federal Trade
Commission Act. The Board produced
two reports for Congress summarizing
the findings of Board studies on the
disclosure of fees related to debit card
purchases and on the ability of consum-
ers to avoid receiving unsolicited writ-
ten offers of credit or insurance. In addi-
tion, the Board revised its Truth in
Lending Act regulation and the associ-
ated commentary, issued interim final
rules incorporating technical changes
to the regulation implementing the
Community Reinvestment Act, raised
certain thresholds that would trigger
additional requirements under the Home
Ownership and Equity Protection Act,
and issued a final rule revising the dis-
closure tables that the federal finan-
cial regulatory agencies use to publicly
release Home Mortgage Disclosure Act
data reported by covered institutions.

Fair and Accurate Credit
Transactions Act

In December 2003, the President signed
the Fair and Accurate Credit Trans-
actions Act (the FACT Act) into law.
The FACT Act amends the Fair Credit
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Reporting Act (FCRA) in numerous
respects, including making permanent
an FCRA provision that preempts states
from enacting laws in seven areas
addressed by the FCRA. The FACT Act
also includes provisions to address iden-
tity theft, the accuracy of consumer
reports, the duties of furnishers of infor-
mation, the ability of consumers to opt
out of receiving marketing solicitations
from an organization when the solicita-
tion is based on information provided
to that organization by its affiliate, and
the ability of creditors to obtain or
use medical information in connection
with determining credit eligibility. (The
FACT Act also established the Finan-
cial Literacy and Education Commis-
sion. See ‘“Promotion of Community
Economic Development in Historically
Underserved Markets” later in this
chapter.)

The FACT Act requires the Board to
issue regulations or guidelines to imple-
ment various provisions of the statute.
In 2004, the Board issued three final
rules: one pertaining to effective dates
for certain provisions of the FACT Act,
one pertaining to the furnishing of nega-
tive information to consumer reporting
agencies, and one pertaining to the
disposal of consumer information. The
Board is currently working on several
additional regulations or guidelines
required by the FACT Act.

Effective Dates

In February, the Board and the Federal
Trade Commission (FTC) issued joint
final rules to implement section 3 of the
FACT Act, which required these agen-
cies to establish effective dates for pro-
visions of the act that did not already
contain specific effective dates. The
Board and the FTC had jointly adopted
interim rules in December 2003 that

established December 31, 2003, as the
effective date for the preemption pro-
visions of the FACT Act, as well as for
provisions authorizing the agencies to
adopt rules or take other actions to
implement the FACT Act. The final joint
rules the agencies adopted in February
2004 included the same schedule of
effective dates contained in the interim
rules. The Board’s final rule amended
its Regulation V, which implements the
FCRA.

Also in December 2003, the Board
and the FTC had issued for comment
proposed joint rules that would establish
a schedule of effective dates for other
provisions of the FACT Act that did not
contain effective dates. After reviewing
the comments on the proposal, the agen-
cies, in the February 2004 joint final
rules, established March 31, 2004, as
the effective date for provisions of the
FACT Act that did not require signifi-
cant changes to business procedures. For
those FACT Act provisions that would
likely entail significant changes to busi-
ness procedures, the agencies estab-
lished December 1, 2004, as the effec-
tive date, to allow a reasonable time
for the industry to establish systems that
comply with the statute.

Furnishing of Negative Information

In June, the Board issued a final rule
amending Regulation V to add model
notices that financial institutions may
use to comply with the notice require-
ment for furnishing negative informa-
tion to nationwide consumer report-
ing agencies. Under section 217 of the
FACT Act, a financial institution that
furnishes negative information about
credit extended to a customer (such as
information on a customer’s delinquen-
cies or late payments) to a nationwide
consumer reporting agency is required
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to provide a clear and conspicuous writ-
ten notice to the customer about furnish-
ing negative information. The required
notice is a one-time notice, and a finan-
cial institution may provide the notice
before, or no later than thirty days after,
furnishing the negative information to a
nationwide consumer reporting agency.
Section 217 of the FACT Act became
effective on December 1, 2004.

The FACT Act required the Board
to issue a concise model form not to
exceed thirty words that institutions
may, but are not required to, use to
comply with the notice requirement. The
Board’s final rule added two model
notices to Regulation V. One notice may
be used by financial institutions that
give the notice before furnishing nega-
tive information to a nationwide con-
sumer reporting agency. The other may
be used by financial institutions that
give the notice after furnishing negative
information to a nationwide consumer
reporting agency. The Board also
amended Regulation V to incorporate a
statutory safe harbor relating to the use
of the model notices. The safe harbor in
the FACT Act provides that a financial
institution will be considered to be in
compliance with the notice requirement
if the institution uses the model notice
issued by the Board, or if it uses the model
notice and rearranges the format. The
Board also provided additional guidance
about using the model notices, including
guidance on how financial institutions
may rearrange the format of the notices
without losing the safe harbor from lia-
bility that the model notices provide.

Disposal of Consumer Information

In December, the Board along with the
other federal financial regulatory agen-
cies issued interagency final rules to
require financial institutions to adopt

measures for properly disposing of con-
sumer information derived from con-
sumer reports (such as credit reports).
The agencies’ final rules implement sec-
tion 216 of the FACT Act by amending
the Interagency Guidelines Establish-
ing Standards for Safeguarding Cus-
tomer Information (retitled the Inter-
agency Guidelines Establishing Stan-
dards for Information Security), which
were adopted in 2001 (as appendix D-2
of Regulation H). The National Credit
Union Administration, the FTC, and
the Securities and Exchange Commis-
sion adopted similar standards for their
institutions.

The interagency guidelines currently
require financial institutions to protect
customer information by implementing
information security programs. An insti-
tution’s information security program
must include measures for the proper
disposal of ‘“‘customer information.”
Such information is generally defined as
nonpublic personal information about a
“customer,” namely, an individual who
obtains a financial product or service to
be used primarily for personal, family,
or household purposes, and who has
a continuing relationship with the finan-
cial institution. The final rules amend
the interagency guidelines to require in-
stitutions to also include measures for
the proper disposal of “consumer infor-
mation,” which is generally defined as
information that is a consumer report
(such as a credit report), or that is
derived from a consumer report about
an individual (regardless of whether that
individual is a customer), and that is
maintained or otherwise possessed by,
or on behalf of, the institution for a
business purpose. The final rules will
take effect on July 1, 2005; however,
financial institutions do not need to
modify existing contracts with their ser-
vice providers until July 1, 2006.
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Interagency Guidance on Unfair
and Deceptive Practices

In March, the Board and the FDIC
jointly issued a statement outlining the
standards the agencies will use to deter-
mine when state-chartered banks are
engaging in unfair or deceptive trade
practices. Such practices are illegal
under section 5 of the Federal Trade
Commission Act. The Board and the
FDIC will apply these standards when
weighing the need to take supervisory or
enforcement actions and when seeking
to ensure that unfair or deceptive prac-
tices do not recur. The statement also
provides best practices and general guid-
ance to state-chartered banks to help
them manage risks relating to unfair or
deceptive acts or practices, as well as to
help them avoid engaging in such acts
or practices. The best practices address
some of the business areas that have
the greatest potential for unfair or
deceptive acts and practices: advertis-
ing and solicitation, servicing and col-
lections, and managing and monitor-
ing employees and third-party service
providers.

Board Study of the Disclosure of
Point-of-Sale Debit Fees under the
Electronic Fund Transfer Act

In November, the Board issued a report
summarizing the results of its study of
the disclosure of fees related to debit
card purchases. The study focused spe-
cifically on the debit fees that a financial
institution may impose when a customer
engages in a point-of-sale (POS) debit
transaction and provides a personal
identification number (PIN). These fees
are referred to as “PIN fees.” Some
members of the U.S. Senate Committee
on Banking, Housing, and Urban Affairs
requested the study because they were
concerned that consumers may be

unaware of the existence or the source
of PIN fees. The primary conclusions of
the study address four principal areas:
(1) the prevalence of PIN fees; (2) the
degree of compliance by depository
institutions with current disclosure
requirements under the Electronic Fund
Transfer Act (EFTA), as implemented
by the Board’s Regulation E; (3) the
adequacy of existing disclosures and the
likely benefits and costs of new require-
ments for disclosure statements; and
(4) the feasibility of real-time disclosure
(namely, disclosing PIN fees at the
time of a transaction on a POS terminal
display).

Prevalence of PIN Fees

The Board estimated that in 2004 about
15 percent of all customers with debit
cards had accounts that were subject to
PIN fees. Because customers can
modify their behavior to avoid PIN fees
(for example, by using a signature
instead of a PIN to secure a transac-
tion), the fraction of customers with
debit cards who actually pay these
fees is likely between 10 percent and
15 percent.

Degree of Compliance by
Depository Institutions

The EFTA and the Board’s Regulation E
require depository institutions to dis-
close certain fees to consumers on the
initial disclosure of account terms, on
change-in-terms notices, and on peri-
odic statements of account activity. The
Board found that more than 95 percent
of depository institutions satisfy all the
current regulatory requirements for any
electronic funds transfer, and that an
even higher percentage satisfy the spe-
cific requirements for the disclosure of
PIN fees at the point of sale.
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Adequacy of Existing Disclosures

Consumer and other data suggest that
the PIN fee information in initial disclo-
sures and in change-in-terms notices
is of limited value to consumers. Some
consumers first learn of debit fees from
their periodic statements, and many
institutions’ periodic statements do not
identify the recipient of a debit fee.
These findings suggest that improving
periodic statements, and potentially
initial disclosures and change-in-terms
notices, could be a relatively low-cost
way to provide consumers with better
information about the PIN fees their
depository institutions impose.

Feasibility of Real-Time Disclosures

The Board found that disclosing debit
fees in real time at a POS terminal (for
example, showing fee information on a
POS terminal display before a customer
commits to a method of payment) would
involve the most extensive changes to
the infrastructure of the payments sys-
tem. Although such disclosures would
improve consumers’ knowledge of debit
fees, these improvements would be
achieved at extremely high costs.

Board Study of Prescreened
Solicitations under the Fair Credit
Reporting Act

In December, the Board issued a report
to Congress summarizing the Board’s
study of unsolicited written offers of
credit or insurance in which the sender
of the offer has prescreened the recip-
ients for creditworthiness and suit-
ability on the basis of consumer credit
records in the files of consumer report-
ing agencies. The FCRA allows con-
sumer credit records to be used for these
so-called prescreened solicitations. In
section 213(e) of the FACT Act, Con-

gress directed the Board to study the
ability of consumers to avoid (or opt out
of) receiving written offers of credit or
insurance in connection with transac-
tions the consumer did not initiate. The
Board also studied the potential effect
on consumers of any further restrictions
on providing them with such written
offers of credit or insurance. In partic-
ular, Congress directed the Board to
address the following five issues: (1) the
availability to consumers of opt-out
mechanisms, that is, methods for con-
sumers to opt out of having their names
and other information used for pre-
screened solicitations; (2) the extent to
which consumers use existing opt-out
mechanisms; (3) the benefits to consum-
ers of receiving written offers; (4) the
costs to consumers of receiving written
offers, or any adverse effects on con-
sumers from receiving the offers; and
(5) the potential effects on certain fac-
tors, such as the cost and availability
of credit, if further restrictions were
imposed on the ability of creditors and
insurers to make written offers.

Availability and Use of
Opt-Out Provisions

The Board found that currently about
6 percent of consumers with credit
records have opted out of receiving pre-
screened written offers of credit or insur-
ance. Further, most consumers who elect
to opt out use the statutory mechanisms
provided in section 604 of the FCRA,
which governs the use of prescreening
techniques. Beyond that statutory provi-
sion, industry groups and individual
companies have voluntarily established
ways for consumers to eliminate their
name from the listings companies use
to make prescreened written offers of
credit or insurance. These voluntary
mechanisms are important in the mar-
ketplace; an estimated one-third of the
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individuals on the opt-out lists of the
national consumer reporting agencies
used a voluntary mechanism to request
that their personal information not be
used for prescreened offers.

Benefits and Costs of Receiving
Written Offers

The Board found that the benefits to
consumers of receiving prescreened
written offers of credit or insurance are
significant. Because prescreened offers
must be “firm offers™ of credit or insur-
ance, a consumer generally receives
offers for only those products for which
he or she is likely qualified. Conse-
quently, consumers shopping for credit
or insurance are able to quickly iden-
tify products suitable for them. These
prescreened offers also contain pricing
and product information, often in a form
that allows a consumer to compare the
terms of products offered with those of
accounts he or she already holds—and
with products offered by other compa-
nies. Thus, the widespread availability
of pricing and product information in
prescreened offers helps to make the
market for thes¢ oroducts more com-
petitive, an advantage that benefits all
consumers.

For creditors and insurers, the ability
to tailor offers of credit or insurance
to consumers’ pricing and product
preferences at a relatively low cost
enhances competition and marketing
efficiency. Moreover, by having access
to credit record information for the pur-
poses of prescreening, creditors and
insurers are better able to control certain
risks related to offering these products.
In a competitive market, cost savings
for creditors and insurers translate into
lower prices and wider credit and insur-
ance availability for consumers, possi-
bly benefiting traditionally underserved
consumers.

The Board found that prescreened
written solicitations for credit and insur-
ance carry some potential costs for con-
sumers, including the inconvenience of
receiving unwanted mail, the possibil-
ity of identity theft, the possible loss of
privacy, and the potential for additional
debt burden. Although these are impor-
tant considerations, the Board did not
find that restricting written offers of
credit or insurance would mitigate these
problems; the alternatives to prescreen-
ing may even exacerbate some of them.

Potential Effects of
Further Restrictions

The Board found that written offers of
credit or insurance sent directly to con-
sumers have the potential to increase
competition in the market for those
consumer financial services. The pri-
mary benefits of competition are lower
prices and an increased availability of
the product or service in question. As a
result, the Board concluded that actions
undertaken to restrict the ability of lend-
ers and insurers to provide written offers
of credit or insurance to consumers
would, on balance, result in a less com-
petitive marketplace and thus relatively
higher prices and the reduced availabil-
ity of credit or insurance.

Other Regulatory Actions

The Board also took the following regu-
latory actions during 2004:

* In March, the Board revised Regu-
lation Z (Truth in Lending) and its
official staff commentary to add an
interpretative rule of construction
clarifying that the word ‘“amount”
referred to a numerical amount. The
revisions also provided guidance
on consumers’ exercise of rescission
rights for certain home-secured loans.
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* In July, the Board and the other
federal financial regulatory agencies
issued joint interim final rules contain-
ing technical changes to their regu-
lations implementing the Commu-
nity Reinvestment Act (CRA). The
changes conform those regulations
to changes in (1) the Standards for
Defining Metropolitan and Micropoli-
tan Statistical Areas, published by the
U.S. Office of Management and Bud-
get in December 2000; (2) the census
tracts designated by the U.S. Bureau
of the Census; and (3) the Board’s
Regulation C, which implements
the Home Mortgage Disclosure Act
(HMDA). The joint interim rules did
not make substantive changes in the
requirements of the CRA regulations.
The Board’s regulation implementing
the CRA is Regulation BB.

¢ In August, the Board amended the
official staff commentary to Regula-
tion Z to raise from $499 to $510 the
total dollar amount of points and fees
that triggers additional requirements
for certain mortgage loans under the
Home Ownership and Equity Protec-
tion Act. As prescribed by the statute,
the increased amount (effective Janu-
ary 2005) reflects changes in the con-
sumer price index.

¢ In December, the Board issued a final
rule revising disclosure tables the
Board and the other federal financial
regulatory agencies use to publicly
release data collected by lenders
under HMDA and the Board’s Regu-
lation C. In particular, the final rule
revised the formats for some of the
existing disclosure tables, deleted one
set of existing tables, and added new
tables. These changes reflect the
Board’s 2002 revisions to Regula-
tion C that required lenders to collect
new data beginning January 1, 2004.

* In December, the Board raised to
$34 million the exemption threshold
for depository institutions required
to collect data in 2005 under HMDA
and Regulation C. As prescribed by
the statute, the increased threshold
reflects changes in the consumer price
index.

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 triennial Survey of Consumer
Finances (conducted in 2001), approxi-
mately 88 percent of U.S. families in
that year used or had access to one or
more EFT services—for example, an
ATM card, a debit card, direct deposit,
or direct payment—up from approxi-
mately 85 percent in 1998. ATMs were
the most widely used EFT service;
approximately 70 percent of U.S. fami-
lies 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 was almost as widely
used. About 67 percent of U.S. families
had funds deposited directly into their
checking or savings account. Use of the
service is particularly common in the
public sector; during fiscal year 2004,
approximately 75 percent of all govern-
ment payments were made using EFT,
including 81 percent of Social Security
payments, 98 percent of federal salary
and retirement payments, and 45 percent
of federal income tax refunds.

About 47 percent of U.S. families use
debit cards, which consumers can use at
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merchant terminals to pay for purchases.
Approximately 16.2 billion debit card
transactions took place in 2003, an
increase of approximately 21 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 regula-
tion. The available evidence suggests no
serious consumer problems with EFTA.
(See “Agency Reports on Compliance
with Consumer Protection Laws” later
in this chapter.)

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, and

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

Examinations for Compliance
with the CRA

The Federal Reserve assesses and rates
the CRA performance of state mem-
ber banks in the course of examina-
tions conducted by staff at the twelve
Reserve Banks. During the 2004 report-
ing period, the Reserve Banks con-
ducted 242 CRA examinations. Of the
banks examined, 43 were rated “out-
standing” in meeting community credit
needs, 198 were rated “satisfactory,”
none was rated “needs to improve,” and
1 was rated as being in *‘substantial
noncompliance.”!

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
considers applications for which CRA
protests are raised or significant issues
exist regarding CRA or consumer
compliance. Other cases are decided
by the Reserve Banks under delegated
authority.

During 2004, the Board of Governors
considered applications for several sig-
nificant banking mergers and acquisi-
tions. The Board sponsored four pub-
lic meetings in connection with two of
these applications. For the application
by Bank of America Corporation (Char-
lotte, North Carolina) to acquire Fleet
Financial Group, Inc. (Boston, Massa-
chusetts), public meetings were held at
the Federal Reserve Banks of Boston
and San Francisco. Two public meetings

1. The 2004 reporting period was July 1, 2003,
through June 30, 2004.
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were held at the Federal Reserve Banks
of New York and Chicago in connection
with the merger of J.P. Morgan Chase &
Company (New York, New York) with
Bank One Corporation (Chicago, Illi-
nois). Members of the public submitted
numerous comments on these two appli-
cations during the thirty-day comment
period allocated for such applications.
The public meetings, however, allowed
the public to enter oral or written testi-
mony into the record of information
considered by the Board. The Board
approved the application by Bank of
America Corporation in March and the
application by J.P. Morgan Chase &
Company in June. Several other sig-
nificant applications are summarized
below.

* An application by NewAlliance Banc-
shares (New Haven, Connecticut) to
acquire New Haven Savings Bank
(New Haven, Connecticut) was
approved in February.

» Three applications by National City
Corporation (Cleveland, Ohio) were
approved in March, June, and August.

* An application by Regions Financial
Corporation (Birmingham, Alabama)
to acquire Union Planters Corporation
(Memphis, Tennessee) was approved
in June.

* An application by Royal Bank of
Scotland and Citizens Financial Group
(both in Providence, Rhode Island) to
acquire Charter One Financial Group,
Inc. (Cleveland, Ohio), was approved
in August.

* An application by Wachovia Corpo-
ration (Charlotte, North Carolina) to
acquire SouthTrust Corporation (Bir-
mingham, Alabama) was approved in
October.

The public submitted comments on
each of these applications. Most of the
commenters expressed concerns that
lending to lower-income communities
and populations was insufficient and that
the institutions had failed to address the
convenience and needs of affected com-
munities. Commenters also raised issues
relating to potentially abusive lending
practices involving subprime and pay-
day lenders; the potentially adverse
effects of branch closings; the failure of
minority-owned and -operated institu-
tions to adequately serve other minority
populations; the loss of local ownership;
institutions’ alleged attempts to circum-
vent state consumer laws; and alleged
fraud.

In addition to considering these appli-
cations for significant banking mergers
and acquisitions, the Board acted on
thirteen other bank and bank holding
company applications that involved pro-
tests by members of the public con-
cerning the performance under the CRA
of insured depository institutions. The
System also approved one application
that involved an institution having a
CRA rating of lower than satisfactory
and another thirty-three applications
involving other issues related to CRA,
fair lending, or compliance with con-
sumer credit protection laws.2

Other Consumer Compliance
Activities

The Division of Consumer and Com-
munity Affairs supports and oversees
the supervisory efforts of the Federal
Reserve Banks to ensure that consumer
protection laws and regulations are fully
and fairly enforced. Division staff pro-
vide guidance and expertise to the
Reserve Banks on consumer protection

2. In addition, five applications involving other
CRA or compliance issues were withdrawn.
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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 Re-
serve’s pnimary means of enforcing
compliance with consumer protection
laws. During the 2004 reporting period,
the Reserve Banks conducted 329 con-
sumer compliance examinations—305
of state member banks and 24 of foreign
banking organizations (FBOs).?

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 agen-
cies, the Board revised the procedures
that Federal Reserve consumer compli-
ance examiners are to use when assess-
ing whether a compliance or CRA
examination of an FBO or special-
purpose bank is necessary. Further, the
Board updated its risk-focused supervi-
sion program to reflect new regulations
and the level of risk associated with
existing regulations. The Board also
completed a pilot program for an inter-
disciplinary electronic banking profile
to identify and monitor risk factors asso-

3. The foreign banking organizations examined
by the Federal Reserve are organizations operating
under section 25 or 25A 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.

ciated with the rapid changes in elec-
tronic banking.

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 all creditors from dis-
criminating against any 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 discriminate
against an applicant because the appli-
cant receives income from a public
assistance program or has exercised,
in good faith, any right under the Con-
sumer Credit Protection Act. As pro-
vided by the ECOA, the Board enacted
Regulation B to fully implement the act
for the banks under its jurisdiction and
periodically reviews that regulation
and modifies it as needed. 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, repair, or maintenance of a dwell-
ing. Under the act, it is unlawful for
a creditor to deny any form of financial
assistance, or discriminate in fixing the
amount, interest rate, or any other terms
or conditions of any financial assistance,
on the basis of race, color, religion,
national origin, handicap, familial sta-
tus, 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
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(DOJ). When a violation of the ECOA
also violates the Fair Housing Act, the
matter may be referred to the Depart-
ment of Housing and Urban Develop-
ment. To promote consistency in how
fair lending issues are analyzed through-
out the System, Division of Consumer
and Community Affairs staff coordinate
the investigation of potential fair lend-
ing violations with Reserve Bank staff
and develop recommendations for the
division director regarding whether
referral is necessary or appropriate.

During 2004, division staff received
and analyzed six reports from Reserve
Banks regarding possible referral mat-
ters. Four of these reports had to do with
potentially discriminatory underwriting
standards affecting applicants on the
basis of marital status or sex; the other
two matters involved apparent discrimi-
natory loan-pricing practices on the
basis of marital status. In two of the six
cases, the Board determined that refer-
rals were not warranted; two cases were
referred to the DOJ; and two cases are
pending.

In early 2004, division staff, together
with staff from the Board’s Legal Divi-
sion and the Federal Reserve Bank of
New York, negotiated a consent order
to finalize an investigation of a major
holding company subsidiary. The order
addressed issues raised during the inves-
tigation, including regulatory compli-
ance violations, the making of loans that
were unsafe and unsound and that bor-
rowers could not afford, and misleading
and incorrect statements made by lend-
ing personnel to examiners. In addition
to a substantial civil money penalty, the
consent order provided for extensive
corrective measures, including the pay-
ment of restitution to victims.

The ECOA prohibits not only prac-
tices that constitute intentional discrimi-
natory treatment of credit applicants
on a prohibited basis but also practices

that have an unintended but unjustified
discriminatory ‘‘disparate impact.” In
2004, division staff determined that a
lender’s adoption of a *“housing proxy”
debt payment constituted a disparate-
impact violation of the ECOA on the
basis of the prohibited characteristic of
age. The lender had been adding a multi-
hundred-dollar payment to the monthly
debt of persons who applied for credit
but reported no housing cost on their
loan application—and for whom no
housing cost appeared on their credit
bureau report. This proxy practice was
shown to adversely affect a dispropor-
tionate number of younger applicants,
and the lender failed to demonstrate an
adequate “‘business-necessity”’ justifica-
tion for its adoption of the proxy.

Since 1994, the Federal Reserve has
used a two-stage statistical regression
program to help assess fair lending com-
pliance by high-volume mortgage lend-
ers. The program uses reported HMDA
data for a stage one analysis to identify
banks having significant disparities in
their loan-denial rates for loan applica-
tions submitted by members of a pro-
tected class and those submitted by
members of a nonprotected class; the
program then targets these banks for a
stage two analysis that considers exten-
sive additional information taken from
a sample of a bank’s loan files. The
program produces statistically reliable
results, even in cases in which the num-
ber of denied applicants in a protected
class is small.

Flood Insurance

The National Flood Insurance Act
imposes certain requirements on 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
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member banks in general are prohibited
from making, extending, increasing,
or renewing any such loan unless the
building or mobile home and any per-
sonal 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 of the regulation. The civil
money penalties are turned over to
the Federal Emergency Management
Agency for deposit into the National
Flood Mitigation Fund.

During 2004, the Board imposed civil
money penalties on three state mem-
ber banks. The penalties, which were
assessed via consent orders, ranged from
$3,250 to $10,000.

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 2004,
the FFIEC issued revised examination
procedures for determining compliance
with the fair lending provisions of Regu-
lation B (which implements the Equal
Credit Opportunity Act), the Homeown-
ers Protection Act, and the new sub-
part D of Regulation CC. Subpart D
implements the Check Clearing for the
21st Century Act, or Check 21. (Regu-
lation CC continues to implement the
Expedited Funds Availability Act.) In
addition to issuing revised examination
procedures to implement Check 21,
staff from the FFIEC member agencies

4, 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.

developed a Check 21 web site to pro-
vide examiners and the financial indus-
try with educational tools, reference
materials, and answers to frequently
asked questions (www.ffiec.gov/exam/
check21).

The FFIEC also issues guidance to
the agencies’ consumer compliance
examination staff and to supervised
financial institutions. To ensure that
CRA performance evaluations are com-
prehensive and include facts and data
to support the evaluation results, the
FFIEC in 2004 developed interagency
guidance on examiners’ use of data
tables in CRA evaluations. Additionally,
the FFIEC member agencies developed
interagency guidance on overdraft pro-
tection programs, which was released
for public comment in 2004. Finally,
in response to a review of preliminary
2004 HMDA data submissions, the
FFIEC issued guidance to HMDA data
reporters regarding proper collection
and reporting of the new data fields
being collected for the first time in 2004.

The Board and the FDIC issued joint
guidance outlining standards the two
agencies will consider when determin-
ing whether specific acts or practices
at state-chartered banks are unfair or
deceptive. The Board, the OCC, and the
FDIC also updated the host-state loan-
to-deposit ratios used to determine com-
pliance 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 for
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which the Federal Reserve has supervi-
sory responsibility becomes even more
important. The consumer affairs curricu-
lum comprises courses on various con-
sumer protection laws, regulations, and
examining concepts. In 2004, these
courses were offered in eleven sessions
to more than 225 Federal Reserve con-
sumer compliance examiners.

Board and Reserve Bank staff reg-
ularly review the core curriculum for
examiner training, updating subject mat-
ter and adding new elements as appro-
priate. During 2004, staff conducted
curriculum reviews for two courses to
incorporate technical changes in policy
and laws, along with changes in instruc-
tional delivery techniques. The two
courses reviewed were

* Community Reinvestment Act Exami-
nation Techniques. Equips assistant
examiners and others to write the per-
formance evaluation for the CRA por-
tion of a consumer compliance bank
examination.

s Commercial Lending Essentials for
Consumer Affairs. Equips assistant
examiners with the basic techniques
to underwrite and price commercial
loans.

Staff members also look for opportu-
nities to deliver courses via alternative
channels such as the Internet or other
distance-learning technologies. The two
courses discussed above are now taught
using several instructional methods:
classroom instruction focusing on case
studies, specially developed computer-
based instruction, electronic bulletin
boards, and vendor-delivered online
instruction. Additionally, the new exam-
iner training on the consumer compli-
ance aspects of the Check 21 Act was
delivered on both an interactive web site
and an interactive CD-ROM.

In 2004, the consumer affairs function
added a new course to the core curricu-
lum, Consumer Affairs Risk-Focused
Examination Techniques. The course is
designed to enhance examiners’ analyti-
cal, decisionmaking, 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, the opportunity
to instruct at System schools, and men-
toring programs.

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 statistical area,
(2) it met the asset threshold at the end
of the preceding calendar year (for 2002
and 2003, assets of more than $32 mil-
lion; for 2004, assets of more than
$33 million), and (3) it originated at
least one home purchase loan (or refi-
nancing) in the preceding calendar year.
A for-profit mortgage company is cov-
ered if (1) it has offices in a metropoli-
tan statistical area, (2) it had assets of
more than $10 million (when combined
with the assets of any parent company)
at the end of the preceding calendar
year or it originated 100 or more
home purchase loans or refinancings in
the preceding calendar year, and (3) in
the preceding calendar year, its home
purchase loan originations and refinanc-
ings accounted for at least 10 per-
cent of its total loans by dollar vol-
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ume, or if such loans equaled at least
$25 million.

In 2004, a total of 6,935 depository
institutions and affiliated mortgage com-
panies and 1,186 independent mortgage
companies reported HMDA data for
calendar year 2003. 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 statistical area in which the
lender had offices and reported loan
activity for 2003. In 2004, the FFIEC
prepared 65,808 disclosure statements.>
In July, each institution made its disclo-
sure statement public, and reports con-
taining aggregate data for all mortgage
and home improvement loans in each of
the 337 metropolitan statistical areas in
the United States were also made avail-
able to the public at central deposi-
tories.® These data are used by the
FFIEC agencies, the reporting institu-
tions, HUD, the Department of Justice
(DOYJ), and members of the public. They
also assist HUD, the DOJ, and state and
local agencies in responding to allega-

5. 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.

6. Central depository sites include libraries,
unjversities, and city planning offices. A list of
sites can be found at www.ffiec.gov/hmdacf/
centdep/default2.cfm.

tions of lending discrimination and in
targeting lenders for further inquiry.

The HMDA data reported for 2003
covered about 42 million loans and loan
applications, about 33 percent more than
in 2002. The greater volume was due
primarily to an increase of about 41 per-
cent in refinancing activity. The num-
ber of covered home purchase loans
extended in 2003, compared with 2002,
increased 16 percent for Asians, 18 per-
cent for Hispanics, 15 percent for
blacks, and 11 percent for whites.
Native Americans experienced a 5 per-
cent decline in such lending from 2002
through 2003. Over the period from
1993 through 2003, the number of home
purchase loans extended to Hispanics
rose 236 percent; to Asians, 163 per-
cent; to blacks, 106 percent; to Native
Americans, 50 percent; and to whites,
44 -percent. For each income category,
the number of home purchase loans
reported was higher in 2003 than in
2002; the increase was 6 percent for
lower-income applicants; 8.6 percent for
middle-income applicants; and 13 per-
cent for upper-income applicants. From
1993 through 2003, the number of home
purchase loans to lower-, middle-, and
upper-income applicants increased by
102 percent, 68 percent, and 88 percent,
respectively.

In 2003, 19 percent of Hispanic appli-
cants and 21 percent of black appli-
cants for home purchase loans reported
under HMDA applied for government-
backed mortgages; the comparable fig-
ures for Asians, whites, and Native
Americans were 4 percent, 12 percent,
and 15 percent, respectively. Twenty-
one percent of lower-income applicants
for home purchase loans, compared
with 5 percent of upper-income appli-
cants, applied for government-backed
mortgages.

Overall, the denial rate in 2003 for
conventional home purchase loans
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(that is, loans that are not government-
backed) was 14 percent, a rate un-
changed from 2002. The denial rate
rose from 1993 through 1998 but has
fallen since then. In 2003, denial rates
for conventional home purchase loans
reported under HMDA declined slightly
for black applicants, to 24 percent; the
rates rose modestly for Native Ameri-
cans and Asians, to 24 percent and
11 percent, respectively. Denial rates for
whites and Hispanics remained the same
from 2002 to 2003, at 12 percent and
18 percent, respectively.

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,
thé FFIEC member agencies, and other
federal enforcement agencies.”

Regulation B
(Equal Credit Opportuniry)

The FFIEC agencies reported that
88 percent of the institutions examined
during the 2004 reporting period were in
compliance with Regulation B, com-
pared with 84 percent for the 2003
reporting period. The most frequent vio-
lations involved failure to take one or
more of the following actions:

* 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

7. Because the agencies use different methods
to compile the data, the information presented
here supports only general conclusions. The 2004
reporting period was July 1, 2003, through
June 30, 2004.

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

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

» 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

* collect information for monitoring
purposes about the race, color, reli-
gion, national origin, or sex of an
applicant

During 2004, the Federal Trade Com-
mission (FTC) entered into one settle-
ment with a telecommunications cor-
poration for alleged violations of the
ECOA and Regulation B. The defen-
dants were required to pay civil money
penalties of $1.125 million and provide
injunctive relief. Additionally, the FTC
continued litigation against a mort-
gage lender for alleged violations of the
ECOA and Regulation B, and continued
its enforcement efforts against other
organizations.

The other agencies that enforce
the ECOA—the Farm Credit Admin-
istration (FCA), the Department of
Transportation, the Securities and
Exchange Commission, the Small Bus-
iness Administration, and the Grain
Inspection, Packers and Stockyards
Administration of the Department of
Agriculture—reported substantial com-
pliance among the entities they super-
vise. The FCA’s examination and
enforcement activities revealed that
most Regulation B violations involved
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creditors’ providing inadequate state-
ments of specific reasons for denial
or involved creditors’ failure to request
or provide information for government-
monitoring purposes. These agencies
did not initiate any formal enforcement
actions relating to Regulation B during
2004, 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 95 percent of the institu-
tions examined during the 2004 report-
ing period were in compliance with
Regulation E, compared with 94 per-
cent for the 2003 reporting period.
The most frequent violations involved
failure to comply with the following
requirements:

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

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

+ provide initial disclosures that a con-
sumer may retain, at the time he or
she contracts for an electronic fund
transfer service or before the first
electronic fund transfer involving the
consumer’s account is made

* 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

In 2004, the FTC settled two cases in
federal district court involving viola-
tions of the Electronic Fund Transfer
Act (EFTA). In one case, the complaint
alleged that the defendants had decep-
tively marketed videos and charged
consumers’ credit and debit cards on a
recurring basis, without obtaining writ-
ten authorization from the consumers to
initiate preauthorized electronic fund
transfers from their accounts, in viola-
tion of the EFTA. Under the stipulated
court order in this case, defendants were
required to pay approximately $1.1 mil-
lion in combined consumer redress and
civil penalties and were barred from a
range of unlawful activities. In the sec-
ond case, the complaint alleged that the
defendants initiated recurring automatic
charges from consumers’ accounts at the
conclusion of a “free” trial period asso-
ciated with a variety of offered services,
without disclosing the cancellation
policy or obtaining the consumers’
written authorization. The court order in
this case included injunctive relief and
required payment of $2.4 million.

Regulation M
{Consumer Leasing)

The FFIEC agencies reported that more
than 99 percent of the institutions exam-
ined during the 2004 reporting period
were in compliance with Regulation M,
which is comparable to the level of com-
pliance for the 2003 reporting period.
The few violations noted involved fail-
ure to adhere to specific disclosure
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
96 percent of the institutions exam-
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ined during the 2004 reporting period
were in compliance with Regulation P,
compared with 97 percent for the 2003
reporting period. The most frequent vio-
lations involved failure to comply with
the following 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

e provide a clear and conspicuous
annual privacy notice to customers

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

No formal enforcement actions relat-
ing to Regulation P were issued during
the reporting period.

Regulation Z
(Truth in Lending)

The FFIEC agencies reported that
84 percent of the institutions examined
during the 2004 reporting period were
in compliance with Regulation Z, com-
pared with 78 percent for the 2003
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 payment
schedule for closed-end credit

* on certain residential mortgage trans-
actions, provide a good faith estimate
of the required disclosures before con-

summation, or not later than three
business days after receipt of the loan
application

e ensure that disclosures reflect the
terms of the legal obligation between
the parties, and when any informa-
tion necessary for an accurate disclo-
sure is unknown, ensure that the credi-
tor states that the disclosure is an
estimate

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

The OCC issued one formal enforce-
ment action containing provisions relat-
ing to Regulation Z during the 2004
reporting period. In addition, 114 insti-
tutions supervised by the Federal
Reserve and the FDIC were required,
under the Interagency Enforcement
Policy on Regulation Z, to refund a
total of approximately $500,000 to
consumers.

The FTC continued its enforcement
activities to halt unlawful subprime-
lending practices. The FTC filed two
federal district court actions (currently
in litigation) and continued litigating
three cases; all five cases concern
alleged violations of the Truth in Lend-
ing Act, Regulation Z, and the Fed-
eral Trade Commission Act. The defen-
dants in these cases include mort-
gage brokers, a mortgage corporation, a
finance company, and a tax-shelter con-
sulting firm.

The FCA's examination and enforce-
ment activities revealed that most Regu-
lation Z violations involved inadequate
or incorrect disclosures for closed-end
credit. FCA examiners determined that
all violations had been or were being
corrected or adequately addressed by the
respective institutions.
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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 more than 99 percent of the institu-
tions examined during the 2004 report-
ing period were in compliance with
Regulation AA, which is comparable
to the level of compliance for the 2003
reporting period. The few violations
involved the following actions:

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

* entering into a consumer credit obliga-
tion that contains a waiver of exemp-
tion, or enforcing provisions in a pur-
chased consumer credit obligation that
contains such a waiver, unless the
waiver applies solely to property sub-
ject to a security interest executed in
connection with the obligation

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
93 percent of institutions examined dur-
ing the 2004 reporting period were in
compliance with Regulation CC, com-
pared with 90 percent for the 2003
reporting period. Among the institutions
not in full compliance, the most fre-
quently cited violations involved the
failure to take one or more of the follow-
ing actions:

ake available on the next business

amount of checks deposited that are
not subject to next-day availability

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

* 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

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

* provide training to each employee
that performs duties subject to this
regulation, and establish procedures
to ensure and monitor employee
compliance

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

Regulation DD
(Truth in Savings)

The FFIEC agencies reported that
92 percent of institutions examined
during the 2004 reporting period were
in compliance with Regulation DD,
compared with 89 percent for the
2003 reporting period. Among the
institutions not in full compliance,
the most frequently cited violations
involved

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

« failing to provide account disclo-

sures containing certain required

Digitized fo 5&;u|s‘fﬂ§ssef of $100 or the aggregate  information;
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+ failing to provide timely maturity noti-
fication for time deposits;

* failing to provide account disclosures
clearly and conspicuously, in writing,
and in a form that the consumer may
keep; and

» providing an advertisement that did
not disclose that fees could reduce the
earnings on the account.

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

Consumer Complaints

The Federal Reserve investigates com-
plaints against state member banks
and forwards to the appropriate enforce-
ment agency complaints that involve
other creditors and businesses. Each
Reserve Bank investigates complaints
against state member banks in its Dis-
trict. Complaints and inquiries received
by the Federal Reserve System are
entered into its online database, Com-
plaint Analysis Evaluation System and
Reports (CAESAR).

the scope of complaint investigations
and improve the quality and timeliness
of responses to consumers.

During 2004, the CAESAR Users
Advisory Group finalized business and
technical requirements for a web-based
CAESAR application that will stream-
line the System’s consumer complaint
process. These requirements entailed the
development of new reports for analyz-
ing and monitoring complaint trends. In
addition, the advisory group developed
a new consumer code structure for the
web-based system to allow users to clas-
sify consumer complaints in more detail
and identify investigation findings more
easily.

Complaints against
State Member Banks

In 2004 the Federal Reserve received
approximately 5,130 complaints from
consumers—by mail, by telephone, in
person, and electronically via the Inter-
net (see tables). About 45 percent of the

Consumer Complaints against State
Member Banks, by Classification, 2004

The Board provides guidance to the Classification Number
Reserve Banks on complaint program
policies and procec!urqs through advi-  Regulation B (Equal Credit Opportuity) ... 36
sory letters and periodic updates to the Regefstion C (Home Mortgage .
Consumer Complaint Manual. In 2004, ﬁegu}au:on 5 ((l]-]}l::lt:osr:lc Fu?c{[;srransfer)s) 73
3 : egulaaon ICS O urance) .....
the Board issued guidance about new Regulation M (Consumer Leasing) -........ 0
codes for the CAESAR database. The Regull:atmn !’l(ll’lrllfvaCy gf Consumer .
new codes will be used to track con- nancial [nformation) ...
i i Regulation Q (Payment of Interest) ......... 1
sumer concerns about emerging issues, e i kil e s
such as stored-value cards, reaffirmed  Regulation BB (Community Reinvestment) . 1
debt, the Check Clearing for the Reg“kvt'a?fagb(? t;f‘xPed“ed Funds ’s
21st Century Act, and the Fair and Regulation DD (Truth in Savings) ..........| 28
Accurate Credit Transactions Act. Addi-  Far Credit Reporting Act ................. 155
tional guidance on the CAESAR data-  Fair Debt Collection Practices Act . 24
base was issued to strengthen the docu-  four Housing Act ... g
mentation of complaint investigations. ﬁgﬁ;“gfg;’:;ﬂ}% andt>l<)r~ced A 3
. A emen
In addition to the CAESAR guidance, Unregulated practices ... voovorrriro. 1708
. the Board issued guidance on new pro- L, 2,318
Digitized dadurésthiat are intended to better focus
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Consumer Complaints against State Member Banks, by Subject of Complaint, 2004

Total Not investigated
Unable
Subject of complaint tﬁ‘%b!mn Explfaran’on
sufficient of law
Number Percent information | provided
from to consumer
consumer
Loans
Discrimination alleged
Real estate loans .............oooeeiiininniennannn, 15 1 1 1
Creditcards ..........ocooiiiiiiiiiiiiiiiiiienn. 13 1 1 1
Other 10808 .......covvviiiiiiiiiieiiiiiennennns 8 0 1 1
Other type of complaint
Real estate loans . ... 463 20 4 35
Credit cards ... 892 38 4 74
Other loans .... 174 8 1 16
BIES ettt et eeaas 460 20 6 59
Electronic fund transfers ....................... ool 75 3 1 3
THUSE SEIVICES ....eovnviiniiiiiiiiiiiii it 30 1 8 5
................................................. 188 8 5 30
Total ... e 2,318 100 32 225

complaints (2,318) were against state
member banks. Of the complaints
against state member banks, 68 percent
involved consumer loans: 2 percent
alleged discrimination on a basis pro-
hibited by law (race, color, religion,
national origin, sex, marital status,
age, the fact that the applicant’s income
comes from a public assistance pro-
gram, or the fact that the applicant has
exercised a right under the Consumer
Credit Protection Act), and 66 percent
concerned other credit-related practices,
such as the imposition of annual mem-
bership fees on credit card accounts, the
amount of interest banks charge on
credit card accounts, or credit denial
on a basis not prohibited by law (for
example, credit history or length of
residence). Twenty percent of the
complaints involved disputes about
interest on deposits and other deposit
account practices; the remaining
12 percent concerned disputes about
electronic fund transfers, trust ser-

vices, or other practices. Information
on the outcomes of the investigations
of these complaints is provided in the
table.

During 2004, the Federal Reserve
System completed the investigation of
125 complaints against state member
banks that were pending at year-end
2003, finding no violations of regula-
tions. In 84 percent of the state member
bank complaints investigated in 2004,
the banks had correctly handled a cus-
tomer’s account. In 44 percent of these
cases, the banks nevertheless chose to
reimburse or otherwise accommodate
the customer.

The Federal Reserve also handled
more than 1,600 inquiries about con-
sumer credit and banking policies and
practices during 2004. In responding
to these inquiries, the Board and the
Reserve Banks gave specific explana-
tions of laws, regulations, and banking
practices and provided relevant printed
materials on consumer issues.
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Consumer Complaints—Continued
Investigated
Bank legally correct
Goodwill (E:;:S;?;lugj P%i‘?]ile Matter | Withdrawn Del::inr:ll;gfél
No reim- rei(t’nburs e- Customer Bank dispute— | violation— in b
bursement error efror resolvable | bank took litieati Y
or other m‘?: or only by | corrective | gation | customer
accommo- otner the courts action
dation accommo-
dation
6 2 0 0 0 1 0 0 4
6 0 0 0 0 0 0 0 5
6 0 0 0 0 0 0 0 0
192 125 0 49 6 13 20 10 9
257 379 1 54 14 5 3 27 74
86 25 0 23 11 1 4 5 2
203 100 0 45 19 4 6 13 5
20 27 0 7 2 10 1 3 1
8 3 0 2 0 0 0 3 1
72 25 0 9 8 2 14 5 18
856 686 1 189 60 36 48 66 119

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 exist-
ing regulations, focusing on those that
concern possible unfair or deceptive
practices. In 2004 the Board received
approximately 1,700 complaints against
state  member banks that involved
unregulated practices. The categories
that received the most complaints
involved real estate loans, credit card
accounts, and checking accounts. Con-
sumers most frequently complained
about escrow account problems (78
complaints); other complaints involved
customer service problems (75), debt
collection practices (70), insufficient-
funds charges and procedures (67), loan
and deposit account fees (64), and inter-
est rates and terms (61). 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
disputes about the amount withdrawn
from checking accounts.

Complaint Referrals to HUD

In accordance with a memorandum of
understanding between HUD and the
federal bank regulatory agencies, in
2004 the Federal Reserve referred six
complaints to HUD that alleged state
member bank violations of the Fair
Housing Act. In five of the six cases
the Federal Reserve’s investigations
revealed no evidence of illegal discrimi-
nation. The remaining case was pending
at year-end.

Advice from the
Consumer Adyvisory Council

The Board’s Consumer Advisory
Council—whose members represent
consumer and community organizations,
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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 2004, the council met in March,
June, and October. In March, council
members discussed the Board’s proposal
to provide more uniform and consistent
guidance on what constitutes a ‘“‘clear
and conspicuous” disclosure for its
consumer regulations. The discussion
focused on whether the standards and
guidance in Regulation P, which imple-
ments the financial privacy provisions
of the Gramm-Leach-Bliley Act, could
be used as the model for providing clear
and conspicuous standards. While mem-
bers applauded the Board’s effort to
make disclosures more understand-
able, they did not support adopting the
Regulation P standard as a means of
providing more consistent standards
and guidance for consumer protection
disclosures.

The council also discussed the Janu-
ary 2004 General Accounting Office
(GAO) study on predatory lending. The
GAO recommended that Congress con-
sider making certain statutory changes
to consumer financial services and fair
lending laws. Members commented on
a proposal that would grant the Board
the authority to routinely monitor and,
as necessary, examine nonbank mort-
gage lending subsidiaries of bank and
financial holding companies to poten-
tially deter predatory lending. Members
who supported this proposal believed
that the Federal Reserve has the ability
and the expertise to conduct rigorous
and consistent examinations. Others did
not favor the recommendation.

The Community Reinvestment Act
(CRA) was a topic at each of the three
meetings. The discussions focused on
regulatory changes proposed by the
Board and three other federal financial
institution regulators (the Office of the
Comptroller of the Currency, the Office
of Thrift Supervision, and the Federal
Deposit Insurance Corporation). The
agencies proposed changing the criteria
for designation as a small bank and add-
ing a caveat that abusive asset-based
lending might reduce a bank’s CRA rat-
ing. Some members expressed concern
about the proposal to change the criteria
for small-bank designation because a
larger number of banks would qualify
for a more limited CRA examination,
and some banks located in rural geogra-
phies might not have incentives to
participate in community and economic
development initiatives. Further, some
members asserted that additional regula-
tion of regulated depository institutions
is not necessary and should instead be
targeted at unregulated and unsuper-
vised bank affiliates and other loosely
supervised organizations.

In June, council members discussed
an ongoing review to identify outdated
and unduly burdensome regulatory
requirements pursuant to the Economic
Growth and Regulatory Paperwork
Reduction Act of 1996. Members did
not reach consensus on the necessity
of the Truth in Lending Act provision
giving consumers a three-day right to
rescind certain mortgage loan trans-
actions before financial institutions dis-
burse the funds, nor did they agree on
the importance of Home Mortgage Dis-
closure Act data from small banks and
rural areas. Members agreed that the
CRA provisions of the Gramm-Leach—
Bliley Act, which require financial insti-
tutions and other community-based
organizations that are parties to certain
written CRA agreements to make the
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agreements available to the public and
their primary regulator, serve no useful
purpose. Furthermore, the provisions
have created a data collection and
reporting burden for all parties involved
in the agreements. Another topic of dis-
cussion at the June meeting was the
remittance market, or the transfer of
funds by immigrant workers to families
and friends in their native countries (see
the related box “Remittances and Immi-
grant Markets: Opportunities and Chal-
lenges” later in this chapter). Members
emphasized the importance of lowering
the cost of remittances and of providing
immigrants with access to banking
services—especially for lower-income
immigrant workers who regularly send
money to their home countries.

Courtesy overdraft protection, fre-
quently referred to as bounced-check
protection, was a topic at the June
and October meetings. The courtesy
overdraft-protection services offered by
some financial institutions are covered
under the Truth in Savings Act. Some
members had concerns about the ade-
quacy of disclosures, the need for addi-
tional regulatory coverage, and decep-
tive marketing - practices for these
services. Council members discussed
whether the Truth in Savings Act or the
Truth in Lending Act is the most effec-
tive way to inform and protect consum-
ers. Some council members asserted that
bounced-check protection programs are
short-term extensions of credit that fit
the definition of credit under the Truth
in Lending Act; others believed that the
programs do not qualify as credit exten-
sions because there is no loan applica-
tion, underwriting, note, or annual per-
centage rate calculation in connection
with the service.

At the October meeting, members
discussed anti-predatory-lending laws.
Members reviewed various state and
federal legislative approaches, including

the Home Ownership and Equity Protec-
tion Act (HOEPA), which was estab-
lished to respond to predatory mortgage
lending practices and to protect consum-
ers from these abusive lending practices.
Members had differing opinions on
whether state laws or federal legislation
is the most effective means of address-
ing predatory lending. Some members
believed that state laws provide the nec-
essary protections for deterring preda-
tory lending practices—protections that
HOEPA does not offer. Other members
strongly preferred federal legislation
that preempts state laws because of its
uniform application and consistency.
The council also discussed proposed
amendments to Regulation E, which
implements the Electronic Fund Trans-
fer Act. Members commented on a revi-
sion that would require that payroll card
accounts, established on behalf of a con-
sumer for the purpose of providing sal-
ary, wages, and other employee compen-
sation on a recurring basis, be covered
by Regulation E. Specific comments
addressed whether periodic statements
should apply to payroll cards. Some
members agreed that employers issuing
payroll cards either directly or through
service providers should provide peri-
odic statements to employees. Other
members noted that payroll cards are a
low-profit service for financial institu-
tions; the additional costs associated
with providing payroll statements could
discourage institutions from offering the
cards.

Promotion of Community
Economic Development in
Historically Underserved
Markets

During 2004, the community affairs
function within the Federal Reserve Sys-
tem engaged in a variety of initiatives to
promote community economic develop-
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ment that benefit low- and moderate-
income communities and populations.
The function continued to focus on
financial literacy and education, the sus-
tainability of community development
organizations, emerging and immigrant
markets, and community economic
development. Activities included con-
ducting research, publishing newsletters
and articles, sponsoring conferences
and seminars, and providing advisory
services, all of which helped to deliver
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. At the Reserve Banks, Commu-
nity Affairs Offices focus on providing
information and promoting awareness
of investment opportunities to finan-
cial institutions, government agencies,
and organizations that serve low- and
moderate-income communities and
populations, while the Board’s Commu-
nity Affairs Office engages in activities
that have implications for public policy.

In 2004, Board staff actively partici-
pated in interagency working groups
created to fulfill the legislative man-
dates of the U.S. Department of the
Treasury’s Financial Literacy and Edu-
cation Commission (the commission),
established under the Fair and Accurate
Credit Transactions Act (the FACT Act).
The commission consists of the chiefs
of twenty federal agencies; Governor
Edward Gramlich represents Chairman
Alan Greenspan as the Board’s member.
Board staff participated on two of the
commission’s working groups: one to
help design and launch a web site to link
consumers with financial education
resources available from federal gov-
ernment agencies, and one to frame
a national strategy for the federal

government to improve the level of
financial literacy among American
consumers. In October, the web site
www.MyMoney.gov and a toll-free
number (1-888-my-money [1-888-696-
6639]) were launched to provide con-
sumers with easy access to information
resources. The national strategy work-
ing group will continue its work, incor-
porating public remarks submitted in
response to a request for comment and
finalizing the national strategy in a
report to Congress due in June 2005.

Consistent with the national goal to
increase financial literacy among con-
sumers, community affairs staff assisted
in the planning and delivery of financial
and consumer education programs to
Board employees. Four programs were
offered in 2004, and a web site for
online personal finance education was
established for Board employees.

Board staff use surveys and focus
groups to learn about what issues are
important to consumers and to test and
develop educational materials. Last year
Board staff updated the “Consumer’s
Guide to Mortgage Settlement Costs”
and the “Choosing a Credit Card”
brochures and issued two new publica-
tions dealing with checks and the new
Check 21 provisions: the “Consumer
Guide to Check 21 and Substitute
Checks” and “What You Should Know
about Your Checks.” The Board, in
cooperation with the other federal bank,
thrift, and credit union regulators, pro-
duced materials on “phishing,” “Inter-
net Pirates Are Trying to Steal Your
Personal Financial Information,” and on
bounced-check fees, “Protecting Your-
self from Overdraft and Bounced-Check
Fees.” These publications are avail-
able on the Board’s consumer informa-
tion web site (www.federalreserve.gov/
consumers.htm).

Board staff are involved in ongoing
research projects related to financial
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privacy disclosures, consumers’ use of
electronic banking services and stored-
value cards, remittances and immi-
grants’ use of financial services (see the
related box “Remittances and Immi-
grant Markets: Opportunities and
Challenges”), and the role of financial
education in community development.
Board staff are also working with the
Department of Defense on a longi-
tudinal study on the effects of finan-
cial education conducted on military
installations.

Board staff assisted with national
financial education initiatives through-
out the year. The director of the Divi-
sion of Consumer and Community
Affairs served as an adviser to the board
of Operation HOPE, a national non-
profit organization dedicated to deliver-
ing financial education programs to low-
income populations through schools and
community centers, as well as to com-
munities suffering from natural disas-
ters. In addition, staff participated in
two national forums: one sponsored by
the National Endowment for Financial
Education to explore strategies for pro-
moting positive financial management
behaviors, and another convened by the
Government Accountability Office (for-
merly the General Accounting Office) to
define the federal government’s role in
personal financial education.

System financial education projects
supplemented the Board’s efforts. The
community affairs and public informa-
tion officers at the Reserve Banks col-
laborated with the U.S. Conference of
Mayors to explore strategies for estab-
lishing financial education initiatives in
cities throughout the country. The result-
ing “Dollar Wi$e” initiative enables
cities to create programs that meet the
needs of their citizens. For example, the
campaign in Detroit, Michigan, focuses
on providing financial education train-
ing to community educators, while the

program in Providence, Rhode Island,
offers programs to teach seniors about
credit card use, predatory lending, and
financial planning. By serving as advis-
ers to the mayors in the nearly thirty-
five cities involved in the campaign, the
Federal Reserve Banks are helping to
increase the public’s awareness of and
access to resources for financial liter-
acy and education. In addition, Federal
Reserve System community affairs staff
continued to work closely with national
leaders from the Native American com-
munity to develop a financial educa-
tion policy and other resources that are
responsive to the unique needs of resi-
dents in Indian Country. Board staff
hosted a meeting of the Native Ameri-
can Financial Education Task Force in
December. The meeting provided an
opportunity for the five committees
of the task force to focus on the finan-
cial education needs of Native Ameri-
cans and on how to deliver education
resources to these communities.

The Community Affairs Offices at
the Reserve Banks continued their
financial education initiatives. The Fed-
eral Reserve Bank of Cleveland worked
with bank and community partners in
Cleveland, Pittsburgh, and Cincinnati
to form regional collaborations to
develop and deliver financial education
resources. The Federal Reserve Bank of
Minneapolis was instrumental in form-
ing the Montana Financial Education
Coalition. The Federal Reserve Bank
of Boston partnered with a community
group to provide train-the-trainer work-
shops to social service workers, hosted
a conference on best practices, and
worked with Operation HOPE to launch
a financial literacy campaign in the
schools in Providence, Rhode Island.
In addition, the Federal Reserve Bank
of Kansas City sponsored a number of
financial education events that spe-
cifically targeted youth, Native Ameri-
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Remittances and Immigrant Markets:

Opportunities and Challenges

The provision of remittance services is a potentially effective method by which
mainstream financial institutions can attract unbanked immigrants.

Immigrant workers typically send a large
portion of their earnings back to their home
countries. The United States is the largest
source country for these cross-border funds
transfers, known as remittances: About
$32 billion was remitied in 2003, accord-
ing to a recent report from the Inter-
American Dialogue. (As used in this
article, the term remittances refers specifi-
cally to the international transfer of funds
between individuals.) Because they are
such a significant flow of funds, remit-
tances have attracted.the attention of law-
makers, bankers, consumer and community
groups, and domestic and international
banking agencies.

The Inter-American Development
Bank’s Multilateral Investment Fund
reports that the highest volume of remit-
tance traffic—an estimated 100 million
transactions each year—occurs between the
United States and Latin America. Billions
in Motion, a 2002 report published by the
Pew Hispanic Center, described a typical
remitter in the United States as a thirty-
seven-year-old, lower-skilled immigrant
from Mexico or another Latin American
country who earns less than $30,000 annu-
ally, has not completed high school, does
not have a credit card, does not own his or
her home, and is among the 43 percent of
Latino immigrants who do not have a bank
account.

The process of remitting funds has
changed significantly since 1990, when
many immigrants used informal networks,
such as friends and family, to transfer
funds. Today, money-transfer organizations
are the dominant providers of remittance
services. But these firms typically charge

Ben S. Bernanke, Member, Board of Governors

April 16, 2004

service fees as high as 15 percent of the
transfer, thus eroding the amount of money
an immigrant’s family receives. Many fac-
tors influence the fees charged, including
the service provider’s operating costs and
geographic coverage.

To facilitate cost-effective funds trans-
fers to Canada, Mexico, and five trans-
atlantic countries, the Reserve Banks offer
FedACH International products to banks.
These products allow banks to send inter-
national credit transactions electronically
via the same process used to send domestic
transactions. Intended primarily for inter-
national corporate payments, the products
provide a potentially less costly way for
consumers to remit funds. In 2004, the
service was expanded to include Mexico.
The Reserve Banks worked cooperatively
with the Central Bank of Mexico to make it
easier for Mexican retail banking systems
to support remittances—an effort that may
also encourage consumers in the United
States and Mexico to develop banking
relationships.

Along with the other Federal Financial
Institutions Examination Council agencies,
the Federal Reserve Board examined the
role of the Community Reinvestment Act
in encouraging banks to provide financial
services to immigrants—who are typically
a low-income, underserved population. As
a result of policy guidance issued in June
2004, banks that offer remittance services
may receive CRA credit if these services
are affordable and meet the needs of the
lower-income remitters in their markets.

For banks, immigrants and remittances
present a market opportunity. The Remit-
tance Markerplace, a 2004 report from the

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



Consumer and Community Affairs 81

Pew Hispanic Center, found that only about
3 percent of remittance transactions to
Mexico were conducted through banks.
Despite recent efforts by banks and credit
unions to increase account ownership
among Hispanic markets, the report also
found that 8 million Latinos remain
“unbanked.”

Banks, however, need to understand the
many issues involved in serving immi-
grants. For example, many immigrants are
uncomfortable using banks and do not
understand how banks charge for their ser-
vices. In 2004, the Federal Reserve System
undertook several initiatives to share infor-
mation on reaching immigrant markets.

» The Federal Reserve Bank of Chicago
‘launched the Center for the Study of
Financial Access for Immigrants, which
hosted a national conference, “Financial
Access for Immigrants: Learning from
Diverse Perspectives,” in collaboration
with the Brookings Institution. In addi-
tion, the Chicago Reserve Bank’s Com-
munity Affairs Office convened several
forums throughout the Seventh District
to gain insight into the social, economic,
and other issues that inhibit immigrants
from using banks.

» The Federal Reserve Bank of Atlanta

hosted “Payments in the Americas,” a

conference that explored the policy and

regulatory challenges of providing remit-
tance services. Staff from the Board and
the Atlanta Reserve Bank are also spon-

soring focus groups with Mexican immi-

grants to learn about the factors influ-

encing their banking and remitting
behaviors.

Federal Reserve Board staff participated

on a remittances panel at the 2004

conference of the American Council of

Consumer Interests. The panel addressed

consumer information, disclosure, and

protection issues.

* The Community Affairs Office of the
Federal Reserve Bank of Dallas hosted
“The Business of Immigrant Markets:
Providing Access to Financial Services.”

Conference participants shared insights
on essential policies and practices.

* The Federal Reserve Bank of Boston’s
Community Affairs Office conducted
in-depth market research on immigrant
communities in the First District. The
office’s other financial education initia-
tives targeted Hispanic .communities in
Boston, Massachusetts, and Providence,
Rhode Island.

As the U.S. population becomes more
diverse, the Federal Reserve System will
continue to work with policymakers, com-
munity groups, and bankers to ensure that
immigrants have fair and equal access to
the U.S. financial system. The following
Reserve Bank publications provide more
information on remittances and immigrant
banking.

* “Financial Access
Conference: Learning from Diverse
Perspectives,” Profirtwise News and
Views, Federal Reserve Bank of Chicago,
October 2004, www.chicagofed.org/
community_development/

“Meeting in the Mainstream,” Banking
and Community Perspectives, Federal
Reserve Bank of Dallas, issue 1, 2004,
www.dallasfed.org/ca/index.html
“FedACH International Services Opens
Payments Channel to Mexico.” Part-
ners in Community and Economic Devel-
opment, Federal Reserve Bank of
Atlanta, volume 14, number 1, 2004,
www.atl.frb.org/comm.cfm

» “Banking Unbanked Immigrants through
Remittances,” Communities and Bank-
ing, Federal Reserve Bank of Boston,
Fall 2003, www.bos.frb.org/commdev/
index.htm

Community Investments Online, Federal
Reserve Bank of San Francisco, Novem-
ber 2003, www.sf.frb.org/community/
index.htmi

“Banking Latino Immigrants: A Lucra-
tive New Market for Progressive
Financial Institutions,” Bridges, Federal
Reserve Bank of St. Louis, Autumn
2002, www.stlouisfed.org/community/

for Immigrants
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can, and Hispanic populations. The
Federal Reserve Banks of Atlanta,
Chicago, and Philadelphia hosted
events on wealth-building and asset-
accumulation strategies and initiatives

throughout their Districts. An article.

highlighting the various financial educa-
tion efforts of the Federal Reserve Sys-
tem was published in the Autumn 2004
edition of the Federal Reserve Bulletin
(www federalreserve.gov/pubs/bulletin/
default.htm).

In recent years, reduced funding and
changing priorities among government
and philanthropic organizations have
diminished access to resources for many
community development organizations.
As it did in 2003, the Board’s Com-
munity Affairs Office convened meet-
ings of federal government officials
and national community development
leaders to explore the sustainability and
capitalization of community economic
development finance (CEDF) orga-
nizations. The Board’s Community
Affairs Office convened a policy forum
in April with the Aspen Institute,
a national research and leadership
development organization. The forum
discussed Aspen’s research on the
attributes of industries, organizations,
and products that achieve scale and
become self-sustaining. The research
compared and contrasted the funding
and business strategies of sustainable
enterprises with those of CEDF insti-
tutions, identifying areas where the field
needs to focus efforts to increase its
future viability. The forum assembled
leaders from financial institutions,
government agencies, foundations, and
membership associations.

Reserve Bank Community Affairs
Offices explored new sources of capital
to increase the sustainability of CEDF
organizations. The Federal Reserve
Bank of San Francisco expanded the
scope of its Center for Community

Development Investments; the Bank’s
staff worked closely with an advisory
board of industry experts to develop a
web site of resources, training, and tech-
nical assistance on community develop-
ment investments. The System’s Com-
munity Affairs Offices also continued to
work with the Wall Street Without Walls
initiative to help community develop-
ment organizations increase their access
to the capital markets for funding. The
Federal Reserve Banks of Chicago,
San Francisco, and New York hosted
training events that attracted nearly 370
community development leaders inter-
ested in understanding the requirements
of the capital markets. In addition, the
Community Affairs Office of the Boston
Reserve Bank collaborated with Wall
Street Without Walls and Southern New
Hampshire University to sponsor the
inaugural session of the “Capital Mar-
kets Training Institute” in Manchester,
New Hampshire. Participants at this
three-day event learned how they can
use the capital markets to fulfill their
organizations’ missions more efficiently
and learned how to adapt their opera-
tions to allow their organizations to
access the capital markets. Demonstrat-
ing the ongoing commitment of the
System’s Community Affairs Offices,
the director of the Board’s Division
of  Consumer and Community Affairs
began serving on the Walls Street With-
out Walls advisory board in 2004.
Reserve Bank efforts also explored
ways to increase the effectiveness of
community development finances in
their Districts. The Federal Reserve
Bank of Dallas sponsored ‘“Momentum
Texas: The Texas Community Devel-
opment Finance Summit” to examine
the state’s strategies for securing and
using community economic develop-
ment funds. The Cleveland Reserve
Bank organized a policy summit,
“Recapitalization of Communities,” in
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which regional and national community
development leaders discussed chal-
lenges to and opportunities for attracting
new capital to fund CEDF institutions’
initiatives for infrastructure develop-
ment, wealth-building, and other asset-
accumulation programs.

The System’s Community Affairs
Offices remain committed to increasing
the role of research in their work. Prepa-
rations have begun for the biennial com-
munity affairs research conference in
April 2005; Chairman Greenspan will
be a keynote speaker at the two-day
event. System community affairs staff
collaborated with their research col-
leagues at the Board and the Cleveland
Reserve Bank to identify and review
papers that would best address the con-
ference’s theme, “Promises and Pitfalls:
As Consumer Finance Options Multiply,
Who Is Being Served and at What
Cost?” Studies chosen will assess the
impact that consumer behavior, alterna-
tive financial services providers, finan-
cial education, and other factors have on
consumers’ access to and experiences
with the financial sector.

The New York, Philadelphia, and
Cleveland Reserve Banks collaborated
to host a community development
finance research conference in Decem-
ber. The conference commissioned
papers from leading researchers on a
broad range of topics, including strate-
gies for asset creation among lower-
income populations, the role of micro-
lending in community development,
methods for measuring the impact of
community development, and the rela-
tionship between subprime markets and
predatory lending. In addition, scholars
and practitioners explored the roles of
alternative depository institutions and
public policy in helping traditionally
underserved populations and communi-
ties access capital for asset accumula-
tion and development. Senator Hillary

Rodham Clinton was the
speaker.

The Board’s Community Affairs
Office continued to improve and support
its Fiscal Impact Tool (FIT), a web-
based modeling tool designed to support
the evaluation of prospective commu-
nity and economic development projects
in midsize communities. This analytic
tool enables community economic
developers to conduct a cost-benefit
analysis of a proposed development
project by estimating its effect on
local sales and property tax reve-
nues and on costs to local government.
Available at no cost on the Board’s
web site (www.federalreserve.gov/forms/
fiscalimpactrequest.cfm), FIT can aid
decisionmakers in determining the eco-
nomic value of a proposed activity for
their community.

The Board’s Community Affairs
Office, in partnership with the Chi-
cago, Kansas City, Philadelphia,
Richmond, and St. Louis Reserve
Banks, continued to develop best-
practice case studies for the web-based
database Lessons Learned: Community
and Economic Development Case
Studies (www.chicagofed.org/cedric/
lesle_index.cfm). The database provides
detailed case studies that identify a
community development issue, present
one community’s solution, describe the
results, and offer “lessons learned” to
community developers addressing simi-
lar concerns in their communities. The
database can be accessed on the Sys-
tem’s research repository web site, the
Community and Economic Develop-
ment Research Information Center
(CEDRIC).

keynote

Outreach Activities

The Board engages in outreach activi-
ties throughout the year to provide infor-
mation to the public about the Board’s
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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 targeted audiences. This year,

the Board again participated in the
Congressional Black Caucus Founda-
tion’s 2004 annual legislative confer-
ence, which provides a national forum
for examining strategies and viable solu-
tions to public policy issues facing Afri-
can Americans. Board staff distributed
consumer 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

Earnings of insured commercial banks
exceeded the $100 billion mark for the
second consecutive year in 2004 amid
significant changes in the interest rate
environment, an end to the boom period
in mortgage refinancings, and several
mergers among large bank holding
companies.

At $106.7 billion, profits rose 6.4 per-
cent from 2003, fueled by growth in
loans (11.0 percent overall) and invest-
ment securities (6.4 percent) and by a
decline in provisions for loan loss
(22.3 percent). The net interest margin
on all earning assets fell 7 basis points,
to 3.72 percent, low by historical stan-
dards. Non-interest income grew mod-
estly overall (3.9 percent) despite lower
revenues from mortgage originations
and soft trading income. Servicing
income, income from fiduciary activi-
ties, and deposit fees accounted for most
of the growth. Expenses rose sharply
(9.4 percent), significantly influenced by
nonrecurring items related to mergers
and the creation of litigation reserves at
a few large institutions.

Return on total shareholders’ equity
fell a full percentage point, to a still-
strong 14.27 percent. The decline in
this profitability ratio was due primarily
to significant merger-related increases
in equity that were largely offset by
increases in merger-related intangible
assets.! Return on assets fell only

1. The number and size of bank-related merger
transactions significantly affected the aggregation
of commercial bank reports of income and con-
dition (Call Reports) in 2004. The data used in
this discussion have been adjusted to address the
effects of purchase accounting and, in particular,
push-down accounting for bank subsidiaries of

slightly, to 1.35 percent, the third
consecutive year in which this ratio
exceeded 1.30 percent.

Loans grew a remarkable 11.0 per-
cent, or $480 billion, in 2004, with most
growth occurring in commercial real
estate ($131 billion), home equity
($114 billion), residential mortgages
($89 billion), and credit card loans
(361 billion). The growth of commercial
real estate lending was even more rapid
than in the past few years, with con-
struction lending up 25.2 percent and
loans secured by nonfarm nonresidential
properties up 10.7 percent. Home equity
loans grew an extraordinary 40.2 per-
cent, the fifth consecutive year in which
their growth exceeded 20 percent. The
growth of residential mortgages came
mostly in the first half of the year and
slowed considerably once short-term
market interest rates began to rise in
June. Some of the increase in credit card
lending was technical in nature, related
to the reclassification of balances from
credit-card-related securities to loans as
accounting treatments were harmonized
at newly merged large banks. Commer-
cial and industrial (C&I) loans rose
$37 billion, or 4.3 percent, for the year
despite having declined modestly in the
first quarter amid weak loan demand.

Holdings of investment securities
grew less rapidly than loans, expanding
6.4 percent overall (or $93 billion) for
the full year while experiencing substan-
tial shifts as the year progressed in
response to changing market conditions.
Essentially all the net growth for the
year could be attributed to mortgage

large holding companies acquired by other bank
holding companies.
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pass-through securities acquired during
the first quarter. Reacting to changes in
the interest rate environment, banks sold
off $36 billion (or 5.9 percent) of their
mortgage pass-through securities hold-
ings in the second and third quarters
and then purchased roughly the same
amount during the fourth quarter as
longer-term interest rates stabilized.
Banks also sold off a modest proportion
of their structured mortgage securities
(for example, collateralized mortgage
obligations) and asset-backed securities
in the third quarter and then acquired
additional foreign-issued debt securities
during the fourth quarter. These reposi-
tioning transactions came in response
to actual and anticipated movements
in market interest rates (together with
unexpected stability in long-term rates,
leading to a flatter yield curve) and the
associated volatility in the carrying
value of mortgage-servicing assets.
Supporting this robust asset growth,
core deposits continued their recent
strong expansion. Money market deposit
account (MMDA) deposits and sav-
ings deposits grew $270 billion, or
11,7 percent, slightly exceeding the
remarkable growth rate for loans. Note-
worthy increases were evident among
other core deposit categories, including
other transaction accounts (up $6.1 bil-
lion) and demand deposits (up $24.5 bil-
lion). The increase in demand deposits
was influenced by an inflow of balances
from corporate customers in the latter
half of the year as short-term market
interest rates rose, boosting earnings
credits on compensating balances.?
Time deposits under $100,000 grew less

2. Although banks are prohibited from paying
interest on transaction accounts held by commer-
cial customers, these customers in many cases
receive ‘“earnings credits” on their transaction
balances that may be used to offset service charges
they incur. The amounts of such earnings credits
are determined by a number of factors, including

significantly ($10.5 billion, or 1.6 per-
cent); the bulk of the increase came
in the final quarter of the year as con-
sumers sought to take advantage of
rising interest rates. Time deposits
over $100,000 rose $128.3 billion, or
21.5 percent, and foreign deposits grew
$125 billion, or 16.8 percent; these
categories include large-denomination
deposits raised in wholesale and off-
shore money markets, which, along with
a modest rise in short-term non-deposit
borrowings (4.6 percent), accommo-
dated the growth in assets.

Influenced by both balance sheet
changes and movements in market inter-
est rates, net interest margins narrowed
7 basis points, to 3.72 percent. Yields on
domestic real estate loans—including
commercial real estate and home equity
loans—fell 25 basis points despite
higher short-term interest rates. Over-
all yields on securities holdings rose
modestly—in part because of rising
short-term interest rates—while yields
on C&I loans held steady at 6.00 per-
cent amid reports that bankers were eas-
ing their lending standards through the
year. Changes in the effective rates for
credit cards and other consumer loans
were mixed. Funding costs reflected
some resistance to higher interest rates,
as the effective cost of MMDA and
savings deposits remained essentially
unchanged from 2003, at 0.73 percent,
while the effective cost of other deposits
and borrowings declined 20-30 basis
points.

Equity-to-assets ratios rose a full per-
centage point in 2004, primarily as a
result of the merger-related increases
in shareholders’ equity noted earlier.
Regulatory capital ratios, in contrast,
remained relatively steady, as the
merger-related increase in equity was

the size of collected balances and prevailing short-
term market interest rates.
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largely offset by goodwill-related intan-
gible assets, which are deducted from
regulatory capital measures. Dividends
paid by commercial banks fell sharply,
declining $18 billion, or 23.4 percent.
Most of the decline (61 percent) came in
dividends paid to the five largest bank
holding companies (Citigroup, JPMor-
gan Chase, Bank of America, Wachovia
and Wells Fargo, all on a merger-
adjusted basis) by their commercial
bank subsidiaries; dividend payments
from the holding companies to their
shareholders rose.

Already-strong asset quality im-
proved further in 2004 according to all
conventional measures. Nonperforming
assets fell to 0.62 percent of loans and
related assets, well below both the
0.94 percent rate for 2003 and the pre-
vious credit-cycle low point in 1997-99
(0.75 percent). Net charge-offs fell to
0.63 percent of loans, from 0.88 per-
cent in 2003, roughly in line with the
1997-99 period. Reserves fell in abso-
lute terms (4.2 percent), but reserve
coverage of nonperforming assets still
improved substantially.

Reflecting ongoing consolidation in
the industry, the number of insured com-
mercial banks declined by 142 (on a net
basis), to 7,621. Still, some 122 new
charters were granted in 2004 (105 of
these by state authorities), a sign of the
continuing attractiveness of commercial
bank charters. Assuming a minimum
initial capitalization of $8 million, these
newly chartered institutions attracted
nearly $1 billion of new capital into the
banking industry.

Consistent with the industry’s strong
earnings and balance sheets, only three
banks failed in 2004 (combined assets
of roughly $200 million), one more than
in 2003. The number of problem banks
(that is, those receiving a supervisory
rating of 4 or 5 on overall condition)
declined by 28, to 90 institutions.

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 1999 Gramm-Leach—
Bliley Act, and of state-chartered com-
mercial 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, including their
compliance with laws and regulations.?

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

3. The Board’s Division of Consumer and
Community Affairs coordinates the Federal
Reserve’s supervisory activities with regard to
compliance with consumer protection and civil
rights laws. Those activities are described in
the chapter “Consumer and Community Affairs.”
Compliance with other banking laws and regu-
lations, which is treated in this chapter, is the
responsibility of the Board’s Division of Bank-
ing Supervision and Regulation and the Federal
Reserve Banks, whose examiners also check for
safety and soundness.
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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.

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 corpora-
tions. In a process distinct from exami-
nations, it conducts inspections of bank
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
banking organizations. 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 assessment of the quality of the
organization’s assets, (3) an evaluation
of management, including an assess-
ment of internal policies, procedures,
controls, and operations, (4) an assess-
ment of the key financial factors of capi-
tal, 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
conducted by the Federal Reserve dur-
ing the past five years.

State Member Banks

At the end of 2004, 919 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.
commercial banks and held approxi-
mately 15 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 organizations having
assets of less than $250 million, which
may be examined once every eighteen
months.

Bank Holding Companies

At year-end 2004, a total of 5,863 U.S.
bank holding companies were in opera-
tion, of which 5,151 were top-tier bank
holding companies. These organizations
controlled 6,235 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 holding
companies as well as smaller companies
that have significant nonbank assets. In
judging the financial condition of the
subsidiary banks owned by holding
companies, Federal Reserve examiners
consult examination reports prepared
by the federal and state banking authori-
ties that have primary responsibility for
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State Member Banks and Holding Companies, 2000-2004

Entity/Item 2004 2003 2002 2001 2000
State member banks
Total number ................ooooieie 919 935 949 970 991
Total assets (billions of dollars) .. .. 1,275 1912 1,863 1,823 1,645
Number of examinations ............... 809 822 814 816 899
By Federal Reserve System .......... 581 581 550 561 610
By state banking agency ............. 228 241 264 255 289
Top-tier bank holding companies
Large (assets of more than $1 billion)
Total number ........................ 355 365 329 312 309
Total assets (billions of doliars) ....... 8,429 8,295 7,483 6,905 6,213
Number of inspections ............... 500 454 439 413 352
By Federal Reserve System! ....... 491 446 431 409 346
Onsite ......ooiiiienienennnnnn. 440 399 385 372 309
Offsite .......coovvvveviiinnnnn, 51 47 46 37 37
By state banking agency ........... 9 8 8 4 6
Small (assets of $1 billion or less)
Total number ........................ 4,796 4,787 4,806 4,816 4,800
Total assets (billions of dollars) ....... 852 847 821 768 716
Number of inspections ............... 3,703 3,453 3,726 3,486 3,347
By Federal Reserve System . .. 3,526 3,324 3,625 3,396 3,264
Onsite? .... 186 183 264 730 835
Off site 3,340 3,141 3,361 2,666 2,429
By state banking agency ........... 177 129 101 90 83
Financial holding companies
Domestic ................oiiiiiiiiiaan 600 612 602 567 462
Foreign ............coociiiiiiiin 36 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

the supervision of those banks, thereby
minimizing duplication 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 2002.4 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-

4. Refer to SR Letter 02-01 for a discussion
of the factors considered in determining whether a
bank holding company is complex or noncomplex
(www federalreserve.gov/boarddocs/SRLETTERS/
2002/sr0201.htm).
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inspections being performed off site versus on site.
See text section “Bank Holding Companies™ for more
information.

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 depository
institution are assigned to the company.
In 2004 the Federal Reserve conducted
3,703 reviews of such bank holding
companies. If a company’s subsidiary
depository institutions have ratings
lower than “satisfactory” or have other
significant supervisory issues, a more
thorough off-site review of the organiza-
tion is conducted using surveillance
results and other information. If the
information obtained off-site from these
sources is not sufficient to determine the
overall financial condition of the hold-
ing company and to assign the compos-
ite and management ratings, the holding
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company is subject to increased supervi-
sory review that may include an on-site
review and off-site monitoring.

Financial Holding Companies

Under the Gramm-Leach-Bliley Act,
bank holding companies that meet cer-
tain capital, managerial, and other re-
quirements may elect to become finan-
cial holding companies and thereby
engage in full-scope securities under-
writing, merchant banking, and insur-
ance underwriting and sales activities.
The statute streamlines the Federal
Reserve’s supervision of all bank hold-
ing companies, including financial hold-
ing companies, and sets forth param-
eters for the relationship between the
Federal Reserve and other regulators.
The statute also differentiates between
the Federal Reserve’s relations with
regulators of depository institutions and
its relations with functional regulators
(that is, regulators for insurance, securi-
ties, and commodities).

As of year-end 2004, 600 domestic
bank holding companies and 36 foreign
banking organizations had financial
holding company status. Of the domes-
tic financial holding companies, 34 had
consolidated assets of $15 billion or
more; 110, between $1 billion and
$15 billion; 82, between $500 million
and $1 billion; and 374, less than
$500 million.

Anti-Money-Laundering
Examinations

The U.S. Department of the Treasury
regulations (31 CFR 103) implement-
ing the Bank Secrecy Act (BSA) gen-
erally require banks and other types
of financial institutions to file certain
reports and maintain certain records that
are useful in criminal or regulatory
proceedings.

The BSA and separate Board regu-
lations require banking organizations
supervised by the Board to file reports
on suspicious activity related to possible
violations of federal law, including
money laundering, terrorist financing,
and other financial crimes. In addition,
BSA and Board regulations require that
banks develop written programs on BSA
compliance and that the programs be
formally approved by bank boards of
directors. An institution’s compliance
program must (1) establish a system of
internal controls to ensure compliance
with the BSA, (2) provide for inde-
pendent compliance testing, (3) identify
individuals responsible for coordinating
and monitoring day-to-day compliance,
and (4) provide training for personnel as
appropriate.

The Federal Reserve is responsible
for examining supervised institutions for
compliance with various anti-money-
laundering regulations. During examina-
tions of statc member banks and U.S.
branches and agencies of foreign banks
and, when appropriate, inspections of
bank holding companies, examiners
review the institution’s compliance with
the BSA and determine whether ade-
quate procedures and controls to guard
against money laundering are in place.

The Anti-Money-Laundering Policy
and Compliance Section of the Board’s
Division of Banking Supervision and
Regulation is responsible for BSA/anti-
money-laundering matters. The section
develops BSA polices and examination
guidance and oversees the Federal
Reserve Banks’ implementation of this
guidance.

Business Continuity

In 2004 the Federal Reserve continued
its efforts to strengthen the resilience of
the U.S. financial system in the event
of unexpected disruptions. Throughout
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the year, the Federal Reserve monitored
financial institutions’ progress toward
implementing the sound practices iden-
tified in the Aprl 2003 “Interagency
Paper on Sound Practices to Strengthen
the Resilience of the U.S. Financial
System,” a joint publication with the
Office of the Comptroller of the Cur-
rency (OCC) and the Securities and
Exchange Commission (SEC), which
specifies 2005-06 implementation dates.
The agencies also began analyzing the
risks associated with business continuity
testing, in order to develop examiner
guidance, and continue to coordinate
efforts to ensure a consistent supervi-
sory approach toward implementation of
the sound practices.

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
sound operations in the financial
industry, the Federal Reserve reviews
the information technology activities
of supervised banking organizations as
well as certain independent data centers
that provide information technology
services to these organizations. Several
years ago, the information technology
reviews of banking organizations were
integrated into the overall supervisory
process, and thus all safety and sound-

ness examinations are now expected to
include a review of information technol-
ogy risks and activities. During 2004 the
Federal Reserve was the lead agency in
two examinations of large, multiregional
data processing servicers examined in
cooperation with the other federal bank-
ing agencies.

Fiduciary Activities

The Federal Reserve has supervisory
responsibility for organizations that
together hold more than $24 trillion of
assets in various fiduciary capacities,
including custodial capacities. During
on-site examinations of fiduciary activi-
ties, the organization’s compliance with
laws, regulations, and general fiduciary
principles and potential conflicts of
interest are reviewed; its management
and operations, including its asset- and
account-management, risk-management,
and audit and control procedures, are
also evaluated. In 2004 Federal Reserve
examiners conducted 163 on-site fidu-
ciary 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 an organization’s operations and
its compliance with relevant securities
regulations. During 2004 the Federal
Reserve conducted on-site examinations
at 21 of the 86 state member banks and
bank holding companies that were reg-
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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
government securities. Twenty-eight
state member banks and 7 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 2004 the Fed-
eral Reserve conducted 6 examinations
of broker—dealer activities in govern-
ment securities at these organizations.
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
every two calendar years. Of the 22 enti-
ties that dealt in municipal securities
during 2004, 6 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 (OTS).

At the end of 2004, 679 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 464
were subject to limited Federal Reserve
supervision. On the basis of regulatory
requirements and annual reports, the
Federal Reserve exempted 245 lenders
from its on-site inspection program. The
securities credit activities of the remain-
ing 219 lenders were subject to either
biennial or triennial inspection. Fifty-
five inspections were conducted during
the year, compared with 89 in 2003.

Enforcement Activities
and Special Investigations

The Federal Reserve has enforcement
authority over the banking organizations
it supervises and their affiliated parties.
Enforcement action may be taken to
address unsafe and unsound practices or
violations of any law or regulation. For-
mal enforcement actions include orders
to cease and desist, written agreements,
removal and prohibition orders, and
civil money penalties. Informal enforce-
ment actions include memorandums of
understanding and board of directors
resolutions.

In 2004 the Federal Reserve com-
pleted 64 formal enforcement actions,
including the issuance of cease-and-
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desist orders, written agreements, and
removal and prohibition orders and the
imposition of civil money penalties.
Civil money penalties totaling $188 mil-
lion were assessed. All civil money
penalties, as directed by statute, are
remitted either to the Department of the
Treasury or to the Federal Emergency
Management Agency. Enforcement
orders, which are issued by the Board,
and written agreements, which are
executed by the Reserve Banks, are pub-
lic information and are posted on the
Board’s web site (www federalreserve.gov/
boarddocs/enforcement). In addition to
formal enforcement actions, the Reserve
Banks completed 102 informal enforce-
ment actions in 2004. Information about
these actions is not available to the
public.

The Special Investigations Section of
the Division of Banking Supervision and
Regulation conducts financial investi-
gations, provides expertise to U.S. law
enforcement in connection with finan-
cial crimes investigations, and offers
training to foreign and domestic gov-
ernment agencies. Board staff also work
with law enforcement, the financial
industry, and other regulatory agencies
on various task forces and groups estab-
lished to combat bank fraud and other
financial crimes.

Risk-Focused Supervision
Programs

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 organizations having a man-
agement structure organized by func-
tion or business line, a broad array
of products, and operations that span
multiple supervisory jurisdictions. For
smaller regional banking organizations,
the supervisory program may be imple-
mented with a point-in-time inspection.
For larger organizations, it may take the
form of a series of targeted reviews. For
the largest, most complex organizations,
the process is continuous, as described
in the next section. To minimize burden
on the organization, work is performed
off-site to the greatest extent possible.
Additionally, to minimize the number of
requests for information from organiza-
tions, examiners make use of public and
regulatory financial reports, market data,
information from automated screening
systems (see the section “Surveillance
and Off-Site Monitoring” ), and internal
management reports.

Large, Complex Banking Organizations

The Federai 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 organizations to keep
current the Federal Reserve’s assess-
ment of each organization’s condition,

5. For more information, see Lisa M. DeFerrari
and David E. Palmer, *‘Supervision of Large Com-
plex Banking Organizations,” Federal Reserve
Bulletin, vol. 87 (February 2001), pp. 47-57
(www.federalreserve.gov/pubs/bulletin/default.htm).
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(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 pro-
file (the team leader is the central point
of contact, has responsibility for only
one LCBO, and is supported by spe-
cialists skilled in evaluating the risks
of LCBO business activities and func-
tions), and (4) promoting Systemwide
and interagency information-sharing
through automated systems.

Community Banks

The risk-focused supervision program
for community banks emphasizes the
review of activities posing the greatest
risk to an organization and provides for
a tiered approach to the examination of
those activities. Examination procedures
are tailored to the bank’s characteristics,
keeping in mind its size, complexity,
and risk profile. The examination entails
both off-site and on-site work, including
planning, completing a pre-examination
visit, preparing a detailed scope-of-
examination memorandum, document-
ing the work done, and preparing 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 Insur-
ance 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 that monitor super-
visory data and regulatory financial
reports in order to analyze the financial
condition and performance of state
member banks and bank holding compa-
nies between on-site examinations and

inspections. This analysis aids in direct-
ing examination resources to those orga-
nizations that exhibit relatively high-
risk profiles. Screening systems also
assist in the planning of examinations
by identifying companies that are engag-
ing in new or complex activities. The
Federal Reserve also has systems that
monitor market data, including equity
prices, debt spreads, agency ratings, and
measures of expected default frequency,
to gauge market perceptions of the risk
in banking 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 super-
vised banking organizations. The reports
are compiled from data provided by
large bank holding companies in quar-
terly regulatory reports (FR Y-9C and
FR Y-9LP) and contain, for individual
bank holding companies, financial sta-
tistics and comparisons with peer com-
panies. BHCPRs are available to the
public via the Board’s National Informa-
tion Center web site (www.ffiec.gov/nic).

During 2004 the web-based Perfor-
mance Report Information and Surveil-
lance Monitoring (PRISM) application
received major upgrades. PRISM is a
querying tool used by Federal Reserve
analysts to access and display financial,
surveillance, and examination data. In
the analytical module, users can cus-
tomize the presentation of institutional
financial data drawn from Call Reports,
Uniform Bank Performance Reports,
FR Y-9 statements, Bank Holding Com-
pany Performance Reports, and other
regulatory reports. In the surveillance
module, users can generate reports sum-
marizing the results of surveillance
screens for banks and bank holding
companies. The upgrades established
direct links between PRISM and other
automated supervisory tools (the Bank-
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ing Organization National Desktop, or
BOND, and the National Examination
Database), expanded the number of sur-
veillance screens available from BOND,
and enhanced the range of regulatory
data available for querying.

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 and overseas investments
of member banks, Edge Act and agree-
ment corporations, and bank holding
companies and also the investments
by bank holding companies in export
trading companies. In addition, it super-
vises 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
international operations of state mem-
ber banks, Edge Act and agreement cor-
porations, and bank holding companies
generally at the U.S. head offices of
these organizations, where the ultimate
responsibility for their foreign offices
lies. Examiners also visit the overseas
offices of U.S. banks to obtain financial
and operating information and, in some
instances, to evaluate the organizations’

6. The member agencies of the FFIEC are the
Board of Governors, the Federal Deposit Insur-
ance Corporation, the National Credit Union
Administration, the Office of the Comptroller of
the Currency, and the Office of Thrift Supervision.
State supervisory authorities also participate in
some FFIEC initiatives.

efforts to implement corrective measures
or to test their adherence to safe and
sound banking practices. Examinations
abroad are conducted with the coopera-
tion of the supervisory authorities of the
countries in which they take place; when
appropriate, the examinations are coor-
dinated with the OCC.

At the end of 2004, 56 member banks
were operating 763 branches in for-
eign countries and overseas areas of the
United States; 32 national banks were
operating 706 of these branches, and 24
state member banks were operating the
remaining 57. In addition, 16 nonmem-
ber banks were operating 17 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.
Sections 25 and 25A of the Federal
Reserve Act grant Edge Act and agree-
ment corporations permission to engage
in international banking and foreign
financial transactions. These corpora-
tions, most of which are subsidiaries
of member banks, may (1) conduct a
deposit and loan business in states other
than that of the parent, provided that
the business is strictly related to interna-
tional 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.
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At year-end 2004, 79 banking orga-
nizations, operating 9 branches, were
chartered as Edge Act or agreement cor-
porations. These corporations are exam-
ined annually.

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 2004, 188 foreign
banks from 54 countries were operating
228 state-licensed branches and agen-
cies (of which 8 were insured by the
FDIC) as well as 51 branches licensed
by the OCC (of which 5 had FDIC
insurance). These foreign banks also
directly owned 14 Edge Act and agree-
ment corporations and 3 commercial
lending companies; in addition, they
held an equity interest of at least 25 per-
cent in 88 U.S. commercial banks.

Altogether, the U.S. offices of these
foreign banks at the end of 2004 con-
trolled approximately 16 percent of U.S.
commercial banking assets. These for-
eign banks also operated 68 repre-
sentative offices; an additional 56 for-
eign 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
256 examinations in 2004.

Technical Assistance

In 2004 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 con-
sultations with foreign supervisors who
visit the Board or the Reserve Banks.
Technical assistance in 2004 was con-
centrated in Latin America, Asia, and
former Soviet bloc countries.

During the year, the Federal Reserve
offered training courses exclusively for
foreign supervisory authorities in Wash-
ington, D.C., and in a number of for-
eign jurisdictions. System staff also took
part in technical assistance and training
missions led by the International Mone-
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tary Fund, the World Bank, the Inter-
American Development Bank, the Asian
Development Bank, the Basel Commit-
tee on Banking Supervision, and the
Financial Stability Institute.

Supervisory Policy

The Federal Reserve’s supervisory pol-
icy function is responsible for develop-
ing guidance for examiners and banking
organizations as well as regulations for
banking organizations under the Federal
Reserve’s supervision. Staff members
participate in international supervisory
forums and provide support for the work
of the FFIEC.

Capital Adequacy Standards

During 2004 the Federal Reserve,
together with the OCC, the FDIC, and
the OTS (collectively, the federal bank-
ing agencies), issued a final rule on capi-
tal requirements for asset-backed com-
mercial paper programs. The agencies
also continued to consider possible
revisions to their risk-based capital
adequacy regulations to reflect the new
Basel II framework and issued proposed
guidance for internal-ratings-based sys-
tems that may be used to determine
capital for retail credit risk. In addition,
the Federal Reserve requested public
comment on a proposed rule concerning
the treatment of trust preferred securi-
ties in the tier 1 capital of bank holding
companies.

Asset-Backed
Commercial Paper Programs

In July the Federal Reserve and the
other federal banking agencies adopted
a final rule that amended the agencies’
risk-based capital rules for asset-backed
commercial paper (ABCP) programs.

The rule permits banking organizations
to continue to exclude from their risk-
weighted asset base, for purposes of cal-
culating their risk-based capital ratios,
ABCP program assets that are consoli-
dated onto the balance sheets of spon-
soring banking organizations as a result
of Financial Accounting Standards
Board Financial Interpretation No. 46,
“Consolidation of Variable Interest
Entities” (FIN 46). Sponsoring bank-
ing organizations must continue to
hold risk-based capital against all other
risk exposures arising in connection
with ABCP programs, including direct
credit substitutes, 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 programs that are consolidated
as a result of FIN 46 are to be excluded
from the sponsoring banking organi-
zation’s minority interest component
of tier 1 capital and, hence, from risk-
based capital. The amended 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. 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 their tier 1 leverage capi-
tal ratio.

In addition, the rules impose a risk-
based capital charge on liquidity facili-
ties having an original maturity of one
year or less that organizations provide to
ABCP programs by imposing a 10 per-
cent credit conversion factor on such
facilities. This treatment recognizes that
such facilities expose banking organiza-
tions to credit risk and is consistent with
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the industry’s practice of internally allo-
cating economic capital against the risk
associated with such facilities. A sepa-
rate capital charge on liquidity facilities
provided to an ABCP program is not
required of banking organizations that
consolidate the program for purposes of
risk-based capital.

Risk-Based Capital Standards
for Certain Internationally Active
Banking Organizations

In August 2003 the Federal Reserve,
together with the other federal banking
agencies, issued for public comment an
advance notice of proposed rulemaking
and draft supervisory guidance setting
forth the agencies’ views on implement-
ing the Basel II framework in the United
States. The proposed plan would allow
banking organizations that meet spe-
cific criteria to use their own estimates
of certain risk parameters as key inputs
in determining their regulatory capital
requirements.

Over the course of 2004, working
both independently and with the mem-
ber countries of the Basel Committee on
Banking Supervision, the federal bank-
ing agencies continued to modify the
methodologies in the Basel II frame-
work. In October the agencies issued
proposed guidance on internal-ratings-
based systems that may be used to deter-
mine regulatory capital for retail credit
risk under the Basel II framework. The
proposed guidance describes the agen-
cies’ views on the components and
characteristics of a qualifying internal-
ratings-based system for measuring
the credit risk associated with retail
exposures, including residential mort-
gages, consumer credit cards, automo-
bile loans, personal loans, and some
small business loans. The comment
period was scheduled to end in January
2005. (For more information on the

Basel II framework, see the box “Imple-
menting the Basel II Framework in the
United States.”)

Capital Treatment of
Trust Preferred Securities

In May the Federal Reserve Board pro-
posed to allow the continued inclusion
of outstanding and prospective issuances
of trust preferred securities in the tier 1
capital of bank holding companies while
imposing stricter quantitative limits and
clarifying qualitative standards for capi-
tal instruments included in regulatory
capital. The stricter quantitative limits
would apply to the aggregate amount
of trust preferred securities, cumulative
perpetual preferred stock, and minority
interests in the equity accounts of cer-
tain consolidated subsidiaries (collec-
tively, restricted core capital elements)
included in bank holding company tier 1
capital. The proposed rule would make
explicit a general expectation that inter-
nationally active bank holding compa-
nies would limit the amount of restricted
core capital elements to 15 percent of
the sum of core capital elements, includ-
ing restricted core capital elements, net
of goodwill less any associated deferred
tax liability, consistent with a 1998
Basel agreement. Other bank holding
companies would be subject to a 25 per-
cent limit on the amount of restricted
core capital elements. The proposal pro-
vides for a three-year transition period
for compliance with the stricter quantita-
tive limits.

These revisions were proposed to
address supervisory concerns, competi-
tive equity considerations, and changes
in generally accepted accounting prin-
ciples. They would have the effect of
strengthening the definition of regula-
tory capital for bank holding compa-
nies. A final rule is to be issued in early
2005.
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Bank-Owned Life Insurance

In December 2004, the Federal Reserve
and the other federal banking agencies
issued guidance on the safety-and-
soundness and risk-management impli-
cations of purchases and holdings of
life insurance by banks and savings
associations. The guidance addresses
the unique characteristics of bank-
owned life insurance (BOLI) as well as
the need for a comprehensive pre- and
post-purchase analysis of the risks and
rewards of BOLL

Bank Holding Company
Rating System

To more closely align the supervisory
rating system for bank holding compa-
nies with its supervisory practices, the
Federal Reserve in December 2004
adopted a revised bank holding com-
pany rating system, effective January 1,
2005. The increased complexity of the
U.S. banking industry has necessitated
a shift over time in the focus of the
Federal Reserve’s supervisory practices
for bank holding companies away from
historical analyses of financial condition
toward more-forward-looking assess-
ments of risk management and financial
factors. Under the revised rating system,
each bank holding company is assigned
a composite rating based on an eval-
uation and rating of its managerial and
financial condition and an assessment
of future potential risk to its subsidiary
depository institution(s). The three main
components of the new RFI/C (D) rating
system are Risk management, Financial
condition, and potential Impact of the
parent company and nondepository sub-
sidiaries (collectively, nondepository
entities) on the subsidiary depository
institution(s). The rating of a fourth
component, Depository institution, will
generally mirror the primary regulator’s

assessment of the subsidiary depository
institution(s), as had been the case for
the bank rating under the previous rat-
ing system, BOPEC (Bank subsidiaries,
Other subsidiaries, Parent, Earnings,
Capital).

To provide a consistent framework
for assessing risk management, the risk-
management component of the new rat-
ing system is supported by four subcom-
ponents that reflect the effectiveness of
the banking organization’s risk man-
agement and controls: board and senior
management oversight; policies, pro-
cedures, and limits; risk monitoring
and management information systems;
and internal controls. The financial-
condition component is similarly sup-
ported by four subcomponents that
reflect an assessment of the quality
of the banking organization’s capital,
assets, earnings, and liquidity. A simpli-
fied version of the rating system that
requires only the assignment of the risk-
management component rating and
composite rating (C) will be applied to
noncomplex bank holding companies
having assets of less than $1 billion.

Bank Secrecy Act and
Anti-Money Laundering

The Federal Reserve in 2004 issued a
number of supervisory letters to domes-
tic and foreign banking organizations on
such topics as examination procedures
for customer identification programs
and the imposition of “special mea-
sures” by the Department of the Trea-
sury on certain jurisdictions and for-
eign financial institutions suspected of
being of “‘primary money laundering
concern.”

The Federal Reserve is actively work-
ing with the other federal and state
banking agencies to develop inter-
agency Bank Secrecy Act/anti-money-
laundering examination procedures to be
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Implementing the Basel I Framework in the United States

We are embarking on an effort to achieve considerably more precision in
correlating the riskiness of an institution’s activities and its regulatory capital.

Roger Ferguson, Vice Chairman, Board of Governors

Preparation continued during 2004 for
implementation in the United States of a
new international agreement on capital ade-
quacy for banking organizations.! The new
agreement, familiarly known as Basel 11,
sets forth a framework for ensuring that
banks hold adequate capital against risk
and builds on the initial international capi-
tal agreement adopted in 1988.

The original Basel Capital Accord,
though widely considered to have achieved
its principal objectives of promoting finan-
cial stability and providing an equitable
basis for competition among internation-
ally active banks, has in recent years been
viewed as too simple to address the activi-
ties of today’s large, complex banking
organizations. Basel II creates a stronger
framework for these organizations through
minimum capital requirements that are
more sensitive to each organization’s risk
profile and that reinforce incentives for
strong risk management.2

The Basel Il framework contains provi-
sions addressing credit risk (the risk of loss
due to failure of a counterparty to meet
its obligations) and operational risk (the
risk of loss resulting from inadequate or
failed internal processes, people, or sys-
tems or from external events).? It relies on
three pillars—minimum capital require-
ments, supervisory review, and market
discipline—and is the basis on which
revisions to existing U.S. capital ade-
quacy regulations and standards are being
developed.

1. The final agreemeni, titled “International
Convergence of Capital Measurement and
Capital Standards: A Revised Framework™ and
published in June 2004, was developed by

November 2004

Scope of Application in the United States

Final rules for application of the Basel II
framework in the United States are still
being developed. It is expected that only
a small number of large, internationally
active U.S. banking organizations will be
subject to the new framework. Those
institutions would be required to use the
most advanced options of the framework
for determining their risk-based capital
requirements (the advanced internal-
ratings-based approach, or A-IRB, for
credit risk and the advanced measurement
approaches, or AMA, for operational risk).
Other U.S. banking organizations would
not be required to adopt Basel II but could
opt to do so, provided they could demon-
strate the ability to develop the risk mea-
sures required as inputs to determine capi-
tal requirements. Those banks not adopting
Basel Il would continue to operate under
existing capital rules.

Implementation Plan and Timetable

The U.S. banking and thrift agencies have
been coordinating their efforts to imple-

the Basel Committee on Banking Supervision,
which is made up of representatives of the cen-
tral banks or other supervisory authorities of the
G-10 countries plus Luxembourg and has its
secretariat at the Bank for International Settle-
ments in Basel, Switzerland. See www.bis.org/
publ/bcbs 107 htm.

2. See “Capital Standards for Banks: The
Evolving Basel Accord,” Federal Reserve Bulle-
tin, vol. 89 (September 2003), pp. 395405
(www.federalreserve. gov/pubs/bulletin/defanit.htm).

3. Basel 1 was updated in 1996 to account for
market risk.
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ment Basel 11. The new rules are expected
to take effect on January 1, 2008; before
then, institutions subject to the new rules
will be required to conduct a year of paral-
lel calculations—that is, to simultaneously
calculate capital requirements according to
the Basel 1I-based rules and the current
rules. Both supervisors and bankers have
much to accomplish before the target 2008
date, including the writing of final rules
and guidance by the agencies and the
development and execution of an accept-
able, detailed written plan for implementa-
tion by each adopting institution.

Revision of Regulations

Comments on an advance notice of pro-
posed rulemaking issued in August 2003
that set forth possible revisions to the capi-
tal adequacy regulations are currently being
reviewed. Importantly, all US. banking
organizations would continue to be sub-
ject to leverage ratio requirements and to
prompt corrective action regulations, which
closely link enforcement actions to banks’
capital levels.

The agencies expect that a notice of pro-
posed rulemaking on possible revisions
to the regulations will be published in
mid-2005. Final rules are expected in the
second quarter of 2006. The agencies are
also considering possible changes to risk-
based capital regulations for U.S. institu-
tions not subject to the Basel 11-based reg-
ulations; these changes are expected to
become effective at the same time as the
Basel [I-based regulations.

Qualification for Using
Advanced Approaches

The agencies have issued guidance setting
forth their ideas about the qualification pro-
cess for Basel 11 in the United States. The
development of a detailed written plan
for implementing the A-IRB and AMA
approaches for determining risk-based

capital requirements is seen as among the
most significant steps institutions can take
in advance of the issuance of final rules
and associated guidance. The qualification
process will be iterative. The plans will
serve -as instruments of communication
between institutions and their supervisors
in their home country and other juris-
dictions. They are expected to include a
self-assessment by the institution, a gap
analysis {(based on the self-assessment)
identifying areas needing additional work,
an action plan for addressing shortcom-
ings, objectively measurable milestones,
and an assessment of resources needed.

Issuance of Supervisory Guidance

During 2005 the agencies will continue to
develop supervisory guidance concerning
the various portfolios and risk exposures
addressed by Basel II; draft supervisory
guidance on corporate and retail credit risk
and operational risk has already been pub-
lished. The guidance will set forth super-
visory expectations for banking organiza-
tions adopting the Basel Il-based rules, for
example, the components and characteris-
tics of an acceptable risk-measurement and
risk-management infrastructure.

Completion of Quantitative Studies

1n 2004 the agencies began a fourth Quan-
titative Impact Study (QIS-4) to evaluate
the potential effects of U.S. implementa-
tion of the Basel II framework and a ““loss
data collection exercise” {(LDCE) focused
on operational risk. About thirty banking
organizations are participating in QIS-4;
about twenty are participating in the
LDCE. These studies are intended to help
banking organizations and their supervisors
better understand the implications of the
Basel Il framework for regulatory capital
and may provide some insight on impli-
cations of the new approaches for competi-
tion within the banking industry.
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released in 2005. The Department of the
Treasury’s Financial Crimes Enforce-
ment Network (FinCEN) has partici-
pated in this initiative.

To support this work and to pro-
vide a forum for the federal banking
agencies to discuss matters related
to Bank Secrecy Act/anti-money-
laundering examination and training, a
Bank Secrecy Act Working Group was
formed in 2004 under the FFIEC. The
working group, which also includes
FinCEN and state bank regulators,
complements other interagency and
international efforts, such as the Bank
Fraud Working Group, the Financial
Action Task Force, and various super-
visors committees within the Basel
Committee on Banking Supervision.

The Federal Reserve participates in
another such group, the BSA Advisory
Group, which was established by statute
to seek ways to reduce unnecessary bur-
den created by the BSA and to increase
the utility of data gathered under the act
to aid regulators and law enforcement.
In addition, through this group, the Fed-
eral Reserve assists the Treasury Depart-
ment in providing feedback to financial
institutions on the reporting of suspi-
cious activity. Finally, staff of the Divi-
sion of Banking Supervision and Regu-
lation engage in outreach to the financial
services industry by, for example, speak-
ing at banking conferences to promote
best practices to combat money launder-
ing and terrorist financing.

International Guidance on
Supervisory Policies

As a member of the Basel Committee
on Banking Supervision, the Federal
Reserve in 2004 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 organizations and
to improve the stability of the interna-
tional banking system. The efforts are
described in the following sections.

Capital Adequacy

During 2004 the Federal Reserve con-
tinued to participate in a number of tech-
nical working groups of the Basel Com-
mittee in efforts to develop the revised
Basel framework (familiarly referred
to as Basel II), which was published
in June, and to address issues not fully
resolved in that framework. In particu-
lar, the Federal Reserve participated in
a joint Basel Committee—International
Organization of Securities Commissions
(I0SCO) working group on the trading
book to review issues related to counter-
party credit risk, double default effects
(reflecting the low probability that both
a borrower and its guarantor will default
at the same time), and the definition of
the trading book.

Risk Management

The Federal Reserve contributed to
several supervisory policy papers,
reports, and recommendations issued
by the Basel Committee during 2004
that were generally aimed at improv-
ing the supervision of banking organiza-
tions’ risk-management practices.

» “Consolidated Know-Your-Customer
Risk Management,” issued in Octo-
ber, provides guidance to help interna-
tional banking organizations establish
centralized processes for sharing
information and for coordinating and
promulgating customer due diligence
policies and procedures on a consoli-
dated basis. The guidance, which
builds on Basel Committee publica-
tions issued in 2001 and 2003, also
encourages government jurisdictions
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to facilitate consolidated customer due
diligence risk management by provid-
ing a legal framework that allows
overseas subsidiaries and affiliates of
banking organizations to share infor-
mation with their head offices or par-
ent banks.

“Principles for the Management and
Supervision of Interest Rate Risk,”
issued in July, describes the pillar 2
(supervisory review) approach to
calculating interest rate risk under
Basel I1. The paper reflects comments
received on a September 2003 consul-
tative paper.

“Implementation of Basel II: Practi-
cal Considerations,” issued in July,
discusses the costs and benefits of
Basel II implementation from the
point of view of non-G10 countries,
focusing in particular on potential
changes to the legal and regulatory
framework and on resource and train-
ing requirements.

In January the Basel Committee
issued changes to the internal-ratings-
based approach to securitization expo-
sures under Basel II, in response to
industry concerns related to the com-
plexity of the proposal and the opera-
tional burdens of implementation.

In January the Basel Committee
announced its decision to base the
Basel Il framework on unexpected
losses rather than a combination of
unexpected and expected losses, in
response to industry requests and
comments. However, under the frame-
work, banks would be required to
compare provisions with expected
losses and to deduct any deficiency
from capital. Excess provisions would
be eligible for inclusion in tier 2 capi-
tal, subject to a cap.

* “Principles for the Home-Host Rec-
ognition of AMA Operational Risk
Capital,” issued in January, addresses
industry concerns about practical
impediments to the cross-border
implementation of the advanced mea-
surement approaches for operational
risk, an element of the Basel II
framework.

Joint Forum

In its work with the Basel Committee,
the Federal Reserve also continued its
participation in the Joint Forum—a
group made up of representatives of the
committee, IOSCO, and the Interna-
tional Association of Insurance Supervi-
sors. 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 publications in
2004:

* “Credit Risk Transfer,” issued in
October, reviews the rapid growth in
credit risk transfer products, such as
single-name credit default swaps and
collateralized debt obligations, and
concludes that these markets have
provided banking organizations with
significantly more liquid and efficient
methods of trading and diversifying
their credit risks. The report notes that
although these products do not raise
immediate and significant financial
stability concerns, financial organiza-
tions should adopt appropriate risk-
management practices when conduct-
ing business in these products.

* “QOutsourcing in Financial Services,”
issued in August, discusses the key
issues and risks associated with finan-
cial firms’ outsourcing of significant
parts of their regulated and unregu-
lated activities to third parties and sets
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forth principles to help firms mitigate
these risks.

» “Financial Disclosure in the Banking,
Insurance and Securities Sectors:
Issues and Analysis,” issued in May,
outlines the findings of a working
group established to follow up on
recommendations contained in a 1999
report that provided advice to super-
visors on enhancing financial institu-
tions’ public disclosures of their finan-
cial risks.

International Accounting
and Disclosure

The Federal Reserve participates in the
Basel Committee’s Accounting Task
Force and represents the Basel Commit-
tee at international meetings on account-
ing, auditing, and disclosure issues
affecting global banking organizations.
In particular, officials of the Federal
Reserve represent the Basel Committee
at meetings that address financial instru-
ments accounting and disclosure issues
associated with international accounting
standards. In addition, an official of the
Federal Reserve is a member of the
Standards Advisory Council of the Inter-
national Accounting Standards Board
(IASB).

During 2004 the Federal Reserve had
a key role in development of the Basel
Committee’s comments on the IASB’s
proposed amendment to the guidance in
International Accounting Standard 39 on
the optional use of fair value accounting
for financial instruments. In addition,
the Federal Reserve strongly supported
the Base]l Committee’s efforts to develop
guidance on improving disclosure for
the purpose of enhancing market dis-
cipline. This support contributed to
the finalization of pillar 3 guidance on
improved disclosures in support of
Basel II.

The Federal Reserve and the Basel
Committee also worked with other inter-
national regulatory organizations, such
as IOSCO, the International Association
of Insurance Supervisors, the World
Bank, and the Financial Stability Forum,
as part of an organization called the
Monitoring Group, to promote stronger
international audit standards and prac-
tices. This effort led to the adoption by
the International Federation of Accoun-
tants (IFAC) of comprehensive reforms
that will result in greater public over-
sight of IFAC’s audit-standard-setting
activities.

Sarbanes—Oxley Act

During 2004 the Federal Reserve con-
tinued to evaluate the effects of the
Sarbanes—Oxley Act on banking organi-
zations. The effort involved the Federal
Reserve’s working closely with banking
organizations and their external audi-
tors to better understand the challenges
they are encountering in complying with
the sections of the act that relate to
internal controls. It also involved dia-
logue with the SEC and the Public
Company Accounting Oversight Board
(PCAOB) on various interpretative
issues related to these matters.

In addition, an official of the Federal
Reserve serves on the Standing Advi-
sory Group of the PCAOB, which is
advising the PCAOB as it develops stan-
dards for the external audits of publicly
traded companies in the United States.
The Federal Reserve also continued in
2004 to work with the FDIC and other
banking agencies to consider changes
that should be made to the regulations
implementing the Federal Deposit
Insurance Corporation Improvement Act
to promote strong internal controls
and consistency with the Sarbanes—
Oxley Act requirements.
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Efforts to Enhance Transparency

As part of ongoing efforts to promote
sound accounting and disclosure prac-
tices by banking organizations, the Fed-
eral Reserve, together with the other
banking agencies, in February issued
guidance on the appropriate accounting
treatment for obligations under certain
types of deferred compensation agree-
ments (see SR Letter 04-4). In March
the Federal Reserve and the other bank-
ing agencies issued guidance identifying
current sources of generally accepted
accounting principles (GAAP) and
supervisory guidance that should be
used by banking organizations in deter-
mining their allowance for loan and
lease losses (see SR Letter 04-5). The
Federal Reserve also worked with for-
eign supervisors in developing pillar 3
of the Basel II framework, which aims
to enhance banking organizations’ pub-
lic disclosure of their risk exposures,
capital, and capital adequacy.

In October the Federal Reserve sub-
mitted a comment letter to the Financial
Accounting Standards Board (FASB) on
its “Fair Value Measurements Exposure
Draft.” In addition, Federal Reserve
staff provided comments to FASB on an
accounting interpretation that addressed
impairment of securities.

Bank Holding Company
Regulatory Financial Reports

The Federal Reserve requires that U.S.
bank holding companies periodically
submit reports providing financial and
structure information. This information
is essential to the supervision of the
organizations and the formulation of
regulations and supervisory policies.
The information is also used in respond-
ing to requests from Congress and
the public for information on bank

holding companies and their nonbank
subsidiaries.

The FR Y-9 series of reports provides
standardized financial statements for
bank holding companies on a consoli-
dated and parent-only basis. The reports
are used to detect emerging financial
problems, review performance and con-
duct pre-inspection analysis, monitor
and evaluate risk profiles and capital
adequacy, evaluate proposals for bank
holding company mergers and acquisi-
tions, and analyze the holding compa-
ny’s overall financial condition. The
nonbank subsidiary reports—FR Y-11,
FR 2314, and FR Y-7N—aid the Fed-
eral Reserve in determining the condi-
tion of bank holding companies that are
engaged in nonbanking activities and in
monitoring the volume, nature, and con-
dition of their nonbanking subsidiaries.
The FR Y-8 report collects information
on transactions between an insured
depository institution 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 act.

In March 2004, several revisions to
the FR Y-9C report were implemented
for the purpose of collecting preliminary
data from selected large bank holding
companies on a voluntary basis, improv-
ing the reporting of trust preferred secu-
rities, and collecting from some of the
largest bank holding companies the
addresses of their web pages display-
ing risk disclosures. In September and
December the electronic filing process
for the FR Y-9 series of reports was
enhanced to require respondents to per-
form data validation checks prior to
filing.

In May revisions were made to
clarify the language in the reporting
forms and instructions for three
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reports—the Annual Report of Bank
Holding Companies (FR Y-6), the
Report of Changes in Organizational
Structure (FR Y-10), and the Report
of Changes in FBO Organizational
Structure for foreign banking organiza-
tions (FR Y-10F).

In June the FR Y-8 was revised to
allow for collection of additional infor-
mation to be used in monitoring compli-
ance with section 23A of the Federal
Reserve Act 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
act. :

Commercial Bank
Regulatory Financial 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 Federal Reserve and the other
banking agencies have begun a Call
Report modernization project to
improve the timeliness and quality of
supervisory data and to enhance market
discipline by ensuring more timely
access by the public. Proposed enhance-

ments to the data collection and disclo-
sure process include requiring electronic
submission of Call Reports to a central
data repository, moving forward the
deadline for filing reports, and requiring
respondents to validate their data before
filing. The effort to set up a central data
repository is currently in the testing
phase, and the repository is expected to
be operational in 2005.

No significant changes were made to
the Call Report in 2004. A proposal was
issued in April to make two instruc-
tional clarifications to the report.

Also in 2004, the Report of Assets
and Liabilities of U.S. Branches and
Agencies of Foreign Banks (FFIEC 002)
was revised, effective in March, to
include additional information on
derivatives contracts. A proposal was
issued in August to revise the Country
Exposure Report (FFIEC 009) and the
Country Exposure Information Report
(FFIEC 009a) to harmonize U.S. data
with data on cross-border exposures col-
lected by other countries.

Federal Financial Institutions
Examination Council

During 2004 the Federal Financial Insti-
tutions Examination Council focused on
coordinating the agencies’ efforts in the
area of Bank Secrecy Act examination
and training by enhancing communica-
tion and cooperation with FinCEN, an
agency within the Treasury Department
whose mission is to safeguard the finan-
cial system from terrorist financing,
money laundering, and other financial
crimes. It also continued its efforts to
identify and eliminate outdated, unnec-
essary, or unduly burdensome regula-
tions, pursuant to the Economic Growth
and Regulatory Paperwork Reduction
Act of 1996. The FFIEC made signifi-
cant progress on a project to modern-
ize and streamline the way in which
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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-
ance issues, bank surveillance processes,
and information-sharing.

Supervisory Information
Technology

Under the direction of the division’s
chief technology officer, the supervisory
information technology (SIT) function
within the Division of Banking Super-
vision and Regulation facilitates the
management of information technology
within the Federal Reserve System’s
supervision 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 and the federal
bridge investigation initiatives);

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

* practices that maximize the supervi-
sion function’s business value, cost
effectiveness, and quality are iden-
tified, analyzed, and approved for
implementation.

SIT works through assigned staff at the
Board of Governors and the Reserve

Banks, as well as through a Systemwide
committee structure, to ensure that key
staff members throughout the System
participate in identifying requirements
and setting priorities for IT initiatives.

SIT Project Management

In 2004 the SIT project management
staff, in partnership with other Federal
Reserve System staff, developed a stra-
tegic plan for 2005-09 that identifies
opportunities for enhancing business
value through the use of information
technology. Another major activity was
development of a program to ensure
compliance with the Federal Informa-
tion Security Management Act. In addi-
tion, staff members supported modern-
ization of the Shared National Credit
program as well as assessments of
opportunities in the areas of electronic
applications, administrative systems,
and learning management systems to
improve information technology ser-
vices in conjunction with efforts of
Board and Reserve Bank internal IT
providers.

National Information Center

The National Information Center (NIC)
is the Federal Reserve’s comprehensive
repository for supervisory, financial, and
banking structure data and documents.
NIC includes the structure data sys-
tem; the National Examination Database
(NED), which provides supervisory
personnel and state banking authorities
with access to NIC data; and the Cen-
tral Document and Text Repository
(CDTR), which contains documents
supporting the supervisory process.

In 2004 the structure data system was
modified to adhere to the industry stan-
dards for use of NAICS (North Ameri-
can Industry Classification System)
business activity codes. Changes were
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made to NED to accommodate the new
bank holding company supervisory rat-
ing system and to provide user inter-
operability with PRISM and the CDTR.
The CDTR was expanded to contain
examination reports for regional and
community banking organizations pre-
pared by Reserve Banks. Significant
resources continue to be devoted to Call
Report modernization for the FFIEC
Central Data Repository initiative, with
implementation expected in 2005.

Banking Organization
National Desktop

Supervision of domestic banking orga-
nizations and the U.S. operations of
foreign banking organizations is sup-
ported by an automated application—
the Banking Organization National
Desktop (BOND)—that facilitates
secure, real-time electronic information-
sharing and collaboration among federal
and state banking regulators. During
2004 BOND was enhanced to improve
its usability, reduce administrative bur-
den, increase the effectiveness of man-
agement reporting, and facilitate the
sharing of information related to Basel IT
and the tracking of parallel-owned banks
or bank holding companies (that is,
organizations in the United States and
another country that have the same con-
trolling shareholder). Other enhance-
ments included financial holding com-
pany compliance monitoring, improved
data quality edits, the addition of appli-
cations data, and changes to accommo-
date the new RFI/C (D) rating scheme
for bank holding companies (see the
section “Bank Holding Company Rat-
ing System”). BOND has been updated
to include seamless links to the Federal
Reserve’s Applications Management
and Processing System and to a new
system for accessing data on the Shared
National Credit program, an interagency

effort that aims to reduce examination
costs and improve the timeliness and
reliability of data associated with the
review of large, syndicated credit facili-
ties of commercial banks. At year-end
2004, BOND had 2,850 registered users
across the Federal Reserve System, the
OCC, the FDIC, and ten state banking
departments.

Staff Development

The Federal Reserve System’s staff
development program trains staff mem-
bers at the Board, the Reserve Banks,
and state banking departments who have
supervisory and regulatory responsi-
bilities as well as students from for-
eign supervisory authorities. Training
is offered at the basic, intermediate, and
advanced levels in several disciplines
within bank supervision: safety and
soundness, information technology,
international banking, and consumer
affairs. Classes are conducted in Wash-
ington, D.C., as well as at Reserve
Banks and other locations.

The Federal Reserve System also
participates in training offered by the
FFIEC and by certain other regulatory
agencies. The System’s involvement
includes developing and implementing
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 2004 the Federal Reserve trained
2,365 students in System schools, 721 in
schools sponsored by the FFIEC, and 20
in other schools, for a total of 3,106,
including 293 representatives of foreign
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Training Programs for Banking Supervision and Regulation, 2004

Number of sessions conducted
Program
Total Regional

Schools or seminars conducted by the Federal Reserve

Core schools
Banking and supervisionelements ....................., 8 7
Operations and analysis 5 43
Bank management ........ 1 2
Report writing ............ 12 12
Management skills ....................... 9 8
Conducting meetings with management 13 13

Other schools
Creditrisk analysis ............ccooiiiiriiiiiiiiiiiiiiiiiien. 5 3
Examination management . .. 6 5
Real estate lending seminar . . .. 4 3
Senior forum for current banking and regulatory issues .. 2 2
Base] I corporate activities ............coeenieeeenieeennnn. .. 1 0
Basel Il retail activities ..................ooooiiiiiin 1 0
Principles of fiduciary supervision .................. ... ool 2 1
Commeercial lending essentials for consumer affairs 1 1
Consumer compliance examinations | 2 0
Consumer compliance examinations II 2 1
CRA examination techniques ............... 2 2
CRA risk-focused examinations ............... 2 2
Fair lending examination techniques ............. 2 2
Foreign banking organizations ........................c...ooon. 1 1
Information systems continuing education ..... 5 5
Capital markets seminars ..................... 9 7
Techn