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Monetary Policy and
Economic Developments



Monetary Policy and the Economy in 1999

The U.S. economy posted anotheproductivity growth raised expecta-
exceptional performance in 1999. Ecotions of future incomes and profits and
nomic growth was robust, and, asidehereby helped keep spending moving
from the direct effects of higher crudeup at a faster clip than current produc-
oil prices, inflation remained subduedtive capacity. Meanwhile, the prices of
in marked contrast to the rising inflationmost internationally traded materials
that eventually emerged in many pretebounded from their earlier declines;
vious economic expansions. The yeathis turnaround, together with a flatten-
brought additional evidence of substaning of the exchange value of the dollar
tial improvement in productivity growth after its earlier appreciation, translated
since the mid-1990s, boosting livinginto an easing of downward pressure on
standards while helping to hold downthe prices of imports in general. Core
increases in costs and prices despite veigflation measures generally remained
tight labor markets. low, but with the labor market at its
The Federal Open Market Commit-tightest in three decades and becoming
tee’s pursuit of financial conditions con-still tighter, the risk that pressures on
sistent with sustained expansion and lowosts and prices would eventually
inflation required some adjustments temerge mounted over the course of
the settings of monetary policy instru-the year. To maintain the low-inflation
ments during the year. In the latter parenvironment that has been so important
of 1998, to cushion the U.S. economyto the sustained health of the current
from the effects of disruptions in world expansion, the FOMC implemented
financial markets and to amelioratethree quarter-point increases in the
some of the resulting strains, moneyintended federal funds rate over the year,
market conditions had been eased. Bultimately reversing the easings under-
the middle of 1999, however, with finan-taken during the autumn 1998 financial
cial markets resuming normal function-market turmoil.
ing, foreign economies recovering, and The first quarter of 1999 saw a further
domestic demand continuing to outpacenwinding of the heightened levels of
increases in productive potential, theperceived risk and risk aversion that
Committee began to reverse that easindnad afflicted financial markets in the
As the year progressed, foreignautumn of 1998; investors became much
economies, on the whole, recoverednore willing to advance funds, securi-
more quickly and displayed greaterties issuance picked up, and risk spreads
vigor than had seemed likely at the starfell further—though not back to the
of the year. Domestically, the rapidunusually low levels of the first half
of 1998. At the same time, domestic
Note. The discussion here and in the nextdemand remained quite strong, and for-
chapter is adapted froMonetary Policy Reportto eign economies showed some early
the Congress pursuant to the Full Employmengigns of rebounding. The FOMC con-

and Balanced Growth Act of 1978oard of Gov- -
ernors, February 2000). The data cited in the tWCS;IUded at its February and March meet-

chapters are those available as of mid-Februa19S Fhat if these trends were to persist,
2000. the risks of the eventual emergence of
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somewhat greater inflation pressuresate¥s percentage point. The Committee
would increase, and it noted that a casalso announced a symmetric directive,
could be made for unwinding part ofnoting that the marked degree of uncer-
the easing actions of the precedindainty about the extent and timing of
fall. However, the Committee hesitatedprospective inflationary pressures meant
to adjust policy before having greaterthat further firming of policy might
assurance that the recoveries in domesot be undertaken in the near term,
tic financial markets and foreign econo-but that the Committee would need
mies were on firm footing. to be especially alert to those pressures.
By the May meeting, these recoverieMarkets rallied on the symmetric-
were solidifying, and the pace of domesdirective announcement, and the
tic spending appeared once again to bgtrength of this response, together with
outstripping the growth of the econo-market commentary, suggested uncer-
my’s potential, even allowing for an tainty about the interpretation of the
appreciable acceleration in productivitylanguage used to characterize possible
The Committee still expected somefuture developments and about the time
slowing in the expansion of aggregateperiod to which the directive applied.
demand, but the timing and extent of In the period between the June and
any moderation remained uncertainAugust meetings, the ongoing strength
Against this backdrop, the FOMC main-of domestic demand and further expan-
tained an unchanged policy stance bution abroad suggested that at least part
announced immediately after the meetef the remaining easing put in place
ing that it had chosen a directive tiltedthe previous fall to deal with financial
toward the possibility of a firming of market stresses was no longer needed.
rates. This announcement implemente@onsequently, at the August meeting
the disclosure policy adopted in Decemthe FOMC raised the intended level of
ber 1998, whereby major shifts in thethe federal funds rate a furthét per-
Committee’s views about the balance otentage point, to%: percent. The Com-
risks or the likely direction of future mittee agreed that this action, along
policy would be made public immedi- with that taken in June, would substan-
ately. Members expected that by makingially reduce inflation risks and again
the FOMC'’s concerns public earlier,announced a symmetric directive. In a
such announcements would encouragelated action, the Board of Governors
financial market reactions to subsequerdpproved an increase in the discount
information that would help stabilize therate to 44 percent. At this meeting the
economy. In practice, however, thoseCommittee also established a working
reactions seemed to be exaggerated agdoup to assess the FOMC'’s approach
to focus even more than usual on posto disclosing its view about prospective
sible near-term Committee action. developments and to propose procedural
Over subsequent weeks, economimodifications.
activity continued to expand vigorously, At its August meeting, the FOMC
labor markets remained very tight, andook a number of actions that were
oil and other commodity prices roseaimed at enhancing the ability of the
further. In this environment, the FOMC Manager of the System Open Market
saw an updrift in inflation as a signifi- Account to counter potential liquidity
cant risk in the absence of some policystrains in the period around the century
firming, and at the June meeting it raisedlate change and that would also help
the intended level of the federal fundsensure the effective implementation of
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the Committee’s monetary policy objec- The broader range of collateral
tives. Although members believed thatapproved for repurchase transactions—
efforts to prepare computer systems fomainly pass-through mortgage securities
the century date change had made thef government-sponsored enterprises
probability of significant disruptions and STRIP securities of the U.S.
quite small, some aversion to Y2K riskTreasury—would facilitate the Manag-
exposure was already evident in theer's task of addressing what could be
markets, and the costs that might sterwery large needs to supply reserves in
from a dysfunctional financing marketthe succeeding months, primarily in
at year-end were deemed to be unacceptesponse to rapid increases in the
ably high. The FOMC agreed to autho-demand for currency, at a time of poten-
rize, temporarily, (1) a widening of the tially heightened demand in various
pool of collateral that could be acceptednarkets for U.S. government securities.
in System open market transactionsThe standby financing facility, authoriz-
(2) the use of reverse repurchase agre@rg the Federal Reserve Bank of New
ment accounting in addition to the cur-York to auction the above-mentioned
rently available matched sale—purchaseptions to the government securities
transactions to absorb reserves tempalealers that are regular counterparties in
rarily, and (3) the auction of options onthe System’s open market operations,
repurchase agreements, reverse repusould encourage marketmaking and the
chase agreements, and matched saleraintenance of liquid financing markets
purchase transactions that could be exeessential to effective open market opera-
cised in the period around year-end. Théons. The standby facility was also
Committee also authorized a permanentiewed as a useful complement to the
extension of the maximum maturity onspecial liquidity facility, which was to
regular repurchase and matched salgsrovide sound depository institutions
purchase transactions from sixty towith unrestricted access to the discount
ninety days. window, at a penalty rate, between
October 1999 and April 2000. Finally,
the decision to extend the maximum
Selected Interest Rates maturity on repurchase and matched
Percent Sale—purchase transactions was intended
ayear | 1| to bring the terms of such transactions
Treasury | | ¢ into conformance with market practice
N s and to enhance the Manager's ability
over the following months to implement
the unusually large reserve operations
expected to be required around the turn

30-year Treasury::

of the year.
N —— Incoming information during the
}gfjeenrgfgunds rateg- | Discountrate | period Iea_\ding up to the FOMC'’s Octo-
vy iy i iy ber meeting suggested that the growth
1998 1999 of domestic economic activity had

Norte. The data are daily. Short ticks indicate days oanCked up from the second quarter S

which the Federal Open Market Committee held a schedd@Ce€, and foreign economies appeared

It_JIed mee;ir;g ora po::_cyhact:_on wat_s announced. Verticzto be strengthening more than had been
Ines mark days on which policy actions were announced, H . B
September 29, October 15, and November 17, 1998; an@nuc'pa‘ted' pOIentla”y addmg pressure

June 30, August 24, and November 16, 1999. to already-taut labor markets and possi-
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bly creating inflationary imbalances thatunchanged and, to avoid any misinter-
would undermine economic perfor-pretation of policy intentions that
mance. But the FOMC viewed the riskmight unsettle financial markets around
of a significant increase in inflation inthe century date change, announced a
the near term as small and decided teymmetric directive. But the statement
await more evidence on how the econissued after the meeting highlighted
omy was responding to its previousmembers’ continuing concern about
tightenings before changing its policyinflation risks going forward and indi-
stance. However, the Committee anticicated the Committee’s intention to
pated that the evidence might well sig-evaluate, as soon as its next meeting,
nal the need for additional tightening,whether those risks suggested that fur-
and it again announced a directive thather tightening was appropriate.
was biased toward restraint. The FOMC also decided on some
Information available through mid- modifications to its disclosure proce-
November pointed toward robust growthdures at the December meeting, at which
in overall economic activity and athe working group established at the
further depletion of the pool of unem-August meeting transmitted its final
ployed workers willing to take a job. report and proposals. These modifica-
Although higher real interest ratestions, announced in January 2000, con-
appeared to have induced some softersisted primarily of a plan to issue a
ing in interest-sensitive sectors of thestatement after every FOMC meeting
economy, the anticipated moderation irthat not only would convey the current
the growth of aggregate demand did nostance of policy but also would catego-
appear sufficient to avoid added presrize risks to the outlook as either
sures on resources, predominantly laboweighted mainly toward conditions that
These conditions, along with furthermay generate heightened inflation pres-
increases in oil and other commoditysures, weighted mainly toward condi-
prices, suggested a significant risk thations that may generate economic weak-
inflation would pick up over time, given ness, or balanced with respect to the
prevailing financial conditions. Againstgoals of maximum employment and
this backdrop, the FOMC raised the tarstable prices over the foreseeable future.
get for the federal funds rate an addiThe changes eliminated uncertainty
tional ¥ percentage point in November.about the circumstances under which an
At that time, a symmetric directive wasannouncement would be made; they
adopted, consistent with the Commit<clarified that the Committee’s statement
tee’s expectation that no further policyabout future prospects extended beyond
move was likely to be considered beforeghe intermeeting period; and they char-
the February meeting. In a relatedacterized the Committee’s views about
action, the Board of Governors ap-future developments in a way that re-
proved an increase in the discount ratélected policy discussions and that mem-
of ¥4 percentage point, to 5 percent.  bers hoped would be more helpful to the
At the December meeting, FOMC public and to financial markets. .
members held the stance of policy



Economic and Financial Developments in 1999

The U.S. economy retained considerable The combination of a strong U.S.
strength in 1999. According to the Com-economy and improving economic con-
merce Department’'s advance estimatelitions abroad led to firmer prices in
the rise in real gross domestic producsome markets in 1999. Industrial com-
over the four quarters of the yearmodity prices turned up—sharply in
exceeded 4 percent for the fourth consome cases—after having dropped ap-
secutive year. The growth of householgreciably in 1998. Qil prices, respond-
expenditures was bolstered by furthemg both to OPEC production restraint
substantial gains in real income, favorand to the growth of world demand,
able borrowing terms, and a soaringnore than doubled over the course of
stock market. Businesses seeking tthe year, and the prices of non-olil
maintain their competitiveness and profimports declined less rapidly than in
itability continued to invest heavily in previous years, when a rising dollar, as
high-tech equipment; external financingvell as sluggish conditions abroad, had
conditions in both debt and equity mar-pulled them lower. The higher oil prices
kets were quite supportive. In the publicof 1999 translated into sharp increases
sector, further strong growth of revenuesn retail energy prices and gave a notice-
was accompanied by a step-up in thable boost to consumer prices overall;
growth of government consumption andhe chain-type price index for personal
investment expenditures, the part otonsumption expenditures rose 2 per-
government spending that enters directlgent, double the increase of 1998. Out-
into real GDP. The rapid growth of side the energy sector, however, con-
domestic demand gave rise to a furthesumer prices increased at about the same
huge increase in real imports of good$ow rate as in the previous year, even
and services. Exports picked up as foras the unemployment rate continued to
eign economies strengthened, but thedge down. Rapid gains in productivity
gain fell short of that for imports by a enabled businesses to offset a substan-

large margin. tial portion of the increases in nominal
compensation, thereby holding the rise
Change in Real GDP of unit labor costs in check, and busi-

Percent, Q4 to Q4 NESS pricing practices continued to be
influenced by strong competitive forces
that limited the scope for boosting

4 prices.

The Household Sector

Personal consumption expenditures in-
creased about'a percent in real terms
Lo in 1999, a second year of exceptionally
1991 1993 1995 1997 1999 rapid advance. As in other recent years,
Notk. The data are based on chained (1996) dollarghe Strength Qf Copsumptlon_ in 1999
and come from the Department of Commerce. reflected sustained increases in employ-

1O+
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ment and real hourly pay, which bol-large, supported in part by a strong
stered the growth of real disposable perhousing market. Spending on services
sonal income. Added impetus camedvanced about 4 percent in real
from another year of rapid growth in netterms, led by sizable increases for recre-
worth, which, coming on top of the big ation and personal business services.
gains of previous years, led household®utlays for nondurables, such as food
in the aggregate to spend a larger porand clothing, also rose rapidly. Excep-
tion of their current income than theytional strength in the purchases of some
would have otherwise. The personahondurables toward the end of the year
saving rate, as measured in the nationahay have reflected precautionary buy-
income and product accounts, droppethg by consumers in anticipation of the
further, to an average of about 2 percentury date change.
cent in the final quarter of 1999; it Households continued to boost their
has fallen about ¥ percentage points expenditures on residential structures as
over the past five years, a period durwell. After having surged 11 percent in
ing which the yearly gain in house-1998, residential investment rose about
hold net worth has averaged more8¥s percent over the four quarters of
than 10 percent in nominal terms andl999, according to the advance estimate
the ratio of household wealth to disposfrom the Commerce Department. Mod-
able personal income has moved uprate declines in investment in the sec-
sharply. ond half of the year offset only part of
The strength of consumer spendinghe increases recorded in the first half.
in 1999 extended across a broad frontAs with consumption expenditures,
Appreciable gains were reported forinvestment in housing was supported by
most types of durable goods. Spendinghe sizable advances in real income and
on motor vehicles, which had surgechousehold net worth, but this spending
about 132 percent in 1998, moved category was also tempered a little by a
up another % percent. The inflation- rise in mortgage interest rates, which
adjusted increases for furniture, applidikely was an important factor in the
ances, electronics equipment, and othexecond-half downturn.
household durables also were quite Nearly all the indicators of housing
activity showed upbeat results for the
year. Sales of new and existing homes

Wealth and Saving reached new peaks in 1999, surpassing

Percent Ratio the previous highs of 1998. Although
Personal saving rate sales dropped back a touch in the second

2 - = 60 half of the year, their level through year-

55 end remained quite high by histori-
cal standards. Builders’ backlogs also
were at high levels and helped support
45 new construction activity even as sales
40 eased. Late in the year, reports that
shortages of skilled workers were delay-
ing construction became less frequent
as building activity wound down sea-

L Thed tom the b e sonally, but builders also continued to

L e data are fom he Departmentof Conmerce, express concern about potential worker
personal income. The data extend through 1999:Q3.  shortages in 2000. For 1999 in total,

10
5.0

Wealth-to-income rati®
- 35

8
6
4
2
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construction began on more tharThe Business Sector
1.3 million single-family dwellings,
the most since the late 1970s; approxiPrivate nonresidential fixed investment
mately 330,000 multifamily units also increased 7 percent over 1999, extend-
were started, about the same numbeng by another year a long run of rapid
as in each of the two previous yearsgrowth in real investment outlays.
House prices rose appreciably andStrength in capital investment has been
together with the new investment, fur-underpinned in recent years by the vigor
ther boosted household net worth inof the business expansion, by the ad-
residential real estate. vance and spread of computer technolo-
The increases in consumption andjies, and by the ability of most busi-
residential investment in 1999 werenesses to readily obtain funding through
financed, in part, by an expansion othe credit and equity markets.
household debt estimated atz9per- Investment in high-tech equipment
cent, the largest increase in more than eontinued to soar in 1999. Outlays for
decade. Mortgage debt, which includegommunications equipment rose about
the borrowing against owner equity tha25 percent over the course of the year,
may be used for purposes other thaboosted by a number of factors, includ-
residential investment, grew a whoppingng the expansion of wireless communi-
10¥a percent. Higher interest rates ledcations, competition in telephone mar-
to a sharp drop in refinancing activitykets, the continued spread of the Inter-
and prompted a shift toward the use ohet, and the demand of Internet users
adjustable-rate mortgages, which ovefor faster access to it. Outlays on com-
the year rose from 10 percent to 30 perputers rose nearly 40 percent in real
cent of originations. Consumer creditterms, and purchases of computer soft-
advanced 74 percent, boosted by heavyware, which in the national accounts
demand for consumer durables and othare now counted as part of private
big-ticket purchases. Credit supply confixed investment, rose about 13 percent;
ditions were also favorable; commerciafor both computers and software the
banks reported in Federal Reserve suincreases were roughly in line with the
veys that they were more willing than inannual average gains during previous
the previous year or two to extend conyears of the expansion.
sumer installment loans and that they The timing of investment in high-
remained quite willing to extend mort-tech equipment in both 1998 and 1999
gage loans. was likely affected to some degree hy
The household sector’'s debt-servicdusiness preparations for the century
burden edged up to its highest levetate change. Many large businesses re-
since the late 1980s; however, withportedly invested most heavily in new
employment rising rapidly and assetcomputer equipment before the start of
values escalating, measures of credit999 to leave sufficient time for their
quality for household debt generallysystems to be tested well before the start
improved in 1999. Delinquency ratesof 2000; a very steep rise in computer
on home mortgages and credit cardsmvestment in 1998—roughly 60 percent
declined a bit, and those on auto loan@ real terms—is consistent with those
fell more noticeably. Personal bank-reports. Some of the purchases in pre-
ruptcy filings fell sharply after having paration for Y2K most likely spilled
risen for several years through 1997 andver into 1999, but the year also brought
remaining elevated in 1998. numerous reports of businesses wanting
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to stand pat with existing systems until After increasing for two years at a
the start of 2000. Growth in computerrate of about 6 percent, nonfarm busi-
investment in the final quarter of 1999,ness inventories expanded more slowly
just before the century rollover, was thein 1999—about 32 percent according
smallest in several quarters. to the advance GDP report. During the

Spending on other types of equipmenyear, some businesses indicated that
rose moderately, on balance, in 199%hey planned to carry heavier stocks
Outlays for transportation equipmenttoward year-end to protect themselves
increased substantially, led by advanceagainst possible Y2K disruptions, and
in business purchases of motor vehiclethe rate of accumulation did in fact pick
and aircraft. By contrast, a sharp declin@ip appreciably in the fall. But business
in spending on industrial machineryfinal sales remained strong, and the ratio
early in the year held the yearly gain forof nonfarm stocks to final sales changed
that category to about 2 percent; ovelittle, holding toward the lower end of
the final three quarters of the year, howthe range of the past decade. With the
ever, outlays picked up sharply as indusratio so low, businesses likely did not
trial production strengthened. enter 2000 with excess stocks.

Private investment in nonresidential After slowing © a 1 percent rise in
structures fell 5 percent in 1999, accord1998, the economic profits of U.S.
ing to the advance estimate from thecorporations—that is, book profits with
Commerce Department. Spending omnventory valuation and capital con-
structures had increased in each of theumption adjustments—picked up in
previous seven years, rather briskly at999. Economic profits over the first
times, and the level of investment,three quarters of the year averaged about
though down in 1999, remained rela-3¥2 percent above the level of a year
tively high and likely raised the real earlier. The earnings of corporations
stock of capital invested in structuresirom their operations outside the United
appreciably further. Real expendituresStates rebounded in 1999 from a brief
on office buildings, which have beenbut steep decline in the second half of
climbing rapidly for several years, 1998, when financial market disruptions
moved up further in 1999, to the highest
level since the peak of the building ,
boom of the 1980s. In contrast, investEefore-Tax Profits as a Share of GDP

. . Percent
ment in other types of commercial struc-
tures, which had already regained it¢ Nenfinancial corporations
earlier peak, slipped back a little, on
net. Spending on industrial structures 12
which accounts for roughly 10 percent
of total real outlays on structures, fell
for a third consecutive year. Outlays for 6
the main types of institutional structures
also were down, according to initial esti-
mates. Revisions to the dataonnonres_| | | (| [ 1 [ 11l
dential structures often are sizable, and 1979 1984 1989 1994 1999
the estimates for each of the three YearSNore. Profits from domestic operations, with inven-
preceding 1999 have eventua"y showitery valuation and capital consumption adjustments,

- divided by gross domestic product of nonfinancial corpo-

a gOOd bit more strength than was Im'rate sector. The data extend through 1999:Q3 and are

tially reported. from the Department of Commerce.
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were affecting the world economy. Thejunk bonds, left issuance of below-
profits earned by financial corporationsnvestment-grade securities down more
on their domestic operations also pickedhan a quarter from the record pace of
up after having been slowed in 1998 by1998. The receptiveness of the capital
the financial turmoil; growth of these markets helped firms pay down loans
profits in 1999 would have been greateat banks, and growth of these loans—
but for a large payout by insurance comwhich had been boosted to an3tIper-
panies to cover damage from Hurri-cent gain in 1998 by the financial mar-
cane Floyd. The profits that nonfinanciaket turmoil that year—slowed to a more
corporations earned on their domestienoderate % percent pace in 1999. The
operations in the first three quarters otommercial paper market continued to
1999 were about2 percent above the expand rapidly, with domestic nonfinan-
level of a year earlier; growth of thesecial outstandings rising 18 percent on
earnings, which account for about two-top of the 14 percent gain in 1998.
thirds of all economic profits, had Commercial mortgage borrowing was
slowed to just over 2 percent in 1998strong again as well, as real estate prices
after having averaged 13 percent at generally continued to rise, albeit at a
compound annual rate in the previouslower pace than in 1998, and vacancy
six years. Nonfinancial corporationsrates generally remained near historical
boosted volume substantially furthedows. The mix of lending shifted back
from 1997 to 1999, but profits per unitto banks and life insurance companies
of output dropped back somewhat fromfrom commercial-mortgage-backed se-
their 1997 peak. As of the third quartercurities, as conditions in the CMBS mar-
of 1999, economic profits of nonfinan-ket, especially investor appetites for
cial corporations amounted to slightlylower-rated tranches, remained less
less than 1% percent of the nominal favorable than they had been before the
output of these companies, comparedredit market disruptions in the fall of
with a quarterly peak of about ¥2per- 1998.
cent two years earlier. Risk spreads on corporate bonds
The borrowing needs of nonfinancialseesawed during 1999. Over the early
corporations remained sizable in 1999part of the year, spreads reversed part
Capital spending outstripped internalbf the 1998 run-up as markets recov-
cash flow, and equity retirements thaered. During the summer, they rose
resulted from stock repurchases and again in response to concerns about
blockbuster pace of merger activitymarket liquidity, expectations of a surge
more than offset record volumes of bothin financing before the century date
seasoned and initial public equity offer-change, and anticipated firming of
ings. Overall, the debt of nonfinancialmonetary policy. Swap spreads, in par-
businesses grew ¥B percent, down ticular, exhibited upward pressure at
only a touch from its decade-high 1998this time. The likelihood of year-end
pace. difficulties seemed to diminish in the
The strength in business borrowingfall, and spreads again retreated, end-
was widespread across funding sourcesg the year down on balance but gener-
Corporate bond issuance was robusglly above the levels that had prevailed
particularly in the first half of the year, over the several years up to mid-1998.
though the markets’ increased prefer- Federal Reserve surveys indicated
ence for liquidity and quality, amid that banks firmed terms and standards
an appreciable rise in defaults onfor commercial and industrial loans a bit
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further, on balance, in 1999. In the synspending of more than¥3 percent for
dicated loan market, spreads for lowerthe year, the largest increase of the
rated borrowers also ended the yeagxpansion. Federal expenditures on con-
higher, on balance, after rising substansumption and investment were up nearly
tially in 1998. Spreads for higher-rated3 percent in annual terms; real defense
borrowers were fairly steady throughexpenditures, which had trended lower
1998 and early 1999, widened a bithrough most of the 1990s, rose mod-
around midyear, and then fell back toerately, and outlays for nondefense
end the year about where they haaonsumption and investment increased
started. sharply. Meanwhile, the consumption
The ratio of net interest paymentsand investment expenditures of state and
to cash flow for nonfinancial firms, alocal governments rose more than 4 per-
measure of debt strain, remained in theent in annual terms; growth of these
low range it has occupied for the pasbutlays has picked up appreciably as the
few years, but many measures of crediéxpansion has lengthened.
quality nonetheless deteriorated in 1999. At the federal level, expenditures in
Moody'’s Investors Service downgradedhe unified budget rose 3 percent in fis-
more nonfinancial debt issuers than ital year 1999, just a touch less than the
upgraded over the year, affecting a ned8¥s percent rise of the preceding fiscal
$78 billion of debt. The problems thatyear. Faster growth of nominal spending
emerged in the bond market were conen items that are included in consump-
centrated mostly among borrowers irtion and investment was offset in the
the junk sector and partly reflected amost recent fiscal year by a deceleration
fallout from the large volume of issu-in other categories. Net interest outlays
ance and the generous terms available fiell more than 5 percent—enough to
1997 and early 1998; default rates orrim total spending growth aboét per-
junk bonds rose to levels not seen sinceentage point—and only small increases
the recession of 1990-91. Delinquencyvere recorded in expenditures for social
rates on C&Il loans at commercial banksnsurance and income security, catego-
ticked up in 1999, albeit from very low ries that together account for nearly half
levels, while the charge-off rate forof total federal outlays. In contrast, fed-
those loans continued on its upwardceral expenditures on Medicaid, after
trend of the past several years. Businedsaving slowed in 1996 and 1997, picked
failures edged up but remained in a hisup again in the past two fiscal years.
torically low range. Spending on agriculture doubled in fis-
cal 1999; the increase resulted both from
a step-up in payments under farm safety
The Government Sector net programs that were retained in the
Buoyed by rapid increases in receiptsfreedom to farm” legislation of 1996
and favorable budget balances, the comand from more recent emergency farm
bined real expenditures of federal, statdegislation.
and local governments on consumption Federal receipts grew 6 percent in
and investment rose abou¥#percent fiscal 1999 after increases that averaged
from the fourth quarter of 1998 to theclose to 9 percent in the two previous
fourth quarter of 1999. Annual data,fiscal years. Net receipts from taxes on
which smooth through some of the quarindividuals continued to outpace the
terly noise that is often evident in gov-growth of personal income, but by less
ernment outlays, showed a gain in reathan in other recent fiscal years, and



Economic and Financial Developments13

receipts from corporate income taxes Federal debt growth has mirrored
fell moderately. Nonetheless, with totalthe turnabout in the government’s sav-
receipts growing faster than spendinging position. In the 1980s and early
the surplus in the unified budget con-1990s, borrowing resulted in large addi-
tinued to rise, moving from $69 bil- tions to the volume of outstanding gov-
lion in fiscal 1998 to $124 billion ernment debt. In contrast, with the bud-
in fiscal 1999. Excluding net interestget in surplus the past two years, the
payments—a charge resulting fromTreasury has been paying down debt.
past deficits—the federal governmenwithout the rise in federal saving and
recorded a surplus of more thanthe reversal in borrowing, market inter-
$350 billion in fiscal 1999. est rates in recent years likely would
Federal saving, a measure that resultsave been higher than they have been,
from a translation of the federal budgetand private capital formation, a key ele-
surplus into terms consistent with thement in the vigorous economic expan-
national income and product accountssion, would have been lower, perhaps
amounted to 2« percent of nominal appreciably.
GDP in the first three quarters of 1999, The Treasury responded to its lower
up from 2z percent in 1998 anél> per- borrowing requirements in 1999 prima-
cent in 1997. Before 1997, federal savsily by reducing the number of auctions
ing had been negative for seventeeof thirty-year bonds from three to two
consecutive years—by amounts exceednd by trimming auction sizes for notes
ing 3 percent of nominal GDP in sev-and Treasury inflation-indexed securi-
eral years, most recently in 1992. Thaies. Weekly bill volumes were in-
change in the federal government’s savereased from 1998 levels, however, to
ing position from 1992 to 1999 morehelp build up cash holdings as a Y2K
than offset the sharp drop in the persongirecaution.
saving rate and helped lift national sav- State and local government debt
ing from less than 16 percent of nominakexpanded 4 percent in 1999, well
GDP in 1992 and 1993 to a range obff the elevated pace of 1998. Bor-
about 18> percent to 19 percent overrowing for new capital investment
the past several quarters. edged up, but the roughly full-
percentage-point rise in municipal bond
yields over the year led to a sharp
drop in advance refundings, which in
turn pulled gross issuance below last
year's level. Tax revenues continued
to grow at a robust rate, improving
the financial condition of states and
localities, as reflected in a ratio of
debt-rating upgrades to downgrades
of more than three to one over the
40 year. The surplus in the current account
of state and local governments in the
30 first three quarters of 1999 amounted
to about¥2 percent of nominal GDP,
| Ll Ll Ll \ about the same as in 1998 but other-
1959 1969 1979 1989 1999  wise the largest of the past several
Notke. The data are annual. years.

Federal Government Debt
Held by the Public
Percent of nominal GDP

50
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The External Sector An upturn in U.S. exports to Canada,
Mexico, and key Asian emerging mar-
kets contrasted with a much flatter pace

Trade and the Current Account of exports to Europe, Japan, and South

U.S. external balances deteriorated i\merica. Capital equipment accounted

1999, largely because of continuedor about 45 percent of U.S. goods

declines in net exports of goods andexports, industrial supplies for 20 per-

services and some further weakening ofent, and agricultural, automotive, and
net investment income. The nominalconsumer goods each for roughly
trade deficit for goods and services wid-10 percent.

ened more than $100 billion, to an esti-

mated $270 billion, as imports expande ;

faster than exports. Forpthe firs[z thre(;t apital Account

quarters of the year, the current accourlt).S. capital flows in 1999 reflected the

deficit increased more than one-thirdrelatively strong cyclical position of the

reaching $320 billion at an annual ratelJ.S. economy and the global wave of
or 3%2 percent of GDP. In 1998, the corporate mergers. Foreign purchases
current account deficit was¥2 percent of U.S. securities remained brisk—near
of GDP. the level of the previous two years, in
Real imports of goods and servicesvhich they had been elevated by the
expanded strongly in 1999—aboutglobal financial unrest. The mix of

13 percent according to preliminaryforeign securities purchased in 1999

estimates—as the rapid import growtrshowed a continued shift away from

during the first half of the year contin- Treasuries that was due partly to a

ued through the second half. The expardecline in the supply of Treasuries rela-

sion of real imports was fueled by thetive to other securities, reflecting the
continued strong growth of U.S. domesU.S. budget surplus. Another reason
tic expenditures. The ongoing thoughmight have been greater tolerance of
waning effects of past dollar appreciaforeign investors for risk as markets
tion also contributed by helping to pushcalmed after their turmoil of late 1998.
non-oil import prices down through Available data indicate that private for-
most of the year. All major import cate- eigners sold on net about $20 billion
gories other than aircraft and oil re-in Treasuries, compared with net pur-
corded strong increases. Although U.Schases of $50 billion in 1998 and
consumption of oil rose about 4 percen$150 billion in 1997. The net sale of

in 1999, the quantity of oil imported Treasuries was more than offset by a

was about unchanged, and inventoriegickup in net foreign purchases of their

were drawn down. nearest substitute—government agency
Real exports of goods and servicebonds—and of corporate bonds and
rose an estimated 4 percent in 1999, aquities.

somewhat faster pace than in 1998. Foreign direct investment flows into

Exports were stimulated by a pickup inthe United States were also robust in

economic activity abroad, particularly1999, with the pace of inflows in the

in Canada, Mexico, and the developindirst three quarters only slightly below
economies of Asia. However, this effectthe record set in 1998. As in 1998, in-
was muted by upward pressure on U.Slows in 1999 were elevated by several
prices relative to those abroad, a delayeldrge mergers, which left their imprint
response to past dollar appreciationon other parts of the capital account as
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well. In 1998 and 1999, many of theChange in Output per Hour
largest mergers were financed by a swap Percent, Q4 to Q4
of equity in the foreign acquiring firm
for equity in the U.S. firm being ac-
quired. The Bureau of Economic Analy-
sis estimates that U.S. residents acquire
more than $100 billion of foreign equity 2
through this mechanism in the first three
quarters of 1999. Separate data on ma
ket transactions indicate that U.S. resi
dents made net purchases of Japane___ || | | | | | |
equities and net sales of European equit991 1993 1995 1997 1999
ties, probably in an attempt to rebalance Notke. Nonfarm business sector. The data are from the
portfolios in light of the equity acquired Department of Labor.
through stock swaps. U.S. residents on
net purchased a small volume of foreigrously reported. The average annual rate
bonds in 1999. U.S. direct investment irof rise in output per hour over the past
foreign economies also reflected the glofour years was about32 percent—up
bal wave of merger activity in 1999 andfrom an average of% percent from the
likely totaled something near its recordmid-1970s to the end of 1995. Some of
level of 1998. the step-up in productivity growth since
Available data indicate a return to siz-1995 can be traced to high levels of
able capital inflows from foreign official capital spending and an accompanying
sources in 1999, following a modest outfaster rate of increase in the amount of
flow in 1998. The decline in foreign capital per worker. Beyond that, the
official assets in the United States incauses are more difficult to pin down
1998 was fairly widespread, as manyquantitatively but are apparently related
countries found their currencies undeto increased technological and organiza-
unwanted downward pressure during théonal efficiencies. Firms are not only
turmoil. By contrast, the increase in for-expanding the stock of capital but are
eign official reserves in the United Stateslso discovering many new uses for the
in 1999 was fairly concentrated among dechnologies embodied in that capital,
relatively few countries that experiencedand workers are becoming more skilled
unwanted upward pressure on their curat employing the new technologies.
rencies vis-avis the U.S. dollar. The number of jobs on nonfarm pay-
rolls rose slightly more than 2 percent
from the end of 1998 to the end of 1999,
The Labor Market a net increase of 2.7 million. Annual job
As in other recent years, the rapidgains had ranged betweers2percent
growth of aggregate output in 1999 wasand 24 percent over the 1996-98
associated with both strong growth ofperiod. Once again in 1999, the private
productivity and brisk gains in employ- service-producing sector accounted for
ment. According to the initial estimate most of the total rise in payroll employ-
for 1999, output per hour in the nonfarmment, led by many of the same catego-
business sector rosé&3percent over the ries that had been strong in previous
four quarters of the year, and historicalyears—transportation and communica-
data were revised to show stronger gainsons, computer services, engineering
in the years preceding 1999 than previand management, recreation, and per-

1O+
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sonnel supply. In the construction sechut are not actively seeking work. How-
tor, employment growth remained quiteever, like the unemployment rate itself,
brisk—more than 4 percent from thean augmented rate that includes these
final quarter of 1998 to the final quarterinterested nonparticipants also has
of 1999. Manufacturing employment,declined to a low level, as more indi-
influenced by spillover from the disrup-viduals have taken advantage of expand-
tions in foreign economies, continued tang opportunities to work.
decline sharply in the first half of the Although the supply—demand rela-
yeatr, but losses thereafter were small, atonship in the labor market tightened
factory production strengthened. Sincdurther in 1999, the added pressure did
the start of the expansion in 1991, thenot translate into larger increases in
job count in manufacturing has changeahominal hourly compensation. The em-
little, on net, but with factory productiv- ployment cost index for hourly compen-
ity rising rapidly, manufacturing output sation of workers in private nonfarm
has trended up at a brisk pace. industries rose 3.4 percent in nominal
In 1999, employers continued to faceerms during 1999, little changed from
a tight labor market. Some increase irthe increase of the previous year. An
the workforce came from the pool ofalternative measure of hourly compensa-
the unemployed, and the jobless rat&ion from nonfarm productivity and cost
declined to an average of 4.1 percent inlata slowed from a% percent increase
the fourth quarter, down from an aver-in 1998 to a 4z percent rise in 1999.
age of 4.4 percent in the same quarte€ompensation gains in 1999 probably
one year earlier. Because the unemploywere held down, in part, by the very low
ment rate is a reflection only of theinflation rate of 1998, which resulted
number of persons who are available fom unexpectedly large increases in
work and actively looking, it does not inflation-adjusted pay in that year and
capture potential labor supply that isprobably damped wage increments in
one step removed—namely, those indi1999. According to the employment cost
viduals who are interested in workingindex, the hourly wages of workers in
private industry rose & percent in
Measures of Labor Utilization nominal terms after having increased
percent about 4 percent in each of the two pre-
vious years. The hourly cost to employ-
ers of the nonwage benefits provided to
employees also rosé/3percent in 1999,
12 put this increase was considerably larger
than those of the preceding few years.
Much of the pickup in benefit costs
6 came from a faster rate of rise in the
Civilian unemployment rate costs of health insurance, which were
reportedly driven up by several factors:
- a moderate acceleration in the price of
1074 1979 1984 1989 1994 199 madgical care, the efforts of some insur-
e e s T e = e Tss IS 1o rebuild profit margins, and the
force and want a job, divided by the civilian labor force F€COgNItion by employers that an attrac-
plus those who are not in the labor force and want a jobtjye health benefits package was he|pfu|

The break in data at January 1994 marks the introductiol . . . K
of a redesigned survey; data from that point on are no‘h hlrmg and retaining workers ina tlght

directly comparable with those of earlier periods. labor market.

Augmented unemployment rate
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Because the employment cost indeXlternative Measures of Price Change
does not capture some forms of comperrercent

sation that employers have been using _

more extensively—for example, stock Price measure 199 1999
options, signing bonuses, and employe hain-type

price discounts on in-store purchases—tross domestic product. ........... 1.1 16
has likely been understating the true siz@(es STEE REEEeiiiiasl | T10 20
of workers’ gains. The productivity and Excluding food and energy......... 14 15
cost measure of hourly compensatioRieq.yeight

captures at least some of the labor cost®nsumer price index.............. 15 26
that the employment cost index omits Excluding food and energy........ 2.3 2.0

and this broader coverage may explain Nore. Changes are based on quarterly averages and
why the productivity and cost measureare measured to the fourth quarter of the year indicated
has been rising faster. However, i'[, tOofrom the fourth quarter of the preceding year.
is affected by problems of measure-
ment, some of which would lead toditures increased 2 percent, twice as
overstatement of the rate of rise inmuch as in the previous year, and the
hourly compensation. chain-type price index for gross domes-
With the rise in output per hour in tic purchases, which measures prices of
the nonfarm business sector in 199%he aggregate purchases of consumers,
offsetting about three-fourths of the risebusinesses, and governments, moved up
in the productivity and cost measure oftlose to 2 percent after increasing just
nominal hourly compensation, nonfarm¥s percent in 1998. The consumer price
unit labor costs were up just a shadéndex rose more than¥2 percent over
more than 1 percent. Unit labor costghe four quarters of the year after having
had increased slightly more than 2 perincreased ¥ percent in 1998.
cent in both 1997 and 1998 and less than The acceleration in the prices of
1 percent in 1996. Because labor costgoods and services purchased was
are by far the most important item indriven in part by a reversal in import
total unit costs, the small size of theprices. The chain-type price index for
increases has been crucial to keepingnports of goods and services had fallen
inflation low. 5 percent in 1998, but it rose 3 percent
in 1999. A big swing in oil prices—

Prices
. . Change in PCE Chain-Type Price Index
Rates of increase in the broader mea- Percent, Q4 to Q4

sures of aggregate prices in 1999 wer
somewhat larger than those of 1998

The chain-type price index for GDP—

which measures inflation for goods anc 2
servicegproduceddomestically—moved

up about ¥z percent, a pickup of2 per-

centage point from the increase of 199

In comparison, acceleration in various

price measures for goods and service | | | | |
purchasedamounted to 1 percentage;qy; 1993 1995 1997 1999

_pomt or more: The Cha'n't}’pe PriC€ Nore. The data are from the Department  of
index for personal consumption expen€commerce.
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down in 1998 but up sharply in 1999—and excludes food and energy prices—
accounted for a large part of this turn-changed little in 1999. The increase in
around. Excluding oil, the prices ofthe core index for personal consumption
imported goods continued to fall in 1999expenditures, % percent over the four
but, according to the initial estimate,quarters of the year, was about the same
less rapidly than over the three previousis the increase in 1998. As measured by
years, when downward pressure fronthe CPI, core inflation was 2 percent in
appreciation of the dollar had been con1999, aboutYs percentage point lower
siderable. The prices of imported matethan in 1998, but the deceleration was a
rials and supplies rebounded, but theeflection of a change in CPI methodol-
prices of imported capital goods fellogy that had taken place at the start of
sharply further. Meanwhile, the chain-1999; on a methodologically consistent
type price index for exports increasedasis, the rise in the core CPI was about
1 percent, reversing a portion of thethe same in both years.
2% percent drop of 1998, when the slug- In the national accounts, the chain-
gishness of foreign economies and théype price index for private fixed invest-
strength of the dollar had pressured U.Snent edged up percent in 1999 after
producers to mark down prices chargethaving fallen abou#s percent in 1998.
to foreign buyers. With construction costs rising, the index
Prices of domestically produced pri-for residential investment increased
mary materials, which tend to be espe3%. percent, its largest advance in sev-
cially sensitive to developments ineral years. By contrast, the price index
world markets, rebounded sharply infor nonresidential investment declined
1999. The producer price index formoderately, as a result of another drop
crude materials excluding food andin the index for equipment and software.
energy advanced about 10 percent aftdfalling equipment prices are one chan-
having fallen about 15 percent in 1998nel through which faster productivity
and the PPI for intermediate materialgyains have been reshaping the economy
excluding food and energy increasedn recent years; the drop in prices has
about ¥~ percent, reversing a 1998contributed to high levels of investment,
decline of about that same size. Butapid expansion of the capital stock,
further along in the chain of processingand a step-up in the growth of potential
and distribution, the effects of theseoutput.
increases were not very visible. The pro-
ducer price index for finished goods . .
excluding food and energy rose inghtIyU'S' Financial Markets
less rapidly in 1999 than in 1998, andFinancial markets were somewhat un-
the consumer price index for goodssettled as 1999 began, with the dis-
excluding food and energy rose at aboutuptions of the previous autumn still
the same low rate that it had in 1998unwinding and the devaluation of the
Large gains in productivity and a mar-Brazilian real causing some jitters
gin of excess capacity in the industrialaround mid-January. However, market
sector helped keep prices of goods ironditions improved into the spring,
check, even as growth of domestieevidenced in part by increased trading
demand remained exceptionally strong.volumes and narrowed bid—asked and
“Core” inflation at the consumer credit spreads, as it became increasingly
level—which takes account of the pricesevident that strong growth was continu-
of services as well as the prices of goodsg in the United States and that econo-
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mies abroad were rebounding. In thigshed and incoming economic data indi-
environment, market participants begarcated surprising vitality.
to anticipate that the Federal Reserve Concerns about liquidity and credit
would reverse the policy easings of theisk around the century date change led
preceding fall, and interest rates roseto large premiums in private money
Nevertheless, improved profit expectamarket rates in the second half of 1999.
tions apparently more than offset theDuring the summer, this “safe haven”
interest rate increases, and equity pricedemand held down rates on Treasury
continued to climb until late spring. bills maturing early in the new year,
From May into the fall, both equity until the announcement in August that
prices and longer-term interest rateshe Treasury was targeting an unusually
moved in a choppy fashion, while short-large year-end cash balance, implying
term interest rates moved up withthat it would issue a substantial volume
monetary policy tightenings in June,of January-dated cash management bills.
August, and November. Worries aboutYear-end premiums in eurodollar, com-
Y2K became pronounced after midyearmercial paper, term federal funds, and
and expectations of an acceleration obther money markets—measured as the
borrowing ahead of the fourth quarterimplied forward rate for a monthlong
prompted a resurgence in liquidity andperiod spanning the year-end relative to
credit premiums. In the closing monthsthe rate for a neighboring period—rose
of the year, however, concerns abougarlier and reached much higher levels
outsized demands for credit and liquidthan in recent years.
ity over the year-end subsided, causing Those year-end premiums peaked in
spreads to narrow, and stock pricesate October and then declined substan-
surged once again. tially, as markets reflected increased
confidence in technical readiness and
Interest Rates special assurances from central banks
Over the first few months of 1999’Eurodollar Deposit Forward Premium
short-term Treasury rates moved in g .. Year-Eng
narrow range, anchored by an un-
changed stance of monetary policy
Yields on intermediate- and long-term 1999 200

Treasury securities rose, however, a
the flight to quality and liquidity of the 150
preceding fall unwound, and incoming 100

data pointed to continued robust eco -
nomic growth and likely Federal 50
Reserve tightening. Over most of th 1997
rest of the year, short-term Treasury
rates moved broadly in line with the
three quarter-point increases in the tar-  Oct. Nov. Dec.
get federal funds rate; longer-term yields Nore. The data are daily. For October the forward

i remiums are one-month forward rates two months ahead
rose Iess, as markets had a.lready {;’mtl ess one-month forward rates one month ahead; for
pated some of those policy actionSnovember they are one-month forward rates one month
Bond and note yie|ds moved sharp|yahead less one-month deposit rates; and for December
they are three-week forward rates one week ahead less

higher from early November 1999 to the

-~ "~one-week deposit rates. The December forward premiums
end of the year, as Y2K fears dimin-extend into the third week of December.

Basis points
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that sufficient liquidity would be avail- the S&P 500 and Dow Jones industrial
able around the century date changeaverage posted still-impressive gains
Important among these assurances werg 20 percent and 25 percent, marking
several of the Federal Reserve initiathe fifth consecutive year that all three
tives described in the preceding chapindexes posted double-digit returns.
ter. Securities dealers took particulaMost stock indexes moved up sharply
advantage of the widened pools ofover the first few months of the year and
acceptable collateral for open marketvere about flat on net from May through
operations and used large volumes ofugust; they then declined into October
federal agency debt and mortgagebefore surging in the final months of the
backed securities in repurchase agregrear. The Nasdaq index, in particular,
ments with the Open Market Desk in theachieved most of its annual gains in
closing weeks of the year, which helpedNovember and December. Stock price
relieve a potential scarcity of Treasuryadvances in 1999 were not very broad-
collateral over the year-end. Marketbased, however: More than half of the
participants also purchased options 08&P 500 issues lost value over the year.
nearly $500 billion worth of repurchase Almost all key industry groups per-
agreements under the standby financiniprmed well. One exception was shares
facility and pledged more than $650 bil-of financial firms, which were flat, on
lion of collateral for borrowing at the balance. Investor perceptions that rising
discount window. With the smooth roll- interest rates would hurt earnings and,
over, however, none of the RP optiongossibly, concern over loan quality
were exercised, and borrowing at theapparently offset the boost resulting
discount window turned out to be fairly from passage in the fall of legislation
light. reforming the depression-era Glass—
Steagall constraints on combining com-
. . mercial banking with insurance and
Equity Prices investment banking. Small-cap stocks,
Nearly all major stock indexes endedwhich had lagged in 1998, also per-
1999 in record territory. The Nasdagformed well; the Russell 2000 index
composite index paced the advance bglimbed 20 percent over the year and
soaring 86 percent over the year, andinally surpassed its April 1998 peak in
late December.
Stock price gains at large firms
Major Stock Price Indexes about kept pace with expected earnings
Index, January 4, 1999 = 100 growth in 1999, and the S&P 500 one-
year-ahead earnings—price ratio fluctu-
ated around the historically low level
180 of 4 percent even as real interest rates
rose. Meanwhile, the Nasdagq com-
140 posite index’s earnings—price ratio
(using actual twelve-month trailing
100 €arnings) plummeted from an already-

Nasdaq

S&P 500

Russell 2000 slim 1% percent toY2 percent, suggest-

A4 AT ing that investors were pricing in expec-
JEMAMJJASONDJEMAMJ JASOND tations of tremendous earnings growth
1998 1999 at technology firms relative to historical

Note. The data are daily. norms.
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Debt and the years whereby increases in the debt of
Monetary Aggregates households, businesses, and state and
local governments relative to GDP have
: ._.._come close to matching declines in the
Debt and Depository Intermediatio ederal government share, consistent
The debt of domestic nonfinancial secwith reduced pressure on available sav-
tors is estimated to have growfBper- ings from the federal sector facilitating
cent in 1999 on a fourth-quarter-to-private borrowing.

fourth-quarter basis, near the upper end After increasing for several years, the
of the FOMC'’s 3 percent to 7 percentshare of total credit accounted for by
range and about a percentage poirdepository institutions leveled out in
faster than nominal GDP. As was thel999. The growth of credit extended
case in 1998, robust outlays on conby those institutions edged down to
sumer durable goods, housing, and busB¥2 percent, from & percent in 1998.
ness investment, as well as substanti@djusted for mark-to-market accounting
net equity retirements, helped sustaimules, bank credit growth retreated from
nonfederal sector debt growth at rate40%s percent in 1998 to % percent in
above 9 percent. Meanwhile, the dra1999, with a considerable portion of the
matically increased federal budget surslowdown attributable to an unwinding
plus allowed the Treasury to reduce itof the surge in holdings of non-U.S.
outstanding debt about 2 percent. Thesgovernment securities and business
movements follow the pattern of recentoans that had been built up during the

Growth of Money and Debt

Percent
Period M1 M2 M3 Domestic
nonfinancial debt
Annualt
1989 .. . .6 5.2 4.1 7.4
1990 .. 4.2 4.2 1.9 6.7
1991 L 7.9 3.1 1.1 4.5
1992 .. 14.4 1.8 .6 45
1993 L 10.6 1.4 1.0 4.9
1994 25 .6 1.7 4.9
1995 L -1.5 3.9 6.1 55
1996 .t -4.5 4.5 6.8 5.4
1997 o -1.2 5.6 8.9 5.2
1998 .. 2.2 8.5 10.9 6.7
1999 ... 1.9 6.2 7.5 6.6
Quarterly (annual rate}
0l 1.9 7.5 8.2 6.7
2 . 2.2 6.0 6.0 6.9
P . -2.0 55 5.1 6.0
Ao . 5.3 5.4 10.0 6.2

Note. M1 consists of currency, travelers checks, Debt consists of the outstanding credit market debt of the
demand deposits, and other checkable deposits. M2 cok)S. government, state and local governments, house-
sists of M1 plus savings deposits (including money marholds and nonprofit organizations, nonfinancial busi-
ket deposit accounts), small-denomination time depositsjesses, and farms.
and balances in retail money market funds. M3 consists 1. From average for fourth quarter of preceding year to
of M2 plus large-denomination time deposits, balances iraverage for fourth quarter of year indicated.
institutional money market funds, RP liabilities (over- 2. From average for preceding quarter to average for
night and term), and eurodollars (overnight and term)quarter indicated.
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market disruptions in the fall of 1998.ing because of strong loan growth and
Real estate loans constituted one of tha buildup in vault cash for Y2K
few categories of bank credit that acceleontingencies. Corporations apparently
erated in 1999. By contrast, thrift creditaccumulated year-end precautionary
swelled 9 percent, up from &4percent liquidity in institution-only money
gain in 1998, as rising mortgage interestunds, which provided a further boost to
rates led borrowers to opt more fre-M3 late in the year.

quently for adjustable-rate mortgages, M2 increased 8: percent in 1999,
which thrifts tend to keep on their somewhat above the FOMC's range of
books. The trend toward securiti-1 percent to 5 percent. Both the easing
zation of consumer loans continued irof elevated demands for liquid assets
1999: Bank originations of consumerthat had boosted M2 in the fourth quar-
loans were up about 5 percent, whilger of 1998 and a rise in its opportunity
holdings ran off at a% percent pace. cost (the difference between interest
rates on short-term market instruments
and the rates available on M2 assets)
The Monetary Aggregates tended to bring down M2 growth in
The growth of the broad monetary1999. That rise in opportunity cost also
aggregates moderated significantly imelped to halt the decline in M2 velocity
1999. Nevertheless, as was expected liat had begun in mid-1997, although
the FOMC last February and July, boththe 134 percent (annual rate) rise in
M2 and M3 finished the year abovevelocity over the second half of 1999
their annual price-stability ranges. M3was not enough to offset the drop in the
rose %2 percent in 1999, somewhat out-first half of the year. Within M2, cur-
side the Committee’s range of 2 per+ency demand grew briskly over the year
cent to 6 percent but far below theas a whole, reflecting booming retail
nearly 11 percent pace of 1998. M3sales and, late in the year, some precau-
growth retreated early in 1999, as thdionary buildup for Y2K.

surge in depository credit in the final

quarter of 1998 unwound and deposi-

tory institutions curbed their issuance ofM2 Velocity and the Opportunity Cost

the managed liabilities included in thatof Holding M2

aggregate. At that time, the expansior'?atio scale Percentage points, ratio scale
of institution-only money funds also
slowed with the ebbing of heightened?! -
preferences for liquid assets. However —
M3 bulged again in the fourth quarter

of 1999, as loan growth picked up and-® -
banks funded the increase mainly with ¢ _
large time deposits and other managed
liabilities included in M3. U.S. branches1.7
and agencies of foreign banks stepped
up issuance of large certificates of 1979 1984 1989 1994 1999
depos!t, In part tO_ augment the Iqu|d|ty Note. The data are quarterly. The velocity of M2 is
of their head offices over the centurYihe ratio of nominal gross domestic product to the stock
date Change' apparenﬂy because it wa6 M2. The opportunity cost of M2 is a two-quarter

moving average of the difference between the three-

Cheaper to fund in U.S. markets. Domesﬁwonth Treasury bill rate and the weighted average return

tic banks needed the additional fundon assets included in M2.

M2 velocity
-

25

M2 N
opportunity
cost
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In anticipation of a surge in the pub-increased, with Asian emerging-market
lic’'s demand for currency, depositoryeconomies in particular bouncing back
institutions vastly expanded their hold-strongly from the output declines of the
ings of vault cash, beginning in the fallpreceding year. Real growth improved
to avoid potential constraints in thein almost all the major industrial econo-
ability of the armored car industry tomies as well. This broad strengthen-
accommodate large currency shipmenti®ig of activity contributed to a general
late in the year. Depositories’ cash drawrise in equity prices and a widespread
ings reduced their Federal Reserve balacrease in interest rates. Despite
ances and drained substantial volumestronger activity and higher prices for
of reserves, and in mid-December, largeil and other commodities, average for-
precautionary increases in the Treaeign inflation was lower in 1999 than in
sury’s cash balance and in foreign cen1998, as output remained below poten-
tral banks’ liquid investments at the Fed-ial in most countries.
eral Reserve did as well. The magnitude Although the general theme in emerg-
of these flows was largely anticipatedng financial markets in 1999 was a
by the System, and, to replace the losteturn to stability, the year began with
reserves, during the fourth quarter théneightened tension as a result of a finan-
Desk entered into a number of longer<cial crisis in Brazil. With the effects
maturity repurchase agreements timedf the August 1998 collapse of the
to mature early in 2000. The Desk alsauble and the default on Russian govern-
executed a large number of short-ternrment debt still reverberating, Brazil was
repurchase transactions for over théorced to abandon its exchange-rate-
turn of the year, including some in thebased stabilization program in January
forward market, to provide sufficient1999. Thereal, allowed to float, soon
reserves and support market liquidity. fell nearly 50 percent against the dollar,

The public’'s demand for currencygenerating fears of a depreciation—
through year-end, though appreciableinflation spiral that could return Brazil
remained well below the level for whichto its high-inflation past. In addition,
the banking system was prepared, anthere were concerns that the government
vault cash at the beginning of Januarynight default on its domestic-currency
2000 stood about $38 bhillion above itsand dollar-indexed debt, the latter total-
year-ago level. This excess vault cashing more than $50 billion. In the event,
and other century date change effects ithese fears proved unfounded. The turn-
money and reserve markets, unwounthg point appears to have come in March
quickly after the smooth transition intowhen a new central bank governor
the new year. announced that fighting inflation was a
top priority and interest rates were sub-
stantially raised to support theal. Over
the remainder of the year, Brazilian
Global economic conditions improvedfinancial markets stabilized on balance,
in 1999 after a year of depressed growtldespite continuing concerns about the
and heightened financial market instagovernment’s ability to reduce the fiscal
bility. Financial markets in develop- deficit. Inflation, although up from the
ing countries, which had been hit hardorevious year, remained under 10 per-
by crises in Asia and Russia in recentent. Brazilian economic activity also
years, recovered during the year. Theecovered somewhat in 1999, after
pace of activity in developing countriesdeclining in 1998, as the return of confi-

International Developments
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dence allowed officials to lower short-along with a shift toward fiscal deficits
term interest rates substantially fromand an ongoing boost to net exports
their crisis-related peak levels of earlyprovided by earlier sharp currency
in the year. depreciations, laid the foundation for
The Brazilian crisis triggered somea strong revival in activity in 1999.
renewed financial stress in other LatirKorea’s recovery was the most robust,
American economies, and domestiavith real GDP estimated to have
interest rates and Brady bond yieldncreased more than 10 percent in 1999
spreads increased sharply from levelafter falling 5 percent the previous year.
already elevated by the Russian crisisThe government continued to make
However, as the situation in Brazilprogress toward needed financial and
improved, financial conditions in the corporate sector reform. However, sig-
rest of the region stabilized relativelynificant weaknesses remained, as evi-
rapidly. Even so, the combination ofdenced by the near collapse of Daewoo,
elevated risk premiums and diminisheKorea’s second largest conglomerate.
access to international credit market©ther Asian developing countries that
tended to depress activity in much of theexperienced financial difficulties in late
region in the first half of 1999. Probably1997 (Thailand, Malaysia, Indonesia,
the most strongly affected country wasand the Philippines) also recorded
Argentina, where the exchange rate peipcreases in real GDP in 1999 after
to the dollar was maintained only at thedeclines the previous year. Indonesian
cost of continued high real interest rateginancial markets were buffeted severely
that contributed to a decline in real GDPat times during 1999 by concerns about
in 1999. In contrast, real GDP in Mexicopolitical instability, but the rupiah ended
rose an estimated 6 percent, aided bthe year with a modest net appreciation
strong growth in exports to the Unitedagainst the dollar. The other former cri-
States and higher oil prices. The pesasis countries also saw their currencies
appreciated against the dollar for thestabilize or slightly appreciate against
year as a whole, despite a Mexican inflathe dollar. Inflation rates in these coun-
tion rate about 10 percentage pointsries generally declined, despite the
higher than the U.S. rate. pickup in activity and higher prices for
The recovery of activity in Asian oil and other commodities. Inflation was
developing countries was earlier, moréheld down by the elevated, if diminish-
widespread, and sharper than in Latiring, levels of excess capacity and unem-
America, just as the downturn had beemployment and by a waning of the infla-
the previous year. After a steep drop irtionary impact of previous exchange
activity in the immediate wake of the rate depreciations.
financial crises that hit several Asian In China, real growth slowed moder-
emerging-market economies in lateately in 1999. Given China’s exchange
1997, the preconditions for a revival inrate peg to the dollar, the sizable depre-
activity were set by measures initiatectiations elsewhere in Asia in 1997 and
to stabilize shaky financial markets andl998 led to a sharp appreciation of
banking sectors, often in conjunctionChina’s real effective exchange rate,
with International Monetary Fund pro-and there was speculation that the
grams that provided financial supportrenminbi might be devalued. However,
Once financial conditions had beerwith China’s trade balance continuing
stabilized, monetary policies turnedin substantial though reduced sur-
accommodative in 1998. This stimulusplus, Chinese officials maintained the
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exchange rate peg to the dollar in 199%veighted basis against the currencies
and stated their intention of extending itof a broad group of important U.S. trad-
for at least another year. After the onseing partners, ended 1999 little changed
of the Asian financial crisis, continuancefrom its level at the beginning of the
of the Hong Kong currency board’s pegyear. There appeared to be two main,
to the U.S. dollar was also questionedroughly offsetting, pressures on the dol-
In the event, the tie to the dollar waslar over the year. On the one hand, the
sustained, but only at the cost of highcontinued very strong growth of the
real interest rates, which contributed tdJ.S. economy relative to foreign econo-
a decrease in output in Hong Kong inmies tended to support the dollar. On
1998 and early 1999 and a decline ofhe other hand, the further rise in U.S.
consumer prices over this period. How-external deficits—with the U.S. current
ever, real GDP started to move up agaiaccount deficit moving up toward 4 per-
later in the year, reflecting in part thecent of GDP by the end of the year—
strong revival of activity in the rest may have tended to hold down the dol-
of Asia. lar because of investor concerns that
In Russia, economic activity in-the associated strong net demand for
creased in 1999 despite persistent andollar assets might prove unsustainable.
severe structural problems. Real GDPAgainst the currencies of the major for-
which had dropped nearly 10 perceneign industrial countries, the dollar's
in 1998 as a result of the domestiomost notable movements in 1999 were
financial crisis, recovered about half thea substantial depreciation against the
loss during the year. Net exports roselapanese yen and a significant apprecia-
strongly, boosted by the lagged effection relative to the euro.
of the substantial real depreciation of The dollar depreciated 10 percent on
the ruble in late 1998 and by higher oilbalance against the yen over the course
prices. The inflation rate moderated tof 1999. In the first half of the year, the
about 50 percent, somewhat greater thagiollar strengthened slightly relative to
the depreciation of the ruble. the yen, as growth in Japan appeared to
The dollar's average foreign ex-

change value, measured on a trade- i
U.S. Dollar Exchange Rate against

the Japanese Yen and the Euro
Index, January 1997 = 100
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Euro
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Nominal Dollar Exchange Rate Indexes
Index, January 1997 = 100
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German mark
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115

105 Japanese ye

Major currencies 90

\ \
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1997 1998 1999 Note. The data are monthly. Restated German mark is
Note. The data are monthly. Indexes are trade-the dollar—mark exchange rate rescaled by the official
weighted averages of the exchange value of the dollar iconversion factor between the mark and the euro,
terms of major currencies and in terms of the currencied.95583, through December 1998. Euro exchange rate as
of a broad group of important U.S. trading partners. of January 1999.
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remain sluggish and Japanese monetaty weaken against the dollar, influenced
authorities reduced short-term interesby indications that euro-area growth
rates to near zero in an effort to jump-would remain very slow. After ap-
start the economy. However, aroundproaching parity with the dollar in early
midyear, several signs of a revival ofduly, the euro rebounded, partly on gath-
activity—particularly the announcementering signs of European recovery. How-
of unanticipated strong growth in realever, the currency weakened again in the
GDP in the first quarter—triggered afall, and in early December it reached
depreciation of the dollar relative to theparity with the dollar, about where it
yen amid reports of large inflows of closed the year. The euro’s weakness
foreign capital into the Japanese stockate in the year was attributed in part to
market. Data releases showing that theoncerns about the pace of market-
U.S. current account deficit had reachedriented structural reforms in continen-
record levels in both the second andal Europe and to a political wrangle
third quarters of the year also appearedver the proposed imposition of a with-
to be associated with depreciations oholding tax on investment income. On
the dollar against the yen. Concernedalance, the dollar appreciated 16 per-
that a stronger yen could harm thecent relative to the euro over 1999.
fledgling recovery, Japanese monetanplthough the euro’s foreign exchange
authorities intervened heavily, but withvalue weakened in its first year of opera-
limited success, to weaken the yerion, the volume of euro-denominated
on numerous occasions. transactions—particularly the issuance
Japanese real GDP increased somef debt securities—expanded rapidly.
what in 1999 after having declined for In the eleven European countries that
two consecutive years. Growth was connow fix their currencies to the euro, real
centrated in the first half of the year,GDP growth remained weak early in
when domestic demand surged, led b¥999 but strengthened subsequently and
fiscal stimulus. Later in the year, domesaveraged an estimated 3 percent rate
tic demand slumped, as the pace of fisfor the year as a whole. Net exports
cal expansion flagged. Net exports madmade a significant positive contribution
virtually no contribution to growth for to growth, supported by a revival of
the year as a whole. Japanese consuméemand in Asia and Eastern Europe
prices declined slightly on balance overand by the effects of the euro’s deprecia-
the year. tion. The areawide unemployment rate
The new European currency, the eurageclined, albeit to a still-high rate of
came into operation at the start of 1999nearly 10 percent. In the spring, the
marking the beginning of stage threeEuropean central bank lowered its pol-
of European economic and monetarycy rate 50 basis points, to¥2 percent.
union. The rates of exchange betweeithis move was reversed later in the
the euro and the currencies of the elevepear in reaction to accumulating evi-
countries adopting the new currencydence of a pickup in activity. The euro-
were set at the end of 1998; based oarea inflation rate edged up in 1999,
these rates, the value of the euro at itboosted by higher oil prices, but still
creation was just under $1.17. From aemained below the 2 percent target
technical perspective, the introductiorceiling.
of the euro went smoothly, and on its Growth in the United Kingdom
first day of trading its value moved also moved higher on balance in 1999,
higher. However, the euro soon startegicking up over the course of the year.
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Along with the strengthening of global neighboring months—started to rise in
demand, a key factor stimulating thelate summer. However, nearly all of
recovery was a series of official inter-the increase was reversed in late Octo-
est rate reductions, totaling 250 basi®er and early November. The premium
points, undertaken by the Bank ofmoved up more moderately in De-
England over the second half of 1998&ember. The sharp October—November
and the first half of 1999. Later in 1999decline in the funding premium came in
and early in 2000, the policy rateresponse to a series of announcements
was raised three times, for a total ofby major central banks that outlined and
100 basis points, with officials citing the clarified the measures these institutions
need to keep inflation below its/2per- were prepared to take to alleviate poten-
cent target level in light of the strengthtial liquidity problems related to the
of consumption and the housing marketentury date change. For yen funding,
and continuing tight conditions in thethe premium moved in a different pat-
labor market. On balance, the dollartern, fluctuating around a relatively low
appreciated slightly against the poundevel before spiking sharply for several
over 1999. days just before the year-end. The late-

In Canada, real growth recovered irDecember jump was partly in response
1999 after slumping the previous yeato date-change-related illiquidity in the
in response to the global slowdown andlapanese government bond repo market
the related drop in the prices of Canathat emerged in early December and
dian commodity exports. Strong demangbersisted. To counter these conditions,
from the United States spurred Canatoward the end of the year the Bank of
dian exports, while rising consumer andlapan infused huge amounts of liquidity
business confidence supported domestinto its domestic banking system, which
demand. In the spring, the Bank ofsoon brought short-term yen funding
Canada lowered its official interest ratecosts back down to near zero.
twice, for a total of 50 basis points, Bond yields in the major foreign
in an effort to stimulate activity in industrial countries generally moved
the context of a rising Canadian dollarhigher on balance in 1999. Long-term
The easing was reversed by 25-basignterest rates were boosted by mounting
point increases near the end of the yeavidence that economic recovery was
and early in 2000 as Canadian inflataking hold abroad and by rising expec-
tion moved above the midpoint of its
target range, the pace of output growt .
increased, and U.S. interest rates rose’ 9" Ten-vear Interest Rates
Over the year, the U.S. dollar depreci-
ated 6 percent on balance against th
Canadian dollar.

Concerns about liquidity and credit
risk related to the century date changt
generated a temporary bulge in year-en
premiums in money market rates in the
second half of the year in some curren\/\_w 2
cies. For the euro, the premium—as Japan
measured by the implied forward inter- \ \
est rate for a one-month loan spanning 1997 1998 1999
the year-end relative to the rates for Nore. The data are monthly.

Percent

United Kingdom

Canada
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tations of monetary tightening in thedoubled, from around $12 per barrel
United States and, later, in other indusat the beginning of the year to more
trial countries. Over the year, long-termthan $26 per barrel in December. The
interest rates increased on balance morebound was driven by a combination
than 100 basis points in nearly all theof strengthening world demand and
major industrial countries. The notableconstrained world supply. The strong
exception was Japan, where long-ternt).S. economy, combined with a recov-
rates were little changed. ery of economic activity elsewhere and
Equity prices showed strong anda somewhat more normal weather pat-
widespread increases in 1999, as theern than in recent years, led & 2 per-
pace of global activity quickened andcent increase in world oil consumption.
the threat from emerging-market finan-Oil production, on the other hand,
cial crises appeared to recede. In thdeclined 2 percent, primarily because of
industrial countries, equity prices onreduced supplies from OPEC and other
average rose sharply, extending th&ey producers. Starting in the spring,
general upward trend of recent yearsOPEC consistently held production near
The average percentage increase aargeted levels, in marked contrast to
equity prices in developing countriesthe widespread lack of compliance that
was even larger, as prices recoveredharacterized earlier agreements.
from their crisis-related declines of the The price of gold fluctuated substan-
previous year. The fact that emergingially in 1999. It declined to about
Latin American and Asian equity mar-$250 per ounce at midyear—the lowest
kets outperformed those in industrialin twenty years—as several central
countries lends some support to thdanks, including the Bank of England
view that global investors increasedand the Swiss National Bank, an-
their risk tolerance, especially during thenounced plans to sell a sizable por-
last months of the year. tion of their reserves. The September
Oil prices increased dramatically dur-announcement that fifteen European
ing 1999, fully reversing the declinescentral banks, including the two just
in the previous two years. The averagenentioned, would limit their aggregate
spot price for West Texas intermediatesales of bullion and curtail leasing
the U.S. benchmark crude, more thamctivities boosted the price; it briefly
exceeded $320 per ounce before turning

down later in the year.
Foreign Equity Indexes

Index, January 1997 = 100

Foreign Exchange Operations

Latin America

s00 No foreign exchange intervention opera-
tions for the accounts of the Federal
160 Reserve System or the U.S. Treasury
were conducted during the year. Major
120 foreign central banks reported net pur-
chases of $67 billion in 1999, versus net
80  sales of $29 billion in 1998.
‘ ‘ At the end of the year, the Fed-
1997 1998 1999 eral Reserve held the equivalent of
Note. The data are monthly and are from Morgan$16’l4O ml||I0n, valued at current ex-
Stanley Capital International, Inc. change rates, in euros and yen. Taking
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into account the dollar's appreciation$3.4 billion of U.S. dollars from the U.S.
against the euro and depreciation again3treasury’s Exchange Stabilization Fund.
the yen in 1999, the cumulative valua-The transaction, designed to redress im-
tion gains on System foreign currencybalances between the foreign currency
holdings decreased $560 million, toholdings of the two monetary authori-
$1,668 million. ties, was conducted at prevailing mar-
On March 18, the Federal Reserveket exchange rates. The sale of euros
exchanged $4.8 billion of euros forresulted in a realized profit of $56 mil-
$1.4 billion of Japanese yen andion for the System. .
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Monetary Policy Reports to the Congress

The reports in this chapter were sub-helped to keep inflation low even as
mitted to the Congress on February 23aggregate demand has been surging and
and July 22, 1999, pursuant to the Fullas labor markets have tightened.
Employment and Balanced Growth Act This past year, economic troubles
of 1978. abroad posed a significant threat to the
performance of the economy. Foreign
economic growth slowed markedly, on
Report on February 23, 1999 average, as conditions in many countries
deteriorated. The recession in Japan
. deepened, and several emerging market
'I\Eﬂggﬁct)zrir:%(: Fg&',{?go?(nd the economigs in Asia, which had sta_rted to
weaken in the wake of the financial cri-
In 1998, the U.S. economy again perses of 1997, contracted sharply. A wors-
formed impressively. Output expandedening economic situation in Russia last
rapidly, the unemployment rate fell tosummer led to a devaluation of the ruble
the lowest level since 1970, and infla-and a moratorium by that country on a
tion remained subdued. Transitory facsubstantial portion of its debt payments.
tors, most recently falling prices for As the year progressed, conditions in
imports and commodities, especially oil,Latin America also weakened. Although
have helped to produce the favorablesome of the troubled foreign economies
outcomes of recent years, but technoare showing signs of improvement,
logical advances and increased effiothers either are not yet in recovery or
ciency, likely reflecting in part height- are still contracting.
ened global competition and changes The Russian crisis in mid-August
in business practices, suggest that songecipitated a period of unusual volatil-
of the improvement will be more ity in world financial markets. The
lasting. losses incurred in Russia and in other
Sound fiscal and monetary policiesemerging market economies heightened
have contributed importantly to the goodnvestors’ and lenders’ concerns about
economic results: Budgetary restraint abther potential problems and led them
the federal level has bolstered nationalo become substantially more cautious
saving and permitted the Federahbout taking on risk. The resulting
Reserve to maintain lower interest rategffects on U.S. financial markets
than would otherwise have been posicluded a substantial widening of risk
sible. This policy mix and sustainedspreads on debt instruments, a jump in
progress toward price stability have fosmeasures of market uncertainty and
tered clearer price signals, more efficienvolatility, a drop in equity prices, and a
resource use, robust business investeduction in the liquidity of many mar-
ment, and sizable advances in the prdeets. To cushion the U.S. economy from
ductivity of labor and in the real wagesthe effects of these financial strains, and
of workers. The more rapid expansiorpotentially to help reduce the strains as
of productive potential has, in turn,well, the Federal Reserve eased mone-
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tary policy on three occasions in thefor this decline against the yen are
fall. Global financial market stressesnot clear, but repayment of yen-
lessened somewhat after mid-autumrgenominated loans by international
reflecting, in part, these policy steps asnvestors and decisions by Japanese
well as interest rate cuts in other indusinvestors to repatriate their assets in
trial countries and international effortslight of increased volatility in global
to provide support to troubled emerg-markets seem to have contributed. The
ing market economies. Although someexchange value of the dollar fluctuated
U.S. financial flows were disrupted formoderately against the major currencies
a time, most firms and householdver the rest of the year, and after
remained able to obtain sufficient creditdeclining somewhat early in 1999, it has
and the turbulence did not appearebounded strongly in recent weeks, as
to constrain spending to a significanincoming data have suggested continued
degree. More recently, some marketstrength of economic activity in the
were unsettled by the devaluation andUnited States. Since the end of 1998, the
subsequent floating of the Braziliamal dollar has appreciated about 7 percent
in mid-January, and the problems inagainst the yen, partly reflecting further
Brazil continue to pose risks to globalmonetary easing in Japan. At the turn
markets. Thus far, however, markebf the year, the launch of the third stage
reaction outside Brazil to that country’sof European Economic and Monetary
difficulties has been relatively muted. Union fixed the eleven participating
The foreign exchange value of thecountries’ conversion rates and created
dollar rose substantially against the cura new common currency, the euro. The
rencies of the major foreign industrialdollar has appreciated more than 5 per-
countries over the first eight months ofcent against the euro, in part because of
1998, but subsequently it fell sharply,signs that growth has slowed recently in
ending the year down a little on net. Thesome euro-area economies.
appreciation of the dollar in the first half With the U.S. economy expanding
of the year carried it to an eight-yearrapidly, the economies of many U.S.
high against the Japanese yen. In Jun&ading partners struggling, and the for-
this strength against the yen prompte@ign exchange value of the dollar having
the first U.S. foreign exchange interventisen over 1997 and the first part of
tion operation in nearly three years, ar1998, the U.S. trade deficit widened con-
action that appeared to slow the dollar'siderably last year. Some domestic
rise against the yen over the followingindustries were especially affected by
days and weeks. Later in the summenmeductions in foreign demand or by
concerns about the possible impact oimcreased competition from imports. For
the U.S. economy of increasing difficul-example, a wide range of commodity
ties in Latin America began to weigh producers, notably those in agriculture,
on the dollar's exchange value againsbil, and metals, experienced sharp price
major foreign currencies. After peakingdeclines. Parts of the manufacturing sec-
in mid-August, it fell sharply over the tor also suffered adverse consequences
course of several weeks, reversing byrom the shocks from abroad. Overall,
mid-October the appreciation that hadeal net exports deteriorated sharply, as
occurred earlier in the year. The depreexports stagnated and imports continued
ciation during this period was particu-to surge. The deterioration was particu-
larly sharp against the yen. The reasoniarly marked in the first half of the year;
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the second half brought a further, moreMonetary Policy, Financial
modest, net widening of the externalMarkets, and the Economy over
deficit. 1998 and Early 1999

Meanwhile, domestic spending con-
tinued to advance rapidly. HouseholdVionetary policy in 1998 needed to bal-
expenditures were bolstered by gainance two major risks to the economic
in real income and a further rise inexpansion. On the one hand, with the
wealth, while a low cost of capital anddomestic economy displaying consider-
optimism about future profitability able momentum and labor markets
spurred businesses to invest heavilyight, the Federal Open Market Com-
in new capital equipment. Although mittee (FOMC) was concerned about
securities markets were disrupted irthe possible emergence of imbalances
late summer and early fall, credit genthat would lead to higher inflation and
erally remained available from alterna-thereby, eventually, put the sustainabil-
tive sources. Once the strains on security of the expansion at risk. On the other
ties markets had eased, businesses ahdnd, troubles in many foreign econo-
households generally had ready accessies and resulting financial turmoil both
to credit and other sources of finance ombroad and at home seemed, at times, to
relatively favorable terms, althoughraise the risk of an excessive weakening
spreads in some markets remained quitef aggregate demand.
elevated, especially for lower-rated bor- Over the first seven months of the
rowers. All told, household and businesgyear, neither of these potential tenden-
outlays rose even more rapidly than ircies was sufficiently dominant to prompt
1997, and that acceleration kept the policy action by the FOMC. Although
growth of real GDP strong even as nethe incoming data gave no evidence of a
exports were slumping. sustained slowing of output growth, the

Deteriorating economic conditionsCommittee members believed that the
abroad, coupled with the strength of thgpace of expansion likely would moder-
dollar over the first eight months of theate as businesses began to slow the rapid
year, helped to hold down inflation inrates at which they had been adding to
the United States by trimming the pricegheir stocks of inventories and other
of oil and other imports. These declinesnvestment goods, and as households
reduced both the prices paid by consumtrimmed the large advances in their
ers and the costs of production in mangpending on consumer durables and
lines of business, and the competitiohomes. Relatively firm real interest
from abroad kept businesses from raisrates, buoyed by a high real federal
ing prices as much as they might havéunds rate resulting from the decline in
otherwise. As the result of a reducedhe level of expected inflation, were
rate of price inflation, workers enjoyed athought likely to help restrain the growth
larger rise in real purchasing power evef spending by businesses and house-
as increases in nominal hourly compenholds. Another check on growth was
sation picked up only slightly on aver-expected to come from the effects on
age. Because of increased gains in pramports and exports of the economic
ductivity, corporations in the aggregatedifficulties in emerging market econo-
were able to absorb the larger real paynies in Asia and elsewhere. Indeed, pro-
increases without suffering a seriougluction in the manufacturing sector
diminution of profitability. slowed substantially in the first half



34 86th Annual Report, 1999

of the year, and capacity utilizationCommittee again left monetary policy
dropped noticeably. Moreover, inflationunchanged at the August meeting, but
remained subdued, and a pickup was ndt shifted to a symmetric directive,
expected in the near-to-intermediateeflecting its perception that the risks to
term because of declining oil prices, andhe economic outlook, at prevailing
because of economic weakness abroathort-term rates, had become roughly
and the appreciation of the dollar, whichbalanced.
were expected to trim the prices of Over subsequent weeks, conditions in
imported goods and to increase pricdinancial markets and the economic out-
competition for many U.S. producers.look in many foreign countries deterio-
Nonetheless, with labor markets alreadyated further, increasing the dangers
quite taut and aggregate demand growto the U.S. expansion. With investors
ing rapidly—a combination that oftenaround the world apparently reevaluat-
has signaled the impending buildup ofing the risks associated with various
inflationary pressures—the Committeecredits and seemingly becoming less
at its meetings from March throughwilling or able to bear such risks, asset
July, judged conditions to be such thatdemands shifted toward safer and more
if a policy action were to be taken in theliquid instruments. These shifts caused
period immediately ahead, it more likelya sharp fall in yields on Treasury securi-
would be a tightening than an easing; itsies. Spreads of yields on private debt
directives to the Account Manager ofsecurities over those on comparable
the Domestic Trading Desk at the FedTreasury instruments widened con-
eral Reserve Bank of New York notedsiderably further, and issuance slowed
that asymmetry. sharply. Measures of market volatility
By the time of the August FOMC increased, and liquidity in many finan-
meeting, however, the situation wasial markets was curtailed. Equity prices
changing. Although tight labor marketscontinued to slide lower, with most
and rapid output growth continued tobroad indexes falling back by early
pose a risk of higher inflation, the damp-September to near their levels at the
ing influence of foreign economic devel-start of the year. Reflecting the weaker
opments on the U.S. economy seemednd more uncertain economic outlook,
likely to increase. The contraction in thesome banks boosted interest rate spreads
emerging market economies in Asiaand fees on new loans to businesses and
appeared to be deeper than had bedightened their underwriting standards.
anticipated, and the economic situation Against this backdrop, at its Septem-
in Japan had deteriorated. Financiaber meeting the FOMC looked beyond
markets in some foreign economies alstncoming data suggesting that the econ-
had experienced greater turmoil, andpmy was continuing to expand at a
the day before the Committee met, Rusrobust pace, and it lowered the intended
sia was forced to devalue the rublelevel of the federal funds raté percent-
These difficulties had been weighing orage point. The Committee noted that
U.S. asset markets: Stock prices hathe rate cut would cushion the effects
fallen sharply in late July and into on prospective U.S. economic growth of
August as investors became concerneidcreasing weakness in foreign econo-
about the outlook for profits, and riskmies and of less accommodative condi-
spreads in debt markets had widenedions in domestic financial markets. The
albeit from very low levels. Taking directive adopted at the meeting sug-
account of these circumstances, thgested a bias toward further easing over
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the intermeeting period. In the daysmies had receded a bit, partly reflecting
following the policy move, disturbancesconcerted international efforts to pro-
in financial markets worsened. Move-vide assistance to Brazil, the foreign
ments in the prices of securities wereeconomic outlook remained uncertain.
exacerbated by a deterioration in marketVith downside risks still substantial,
liquidity, as some securities dealers cuand in light of the cumulative effect
back on their market-making activities,since August of the tightening in many
and by the expected unwinding of posisectors of the credit markets and the
tions by hedge funds and other leverweakening of economic activity abroad,
aged investors. In early October, Treathe FOMC reduced the intended federal
sury yields briefly tumbled to their funds rate a furthe¥s percentage point
lowest levels in many years, reflectingat its November meeting, bringing the
efforts by investors to exchange othetotal reduction during the autumn to
instruments for riskless and liquid Trea-¥4 percentage point. The Board of Gov-
sury securities. ernors also approved a seco#d per-
Although some measures of mar-centage point cut in the discount rate.
ket turbulence had begun to ease @he Committee believed that, with this
bit by mid-October, financial marketspolicy action, financial conditions could
remained extremely volatile and riskreasonably be expected to be consistent
spreads were very wide. On October 15yith fostering sustained economic
consistent with the directive from theexpansion while keeping inflationary
September meeting, the intended federgressures subdued. The action provided
funds rate was trimmed anoth&r per- some insurance against an unexpectedly
centage point, to 5 percent. This policysevere weakening of the expansion, and
move, which occurred between FOMCthe Committee therefore established a
meetings, came at the initiative of Chairsymmetrical directive. By the time of
man Greenspan and followed a conferthe December meeting, the situation in
ence call with Committee members. Atfinancial markets had changed little, on
the same time, the Board of Governordalance, and the Committee decided that
approved a¥s percentage point reduc-no further change in rates was desirable
tion in the discount rate. These actiongnd that the directive should remain
were taken to buffer the domestic econsymmetrical.
omy from the impact of the less accom- Some measures of financial volatility
modative conditions in domestic finan-eased further in the new year, although
cial markets, in part by contributingrisk spreads on corporate bonds
to some stabilization of the global finan-remained at quite high levels. Yields
cial situation. on Treasury securities were about flat,
Following the October policy move, on balance, in January, as the effect
strains in domestic financial marketsof stronger-than-expected economic
diminished considerably. As safe-havemgrowth appeared to be about offset by
demands for Treasury securities ebbedjata suggesting that inflation remained
Treasury yields generally trendedquiescent and perhaps also by the effects
higher, and measures of financial markesf some safe-haven flows prompted by
volatility and illiquidity eased. Nonethe- the deteriorating situation in Brazil.
less, risk spreads remained very wideQver the same period, stock prices
and liquidity in many markets continuedsurged higher, led by computer and
to be limited. Moreover, although pres-other technology shares, and most stock
sures on some emerging market econgrice indexes posted new highs. By
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the time of the February 2—-3 meeting4¥s percent to 42 percent. With tight-
financial markets were easily accommoness of the labor market expected to
dating robust demands for credit, angersist and oil and import prices unlikely
economic activity seemed to have moréo be as weak in 1999 as they were in
momentum than many had anticipated1998, inflation is expected to move
However, the foreign sector continuedup somewhat from the rate of this past
to pose a threat to U.S. growth goingyear but to remain low by the standards
forward, inflation showed no signs ofof the past three decades: The central
picking up despite the rapid pace oftendency of the FOMC participants’
growth and the very tight labor market,CPI inflation forecasts for 1999 is 2 per-
and some slowing of economic growthcent to 22 percent. The Federal Reserve
remained a likely prospect. In these cir-officials’ inflation forecasts are closely
cumstances, the FOMC concluded thadligned with that of the Administration,
it was prudent to wait for further infor- and their forecasts of real GDP and
mation, and it left policy unchanged. unemployment depict a somewhat
stronger real economy than the Admin-
. P istration is projecting.

Economic Projections for 1999 Present circumstances suggest that
By and large, the members of the Boar@lomestic demand could continue to rise
of Governors and the Federal Reservbriskly for a while longer. Consumer
Bank presidents, all of whom participatespending continues to be driven by
in the deliberations of the FOMC, strong gains in employment, increases
expect the economy to expand moderin real incomes, and rising levels of
ately, on average, in 1999. The centralvealth. Those same factors, together
tendency of the FOMC participants’with low mortgage interest rates, are
forecasts of real GDP growth from thekeeping housing activity robust. Busi-
fourth quarter of 1998 to the fourth nesses are still investing heavily in new
quarter of 1999 is % percent to 3 per- capital, especially computers and other
cent. The anticipated expansion isigh-tech equipment. Households and
expected to create enough new jobs tbusinesses appear willing to take on
keep the civilian unemployment ratemore debt in support of spending;
near its recent average, in a range ddlthough spreads on corporate debt

Economic Projections for 1999
Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administration

Central
tendency

Range

Change, fourth quarter to fourth quarter

Nominal GDP.....................ooins . 38-5 4-4/> 4.0
RealGDP ... ..o . 2¥3 2Y>-3 2.0
Consumer price iNdeX. .............c.ooue . -2Y> 2-2/> 2.3
Average level, fourth quarter

Civilian unemploymentrate ............... H4—4%a Yt/ 4.9

1. Change from average for fourth quarter of 1998 to 2. Chain-weighted.
average for fourth quarter of 1999. 3. All urban consumers.
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remain elevated, rate levels are per- The future course of inflation will
ceived to be attractive for most borrow-depend in part on what happens to the
ers, and restraint on access to finance fices of oil and other imports, and
not much in evidence. restraint from those sources seems
As the year progresses, howeveninlikely to be as great as it was in 1998.
gains in domestic spending shouldThe drop in the price of oil this past year
begin to moderate. Spending increasdsft it toward the lower end of its range
for housing, consumer durables, anaf the past couple of decades and has
business equipment have been excephereby reduced the incentives for
tionally large for a while now, substan-exploration, drilling, and production.
tially raising the rate of growth in the Futures markets have been showing a
amounts of these goods owned by busigradual rise in the price of oil going
nesses and households; some moderrward. Prices of nonoil imports
tion in outlays seems likely, lest thesechanged little in the fourth quarter of
holdings become disproportionate tdast year after having fallen sharply in
underlying trends in income and outputprevious quarters. Indicators of the pres-
The outlook for spending continues tosures on domestic resources provided
be obscured to some degree by uncemixed signals over the past year.
tainties about the course of equityln manufacturing, capacity utilization
prices; a failure of these prices to matclieclined considerably, to a level below
the outsized gains posted in recent yeaiits long run average, reflecting slower
would contribute to some moderation inproduction growth and sizable additions
spending growth, especially by houseto the stock of capital. However, labor
holds. Government spending, whichmarkets remained very taut, and with
accounts for about one-sixth of domesthe economy apparently carrying sub-
tic demand, seems likely to expand astantial momentum into this year, data
a moderate pace overall. Along withon costs and prices will need to be moni-
the numerous other uncertainties thatored carefully for signs that a rising
attend the outlook, an additional uncerinflation pattern might start to take
tainty is present this year because ofiold. In that regard, the FOMC will
the approach of the year 2000 and theontinue to rely not only on the CPI
associated Y2K problem. but also on a variety of other price mea-
Growth abroad is expected to remairsures to gauge the economy’s inflation
sluggish, on balance, in 1999, limitingperformance in the period ahead.
the prospects for exports. At the same
time, growth of the U.S. economy prob-
ably \?vill continue to generateyfgirly Money and Debt Ranges for 1999
brisk increases in imports. In total, realAt its most recent meeting, the FOMC
net exports of goods and services seemeaffirmed the 1999 monetary growth
likely to fall further in the coming year, ranges that were chosen on a provisional
although several factors—the decline irbasis last July: 1 percent to 5 percent
the dollar from its peak of last summer,for M2, and 2 percent to 6 percent for
the expected slowing of income growthM3. As has been the case for some time,
in the United States, and the possibilitthe FOMC intends these money growth
of a slight pickup in economic growth ranges to be benchmarks for growth
abroad—provide a basis for thinkingunder conditions of price stability, sus-
that this year’s drop in net exports mighttainable real economic growth, and his-
not be as large as that of 1998. torical velocity relationships rather than
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ranges that encompass the expectezhvings in short-term assets in M2. In
growth of money over the coming yearaddition, M2 may have been boosted by
or that serve as guides to policy. a desire on the part of some investors to
Given continued uncertainty aboutredirect savings flows away from equi-
movements in the velocities of M2 andties after several years of outsized gains
M3 (the ratios of nominal GDP to thein stock market wealth. With equity
aggregates), the Committee would havevealth still elevated and the yield curve
little confidence that money growthlikely to remain flat, M2 velocity could
within any particular range selected forcontinue to fall this year. However, the
the year would be associated with thepace of decline should slow as some
economic performance it expected ohouseholds respond to the easing of
desired. Nonetheless, the Committeeoncerns about financial market volatil-
believes that, despite the apparent largigy by reversing a portion of the shift
shift in velocity behavior in the early toward M2 assets that occurred last fall.
1990s, money growth has some value dsdeed, this effect may already be vis-
an economic indicator. Indeed, someble, as M2 growth, while still robust,
FOMC members have expressed thbas slowed considerably early this year.
concern that the unusually rapid growthf velocity does fall, given the Commit-
in the money and debt aggregates itee’s expectations for nominal income
1998 might have reflected monetarygrowth, M2 could again exceed its
conditions that were too accommodativerice-stability benchmark range.
and would ultimately lead to an increase M3 expanded 11 percent last year,
in inflation pressures. The Committeeand its velocity fell %2 percent, the
will continue to monitor the monetary largest drop in many years. The rapid
aggregates as well as a wide variety ofrowth in this aggregate owed in large
other economic and financial data tgart to a substantial rise in institutional
inform its policy deliberations. money funds. These funds have been
Last year, M2 increased¥B percent, expanding rapidly in recent years as
and with nominal GDP rising 5 percent,nonfinancial firms increasingly employ
M2 velocity decreased 3 percent. Thighem to provide cash management ser-
drop in velocity was considerably largervices. Investments in these funds pro-
than would have been expected on theide businesses with greater liquidity
basis of historical relationships and thehan direct holdings of money market
modest decline in the opportunity cosinstruments, and by substituting for such
of M2 (measured as the differencedirect holdings, they boost M3. M3 was
between the interest rate on Treasurglso buoyed last year by a large advance
bills and the weighted average rate
available on M2 assets). The fall inRanges for Growth of Monetary
velocity in part reflected an increasedand Debt Aggregates
demand for the safe and liquid assets iBgcent
M2 as investors responded to the height
ened volatility in financial markets in Aggregate 1997 1998 1999
the second half of the year. Other factors
that may have contributed include Iowermg ---------
long-term interest rates and a very flabebt... ..
yield curve, which might have suggested
to households that they would be giving, ~or, hende fiom sverage for fourth auarter of
up very little in earnings by parking indicated.
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in the managed liabilities banks used t@&sDP increased a little more than 4 per-
fund rapid growth in bank credit. In cent over the four quarters of the year.
part, the growth in bank credit reflectedThe economic difficulties facing many
demand by borrowers shifting from theof our trading partners and the strength
securities markets, and with these maref the dollar through much of the year
kets again receptive to new issues, banled to sluggishness in real exports of
credit growth this year is expected togoods and services. However, the drag
slow to a pace more in line with broaderon the economy from that source was
debt aggregates However, institutionaimore than offset by exceptional strength
money funds are likely to continue theirin the real expenditures of households
robust gains, contributing to a furtherand businesses, which were powered by
diminution in M3 velocity and, possibly, strong real income growth, large gains
to growth of this aggregate above itsn the value of household wealth, ready
price-stability range. access to finance during most of the
Domestic nonfinancial debt grewyear, and widespread optimism regard-
6Y4 percent in 1998, somewhat aboveng the future of the economy. Although
the middle of the 3 percent to 7 per-turmoil in financial markets seemed to
cent growth range the Committee estabthreaten the economy for a time in late
lished last February. This robust growthrsummer and early autumn, that threat
reflected large rises in the debt of busitater receded, in part because of the
nesses and households owing to sulsteps taken by the Federal Reserve to
stantial advances in spending as well agrevent the tightening of credit markets
debt-financed mergers and acquisitiongrom impairing the expansion of activ-
However, the increase in private-sectoity. The final quarter of the year brought
debt was partly offset by the first annuabrisk expansion of employment and
decline in federal debt in almost thirtyincome, and the limited indicators of
years. As with the monetary aggregatesactivity in early 1999 have been strong,
the Committee left the range for debton balance.
growth unchanged for 1999. After an The increase in the general price level
aberrant period in the 1980s duringhis past year was smaller than that in
which debt growth greatly exceededhe previous year, which had itself been
growth of nominal GDP, debt growth among the smallest in decades. The
over the past decade has returned to ithain-type price index for GDP rose
historical pattern of about matchingslightly less than 1 percent. The further
growth of nominal GDP, and the Com-slowing of price increases was in large
mittee members expect debt to fallpart a reflection of sluggish conditions
within its range this year. in the world economy, which brought
declines in the prices of a wide range of
Economic and Einancial imported goods,di.n.cluding ﬁ” a:jnd oth<_ar
Developments in 1998 primary commo ities. In the omes_tlc
and Early 1999 economy, nom_lnal hourly compensation
of workers picked up only slightly
The U.S. economy continued to displaydespite the tightness of the labor market,
great vigor in 1998, despite a sharpand much of the compensation increase
slowing of growth in foreign economieswas offset by gains in labor productiv-
and an unsettled world financial envi-ity. As a result, unit labor costs, the most
ronment. According to the Commerceimportant item in total business costs,
Department’'s advance estimate, realose only modestly.
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The Household Sector cent in real terms, a gain that reflected
both increased nominal outlays and a
Personal consumption expenditurefurther substantial decline in computer
increased more than 5 percent in regbrices. Consumer outlays on motor vehi-
terms in 1998, the biggest gain in acles also rose sharply, despite some
decade and a half. Support for the largéemporary limitations on supply from a
rise in spending came from a combinamidyear auto strike. Spending on most
tion of circumstances that, on the wholepther types of durable goods registered
were exceptionally favorable to housedincreases that were well above the aver-
holds. Strong gains in employment andiges of the past decade or so. Because
real hourly pay gave another appreciablgoods such as these are not consumed
boost to the growth of real labor incomeall at once—but, rather, add to stocks
At the same time, the wealth of houseof durable goods that will be yielding
holds recorded another year of substarservices to consumers for a number of
tial increase, bolstered in large part byyears—they embody a form of eco-
the continued rise in equity prices.nomic saving that is not captured in the
Although not all balance sheet data fomormal measure of the saving rate in the
the end of 1998 are available, householdational income accounts.
net worth at that point appears to have The increases in income and net
been up about 10 percent from the levelvorth that led households to boost con-
at the end of 1997. The cumulative gairsumption expenditures also led them to
in household wealth since 1994 hasnvest heavily in additions to the stock
amounted to nearly 50 percent. of housing. Declines in mortgage inter-
The rise in net worth probably est rates weighed in as well, helping to
accounts for much of the decline in themaintain the affordability of housing
personal saving rate over the past feveven as house prices moved up some-
years, to an annual averagelafpercent what faster than overall inflation. These
in 1998. Households tend to raise theidevelopments brought the objective of
saving from current income when theyowning a home within the reach of a
feel that wealth must be increased tareater number of households, and the
meet longer-run objectives, but they ardhome-ownership rate, which has been
willing to reduce their saving from cur- trending up this decade, rose to another
rent income when they feel that wealthnew high in 1998.
already is at satisfactory levels. The low In the single-family sector, sales of
level of the saving rate in 1998 is notnew and existing homes surged, the
so remarkable when gauged against #rmer rising more than 10 percent from
wealth-to-income ratio that has beerthe previous year’s total and the latter
running in a range well above its longer-more than 13 percent. Construction of
run historical average. single-family houses strengthened mark-
All of the major categories of per- edly. The number of these units started
sonal consumption expenditures—during the year was the largest since the
durables, nondurables, and services-fate 1970s, and it exceeded the previous
recorded gains in 1998 that were thegear’s total by about 12 percent. In the
largest of the 1990s. Spending on durafourth quarter, unusually mild weather
ble goods rose more than 12 percemermitted builders to maintain activity
over the year. Within that category,later into the season than they normally
expenditures on home computers onc&ould have and gave an added kick to
again stood out, rising roughly 70 per-housing starts. Starts increased further
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in January of this year, despite harshemarket. In addition, with mortgage rates
weather in some regions. reaching their lowest levels in many
In contrast to the strength in theyears, many households refinanced
single-family sector, the number ofexisting mortgages, and some house-
multifamily units started in 1998 was holds likely took the opportunity pre-
up only a little from the total for 1997. sented by refinancing to increase the
After bottoming out at a very low level size of their mortgages, using the extra
early in the 1990s, construction of thesdunds raised to finance current expendi-
units had been trending back up fairlytures or to pay down other debts.
briskly until this past year. But with The growth in household debt
vacancy rates on multifamily rental unitsreflected both supply and demand influ-
running a touch higher this past yearences. With wealth rising faster than
builders and their creditors may havencome over the year and with consumer
become concerned about adding toconfidence remaining at historically
many new units to the stock. Financinghigh levels, households were willing to
appeared generally to be in ample supboost their indebtedness to finance
ply for projects that looked promising;increased spending. In addition, lenders
during the period of financial turmoil, generally remained accommodative
the flow of credit was supported by subtoward all but the most marginal house-
stantial purchases of multifamily mort-holds, even after the turmoil in many
gages and mortgage-backed securitiggancial markets in the fall. After a
by Freddie Mac and Fannie Mae. more general tightening of loan condi-
Total outlays for residential invest-tions in response to a rise in losses on
ment increased about ¥2 percent in such loans between mid-1995 and mid-
real terms during 1998, according to thel997, a smaller and declining fraction
Commerce Department’s initial tally. of banks tightened consumer lending
The large increase reflected not only thetandards and terms last year, according
construction work undertaken on newto Federal Reserve surveys. However,
residential units during the year but alsahe availability of high loan-to-value
sizable advances in real outlays forand subprime home equity loans likely
home improvements and in the volumeavas reduced in the fall because of diffi-
of sales activity being carried on by realculties in the market for securities
estate brokers, which generated substabacked by such loans.
tial gains in commissions. Despite the rapid increase in debt,
The robust growth in householdmeasures of household financial stress
expenditures in 1998 was accompaniedere relatively stable last year, although
by an expansion of household debt thatome remained at high levels. The delin-
likely exceeded 8 percent, a some- quency rate on home mortgages has
what larger rise than in other recentstayed quite low in recent years, while
years. Nonmortgage debt increasethe delinquency rate on auto loans at
about 6 percent, about 2 percentagdomestic auto finance companies has
points above the previous year's pacérended lower. The delinquency rate on
but down considerably from the double-credit card loans at banks fluctuated in a
digit increases posted in 1994 and 1995airly narrow range in 1997 and 1998,
Home mortgage debt is estimated tdut it remained elevated after having
have jumped more than 9 percent, itposted a substantial rise over the pre-
largest annual advance since 1990jious two years. Personal bankruptcy
boosted in part by the robust housindilings have followed a broadly similar
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pattern: Annual growth has run at abouthroughout the expansion—namely, the
3 percent over the past year and a halfntroduction of machines that offer
down from annual increases of roughlygreater computing power at increasingly
25 percent between mid-1995 and earlattractive prices and that provide busi-
1997. The stability of these measuresesses new and more efficient ways
over the past couple of years likelyof organizing their operations. Price
owes in part to the earlier tightening ofdeclines this past year were especially
standards and terms on consumer loankrge, as the cost reductions associated
In addition, lower interest rates andwith technical change were augmented
longer loan maturities, which resultedby heightened international competition
from the shift toward mortgage finance,n the markets for semiconductors and
have helped to mitigate the effects ofother computer components and by price
increased borrowing on household debteutting to work down the stocks of some
service burdens. assembled products.
Investment in communications

. equipment—another high-tech category
The Business Sector that is an increasingly important part
Business fixed investment increaseaf total equipment outlays—rose about
about 12> percent during 1998, with 18%2 percent in 1998. After having
a 172 percent rise in equipment spendiraced out an erratic pattern of ups and
ing more than accounting for the over-downs through the latter part of the
all advance. The strength of the econ1980s and the early 1990s, real outlays
omy and optimism about its longer-runon this type of equipment began to
prospects provided underpinnings forecord sustained large annual increases
increased investment. Outlays were alsm 1994, and the advance last year was
bolstered by the efficiencies obtainablene of the largest. Spending on other
with new technologies, by the favorabletypes of equipment displayed varying
prices at which many types of capitaldegrees of strength across different sec-
equipment could be purchased, andprs but recorded a sizable gain overall.
except during the period of financiallnvestment in transportation equipment
market turmoil, by the ready availability was strong across the board, spurred by
and low cost of finance, either throughthe need to move greater volumes of
borrowing or through the issuance ofgoods or to carry more passengers in an
equity shares. expanding economy. Spending on indus-

Real expenditures on office and comirial machinery advanced abou¥=per-

puting equipment, after having risen atent after larger gains in most previous
an average rate of roughly 30 percent ityears of the expansion, a pattern that
real terms from 1991 through 1997 mirrored a slowing of output growth in
shifted into even higher gear in 1998 the industrial sector.
climbing about 65 percent. The outsized Business investment in nonresi-
increase likely owed in part to the effortsdential structures, which accounts for
of some businesses to put new computealightly more than 20 percent of total
systems in place before the end of théusiness fixed investment, was down
millennium, in hopes of circumventing slightly in 1998, according to the
potential difficulties arising from the advance estimate. Sharply divergent
Y2K problem. But, beyond that, invest-trends were evident within the sector,
ment in computers is being driven byranging from considerable strength in
the same factors that have been at worthe construction of office buildings to
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marked weakness in the construction obver the first three quarters of 1998 but
industrial buildings. The waxing andat a much slower pace than in most
waning of industry-specific constructionother years of the current expansion.
cycles appears to be the main explana&Sompanies’ earnings from operations in
tion for the diverse outcomes of this pasthe rest of the world fell back a bit,
year. Although some of the more specuas did the profits of private financial
lative construction plans may have beeworporations from domestic operations.
shelved because of a tightening of th&he profits of nonfinancial corporations
terms and standards on loans, partly ifrom domestic operations increased at
reaction to the financial turmoil, mostan annual rate of about¥d percent.
builders appear to have been able tdlthough the volume of output of the
eventually obtain financing. Despite thenonfinancial companies continued to
sluggishness of spending on structuresse rapidly, profits per unit of output
this past year, the level of investmentvere squeezed a bit by companies’ diffi-
remained high enough to generate coreulties in raising prices in step with costs
tinued moderate growth in the real stockn a competitive market environment.
of structures. With profits expanding more slowly
Business inventories increased abowind investment spending still on the
4Y> percent in real terms this past yeaupswing, businesses’ external funding
after having risen more than 5 percenheeds increased substantially last year.
during 1997. Stocks grewta 7 percent Aggregate borrowing by the nonfinan-
annual rate in the first quarter, appreciaeial business sector is estimated to have
bly faster than final sales, but inventoryexpanded % percent from the end of
growth over the remainder of the yearl997 to the end of 1998, the largest
was considerably slower than in the firsincrease in ten years. The rise reflected
quarter. At year-end, stocks in most nongrowth in all major types of business
farm industries were at levels that diddebt. Business borrowing was also
not seem likely to cause firms to restrairboosted by substantial merger and
production going forward. Inventoriesacquisition activity. Indeed, mergers
of vehicles may even have been a littleand acquisitions, share repurchases,
on the lean side, as a result of both @and foreign purchases of U.S. firms last
strike that held down assemblies througlyear overwhelmed the high level of both
the middle part of 1998 and exception4nitial and seasoned public equity issues,
ally strong demand, which prevented thand net equity retirements likely
rebuilding of stocks later in the year. Byexceeded $250 billion.
contrast, inventories at year-end appear The disruptions in the financial mar-
to have been excessive in a few nonfarrkets in late summer and early fall appear
industries that have been hurt by thdo have had little effect on total business
sluggish world economy. Stocks of farmborrowing but caused a substantial tem-
commodities also appeared to be exceporary shift in the sources of credit.
sive, having been boosted further thidVith investors favoring high credit qual-
past year by large harvests and sluggisity and liquidity, yields on lower-rated
export demand. corporate bonds rose despite declining
The economic profits of U.S. Treasury rates; the spread of yields on
corporations—that is, book profitsjunk bonds over those on comparable
adjusted so that inventories and fixed'reasury securities roughly doubled
capital are valued at their currentbetween mid-summer and mid-autumn
replacement cost—rose further, on nethefore falling back somewhat as condi-
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tions in financial markets eased. The Despite the rapid growth in debt and
spread of rates on lower-tier commerciathe relatively small gain in profits last
paper over those on higher-quality papeyear, the financial condition of nonfinan-
rose substantially during the fall but hadcial businesses remained strong. Interest
retraced the rise by the early part of thigates for many businesses fell, on bal-
yeatr. ance, over the course of the year, and
Reflecting these adverse market conbond yields for investment-grade firms
ditions, nonfinancial corporate bondreached their lowest level in many years.
issuance fell sharply in August andReflecting these low borrowing costs,
remained low through mid-October,the aggregate debt-service burden for
with issuance of junk bonds virtually nonfinancial corporations, measured as
halted for a time. Commercial paperthe ratio of net interest payments to cash
issuance rose sharply in August andlow, remained about percent, near
September, as some firms apparentligs low of 9 percent in 1997 and less
decided to delay bond issues, turninghan half the peak level reached in
temporarily to the commercial paperl989. The delinquency rate for banks’
market instead. Bond issuance pickedommercial and industrial loans also
up again in late October, however, andemained near the trough reached in late
issuance in November was robust1997, while that for commercial real
Reflecting this rebound, commercialestate loans fell a bit further from the
paper outstanding fell back in the fourthalready very low level posted in 1997.
quarter. More recently, bond issuancélthough Moody’s Investors Service
has remained healthy, while borrowingdowngraded more nonfinancial firms
in the commercial paper market haghan it upgraded over the second half
picked up. of the year, the downgraded firms were
During the period when financial mar-smaller on average, and so the debt of
kets were strained, some borrowers sulihose upgraded about equaled the debt
stituted bank loans—in some casesf those downgraded. Through October,
under credit lines priced before the marbusiness failures remained at the low
kets became volatile—for other sourcegnd of the range seen over the past
of credit, and business loans at bankdecade.
expanded very rapidly for a time before
tailing off late in the year. Federal
Reserve surveys indicate that bank
responded to the turmoil in financial The federal government recorded a sur-
markets by tightening standards anglus in the unified budget this past fis-
terms on new loans and credit linescal year for the first time in nearly
especially loans to larger customers anthree decades. The surplus, amounting
those to finance commercial real estateo $69 billion, was equal to abo#éf per-
ventures. The tightening reflected theent of GDP, a huge turnabout from the
less favorable or more uncertain ecodeficits of the early 1990s, which in
nomic outlook as well as a reduced tolsome years were more tha#z4poercent
erance for risk on the part of someof GDP. The swing from deficit to sur-
banks. Bank lending standards anglus over the past few years is partly
terms appear to have tightened only #he result of fiscal policies aimed at low-
little further since the fall, however, andering the deficit and partly the result
business loans at banks have expanded the strength of the economy and the
a bit since the end of December. stock market. Excluding net interest
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payments—a charge stemming fronslower growth of corporate profits. In
past deficits—the government recordedhe first three months of fiscal 1999, net
a surplus of more than $300 billion inreceipts from corporate taxes dipped
fiscal 1998. below year-earlier levels, but gains in
The improvement in the govern-individual income taxes and payroll
ment's saving position has permittectaxes kept total federal receipts on a
national saving—the combined grosgising trajectory.
saving of households, businesses, and Unified outlays increasedya percent
governments—to move up about 3 perin fiscal 1998 after having riser2 per-
centage points from its low of a fewcent in the preceding fiscal year. Net
years ago, even though personal savingterest payments and nominal expendi-
has fallen sharply. In turn, that increasdures for defense fell slightly in the latest
in national saving has helped facili-fiscal year, and outlays for income secu-
tate the boom in investment spendfity and Medicare rose only a little.
ing—in contrast to the experience of theSocial security expenditures increased
1980s and early 1990s, when persistemhoderately but somewhat less than in
large budget deficits tended to reducether recent years. By contrast, the
national saving, boost interest rategrowth of Medicaid payments picked
higher than they otherwise would haveup to about 6 percent after having
been, and thereby crowd out privatencreased less than 4 percent in each of
capital formation. the preceding two years; however, even
Federal receipts in the unified budgethe 1998 rise was not large compared
in fiscal year 1998 were up 9 percenwith those of many earlier years when
from the previous fiscal year, with muchboth medical costs and Medicaid case-
of the gain coming from personalloads were increasing rapidly and rates
income taxes, which rose more tharof federal reimbursement to the states
12 percent for a second consecutivevere being raised. Federal spending
year. These receipts have been risingn fiscal 1999 will be boosted to some
faster than personal income in recentlegree by new budget authority for a
years, for several reasons: Tax rategariety of functions, including defense,
at the high end of the income scaleembassy security, disaster relief, prepa-
were raised by legislation that wasration for Y2K, and aid to agriculture;
passed in 1993 to help reduce the defithis authority was created in emergency
cit; more taxpayers have moved intdegislation that provided an exception to
higher tax brackets as income hastatutory spending restrictions.
increased; and large increases in assetReal federal outlays for consump-
values have raised tax receipts frontion and investment, the part of fed-
capital gains. Social insurance taxeral spending that is counted in GDP,
receipts, the second most importanincreased 1 percent, on net, from the
source of federal revenue, increasetfinal quarter of calendar year 1997 to the
6 percent in fiscal 1998, just a touchfinal quarter of 1998. A reduction in real
faster than the increase in fiscal 199defense outlays over that period was
and roughly in step with the growth more than offset by a jump in the non-
of wages and salaries. Receipts frondefense category.
the taxes on corporate profits, which With the budget balance shifting from
account for just over 10 percent of fed-deficit to surplus, the stock of publicly
eral revenues, rose less rapidly than iheld federal debt declined last year for
other recent years, restrained by thé¢he first time since 1969 and fell further
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as a share of GDP. From the end of 199%he taxes on individuals’ incomes has
to the end of 1998, U.S. governmenbeen growing very rapidly, keeping total
debt fell 22 percent, as the governmentreceipts on a solid upward course. At
reduced the outstanding stock of botlthe same time, the growth of transfer
bills and coupon securities. Despite thgpayments, which had threatened to
reduction in its debt, the federal govern-overwhelm state and local budgets ear-
ment continued substantial gross borker in the decade, has slowed substan-
rowing to fund the retirement of matur-tially in recent years. Growth of other
ing securities. However, with the needypes of spending has been trending up
for funds trimmed substantially, the moderately, on balance. The 1998 rise in
Treasury changed its auction scheduleseal expenditures for consumption and
discontinuing the three-year note aucinvestment amounted to abou¥a2per-
tions and moving to quarterly, rathercent, according to the initial estimate;
than monthly, auctions of five-yearannual gains have been in the range of
notes. By reducing the number of cou2 percent to 24 percent in each of the
pon security issues, the Treasury is ablpast seven years.
to boost the size of each, thereby con- Despite rising surpluses, state and
tributing to their liquidity. The decreaselocal government debt increased an esti-
in the total volume of coupon securitiesmated 7 percent in 1998, a pickup of
is intended to boost the size of bill offer-about 2 percentage points from growth
ings over time, helping liquidity in that in 1997. Somewhat more than half of
market and also allowing, as the Treathe long-term borrowing by state and
sury prefers, for balanced issuancéocal governments last year reflected
across the yield curve. The Treasunnew borrowing to fund current and
also announced in October that all futurenticipated capital spending on utilities,
bill and coupon security auctions wouldtransportation, education, and other
employ the single-price format that hadcapital projects. The combination of
already been adopted for the two-yeabudget surpluses and relatively heavy
and five-year note auctions and for aucborrowing likely reflected a number of
tions of inflation-indexed securities. Thefactors. First, some of these govern-
Treasury judged that the single-pricanents may have spent the newly raised
format had reduced servicing costs anfunds on capital projects while at the
resulted in broader market participationsame time building up surpluses in
The Treasury continued to auction“rainy day funds” for later use. Second,
inflation-indexed securities in substanbecause state and local governments
tial volume last year in an effort to build under some circumstances are allowed
up this part of the Treasury marketto hold funds raised in the markets
In April, the Treasury issued its firstfor as long as five years before spend-
thirty-year indexed bond, and in Sep4ing them, some of the money raised
tember it announced a regular schedulast year may not have been spent.
of ten- and thirty-year indexed securityFinally, there was a substantial volume
auctions. The Treasury also began offeref “advance refunding” last year. In
ing inflation-indexed savings bonds inan advance refunding, the borrower
September. issues new bonds before existing
State and local governments recordetligher-rate bonds can be called, in
further increases in their budgetary suranticipation of calling the old bonds
pluses in 1998, both in absolute term®n the date that option becomes avail-
and as a share of GDP. Revenue fromble. While this sort of refinancing
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temporarily boosts total debt, it allowsinvestment income from abroad. Until
the state or local government to lock1997, net investment income had helped
in the lower rate even if municipal to offset persistent trade deficits. But as
bond vyields subsequently rise ovethe U.S. net external debt has risen in
the period before the call date. Therecent years, net investment income has
high level of advance-refunding activ-become increasingly negative, moving
ity last year was the result of lowerfrom a $14 billion surplus in 1996 to a
borrowing costs. Although yields on$5 billion deficit in 1997 and a deficit
tax-exempt municipal securities didaveraging $15 billion at an annual rate
not decline nearly as much as those onver the first three quarters of 1998.
comparable Treasury securities, theWet income from portfolio investment
nonetheless reached their lowest levelsecame increasingly negative during
in many years. In addition, rating agen-that period as the net portfolio liability
cies upgraded about five times as mangosition of the United States grew
state and local government issues lasarger. In addition, net income from
year as they downgraded, trimming bordirect investment slowed last year
rowing costs further for the upgradedbecause slower foreign economic
entities. growth lowered U.S. earnings on invest-
ment abroad, the appreciation of the dol-
lar reduced the value of U.S. earnings,
and buoyant U.S. growth boosted for-
eigners’ earnings on direct investment
in the United States.
U.S. external balances deteriorated fur- The rise in the trade deficit reflected
ther in 1998, largely because of the disan increase of about 10 percent in real
parity between the rapid growth of theimports of goods and services during
U.S. economy and the sluggish growtl998, according to the advance esti-
of the economies of many of our tradingmates from the Commerce Department.
partners. The nominal trade deficit forThe expansion was fueled by robust
goods and services was $169 billiongrowth of U.S. domestic demand and by
considerably larger than the $110 billioncontinued declines in import prices,
deficit in 1997. For the first three quar-which stemmed in part from the strength
ters of the year, the current account defief the dollar through mid-August and
cit averaged $220 billion at an annuain part from the effects of recessions
rate, substantially larger than the 199&broad. Of the major trade categories,
deficit of $155 billion. The large currentincreases in imports were sharpest for
account deficits of recent years havdinished goods, especially capital equip-
been funded with increased net foreigmment and automotive products. The
saving in the United States. As a resultquantity of imported oil rose apprecia-
U.S. gross domestic investment hasly as demand increased in response to
exceeded the level that could have beethe strength of U.S. economic activity
financed by gross national saving aloneand lower oil prices, while domestic
but at the cost of a rise in net U.S.production declined slightly. The price
external indebtedness. of imported oil fell about $6.50 per bar-
The increase in the current accountel over the four quarters of the year.
deficit last year was due to a declineNorld oil prices fell in response to
in net exports of goods and serviceseduced demand associated with the
as well as a further weakening of neteconomic slowdown in many foreign

The External Sector

Trade and the Current Account
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nations and with unusually warmUnited States, especially those of indus-
weather in the Northern Hemisphere asrial countries, rebounded in the fourth
well as to an increase in supply fromquarter.

Irag. Private capital flows also were

Real exports of goods and servicesffected by the global turmoil. On a
grew about 1 percent, on net, in 1998lobal basis, capital flows to emerging
after posting a 10 percent rise in 1997market economies fell substantially in
Declines during the first three quar-the first half of 1998 and then dropped
ters (especially in machinery exports)yrecipitously in late summer and early
were offset by a rebound in the fourthfall in the wake of the Russian crisis.
quarter, which was led by increaseDuring the first half of the year, U.S.
in exports of automotive products. Theresidents acquired more than $40 billion
price competitiveness of U.S. productof foreign securities. Net purchases vir-
decreased, reflecting the appreciatiotually stopped in July, and in the
of the dollar through mid-August. In August—October period U.S. residents,
addition, economic activity abroadon net, sold about $40 billion worth
weakened sharply; total average foreigof foreign securities. Preliminary data
growth (weighted by shares of U.S.indicate a resumption of net U.S. pur-
exports) plunged from 4 percent in 1997chases in the final two months of 1998.
to an estimated> percent in 1998. Mod- Foreign net purchases of U.S. securities,
erate expansion of exports to Europewhich were substantial in the first half
Canada, and Mexico was about offsebf the year, fell off markedly in the
by a decline in exports associated withJuly—October period, but preliminary
deep recessions in Japan and the emerdata suggest a significant recovery in
ing Asian economies (particularly in theNovember and December. Thus, there is
first half of the year) and in Southsome evidence that the contraction in
America (in the second half of the year) gross capital flows seen in late summer
and early fall waned somewhat in the
fourth quarter.

Balance of payments data available
The financial difficulties in a number through the first three quarters of 1998
of emerging market economies had sevshow that total private foreign purchases
eral noticeable effects on U.S. internaof U.S. securities amounted to $194 bil-
tional capital flows in 1998. Financial lion, somewhat below the level in the
turmoil put strains on official reservesfirst three quarters of 1997. Private for-
in many emerging market economieseign purchases of U.S. Treasury securi-
Foreign official assets in the Unitedties were only $22 billion in the first
States fell $43 billion in the first three three quarters, compared with $147 bil-
quarters of the year. This decline, whicHion for all of 1997. Private foreigners’
began in the fourth quarter of 1997, hapurchases of other U.S. securities shifted
been largest for developing countriesaway from equities and toward bonds,
as many of them drew down their for-relative to 1997. U.S. purchases of for-
eign exchange reserves in response tign securities slowed markedly from
exchange rate pressures. OPEC nationgieir 1997 pace, totaling only $27 bil-
foreign official reserves also shrank inlion for the first three quarters of 1998
the first three quarters of 1998, as oicompared with $89 billion for all of
revenues dropped. Preliminary data indithe preceding year. The contraction in
cate that foreign official assets in theprivate portfolio capital flows, though

Capital Flows
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large, was overshadowed by huge direatf the 1990s was just over 1 percent per
investment capital flows, which resultedyear. Because productivity often picks
in part from a number of very largeup to a pace above its long-run trend
cross-border mergers. The $72 billion irvhen economic growth accelerates, the
foreign direct investment into the Unitedresults of the past three years might
States in the first three quarters, togethawell be overstating the rate of efficiency
with several large mergers that occurredain that can be maintained in coming
in the fourth quarter, are certain to bringyears. However, reasons for thinking
the total for last year well above thethat the trend might have picked up
record-high $93 billion posted in 1997.to some degree are becoming more
Merger activity also buoyed U.S. directcompelling in view of the incoming
investment abroad: The pace of sucllata. The 1998 gain in output per hour
investment in the first three quarters sugwas particularly impressive in this
gests that the annual total will be nearegard, in part because it came at a time
the record-high $122 billion recordedwhen many businesses were diverting
in 1997. resources to correct the Y2K problem, a
move that likely imposed a bit of drag
on growth of output per hour. Higher
The Labor Market rates of capital formation are raising the
The rapid growth of output in 1998 growth of capital per worker, and work-
was associated with both increased hirers are likely becoming more skilled in
ing and continued healthy growth inemploying the new technologies. Busi-
labor productivity. The number of jobsnesses not only are increasing their
on nonfarm payrolls rose abou¥2per- capital inputs but also are continuing
cent from the end of 1997 to the endo implement changes to their organiza-
of 1998, a net increase of 2.8 million.tional structures and operating proce-
Manufacturers reduced employmentlures that might enhance efficiency and
over the year, but in other parts of thebolster profit margins.
economy the demand for labor contin- The rising demand for labor contin-
ued to rise rapidly. The constructionued to strain supply in 1998. The civil-
industry boosted employment abouian labor force rose just a touch more
6 percent over the year, and both thé¢han 1 percent from the fourth quarter of
services industries and the financel997 to the fourth quarter of 1998, and
insurance, and real estate sector postedth the number of persons holding jobs
increases of more than¥3 percent. rising somewhat faster than the labor
Stores selling building materials andforce, the civilian unemployment rate
home furnishings expanded employ{ell still further. The unemployment rate
ment rapidly, as did firms involved in was 4.3 percent at the end of 1998; the
computer services, communications, andverage for the full year—4.5 percent—
managerial services. In the first monthtwas the lowest of any year in almost
of 1999, nonfarm payrolls increased arthree decades. In January of this year,
additional 245,000. the size of the labor force rose rapidly,
Output per hour in the nonfarmbut so did employment, and the unem-
business sector rosé&2percent in 1998 ployment rate remained at 4.3 percent.
after having increased abou®4lper- The percentage of the working age
cent, on average, over the two previoupopulation that is outside the labor force
years. By comparison, the average ratand is interested in obtaining work but
of rise during the 1980s and the first halihot actively seeking it edged down fur-
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ther this past year and has been in theent in 1998. Businesses were unable to
lowest range since the collection ofraise prices sufficiently to recoup even
these data began in 1970. With the supthis small increase in costs, however.
ply of labor as tight as it is, businessed.abor gained a greater share of the
are reaching further into the pool ofincome generated from production, and
individuals who do not have a historythe profit share, though still high, fell
of strong attachment to the labor forcepack a little from its 1997 peak.

persons who are attempting to move

from welfare to work are among the
beneficiaries.

Workers have realized large increase$he broader measures of aggregate
in real wages and real hourly compensaprice change showed inflation continu-
tion over the past couple of years. Thang to slow in 1998. The consumer price
increases have come partly througlindex moved up ¥ percent over the
faster gains in nominal pay than in thefour quarters of the year after having
mid-1990s but also though reductionsncreased nearly 2 percent in 1997. A
in the rate of price increase, which havesteep decline in energy prices in the
been enhancing the real purchasin@PIl more than offset a small accelera-
power of nominal earnings, perhaps tdion in the prices of other goods and
a greater degree than workers mighservices. Only part of the deceleration
have anticipated. According to thein the total CPI was attributable to tech-
Labor Department’'s employment costhical changes in data collection and
index, the hourly compensation of work-aggregatior.
ers in private nonfarm industries rose Measures of aggregate price change
3%2 percent in nominal terms duringfrom the national income and product
1998, a touch more than in 1997 andiccounts, which draw heavily on data
¥> percentage point more than in 1996from the CPI but also use data from
Taking the consumer price index as th@ther sources, showed a somewhat more
measure of price change, this increase ipronounced deceleration of prices in
nominal hourly compensation translated998. The chain-type price index for
into a 2 percent increase in real hourlypersonal consumption expenditures, the
pay, one of the largest on record in aneasure of consumer prices in the
series that goes back to the start of theational accounts, ros& percent after
1980s; the gain was bigger still if theincreasing ¥ percent in 1997. The
chain-type price index for personal con-chain-type price index for gross domes-
sumption expenditures is used as th#@c purchases—the broadest measure of
measure of consumer prices. Moreover,
the employment cost index does not cap- 1. since the end of 1994, the Bureau of Labor
ture some of the forms of compensatiorstatistics has taken a number of steps to make the
that employers have been using to attragensumer price index a more accurate price mea-

; . ure. The agency also introduced new weights into
and retain workers—for example’ StOClfhe CPI at the start of 1998. In total, these changes

options and signing bonuses. probably reduced the 1998 rise in the CPI by
Because of the rapid growth in laborsiightly less thanvz percentage point, relative to
productivity, unit labor costs have beerthe increase that would have been reported using

rising much less rapidly than hourly 8 e e hanges that ook effect
compensation In recent years. Th%\ 1998, the deceleration in the CPI last year

increase .in unit labor costs in the NoNyrobably would have been about half as large as
farm business sector was onlyzlper- was reported.

Prices
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prices paid by U.S. households, busisimilar patterns of change over the
nesses, and governments—increasamburse of the business cycle. Because
only ¥ percent in 1998 after moving the unemployment rate applies to the
up 1¥a percent over the previous yearentire economy, it presumably should be
The rise in the chain-type price indexa better indicator of the degree of pres-
for gross domestic product of slightly sure on resources in general. At present,
less than 1 percent was down from armowever, slack in the goods-producing
increase of ¥ percent in 1997. sector—a reflection of the sizable addi-
Developments in the external sectotions to capacity in this country and
helped to bring about the favorableexcess capacity abroad—seemingly has
inflation outcome of 1998. Consumersenforced a discipline of competitive
benefited directly from lower prices of price and cost control that has affected
finished goods purchased from abroadhe economy more generally.
Lower prices for imports probably also Prices this past year tended to be
held down the prices charged by domesweakest in the sectors most closely
tic producers, not only because busilinked to the external economy. The
nesses were concerned about losingrice of oil fell almost 40 percent from
market share to foreign competitors buDecember 1997 to December 1998. This
also because declines in commoditgrop triggered steep declines in the
prices in sluggish world markets helpedorices of petroleum products purchased
reduce domestic production costs talirectly by households. The retail price
some degree. of motor fuel fell about 15 percent over
In manufacturing, one of the sectorghe four quarters of the year, and the
most heavily affected by the softness irprice of home heating fuel also plunged.
demand from abroad, the rate of planWith the prices of natural gas and elec-
capacity utilization fell noticeably over tricity also falling, the CPI for energy
the year—even as the unemploymentvas down about 9 percent over the year
rate continued to decline. The diver-after having slipped 1 percent in 1997.
gence of these two key measures of Large declines in the prices of inter-
resource use—the capacity utilizatiomationally traded commodities other
rate and the unemployment rate—ighan oil pulled down the prices of many
unusual: They typically have exhibiteddomestically produced primary inputs.
The producer price index for crude
materials other than energy, which

Alternative Measures of Price Change reflects the prices charged by domestic
Percent producers of these goods, fell more than
Price measure 1097 1998 10 percent over the year. Howe_v_er,
because these non-oil commodities

Fixed-weight account for a small share of total pro-
°°£féiﬂ"d%§?8§c}“§n?gngr'g'y"' 1-3 ) 2, duction costs, the effect of their decline
' ' on inflation was much less visible fur-

Chaintype product. ... . o ther down the chain of production. Inter-
Gross domestic purchases....| 1.3 5 mediate materials prices excluding food

Pefsggggggggrggr{t'_éﬁ ________ 15 g and energy fell about percent over

Excluding food and energy ... 1.6 12 the four quarters of the year, and the

prices of finished goods excluding food
Note. Changes are based on quarterly averages al

are measured to the fourth quarter of the year indicate ngnd energy rose abouf/élpercent The
from the fourth quarter of the previous year. latter index was boosted, in part, by an
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unusually large hike in tobacco pricessubstantial gains. However, after the
that followed the settlement last fall of devaluation of the Russian ruble in
states’ litigation against the tobaccoAugust and subsequent difficulties in
companies. In the food sector as wellpther emerging market economies,
the effects of declining commodity investors appeared to reassess the risks
prices became less visible further dowrand uncertainties facing the U.S. econ-
the production chain; the PPI for fin-omy and concluded that more cautious
ished foods was about unchanged, opostures were in order. That sentiment
net, over the year, and price increases atas reinforced by the prospect of an
the retail level, though small, wereunwinding of positions by some highly
somewhat larger than those of the preleveraged investors. The resulting shift
ceding year. toward safe, liquid investments led to a
Consumer prices excluding those ofubstantial widening of risk spreads on
food and energy—the core CPIl—debtinstruments and to volatile changes
continued to rise in 1998, but not veryin the prices of many assets. Financial
rapidly. As measured by the CPI, thesenarket volatility and many risk spreads
prices increased nearly2percent from returned to more normal levels later in
the final quarter of 1997 to the finalthe year and early this year, as lower
quarter of 1998, a shade more thamnterest rates and robust economic data
in 1997. The chain-type price indexseemed to reassure market participants
for personal consumption expenditureshat the economy would remain sound,
excluding food and energy—the coreeven in the face of additional adverse
PCE price index—decelerated a bit furshocks from abroad. However, lenders
ther, rising at roughly half the pace ofremained more cautious than they had
the core CPI. Methodological differ- been in the first part of last year, espe-
ences between the two measures awally in the case of riskier credits.
numerous; some of the technical prob-
lems that haye plagued the_ CPI are lesﬁnerest Rates
pronounced in the PCE price measure,
but the latter also depends partly orOver the first half of 1998, short-term
imputations of prices for which observa-Treasury rates moved in a narrow range,
tions are not available. Both measuresanchored by unchanged monetary pol-
however, seemed to suggest that thiey, while yields on intermediate- and
underlying trend of consumer pricelong-term Treasury securities varied in
inflation remained low. A similar mes- response to the market’s shifting assess-
sage came from surveys of consumersnent of the likely impact of foreign
which showed expectations of futureeconomic difficulties on the U.S. econ-
price increases easing a bit further iromy. In late 1997 and into 1998, spread-
1998—although, as in other recening financial crises in Asia were associ-
years, the expected increases remaineded with declines in U.S. interest rates,
somewhat higher than actual priceas investors anticipated that weakness
increases. abroad would constrain U.S. economic
growth and cushion the impact of tight
U.S. labor markets on inflation. How-
ever, interest rates moved back up later
U.S. interest rates fluctuated in fairlyin the first quarter of 1998, as the U.S.
narrow ranges over the first half of 1998economy continued to expand at a
and most equity price indexes postedhealthy pace, fueled by hefty gains in

U.S. Financial Markets
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domestic demand. After a couple ofthe late summer showed up clearly in
months of small changes, Treasury ratesiutual fund flows. High-yield bond
fell in May and June, when concernsfunds, which had posted net inflows of
about foreign economies, particularly inmore than $1 billion each month from
Asia, once again led some observers tMay to July, saw a $3.4 billion outflow
expect weaker growth in the Unitedin August and inflows of less than
States and may also have boosted tH400 million in September and October
demand for safe Treasury securities reldbefore rebounding sharply in November.
tive to other instruments. By contrast, inflows to government bond
Treasury rates changed little, on netfunds jumped from less than $1 billion
in the early summer, but they slippedin July to more than $2 billion a month
lower in August, reflecting increasedin August and September. Equity mutual
concern about the Japanese econoniynds posted net outflows totaling nearly
and financial problems in Russia. Theb12 billion in August, the first monthly
default by Russia on some governmendutflow since 1990, and inflows over the
debt obligations and the devaluatiorrest of the year were well below those
of the ruble in mid-August not only earlier in the year.
resulted in sizable losses for some In part, the foreign difficulties were
investors but also undermined confitransmitted to U.S. markets by losses
dence in other emerging market econoincurred by leveraged investors—
mies. The currencies of many of theséncluding banks, brokerage houses, and
economies came under substantial presiedge funds—as the prospects for dis-
sure, and the market value of the intertress sales of riskier assets by such
national debt obligations of someinvestors weighed on market sentiment,
countries declined sharply. U.S. invesdepressing prices. Many of these entities
tors shared in the resulting losses, andid reduce the scale of their operations
U.S. economic growth and the profitsand trim their risk exposures, respond-
of U.S. companies were perceived tang to pressures from more cautious
be vulnerable. In these circumstancesiounterparties. As a result, liquidity in
many investors, both here and abroadnany markets declined sharply, with
appeared to reassess the riskiness bfd—asked spreads widening and large
various counterparties and investmentgansactions becoming more difficult
and to become less willing to bear riskto complete. Even in the market for
The resulting shift of demand towardTreasury securities, investors showed an
safety and liquidity led to declinesincreased preference for the liquidity
of 40 to 75 basis points in Treasuryoffered by the most recent issues at each
coupon yields between mid-August andnaturity, and the yields on these more
mid-September. In contrast, yields oractively traded “on-the-run” securities
higher-quality private securities fell fell noticeably relative to those available
much less, and those on issues of loweorn “off-the-run” issues, the ones that
rated firms increased sharply. As é&had been outstanding longer.
result, spreads of private rates over Conditions in U.S. financial markets
Treasury rates rose substantially, reactdeteriorated further following revela-
ing levels not seen for many years, andions in mid-September of the magni-
issuance of corporate securities droppetlide of the positions and the extent of
sharply. the losses of a major hedge fund, Long-
The desire of investors to limit risk- Term Capital Management. LTCM indi-
taking as markets became troubled ircated that it sought high rates of return
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primarily by identifying small discrep- Because of the potential for firms
ancies in the prices of different instru-such as LTCM to have a large influence
ments relative to historical norms andon U.S. financial markets, Treasury Sec-
then taking highly leveraged positionsretary Robert Rubin asked the Presi-
in those instruments in the expectatiodent’s Working Group on Financial
that market prices would revert to suchMarkets to study the economic and regu-
norms over time. In pursuing its strat-latory implications of the operations of
egy, LTCM took very large positions, firms like LTCM and their relationships
some of which were in relatively small with their creditors. In addition, the
and illiquid markets. extraordinary degree of leverage with
LTCM was quite successful betweerwhich LTCM was able to operate has
1995 and 1997, but the shocks hittinded the federal agencies responsible for
world financial markets last August gen-the prudential oversight of the fund’'s
erated substantial losses for the firmcreditors and counterparties to under-
Losses mounted in September, anthke reviews of the practices those firms
before new investors could be found, themployed in managing their risks. These
firm encountered difficulties meetingreviews have suggested significant
liquidity demands arising from its collat- weaknesses in the risk-management
eral agreements with its creditors angractices of many firms in their dealings
counterparties. With world financial with LTCM and—albeit to a lesser
markets already suffering from height-degree—in their dealings with other
ened risk aversion and illiquidity, offi- highly leveraged entities. Few counter-
cials of the Federal Reserve Bank oparties seem to have had a complete
New York judged that the precipitousunderstanding of LTCM's risk profile,
unwinding of LTCM'’'s portfolio that and their credit decisions were heavily
would follow the firm’s default would influenced by the firm’s reputation and
significantly add to market problems,strong past performance. Moreover,
would distort market prices, and couldLTCM’s counterparties did not impose
impose large losses, not just on LTCM’ssufficiently tight limits on their expo-
creditors and counterparties, but also osures to LTCM, in part because they
other market participants not directlyrelied on collateral agreements requiring
involved with LTCM. frequent marking to market to limit
In an effort to avoid these difficulties, the risk of their exposures. While these
the Federal Reserve Bank of New Yorkagreements generally provided for col-
contacted the major creditors and counkateral with a value sufficient to cover
terparties of LTCM to see if an alterna-current credit exposures, they did not
tive to forcing LTCM into bankruptcy deal adequately with the potential for
could be found. At the same time,future increases in exposures from
Reserve Bank officials informed somechanges in market values. This short-
of their colleagues at the Federakoming was especially important in
Reserve Board, the Treasury, and othetealings with a firm like LTCM, which
financial regulators of their activities.had such large positions in illiquid
Subsequent discussions among LTCM’'snarkets that its liquidation would
creditors and counterparties led to adikely have moved prices sharply against
agreement by the private-sector partiegs creditors. In such cases, creditors
to provide an additional $8 billion of need to take further steps to limit their
capital to LTCM in return for a 90 per- potential future exposures, which might
cent equity stake in the firm. include requiring additional collateral
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or simply scaling back their activity with In the high-yield bond market, investors
such firms. appeared to be more hesitant, especially
The private-sector agreement tdor all but the best-known issuers, and
recapitalize LTCM allowed its positions the volume of junk bond issuance picked
to be reduced in an orderly manner oveup less. In the commercial paper market,
time, rather than in an abrupt fire saleyields on higher-quality paper declined;
Nonetheless, the actual and anticipategields on lower-quality paper remained
unwinding of LTCM’s portfolio, as well elevated, however, and some lower-tier
as actual and anticipated sales by othdirms reportedly drew on their bank lines
similarly placed leveraged investorsfor funding, giving a further boost to
likely contributed materially to the tre- bank business lending, which had begun
mendous volatility of financial marketsto pick up during the summer.
in early October. Market expectations of Market conditions improved a bit
asset price volatility going forward, asfurther immediately after the Federal
reflected in options prices, rose sharplyReserve’s November rate cut, but some
as bid-asked spreads and the premiumeasures of market stress rose again in
for on-the-run securities widened. Long4ate November and in December. In part,
term Treasury yields briefly dipped tothis deterioration reflected widespread
their lowest levels in more than thirty warnings of lower-than-expected corpo-
years, in part because of large demandhte profits, a weakening economic out-
shifts resulting from concerns aboutiook for Europe, and renewed concerns
the safety and liquidity of private andabout the situation in Brazil. In addition,
emerging market securities. Spreads ofith risk a greater-than-usual concern,
rates on corporate bonds over those ofome market participants were likely
comparable Treasury securities roséess willing to hold lower-rated securi-
considerably, and issuance of corporatées over year-end, when they would
bonds, especially by lower-rated firmshave to be reported in annual financial
remained very low. statements. As a result, liquidity in some
By mid-October, however, marketmarkets appeared to be curtailed, and
conditions had stopped deterioratingprice  movements were exaggerated.
and they began to improve somewhalhese effects were particularly notice-
in the days and weeks following the cutable in the commercial paper market:
in the federal funds rate on October 15The spread between rates on top-tier
between Federal Open Market Commitand lower-tier thirty-day paper jumped
tee meetings. Internationally coordi-almost 40 basis points on December 2,
nated efforts to help Brazil cope with itswhen that maturity crossed year-end,
financial difficulties, culminating in the and then reversed the rise late in the
announcement of an IMF-led supportmonth.
package in mid-November, contributed By shortly after year-end, some mea-
to the easing of market strains. In thesures of market stress had eased con-
Treasury market, bid—asked spreads nasiderably from their levels in the fall,
rowed a bit and the premium for on-the-although markets remained somewhat
run issues declined. With the earlieilliquid relative to historical norms,
flight to quality and liquidity unwinding, and risk spreads on corporate bonds
Treasury rates backed up considerablgtayed quite elevated. Nonetheless, with
Corporate bond spreads reversed a pafteasury yields very low, corporate
of their earlier rise, and investment-bond rates were apparently perceived
grade bond issuance rebounded sharplgs advantageous, and—following a lull
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around year-end—many corporate borAfter Russia devalued the ruble and
rowers brought new issues to marketdefaulted on some debts in mid-August,
The devaluation and subsequent floafarices fell further, reflecting the general
ing of the Brazilianreal in mid-January turbulence in global financial markets.
had a relatively small effect on U.S.By the end of the month, most equity
financial markets. More recently,indexes had fallen back to roughly their
intermediate- and long-term Treasuryjevels at the start of the year. Commer-
rates have increased, as incoming datgal bank and investment bank stocks
have continued to show the economyell particularly sharply, as investors
expanding briskly, and investors havebecame concerned about the effect on
come to believe that no further easinghese institutions’ profits of emerging
of Federal Reserve policy is likely. market difficulties and of substantial
declines in the values of some assets.
Equity prices rose for a time in Septem-
ber but then fell back by early October
Most equity indexes rose strongly,before rebounding as market disloca-
on balance, in 1998, with the Nasdagions eased and interest rates on many
Composite Index up nearly 40 percentprivate obligations fell. By December,
the S&P 500 Composite Index risingmost major indexes were back near
more than 25 percent, and the Dowtheir July highs, although the Russell
Jones Industrial Average and the NYSE2000 remained below its earlier peak.
Composite Index advancing more than In late December, and into the new
15 percent. Small capitalization stocksyear, stock prices continued to advance,
underperformed those of larger firmswith several indexes reaching new
with the Russell 2000 Index off 3 per-highs in January. The devaluation of the
cent over the year. The variation in stockBrazilianreal caused some firms’ shares
prices over the course of the year waso drop as investors reevaluated pros-
extremely wide. Prices increased subpective earnings from Latin American
stantially over the first few months of operations, but all the major stock
1998, as concerns eased that Asian ecoidexes posted gains in January; the
nomic problems could lead to a slow-Nasdag advanced nearly 15 percent over
down in the United States and to a conthe month, driven by large advances in
sequent decline in profits. The majorthe stock prices of high-technology
indexes declined, on balance, over théirms, especially those related to the
following couple of months before Internet. More recently, however, stock
rising sharply, in some cases to newprices fell back, as interest rates rose
records, in late June and early July, omnd some investors apparently con-
increasing confidence about the outlookluded that prices had risen too far,
for earnings. The main exception wagyiven the outlook for earnings.
the Russell 2000; small capitalization The increase in equity prices last year
stocks fell more substantially in theand early this year, coupled with the
spring, and their rise in July was rela-slowing of earnings growth, left many
tively muted. valuation measures beyond their his-
Rising concerns about the outlooktorical ranges. After ticking higher in
for Japan and other Asian economies, ahe late summer and early autumn, the
well as the deepening financial prob-atio of consensus estimates of earnings
lems in Russia, caused stock prices tover the coming twelve months to prices
retrace their July gains by early Augustin the S&P 500 later fell back, dropping

Equity Prices
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to a new low in January. In part, thefederal debt expanded about 9 percent
decline in this measure over the paslast year, more than 2 percentage points
year likely reflected lower real long- faster than in 1997. By contrast, federal
term bond yields. For example, as meadebt declined ¥ percent, following a
sured by the difference between theise of¥4 percent the previous year.
ten-year nominal Treasury yield and Credit market instruments on the
inflation expectations reported in thebooks of depository institutions rose at a
Philadelphia Federal Reserve Bank'somewhat slower pace than did the debt
survey of professional forecasters, reahggregate, posting &b percent rise in
yields fell appreciably between late1998, about half a percentage point less
1997 and early 1999. (The yield onthan in 1997. Growth in depository
ten-year inflation-indexed Treasurycredit picked up in the second half of the
securities actually rose somewhat lasyear, as the turbulence in financial mar-
year. However, the increase may havéets apparently led many firms to substi-
reflected the securities’ lack of liquidity tute bank loans for funds raised in the
and the substantial rise in the premiummarkets. Banks also added considerably
investors were willing to pay for liquid- to their holdings of securities in the third
ity.) Since mid-1998, the real interestand fourth quarters, in part reflecting
rate has declined somewhat more thathe attractive spreads available on non-
the forward earnings yield on stocks,Treasury debt instruments.
and the spread between the two conse- Financial firms also appeared to turn
quently increased a bit, perhaps reflectto banks for funding when the financial
ing the greater sense of risk in financiamarkets were volatile, and U.S. banks
markets. Nonetheless, the spread hasibstantially expanded their lending to
remained quite small relative to histori-financial firms through repurchase
cal norms: Investors may be anticipatingagreements and loans to purchase and
rapid long-term earnings growth—carry securities. As a result, growth of
consistent with the expectations of secutotal bank credit, adjusted to remove the
rities analysts—and they may still beeffects of mark-to-market accounting
satisfied with a lower risk premium for rules, accelerated to ¥® percent on a
holding stocks than they have demandefburth-quarter to fourth-quarter basis,
historically. the largest annual increase in more than
a decade.

Debt and the Monetary Aggregates
The Monetary Aggregates

Debt and Depository Intermediation The broad monetary aggregates ex-

From the fourth quarter of 1997 to thepanded very rapidly last year. From the
fourth quarter of 1998, the total debt offourth quarter of 1997 to the fourth
the U.S. household, government, anduarter of 1998, M2 increased’8per-
nonfinancial business sectors increasezknt, placing it well above the upper
about &4 percent, in the top half of its bound of its 1 percent to 5 percent range.
3 percent to 7 percent range and considdowever, as the FOMC noted last
erably faster than nominal GDP. Buoyed-ebruary, this range was intended as a
by strong spending on durable goodshenchmark for money growth under
housing, and business investment, asonditions of stable prices, real eco-
well as by merger and acquisition activ-nomic growth near trend, and historical
ity that substituted debt for equity, non-velocity relationships. Part of the excess
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of M2 above its range was the result However, the bulk of the decline
of faster growth in nominal spendingcannot be explained on the basis of
than would likely be consistent with sus-the historical relationship between the
tained price stability. In addition, thevelocity of M2 and this measure of
velocity of M2 (defined as the ratio of its opportunity cost. Three factors not
nominal GDP to M2) fell 3 percent. captured in that relationship likely con-
Some of the decline resulted from theributed to the drop in velocity. First,
decrease in short-term market interedtouseholds seem to have allocated an
rates last year—as usual, rates on deposicreased share of savings flows to
its fell more slowly than market rates,monetary assets rather than equities fol-
reducing the opportunity cost of holdinglowing several years of outsized gains
M2 (defined as the difference betweernn stock market wealth. Second, some
the rate on Treasury bills and the averevidence suggests that in the 1990s the
age return on M2 assets). demand for M2 assets has become more
sensitive to longer-term interest rates
and to the slope of the yield curve, and

Growth of Money and Debt so the decline in long-term Treasury

Percent yields last year, and the consequent
pomestic  Tlattening of the yield curve, may have
Period Mi | wm2 | wms |, nonm- increased the relative attractiveness of

financial . "
debt M2 assets. Finally, a critical source of

the especially rapid M2 expansion in the
fourth quarter likely was an increased

4.2 5.6 6.4 9.1 . . .
6 52 41 75 demand for safe, liquid assets as inves-
42 42 19 67 tors responded to the heightened volatil-
80 31 12 45 ity in financial markets. With some of
e 1% 5 43 these safe-haven flows likely being
25 .6 1.7 4.9 i
1995........... -1.6 3.9 6.1 5.4 reversed' grOWt.h In the broad monetary
aggregates, while still brisk, has slowed
tog7 vl 13 58 ss 5o  appreciably early this year.
1998........... 18 85 110 6.3 M3 expanded even faster than M2
Quarterly in 1998, posting an 11 percent rise on a

(annual ratep fourth-quarter to fourth-quarter basis.

1998:821 ''''''''''''''' ei% 77% }83 g;i Last year's growth was the fastest since
3. -2.0 6.9 8.6 6.0
84 _______ S 1981 and left the aggregate well above

the top end of its 2 percent to 6 per-
NoTE. M1 consists of currency, travelers checks, de-CENt growth range. As with M2, how-
mand deposits, and other checkable deposits. M2 consisgyver, the FOMC established the M3

of M1 plus savings deposits (including money market

deposit accounts), small-denomination time deposits, anﬁangg _as a benchmark fO.I’ growth U”qer
balances in retail money market funds. M3 consists of MxONditions of stable prices, sustain-
plus large-denomination time deposits, balances in instituab|e output growth, and the historical

tional money market funds, RP liabilities (overnight and . . .
term), and Eurodollars (overnight and term). Debt conbehaVIor of velocny. The rap|d grovvth

sists of the outstanding credit market debt of the USOf M3 in part simply reflected the rise

government, state and local governments, households an e _ _
nonprofit organizations, nonfinancial businesses, anI M2. In addltlon’ the non-M2 com

farms. ponents of M3 increased ¥B percent
1. From average for fourth quarter of preceding year tqgyer the year, foIIowing an even |arger

average for fourth quarter of year indicated. : . .
2. From average for preceding quarter to average fofadvance in 1997. The substantial rise

quarter indicated. in these components last year was
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partly the result of the funding of the grams for other checkable deposits,
robust growth in bank credit with man-which had driven double-digit declines
aged liabilities, many of which are inin such deposits over the previous three
M3. However, M3 growth was boostedyears, were less important in 1998, and,
to an even greater extent by flows intowvith nominal spending strong and inter-
institution-only money funds, which est rates lower, other checkable deposits
have been expanding rapidly in recentvere about unchanged on the year.
years as they have increased their share As a result of the introduction of retail
of the corporate cash management bussweep accounts, the average level of
ness. Because investments in thesequired reserve balances (balances that
funds substitute for business holdingsnust be held at Reserve Banks to meet
of short-term assets that are not imeserve requirements) has trended lower
M3, their rise has generated an increasever the past few years. The decline
in M3 growth. In addition, institution- has been associated with an increase
only funds pay rates that tend to lagn banks’ required clearing balances,
movements in market rates, and so theiwhich are balances that banks agree in
relative attractiveness was temporarilyadvance to hold at their Federal Reserve
enhanced—and their growth rateBank in order to facilitate the clearing
boosted—by declines in short-term marof their payments. Unlike required
ket interest rates late last year. reserve balances, banks earn credits
M1 increased ¥+ percent over the on their required clearing balances that
four quarters of 1998, its first annualcan be applied to the use of Federal
increase since 1994. Currency expandeldeserve priced services. Despite the
at an &4 percent pace, its largest riseincrease in required clearing balances,
since 1994. The increase apparentlyequired operating balances, which are
reflected continued strong foreign shipthe sum of required reserve balances
ments, though at a slower pace than iand required clearing balances, have
1997, and a sharp acceleration in domesteclined over the past few years and in
tic demand. Deposits in M1 declinedlate 1998 reached their lowest level in
further in 1998, reflecting the continuedseveral decades.
introduction of retail “sweep” pro-  The decline in required operating bal-
grams. Growth of M1 deposits has beemnces has generated concerns about
depressed for a number of years by these possible increase in the volatility of
programs, which shift—or “sweep”— the federal funds rate. Because a bank’s
balances from household transactionsequired level of operating balances
accounts, which are subject to reservenust be met only on average over a
requirements, into savings accountsiwo-week maintenance period, banks are
which are not. Because the funds aré&ee to allocate their reserve holdings
shifted back to transactions accountacross the days of a maintenance period
when needed, depositors’ access to theiin order to minimize their reserve costs.
funds is not affected by these programsHowever, banks must also manage their
However, banks benefit from the reducteserves in order to avoid overdrafts,
tion in holdings of required reserves,which the Federal Reserve discourages
which do not pay interest. Over 1998 through administrative measures and
sweep programs for demand depositinancial penalties. Thus, as required
accounts became more popular, contribeperating balances decline toward the
uting to a 4% percent decline in such minimum level needed to clear banks’
balances. By contrast, new sweep praransactions, banks are less and less able
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to respond to fluctuations in the federaterparty credit limits, or shifted more
funds rate by lending funds when theof their placements from term to over-
rate is high and borrowing when the ratenight maturities. The heightened atten-
is low. As a result, when required oper-tion to credit quality also made banks
ating balances are low, the federal fundtess willing to borrow at the discount
rate is likely to rise further than it other- window, because they were concerned
wise would when demands for reserveshat other market participants might
are unexpectedly strong or suppliegletect their borrowing and interpret it as
weak; conversely, the federal funds rate sign of financial weakness. As a result,
is likely to fall more in the event many banks that were net takers of
of weaker-than-expected demand ofunds in short-term markets attempted
stronger-than-expected supply. One wato lock in their funding earlier in the
to ease this difficulty would be to pay morning. On net, these forces boosted
interest on required reserve balanceshe demand for reserves and put upward
which would reduce banks’ incentivespressure on the federal funds rate early
to expend resources on sweeps and other the day. To buffer the effect of these
efforts to minimize these balances. changes on volatility in the federal
Despite the low level of required funds market, the Federal Reserve
operating balances, the federal fundicreased the supply of reserves and,
rate did not become noticeably moreat times, responded to the level of the
volatile over the spring and summer offederal funds rate early in the day
1998. In part, this result reflected morewhen deciding on the need for market
frequent overnight open market operaeperations. Because demand had shifted
tions by the Federal Reserve to betteto earlier in the day, however, the fed-
match the daily demand for and supplyeral funds rate often fell appreciably
of reserves. Also, banks likely improvedbelow its target level by the end of the
the management of their accounts aday.
the Federal Reserve Banks. Moreover, At its November meeting, the FOMC
large banks apparently increased themmended the Authorization for Domes-
willingness to borrow at the discounttic Open Market Operations to extend
window. The Federal Reserve’s decithe permitted maturity of System repur-
sion to return to lagged reserve accounthase agreements from fifteen to sixty
ing at the end of July also likely contrib- days. Over the remainder of 1998, the
uted to reduced volatility in the federalDomestic Trading Desk made use of
funds market by enhancing somewhathis new authority on three occasions,
the ability of both banks and the Federahrranging System repurchase agree-
Reserve to forecast reserve demand. ments with maturities of thirty to forty-
In the latter part of 1998 and into five days to meet anticipated seasonal
1999, however, the federal funds rateeserve demands over year-end. While
was more volatile. The increase maythe Desk had in the past purchased
have owed partly to further reductionsinflation-indexed securities when roll-
in required operating balances resultingng over holdings of maturing nominal
from new sweep programs, but othesecurities, it undertook its first outright
factors were probably more importantopen market purchase devoted solely to
at least for a time. Market participantsinflation-indexed Treasury securities in
were scrutinizing borrowing banks morel1998, thereby according those securities
closely, and in some cases lenders pargdde same status in open market opera-
or more tightly administered their coun-tions as other Treasury securities.
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International Developments narrower range and ended the period
little changed against the dollar. In Sep-
In 1998, developments in interna-tember, Malaysia imposed capital and
tional financial markets continued to beexchange controls, fixing the ringgit’'s
dominated by the unfolding crises inexchange rate against the dollar. The
emerging markets that had beguHong Kong dollar came under pressure
in Thailand in 1997. Financial marketat times during the year, but its peg to
turbulence spread to other emerginghe U.S. dollar remained intact, although
markets around the globe, spilling overat the cost of interest rates that were at
from Korea, Indonesia, Malaysia,times considerably elevated. Short-term
Singapore, the Philippines, and Hongnterest rates in Asian economies other
Kong in late 1997 and in the first partthan Indonesia declined in 1998, and as
of 1998 to Russia in the summer, andome stability returned to Indonesian
to Latin America, particularly Brazil, markets near the end of the year, short-
shortly thereafter. The Asian crisis conterm rates in that nation began to retreat
tributed to a deepening recession irirom their highs.
Japan last year, and as the year pro- As the year progressed, the financial
gressed, growth in several other majostorm moved from Asia to Russia.
foreign industrial economies slowed adAt first the Russian central bank was
well. able to defend the ruble’s peg to the
At the beginning of 1998, many Asiandollar with interest rate increases and
currencies were declining or were undesporadic intervention. By midyear, how-
pressure. The Indonesian rupiah droppeelver, the government’s failure to reach
sharply in January, amid widespreada new assistance agreement with the
rioting and talk of a coup, and fell againinternational Monetary Fund, reported
in May and June, as the deepeninghortfalls in tax revenues, and the dis-
recession prompted more social unresuption of rail travel by striking coal
and ultimately the ouster of Presidenminers protesting late wage payments
Suharto. Some of the rupiah’s lossebrought to the fore the deep structural
were reversed in the second half of thend political problems faced by Russia.
year, following the relatively orderly In addition, declining oil prices were
transition of power to President Habibielowering government revenues and
Tighter Indonesian monetary policy,worsening the current account. As a
which pushed short-term interest ratesesult of these difficulties, the ruble
as high as 70 percent by July, contribeame under renewed pressure, forcing
uted to the rupiah’s recovery. On bal-Russian interest rates sharply higher,
ance, between December 1997 andnd Russian equity prices fell abruptly.
December 1998, the rupiah depreciated disbursement of $4.8 billion from the
more than 35 percent against the dollarIMF in July was quickly spent to keep
In contrast, the Thai baht and Korearthe currency near its level of 6.2 rubles
won, which had declined sharply inper dollar, but the lack of progress on
1997, gained more than 20 percentiscal reform put the next IMF tranche
against the dollar over the course ofn doubt.
1998. Policy reforms and stable political On August 17, Russia announced a
environments helped boost these currerdevaluation of the ruble and a mora-
cies. Between these extremes, the cuterium on servicing official short-term
rencies of the Philippines, Malaysia,debt. Subsequently, the ruble depreci-
Singapore, and Taiwan fluctuated in ated more than 70 percent against the
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dollar, the government imposed conditember and October. The details of the
tions on most of its foreign and domes-$41.5 billion loan package were
tic debt that implied substantial lossesannounced in November, but after the
for creditors, and many Russian finanpackage was approved by the IMF in
cial institutions became insolvent. Theearly December, Brazil's Congress
events in Russia precipitated a globatejected a part of the government’s fis-
increase in financial market turbulencecal austerity plan, sparking renewed
including a pullback of credit to highly financial turmoil. In mid-December,
leveraged investors and a widenindgs9.3 billion of the loan package was
of credit spreads in emerging marketisbursed, but as the year ended, the
economies and in many industrialcontinuing pressure from investors
countries, which did not abate until afterseeking to take funds out of Brazil put
central banks in a number of industrialthe long-run viability of the crawling
countries eased policy in the fall. exchange rate peg in doubt. Theal
Latin American financial markets came under pressure again in early Janu-
were only moderately disrupted by theary after the state of Minas Gerais
Asian and Russian problems duringhreatened not to pay its debt to the
the first half of 1998. The reaction tofederal government. On January 13, the
the Russian default, however, was swifteal was devalued 8 percent, and two
and strong, and the prices of Latindays later it was allowed to float. Since
American assets fell precipitously. Thethe end of 1998, theeal has depreciated
spreads between yields on Latin Amerinearly 38 percent against the dollar, and
can Brady bonds and comparable U.Sapital flight from Brazil has likely per-
Treasuries widened considerably (withsisted. The collapse of theal exerted
increases ranging from 900 basis pointsome downward pressure on the curren-
in Argentina to 1500 basis points incies of other Latin American countries.
Brazil) and peaked in early SeptembeiThus far, however, contagion has been
before retracing part of the rise. Latinmore limited than it was after the
American equity prices plunged, endingRussian devaluation; unlike Russia,
the year down 25 percent or more. SevBrazil has continued to meet debt ser-
eral currencies came under pressur@jce obligations, and investors appar-
despite sharp increases in short-terrantly had an opportunity to adjust posi-
interest rates. The Mexican peso, whichions in advance of the devaluation
was also weakened by the effects oand have drawn a distinction between
falling oil prices, depreciated 18 percenBrazil's problems and those of other
against the dollar over the year. Theeconomies.
Colombian peso and the Ecuadorian The fallout from the financial crises
sucre were devalued, but Argentina’shat hit several Asian emerging mar-
currency board arrangement survived. ket economies in late 1997 triggered a
Brazil's central bank defended thefurther decline in output in the region in
real’s crawling peg until mid-January early 1998. In the countries most heavily
1999 but is estimated to have used moraffected—Thailand, Korea, Malaysia,
than half of the $75 billion in foreign and Indonesia—output dropped at
exchange reserves it had amassed as @duble-digit annual rates in the first
last April. Anticipation of the IMF-led half of the year, as credit disruptions,
financial assistance package for Braziwidespread failures in the financial
helped spur a partial recovery in Latinand corporate sectors, and a resulting
American asset markets in late Sephigh degree of economic uncertainty



Monetary Policy Reports, February 63

depressed activity severely. Output irfrom the Asian financial turbulence was
Hong Kong also dropped in early 1998Jimited. The Russian financial crisis in
as interest rates rose sharply amid pregwgust, in contrast, had a strong impact
sure on its currency peg. Later in theon real activity in Latin America, par-
year, with financial conditions in mostticularly Brazil and Argentina, where
of the Asian crisis countries stabilizinginterest rates moved sharply higher in
somewhat, output started to bottom outresponse to exchange rate pressures.
The Asian crisis had a relatively mod-Output in both countries is estimated to
erate effect on China, although it mayhave declined in the second half of the
have encouraged authorities in thayear at annual rates of about 5 percent.
country to move ahead more quicklyActivity in Mexico and Venezuela was
with various financial sector reforms.also depressed by lower oil export
Financial tensions mounted early thisevenues. Inflation rates in Latin Ameri-
year as foreign investors have reactedan countries were little changed in
with concern to the failure of the 1998 and ranged from 1 percent in
Guangdong International Trust andArgentina and 3 percent in Brazil to
Investment Corporation. Chinese growtt81 percent in Venezuela.
remained fairly strong throughout The dollar's value, measured on a
1998, despite a dramatic slowdown intrade-weighted basis against the cur-
the growth of exports. rencies of a broad group of important
Inflation in the Asian developing U.S. trading partners, rose almost 7 per-
economies rose only moderately orcent during the first eight months of
average in 1998, as the inflationaryl998, but it then fell, by December
effects of currency depreciations in theeaching a level about 2 percent above
region were largely offset by the defla-its year-earlier level. (When adjusted for
tionary influence of very weak domesticchanges in U.S. and foreign consumer
activity. The current account balances oprice levels, the real value of the dollar
the Asian crisis countries swung intoin December 1998 was about 1 percent
substantial surplus last year, reflecting delow its level in December 1997.)
sharp drop in imports resulting from theBefore the Russian default, the dollar
falloff in domestic demand as well aswas supported by the robust pace of U.S.
improvement in the countries’ competi-economic activity, which at times gener-
tive positions associated with the subated expectations that monetary policy
stantial depreciations of their currenciesvould be tightened and which con-
in late 1997 and early 1998. trasted with weakening economic activ-
In Russia, economic activity declinedity abroad, especially in Japan. Occa-
last year as interest rates were pushed gionally, however, the positive influence
in an attempt to fend off pressure on thef the strong economy was countered by
ruble. After the August debt moratoriumworries about growing U.S. external
and ruble devaluation, output droppedieficits. From August through October,
sharply, ending the year down abouin the aftermath of the Russian finan-
10 percent from its year-earlier level.cial meltdown, concerns that increased
The ruble collapse triggered a surge irdifficulties in Latin America might affect
inflation to a triple-digit annual rate dur- the U.S. economy disproportionately, as
ing the latter part of the year. well as expectations of lower U.S. inter-
In Latin America, the pace of eco-est rates, weighed on the value of the
nomic activity slowed only moderately dollar, and it fell sharply. The broad
in the first half of 1998, as the spilloverindex of the dollar's exchange value
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eased a bit further during the fourththe yen in 1998, reversing most of its
quarter of the year. So far in 1999, thenet gain during 1997. It depreciated fur-
dollar has gained nearly 3 percent irther against the yen in early 1999, hit-
terms of the broad index. ting a two-year low on January 11, but it
Against the currencies of the majorthen rebounded somewhat amid reports
foreign industrial countries, the dollarof intervention purchases of dollars by
declined 2 percent in nominal terms ovethe Bank of Japan. More recently, the
1998, on balance, reversing some oBank of Japan has eased monetary pol-
its 10 percent appreciation the precedicy further, and the dollar has strength-
ing year. Among these currencies, thened against the yen. So far this year,
dollar's value fluctuated most widely the dollar has gained about 7 percent
against the Japanese yen. The dollar ros@ainst the yen.
against the yen during the first half Japanese economic activity con-
of the year as a result of concerns aboutacted in 1998, as the country remained
the effects of the Asian crisis on thein its most protracted recession of the
already-weak Japanese economy armbstwar era. Business and residential
further signs of deepening recession anthvestment plunged, and private con-
persistent banking system problems isumption stagnated, more than offset-
that country. It reached a level of almosting positive contributions from govern-
147 yen per dollar in mid-June, prompt-ment spending and net exports. Core
ing coordinated intervention by U.S. andconsumer prices declined slightly, while
Japanese authorities in foreign exchangsholesale prices fell almost¥4 per-
markets that helped to contain furthercent. In April, the Japanese government
downward pressure on the yen. The dolannounced a large fiscal stimulus pack-
lar resumed its appreciation against thage. During the final two months of the
yen, albeit at a slower pace, in July and/ear, the government announced another
early August. set of fiscal measures slated for imple-
The turning point in the dollar—yen mentation during 1999, which included
rate came after the Russian collapsggermanent personal and corporate
amid the global flight from risk that income tax cuts, various incentives for
caused liquidity to dry up in the marketsinvestment, and further increases in pub-
for many assets. During the first weeHic expenditures.
of October, the dollar dropped nearly Against the German mark, the dollar
14 percent against the yen in extremelylepreciated about 6 percent, on net, dur-
illiquid trading conditions. Although ing 1998. Late in the year the dollar
fundamental factors in Japan, such asoved up against the mark, as evidence
progress on bank reform, fiscal stimu-of a European growth slowdown raised
lus, and the widening trade surplus mayexpectations of easier monetary condi-
have helped boost the yen against théons in Europe. In the event, monetary
dollar, market commentary at the timepolicy was eased sooner than market
focused on reports that some internaparticipants had expected, with a coordi-
tional investors were buying largenated European interest rate cut coming
amounts of yen. These large purchasédn early December.
reportedly were needed to unwind posi- A major event at the turn of the year
tions in which investors had used yernwas the birth of the euro, which marked
loans to finance a variety of speculativedhe beginning of Stage Three of Euro-
investments. On balance, the dollapean Economic and Monetary Union
depreciated almost 10 percent againgEMU). On December 31, the rates
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locking the euro with the eleven legacyyear. The deceleration was sharper in
currencies were determined; basethe United Kingdom than in Canada.
on these rates, the value of the euro dt.K. inflation eased slightly to near
the moment of its creation wasits target rate, while Canadian inflation
$1.16675. Trading in the euro openedemained near the bottom of its target
on January 4, with the first tradesrange. In response to weaker economic
reflecting a significant premium for activity as well as to the expected effects
the euro over its initial value. As theof the global financial turmoil, both
first week of trading progressed, howthe Bank of Canada and the Bank of
ever, the initial euphoria wore off, andEngland have lowered official interest
so far this year the dollar has strengthrates since September.
ened more than 5 percent against The general trend toward easier
the euro, partly reflecting better-than-monetary conditions was reflected in
expected economic data in the Unitedleclines in short-term interest rates in
States, contrasted with weaker-thanalmost all the G-10 countries during
expected data in the euro area. the year. Interest rates in the euro area
In the eleven European countrieconverged to relatively low German
whose currencies are now fixed againdevels in anticipation of the launch of
the euro, output growth slowed moderthe third stage of EMU. Yields on ten-
ately over the course of 1998, as neyear government bonds in the major
exports weakened and business senfiereign industrial countries declined
ment worsened. Unemployment ratesignificantly over the course of the year,
came down slightly, but the average ofas economic activity slowed, inflation
these rates remained in the double-digitontinued to moderate, and investors
range. Consumer price inflation contin-sought safer assets. Between December
ued to slow, helped by lower oil prices.1997 and December 1998, ten-year
In December, the harmonized CPI forinterest rates fell 180 basis points in the
the eleven countries stoo#k: percent United Kingdom and 150 basis points
above its year-earlier level, meeting thén Germany. The ten-year rate fell only
European Central Bank’s primary objec-30 basis points in Japan, on balance,
tive of inflation below 2 percent. declining about 90 basis points over the
Between December 1997 and Decentirst ten months of the year but backing
ber 1998, the average value of the dollaup in November and December. Market
changed little against the British poundparticipants attributed the increase to
but rose 8 percent against the Canadiaroncerns that the demand for bonds
dollar. Weakness in primary commoditywould be insufficient to meet the surge
prices, including oil, likely depressedin debt issuance associated with the lat-
the value of the Canadian dollar. Theest fiscal stimulus package.
Bank of Canada raised official rates in Share prices on European stock
January 1998 and again in August, irexchanges posted another round of
response to currency market pressurestrong advances last year, with price
The Bank of England raised official indexes rising 8 percent in the United
rates in June 1998 to counter inflatiorKingdom, about 15 percent in Germany,
pressures. Tighter monetary conditionsiearly 29 percent in France, and 41 per-
in both countries, as well as a declinecent in Italy. In contrast, Japanese equity
in net exports associated with globabprices fell more than 9 percent in 1998,
difficulties, contributed to a slowing of and Canadian share prices decreased
output growth in the second half of the4 percent. After a considerable run-up
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earlier in the year, share prices aroundies at increasingly attractive prices,
the globe fell sharply in August andfirms have been investing heavily in
September, but they rebounded in subs&ew capital equipment; this investment
quent months as the Federal Reserveas boosted productivity and living
and central banks in many other indusstandards while holding down the rise
trial countries eased monetary policy. in costs and prices.

On November 17, the FOMC voted Two of the major threats faced by
unanimously to reauthorize Federathe economy in late 1998—economic
Reserve participation in the Northdownturns in many foreign nations
American  Framework  Agreementand turmoil in financial markets around
(NAFA), established in 1994, and in thethe world—receded over the first half
associated bilateral reciprocal currencyf this year. Economic conditions over-
swap arrangements with the Bank ofeas improved on a broad front. In Asia,
Canada and the Bank of Mexico. Onactivity picked up in the emerging-
December 7, the Secretary of the Treamarket economies that had been bat-
sury authorized renewal of the Treatered by the financial crises of 1997.
sury’s participation in the NAFA and of The Brazilian economy—Latin Ameri-
the associated Exchange Stabilizatiosa’s largest—exhibited a great deal of
Agreement with Mexico. Other bilateral resilience with support from the inter-
swap arrangements with the Federahational community, in the wake of the
Reserve—those with the Bank for Inter-devaluation and subsequent floating of
national Settlements, the Bank of Japarthereal in January. These developments,
and many European central banks—along with the considerable easing of
were allowed to lapse in light of their monetary policy in late 1998 and early
disuse over the past fifteen years an@999 in a number of regions, including
in the presence of other well-established&urope, Japan, and the United States,
arrangements for international monefostered a markedly better tone in the
tary cooperation. The swap arrangementvorld’s financial markets. On balance,
between the Treasury’s Exchange Stabld.S. equity prices rose substantially, and
lization Fund and the German Bundesin credit markets, risk spreads receded
bank was also allowed to lapse. toward more typical levels. Issuance of

private debt securities ballooned in late

1998 and early 1999, in part making up

for borrowing that was postponed when
Report on July 22, 1999 markets wer% disruptedr.) P

As these potentially contractionary
forces dissipated, the risk of higher
inflation in the United States resurfaced
as the greatest concern for monetary
The U.S. economy has continued to perpolicy. Although underlying inflation
form well in 1999. The ongoing eco- trends generally remained quiescent, oil
nomic expansion has moved into a nearprices rose sharply, other commodity
record ninth year, with real outputprices trended up, and prices of non-oil
expanding vigorously, the unemploy-imports fell less rapidly, raising overall
ment rate hovering around lows lastnflation rates. Despite improvements in
seen in 1970, and underlying trends irtechnology and business processes that
inflation remaining subdued. Respondhave yielded striking gains in efficiency,
ing to the availability of new technolo- the robust growth of aggregate demand,

Monetary Policy and the
Economic Outlook
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fueled by rising equity wealth andhad been impaired as investors cut
readily available credit, produced everback sharply their credit risk exposures
tighter labor markets in the first halfand market liquidity dried up. The
of 1999 than in the second half of 1998Federal Reserve responded to these
If this trend were to continue, labordevelopments by trimming its target
compensation would begin climbingfor the overnight federal funds rate
increasingly faster than warranted byby 75 basis points in three steps. In
productivity growth and put upward early 1999, the devaluation and subse-
pressure on prices. Moreover, the Fedquent floating of the Braziliameal in
eral Open Market Committee (FOMC)mid-January heightened concerns for a
was concerned that as economic activityhile, but market conditions overall
abroad strengthened, the firming ofmproved considerably.
commodity and other prices might also At its February and March meetings,
foster a less favorable inflation environthe FOMC left the stance of mone-
ment. To gain some greater assurandary policy unchanged. The Committee
that the good inflation performance ofexpected that the growth of output might
the economy would continue, the Comwell slow sufficiently to bring produc-
mittee decided at its June meeting tdion into close enough alignment with
reverse a portion of the easing underthe economy’s enhanced potential to
taken last fall when global financial mar-forestall the emergence of a trend of
kets were disrupted; the Committee’'sising inflation. Although domestic
target for the overnight federal fundsdemand was still increasing rapidly, it
rate, a key indicator of money marketwas anticipated to moderate over time
conditions, was raised from¥4 percent in response to the buildup of large
to 5 percent. stocks of business equipment, housing
units, and durable goods and more
Monetary Policy, Financial rcat)strainedfexpansiogl ir:c V\tlﬁaﬂh in the
Markets, and the Economy absence of appreciable further increases
over the First Half of 1999 in equity prices. Furthermore, the
FOMC, after taking account of the near-
The FOMC met in February and Marchterm effects of the rise in crude oil
against the backdrop of continued rapigrices, saw few signs that cost and price
expansion of the U.S. economy. Demancéhflation was in the process of picking
was strong, employment growth wasup. The unusual combination of very
brisk, and labor markets were tight.high labor resource utilization and sus-
Nonetheless, price inflation was stilltained low inflation suggested consider-
low, held in check by a substantial gainable uncertainty about the relationship
in productivity, ample manufacturing between output and prices. In this envi-
capacity, and low inflation expectations.ronment, the Committee concluded that
Activity was supported by a further it could wait for additional information
settling down of financial markets inabout the balance of risks to the eco-
the first quarter after a period of consid-nomic expansion.
erable turmoil in the late summer By the time of the May FOMC meet-
and fall of 1998. In that earlier period,ing, demand was still showing consider-
which followed Russia’s moratorium able forward momentum, and growth
on a substantial portion of its debtin economic activity still appeared to
payments in mid-August, the normalbe running in excess of the rate of
functioning of U.S. financial marketsincrease of the economy’s long-run
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capacity to expand output. Borrowers’ In the time leading up to the FOMC'’s
heavy demands for credit were beinglune meeting, economic activity in the
met on relatively favorable terms, andUnited States continued to move for-
wealth was further boosted by rapidlyward at a brisk pace, and prospects in a
rising equity prices. Also, the eco-number of foreign economies showed
nomic and financial outlook for many additional improvement. Labor markets
emerging-market countries was brightertightened slightly further. The federal
Trends in inflation were still subdued,funds rate, however, remained at the
although consumer prices—even apatbwer level established in November
from a big jump in energy prices—were1998, when the Committee took its last
reported to have registered a sizable risef three steps to counter severe finan-
in April. cial market strains. With those strains
At its May meeting, the FOMC largely gone, the Committee believed
believed that these developments tiltethat the time had come to reverse some
the risks toward further robust growthof that accommodation, and it raised
that would exert additional pressurethe targeted overnight federal funds rate
on already taut labor markets and ulti-25 basis points, to 5 percent. Looking
mately show through to inflation. More- ahead, the Committee expected demand
over, a turnaround in oil and otherto remain strong, but it also noted the
commodity markets meant that pricepossibility that a further pickup in pro-
of these goods would no longer be holdductivity could allow the economy to
ing down inflation, as they had over theaccommodate this demand for some
past year. Yet, the economy to date hatime without added inflationary pres-
shown a remarkable ability to accommo-sure. In light of these conflicting forces
date increases in demand without genein the economy, the FOMC returned to
ating greater underlying inflation trendsa symmetric directive. Nonetheless, with
as the continued growth of labor produciabor markets already tight, the Com-
tivity had helped to contain cost pres-mittee recognized that it needed to stay
sures. The uncertainty about the prosespecially alert to signs that inflationary
pects for prices, demand pressures, arfdrces were emerging that could prove
productivity was large, and the Commit-inimical to the economic expansion.
tee decided to defer any policy action.
However, in light of its mcrea_sed CON- =5 nomic Projections
cern about the outlook for inflation, or 1999 and 2000
the Committee adopted an asymmetriz
directive tilted toward a possible firming The members of the Board of Governors
of policy. The Committee also wantedand the Federal Reserve Bank presi-
to inform the public of this significant dents see good prospects for sustained,
revision in its view, and it announcedsolid economic expansion through next
a change in the directive immediatelyyear. For this year, the central tendency
after the meeting. The announcemenf their forecasts of growth of real gross
was the first under the Committee’s pol-domestic product is & percent to
icy of announcing changes in the tilt of3%s percent, measured as the change
the domestic directive when it wants tobetween the fourth quarters of 1998 and
communicate a major shift in its view 1999. For 2000, the forecasts of real
about the balance of risks to the econGDP are mainly in the % percent to
omy or the likely direction of its future 3 percent range. With this pace of
actions. expansion, the civilian unemployment
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rate is expected to remain close to theates should help to damp spending as
recent 44 percent level over the nextwell. And unless the extraordinary gains
six quarters. in equity prices of the past few years are
The increases in income and wealtlextended, the impetus to spending from
that have bolstered consumer demaniticreases in wealth will diminish.
over the first half of this year and the Federal Reserve policymakers believe
desire to invest in new high-technologythat this year’'s rise in the consumer
equipment that has boosted businegsrice index (CPI) will be larger than that
demand during the same period shoulch 1998, largely because of the rebound
continue to stimulate spending over thén retail energy prices that has already
quarters ahead. However, several factoisccurred. Crude oil prices have moved
are expected to exert some restraint onp sharply, reversing the decline posted
the economy’s momentum by next yearin 1998 and leading to a jump in the CPI
With purchases of durable goods bythis spring. For next year, the FOMC
both consumers and businesses havirgarticipants expect the increase in the
risen still further and running at high CPI to remain around this year’s pace,
levels, the stocks of such goods probwith a central tendency of 2 percent to
ably are rising more rapidly than is2¥%- percent. Futures market quotes sug-
likely to be desired in the longer run,gest that the prevailing expectation is
and the growth of spending should modthat the rebound in oil prices has run its
erate. The increase in market interestourse now, and ample industrial capac-

Economic Projections for 1999 and 2000

Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administratiort

Central
tendency

Range

1999

Change, fourth quarter
to fourth quarte?

Nominal GDP ........................o... . 4-5Y2> 5-5/> 4.8

RealGDP ... ...t L. v3-4 3/2>-3Ya 3.2

Consumer price iNdeX..................... . 2> 2Ya—2Y> 2.4

Average level fourth quarter

Civilian unemploymentrate................ 4 A—LY4 4.3

2000

Change, fourth quarter

to fourth quarte?

Nominal GDP ... . 44 4-5 4.2

RealGDP.........cooiiiiiiii - 2¥3 2¥>-3 2.1

Consumer price indeX..................... . 1294 2-2/> 2.4

Average level, fourth quarter

Civilian unemploymentrate................ 4% AY a4 4.7
1. From the Mid-Session Review of the budget. 3. All urban consumers.

2. Change from average for fourth quarter of previous
year to average for fourth quarter of year indicated.
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ity and productivity gains may help limit establish, with any confidence, specific
inflationary pressures in coming monthdarget ranges for expected money
as well. With labor utilization very high, growth for a given year that will be
though, and demand still strong, significonsistent with the economic perfor-
cant risks remain even after the recenmnance that it desires. However, persis-
policy firming that economic and finan-tently fast or slow money growth can
cial conditions may turn out to be incon-accompany, or even precede, deviations
sistent with keeping costs and pricegrom desirable economic outcomes.
from escalating. Thus, the behavior of the monetary
Although interest rates currently are aaggregates, evaluated in the context of
bit higher than anticipated in the eco-other financial and nonfinancial indica-
nomic assumptions underlying the budtors, will continue to be of interest
get projections in the Administration’sto Committee members in their policy
Mid-Session Review, there is no appardeliberations.
ent tension between the Administra- The velocities of M2 and M3 declined
tion’s plans and the Federal Reservegain in the first half of this year, albeit
policymakers’ views. In fact, Federalmore slowly than in 1998. The Commit-
Reserve officials project somewhatee’s easing of monetary policy in the
faster growth in real GDP and slightlyfall of 1998 contributed to the decline,
lower unemployment rates into 2000but only to a modest extent. It is not
than the Administration does, while theclear what other factors led to the drop,
Administration’s projections for infla- although the considerable increase in
tion are within the Federal Reserve’'swealth relative to income resulting from
central tendencies. the substantial gains in equity prices
over the past few years may have played
a role. Investors could be rebalancing
M?q%)égg?]é)gggganges their portfolios, whjg:h have becorr_le
skewed toward equities, by reallocating
At its meeting in late June, the FOMCsome wealth to other assets, including
reaffirmed the ranges for 1999 growththose in M2.
of money and debt that it had estab- Even if the velocities of M2 and M3
lished in February: 1 percent to 5 perwere to return to their historically typi-
cent for M2, 2 percent to 6 percent forcal patterns over the balance of 1999
M3, and 3 percent to 7 percent for debaind in 2000, M2 and M3 likely would
of the domestic nonfinancial sectorsbe at the upper bounds of, or above,
The FOMC set the same ranges for
2000 on a provisional basis. Ranges for Growth of Monetary
As has been the case since the midand Debt Aggregates
1990s, the FOMC views the rangeercent

for money growth as benchmarks fot

iti i i Provisional
growth under conditions of price stabil- Aggregate 1998 1999 | oferena
ity and the historically typical relation- 2000
ship between money and nominal
i i i i M2 1-5 1-5 1-5
income. The disruption of the histori-fg - 58 5% e
cally typical pattern of the velocities pebt........ 3-7 3-7 3-7

of M2 and M3 (the ratio of nominal o on . R o o

H OTE. ange Irom average for four quarter o
_GDP to the aggregates) du.rmg the 1990;§eceding year to average for fourth quarter of year
implies that the Committee cannotindicated.
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their longer-term price-stability rangesstantial growth of employment and a
in both years, given the Committee’sreduction in the unemployment rate to
projections of nominal GDP growth. 4%4 percent. Growth in output has been
This relatively rapid expansion in nomi-driven by strong domestic demand,
nal income reflects faster expectedvhich in turn has been supported by
growth in productivity than when the further increases in equity prices, by the
price-stability ranges were establisheadontinuing salutary effects of govern-
in the mid-1990s and inflation that isment saving and inflows of foreign
still in excess of price stability. The investment on the cost of capital, and
more rapid increase in productivity, if it by more smoothly functioning finan-
persists for a while and is sufficientlycial markets as the turbulence that
large, might in the future suggest ammarked the latter part of 1998 subsided.
upward adjustment to the money rangeégainst the background of the easing
consistent with price stability. However, of monetary policy last fall and continu-
considerable uncertainty attends théng robust economic activity, investors
trend in productivity, and the Committeebecame more willing to advance funds
chose not to adjust the ranges at its mo$o businesses; risk spreads have receded
recent meeting. and corporate debt issuance has been
Debt of the nonfinancial sectors hadrisk.
expanded at roughly the same pace as Inflation developments were mixed
nominal income this year—its typical over the first half of the year. The con-
pattern. Given the stability of this rela-sumer price index increased more rap-
tionship, the Committee selected ddly owing to a sharp rebound in energy
growth range for the debt aggregate thatrices. Nevertheless, price inflation
encompasses its expectations for delututside of the energy area generally
growth in both years. The Committeeremained subdued despite the slight fur-
expects growth in nominal income tother tightening of labor markets, as siz-
slow in 2000, and with it, debt growth. able gains in labor productivity and
Nonetheless, growth of this aggregatample industrial capacity held down
is projected to remain within the rangeprice increases.
of 3 percent to 7 percent.

The Household Sector
Economic and Financial
Developments in 1999 Consumer Spending

The economy has continued to growReal personal consumption expenditures
rapidly so far this year. Real grosssurged &2 percent at an annual rate in
domestic product rose more than 4 perthe first quarter, and more recent data
cent at an annual rate in the first quartepoint to a sizable further advance in the
of 1999, and available data point tosecond quarter. The underlying funda-
another significant gain in the secondnentals for the household sector have
quarter? The rise in activity has beenremained extremely favorable. Real
brisk enough to produce further sub-incomes have continued to rise briskly
with strong growth of employment

2. All figures from the national income and and real wages, and consumers have
product accounts cited here are subject to chan%eneflted from substantial gains in

in the quinquennial benchmark revisions slated fo eal_th- Not surprisingly, consumer
this fall. confidence—as measured, for example,
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by the University of Michigan Survey current incomes would otherwise allow.
Research Center (SRC) and Conferencks share values moved up further in the
Board surveys—has remained quitdirst half of this year, the wealth-to-
upbeat in this environment. income ratio continued to edge higher
Growth of consumer spending in thedespite the absence of saving out of
first quarter was strong in all expendi-disposable income.
ture categories. Outlays for durable
goods rose sharply,. reflecting S'Zabl.eResidential Investment
increases in spending on electronic
equipment (especially computers) andHousing activity remained robust in the
on a wide range of other goods, includ{irst half of this year. In the single-
ing household furnishings. Purchases diamily sector, positive fundamentals and
cars and light trucks remained at a highunseasonably good weather helped
level, supported by declining relativeboost starts to a pace of 1.39 million
prices as well as by the fundamentalsinits in the first quarter—the highest
that have buoyed consumer spendintgvel of activity in twenty years. This
more generally. Outlays for nondurableextremely strong level of building activ-
goods were also robust, reflecting inty strained the availability of labor and
part a sharp increase in expenditures fsome materials; as a result, builders had
apparel. Finally, spending on servicesrouble achieving the usual seasonal
climbed steeply as well early this yearjncrease in the second quarter, and starts
paced by sizable increases in spendingdged off to a still-high pace of 1.31 mil-
on recreation and brokerage services. Ilion units. Home sales moderated in the
the second quarter, consumers appaspring: Sales of both new and existing
ently boosted their purchases of motohomes were off some in May from their
vehicles further. In all, real personalearlier peaks, and consumers’ percep-
consumption expenditures rose at moréons of homebuying conditions as mea-
than a 4 percent annual rate in April andsured by the Michigan SRC survey have
May, an increase that is below the firstdeclined from the very high marks
quarter pace but is still quite rapid byrecorded in late 1998 and early this year.
historical standards. Nonetheless, demand has remained quite
Real disposable income increased abbust, even in the face of a backup in
an annual rate of ® percent in the first mortgage interest rates: Builders’ evalu-
quarter, with the strong labor marketations of new home sales remained very
generating marked increases in wagesigh at midyear, and mortgage applica-
and salaries. Even so, income grew lestions for home purchases showed
rapidly than expenditures, and the perstrength into July.
sonal saving rate declined further; With strong demand pushing up
indeed, by May the saving rate hadagainst limited capacity, home prices
moved below negative 1 percent. Mucthave risen substantially, although evi-
of the decline in the saving rate in recentlence is mixed as to whether the rate
years can be explained by the sharp risef increase is picking up. The quality-
in household net worth relative to dis-adjusted price of new homes rose 5 per-
posable income that is associated witlsent over the four quarters ended in the
the appreciation of households’ stocKirst quarter of 1999, up from2 per-
market assets since 1995. This rise iment over the preceding four-quarter
wealth has given households the whergseriod. The repeat sales index of exist-
withal to spend at levels beyond whating home prices also rose about 5 per-



Monetary Policy Reports, July 73

cent between the first quarter of 1998 Consumer credit growth accelerated
and the first quarter of 1999, but thisin the first half of 1999. It expanded at
series posted even larger increases in ttebout an 8 percent annual rate compared
year-earlier period. On the cost sidewith 5%> percent for all of 1998. The
tight supplies have led to rising pricesgrowth of nonrevolving credit picked
for some building materials; prices ofup, reflecting brisk sales and attractive
plywood, lumber, gypsum wallboard,financing rates for automobiles and
and insulation have all moved upother consumer durable goods. The
sharply over the past twelve months. Irexpansion of revolving credit, which
addition, hourly compensation costsncludes credit card loans, slowed a bit
have been rising relatively rapidly in thefrom its pace in 1998.
construction sector. Households apparently have not
Starts of multifamily units surged to encountered added difficulties meeting
384,000 at an annual rate in the firsthe payments associated with their
quarter and ran at a pace a bit undegreater indebtedness, as measures of
300,000 units in the second quarter. Afiousehold financial stress improved a
in the single-family sector, demand hasit on balance in the first quarter. Per-
been supported by strong fundamentalsonal bankruptcies dropped off con-
builders have been faced with tight supsiderably, although part of the decline
plies of some materials, and prices havenay reflect the aftermath of a surge
been rising briskly: Indeed, apartmenin filings in late 1998 that occurred
property values have been increasing ah response to pending legislation that
around a 10 percent annual rate for threwould limit the ability of certain debtors
years now. to obtain forgiveness of their obliga-
tions. Delinquency rates on several
types of household loans edged lower.
Delinquency and charge-off rates on
In addition to rising wealth and rapid credit card debt moved down from
income growth, the strong expendituresheir 1997 peaks but remained at histori-
of households on housing and consumegally high rates. A number of banks
goods over the first half of 1999 werecontinued to tighten credit card lending
encouraged by the decline in interesstandards this year, as indicated by
rates in the latter part of 1998. Housebanks’ responses to Federal Reserve
holds borrowed heavily to financesurveys.
spending. Their debt expanded at a
9% percent annual rate in the first quar-
ter, up from the 8 percent pace over
1998, and prgllnjlnary datz; for the SecFixed Investment
ond quarter indicate continued robus
growth. Mortgage borrowing, fueled by Real business fixed investment appears
the vigorous housing market and favorto have posted another huge increase
able mortgage interest rates, was pawover the first half of 1999. Investment
ticularly brisk in the first quarter, with spending continued to be driven by
mortgage debt rising at an annual rate dbuoyant expectations of sales prospects
10 percent. In the second quarter, mortas well as by rapidly declining prices
gage rates moved up considerably, buif computers and other high-tech equip-
preliminary data indicate that borrowingment. In recent quarters, spending also
was still substantial. may have been boosted by the desire to

Household Finance

he Business Sector
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upgrade computer equipment in advancicreasing impressively, while spending
of the rollover to the year 2000. Realon institutional and industrial structures
investment has been rising rapidly forhas been declining—the last reflecting
several years now; indeed, the averagemple capacity in the manufacturing
increase of 10 percent annually over theector. In the first quarter of this year,
past five years represents the most rapioverall spending on structures was
sustained expansion of investment imeported in the national income and
more than thirty years. Although aproduct accounts to have moved up at a
growing portion of this investment hassolid 5% percent annual rate, reflecting
gone to cover depreciation on purchases further sharp increase in spending on
of short-lived equipment, the investmenbffice buildings and lodging facilities.
boom has led to a notable upgradinddowever, revised source data indicate a
and expansion of the capital stock andomewhat smaller first-quarter increase
in many cases has embodied new techin nonresidential construction and also
nologies. These factors likely have beemoint to a slowing in activity in April
important in the nation’s improved pro-and May from the first-quarter pace.
ductivity performance over the past few
years.

Real outlays for producers’ durable
equipment increased at an annual rate dfiventory—sales ratios in many indus-
9%> percent in the first quarter of thetries dropped considerably early this
year, after having surged nearly 17 peryear, as the pace of stockbuilding by
cent last year, and may well havenonfarm businesses, which had slowed
re-accelerated in the second quartenotably over 1998, remained well below
Outlays on communications equipmenthe surge of consumer and business
were especially robust in the first quarspending in the first quarter. Although
ter, driven by the ongoing effort by tele-production picked up some in the spring,
communications companies to upgradénal demand remained quite strong, and
their networks to provide a full range of available monthly data suggest that busi-
voice and data transmission servicesiesses accumulated inventories in April
Purchases of computers and other infoand May at a rate not much different
mation processing equipment were alsérom the modest first-quarter pace.
up notably in the first quarter, albeit In the motor vehicle sector, makers
below last year’'s phenomenal spendingeared up production in the latter part
pace, and shipments of computersf 1998 to boost inventories from their
surged again in April and May. Ship-low levels after last summer’s strikes.
ments of aircraft to domestic carriersNevertheless, as with the business sector
apparently soared in the second quarteoverall, motor vehicle inventories
and business spending on motor vehiremained on the lean side by historical
cles, including medium and heavystandards in the early part of this year
trucks as well as light vehicles, hasas a result of surprisingly strong vehicle
remained extremely strong as well. sales. As a consequence, manufacturers

Real business spending for nonresiboosted the pace of assemblies in the
dential structures has been much lessecond quarter to the highest level in
robust than for equipment, and spendingwenty years. With no noticeable signs
trends have varied greatly across sector a slowing in demand, producers have
of the market. Real spending on officescheduled third-quarter output to remain
buildings and lodging facilities has beerat the lofty heights of the second quarter.

Inventory Investment
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Corporate Profits and investment-grade corporate bond yields
Business Finance was restrained by investors’ apparently
increased willingness to hold such
The economic profits of nonfinancialdebt, as growing optimism about the
U.S. corporations rose considerably ireconomy and favorable earnings reports
the first quarter, even after allowing forgave investors more confidence about
the depressing effect in the fourth quarthe prospective financial health of pri-
ter of payments associated with thevate borrowers. Yield spreads on below-
settlement between the tobacco companvestment-grade corporate debt over
nies and the states. Despite the growtbomparable Treasury securities, which
of profits, capital expenditures by nonfi-had risen considerably in the latter part
nancial businesses continued to outstripf 1998, also retreated. But in mid-July,
internal cash flow. Moreover, borrowingthese spreads were still well above the
requirements were enlarged by the nehin levels prevailing before the period
reduction in equity outstanding, as theof financial turmoil but in line with their
substantial volume of retirements fromhistorical averages.
merger activity and share repurchase In contrast to securities market par-
programs exceeded the considerabliécipants, banks’ attitudes toward busi-
volume of gross issuance of both initialness lending apparently became some-
and seasoned public equities. As avhat more cautious over the first half of
result, businesses continued to borrow ahe year, according to Federal Reserve
a brisk pace: Aggregate debt of the nonsurveys. The average spread of bank
financial business sector expanded at landing rates over the FOMC's target
9% percent annual rate in the first quarfederal funds rate remained elevated. On
ter. As financial market conditionsnet, banks continued to tighten lending
improved after the turmoil of the fall, terms and standards this year, although
businesses returned to the corporatihe percentage that reported tightening
bond and commercial paper markets fowas much smaller than in the fall.
funding, and corporate bond issuance The overall financial condition of
reached a record high in March. Someonfinancial businesses was strong over
of the proceeds were used to pay ofthe first half of the year, although a few
bank loans, which had soared in thendicators suggested a slight deteriora-
fall, and these repayments curbed th#on. In the first quarter, the ratio of net
expansion of business loans at banksnterest payments to corporate cash flow
Partial data for the second quarter indiremained close to the modest levels of
cate that borrowing by nonfinancial1998, as low interest rates continued to
businesses slowed somewhat. hold down interest payments. Delin-
Risk spreads have receded on balan@piency rates for commercial and indus-
this year from their elevated levels intrial loans from banks ticked up, but
the latter part of 1998. From the endthey were still modest by historical
of December 1998 through mid-July,standards. Similarly, over the first half
investment-grade corporate bond yieldsf the year, business failures—measured
moved up from historically low levels, as the ratio of liabilities of failed busi-
but by less than yields on comparablenesses to total liabilities—stepped up
Treasury securities, and the spreaffom the record low in 1998. The default
between these yields narrowed to aate on below-investment-grade bonds
level somewhat above that prevailingose to its highest level in several years,
before the Russian crisis. The rise iran increase stemming in part from
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defaults by companies whose earninga modest increase in outlays. Federal
were impaired by the drop in oil andreceipts were 5 percent higher in the
other commodity prices last year. Thefirst eight months of fiscal 1999 than
total volume of business debt that wasn the year-earlier period. With profits
downgraded exceeded slightly the volieveling off from last year, receipts of
ume of debt that was upgraded. corporate taxes have stagnated so far
this fiscal year. However, individual
income tax payments are up apprecia-
bly, reflecting the solid gains in house-
hold incomes and perhaps also a rise
in capital gains realizations large
The incoming news on the federalenough to offset last year’'s reduction
budget continues to be quite favorablein capital gains tax rates. At the same
Over the first eight months of fiscaltime, federal outlays increased only
year 1999—the period from October2¥2 percent in nominal terms and barely
through May—the unified budget regis-at all in real terms during the first eight
tered a surplus of about $41 billion,months of the fiscal year, relative to
compared with $16 billion during the the comparable year-earlier period.
comparable period of fiscal 1998. IfSpending growth has been restrained
the latest projections from the Office ofin major portions of both the discre-
Management and Budget and the Cortionary (notably, defense) and nondis-
gressional Budget Office are realizedgretionary (notably, net interest, social
the unified budget for fiscal 1999 as asecurity, and Medicare) categories—
whole will show a surplus of around although this year's emergency supple-
$100 billion to $120 billion, or more mental spending bill, at about $14 bil-
than 1 percent of GDP—a striking turn-lion, was somewhat larger than similar
around from the outsized budget deficitdills in recent years.
of previous years, which approached As for the part of federal spending
5 percent of GDP in the early 1990s. that is counted in GDP, real federal out-
As a result of this turnaround, thelays for consumption and gross invest-
federal government is now contributingment, which had changed little over the
positively to the pool of national saving. past few years, declined a 2 percent
In fact, despite the recent drop in theannual rate in the first quarter of 1999.
personal saving rate, gross saving by drop in real defense outlays more than
households, businesses, and govermifset a rise in nondefense expenditures
ments has remained above 17 percent @f the first quarter. And despite the mili-
GDP in recent quarters—up from thetary action in the Balkans and the recent
14 percent range that prevailed in theemergency spending bill, defense spend-
early 1990s. This well-maintained pooling appears to have declined in the sec-
of national savings, together with theond quarter as well.
continued willingness of foreigners to The budget surpluses of the past two
finance our current account deficits, hagears have led to a notable decline in
helped hold down the cost of capital,the stock of federal debt held by private
thus contributing to our nation’s invest-investors as a share of GDP. Since its
ment boom. peak in March 1997, the total volume
This year’'s increase in the federalof Treasury debt held by private inves-
surplus has reflected continued rapidors has fallen by nearly $130 billion.
growth of receipts in combination with The Treasury has reduced its issuance

The Government Sector

Federal Government
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of interest-bearing marketable debt irfirst quarter. The low interest rate envi-
fiscal 1999. The decrease has been corenment and strong economy encour-
centrated in nominal coupon issues; iraged the financing of new projects and
1998, by contrast, the Treasury retiredhe refunding of outstanding higher-rate
both bill and coupon issues in roughlydebt. Borrowing slowed to a more mod-
equal measure. Offerings of inflation-est pace in the second quarter, as yields
indexed securities have remained aon long-dated municipal bonds moved
important part of the Treasury’'s over-up, but by less than those on comparable
all borrowing program: Since the Treasury securities. The credit quality of
beginning of fiscal 1999, the Treasurymunicipal securities improved further
has sold nearly $31 billion of suchover the first half of the year, with more
securities. issues being upgraded than downgraded.

State and Local Governments External Sector

The fiscal condition of state an_d Iocal_.l.rade and the Current Account
governments has remained quite posi-

tive as well. Revenues have beermhe current account deficit reached
boosted by increases in tax collection$274 billion at an annual rate in the first
due to strong growth of private-sectorquarter of 1999, a bit more than 3 per-
incomes and expenditures—increasesent of GDP, compared with $221 bil-
that were enough to offset an ongoindion and 2/2 percent of GDP for 1998. A
trend of tax cuts. Meanwhile, outlayswidening of the deficit on trade in goods
have continued to be restrained. In alland services, to $215 billion at an annual
at the state level, fiscal 1999 looks tarate in the first quarter from $173 billion
have been the seventh consecutive year the fourth quarter of 1998, accounted
of improving fiscal positions; of the for the deterioration in the current
forty-six states whose fiscal years endedccount balance. Data for April and May
on June 30, all appear to have run surindicate that the trade deficit increased
pluses in their general funds. further in the second quarter.

Real expenditures for consumption The quantity of imports of goods and
and gross investment by states andervices again grew vigorously in the
localities, which had been rising onlyfirst quarter. The annual rate of growth
moderately through most of 1998,of imports, at 13> percent, continued
jumped at a 74 percent annual rate inthe rapid pace seen over 1998 and
the first quarter of this year. Thisreflected the strength of U.S. domestic
increase was driven by a surge in condemand and the effects of past dollar
struction expenditures that was helpedppreciation. Imports of consumer
along by unseasonably favorablegoods, automotive products, computers,
weather, and spending data for April andand semiconductors were particularly
May suggest that much of this rise inrobust. Preliminary data for April and
construction spending was offset in theMay suggest that real import growth
second quarter. As for employmentremained strong, as nominal imports
state and local governments added job®se steadily and non-oil import prices
over the first half of the year at about theposted a moderate decline.
same pace as they did last year. The volume of exports of goods and

Debt of state and local governmentsservices declined at an annual rate of
expanded at a¥% percent rate in the 5 percentin the first quarter. The decline
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partially reversed the strong increase imoll employment increased about
the fourth quarter of last year. The weak200,000 per month on average,
ness of economic activity in a numbemwhich, although less rapid than the
of U.S. trading partners and the strengtl244,000 pace registered over 1998,
of the dollar damped demand for U.Sis faster than the growth of the working-
exports. Declines were registered in airage population. With the labor force
craft, machinery, industrial supplies, andarticipation rate remaining about flat
agricultural products. Exports to Asiaat just over 67 percent, the unemploy-
generally turned down in the first quar-ment rate edged down further from
ter from the elevated levels recordedan average of ¥% percent in 1998 to

in the fourth quarter, when they were4%s percent in the first half of this year—
boosted by record deliveries of aircrafthe lowest unemployment rate seen in
to the region. Preliminary data for April the United States in almost thirty years.
and May suggest that real exportd-urthermore, the pool of potential work-

advanced slightly. ers, including not just the unemployed
but also individuals who are out of the
Capital Account labor force but report that they want a

djob, declined late last year to the lowest
: ) share of the labor force since collection
States and U.S. direct investment abroagk i ase data began in 1970—and it has
re?altr_]ed [)oplf(st n thg f'(;St quarter,emained near that low this year. Not
refiecting brisk cross-border merger, urprisingly, businesses in many parts of
and_ acquisition activity. On b_alance, nethe country have perceived workers to
capital flows through direct investmenty . very short supply, as evidenced by

registered a modest outflow in the firs'thigh levels of help-wanted advertising
quarter compared with a huge net inflow,

; and surveys showing substantial diffi-
in the fourth quarter. Fourth-quarterCulties in filling job openings.
inflows were swollen by several large

. Employment gains in the private
mergers. Net foreign purchases of U.Sygice nroducing sector remained siz-
securities also continued to be quite siz

. able in the first six months of the year
able but again were well below the Y

extraordinary pace of the fourth quarterand more than accounted for the rise in
; X nonfarm payrolls over this period. Pay-
Most of the slowdown in the first quar- bay b y

X . rolls continued to rise briskly in the
ter is attributable o a reduced demangervices industry, with firms providing
for Treasury securities on the part ofy,qiness services (such as help supply
private investors abroad. But capitalye yices and computer services) adding

inflows from foreign official sources ; ; ; ;
also slowed in the first quarter. U.S. resiJObS especially rapidly. Job gains were

dent t sold forei i >quite sizable in retail trade as well.
€ntS On net sold Toreign SeCUrities INaivpin the service-producing sector,
the first quarter, but at a slower rate th

. ; arEmly the finance, insurance, and real
in the previous quarter. estate industry has slowed the pace of
net hiring from last year’s rate, reflect-
The Labor Market ing, in part, a slower_ rate of job gains in
the mortgage banking industry as the
refinancing wave has ebbed.

Within the goods-producing sector,
Labor demand remained very stronghe boom in construction activity pushed
during the first half of 1999. Pay- payrolls in that industry higher in

Foreign direct investment in the Unite

Employment and Labor Supply
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the first six months of this year. Butno further slowing, of wage growth:
in manufacturing, where employmentThis series was up at abioa 4 percent
began declining more than a year ago iannual rate over the first six months of
the wake of a drop in export demandthis year, about the same as the increase
payrolls continued to fall in the first half over 1998. Growth in the benefits com-
of 1999; in all, nearly half a million ponent of the ECI slowed somewhat
factory jobs have been shed since Marchs well in the year ended in March, to a
1998. Despite these job losses, manufa@ys percent increase. However, employ-
turing output continued to rise in theers’ costs for health insurance are one
first half of this year, reflecting large component of benefits that has been ris-
gains in labor productivity. ing more rapidly of late. After showing
essentially no change from 1994 through
1996, the ECI for health insurance
accelerated to a33 percent pace over
Growth in hourly compensation, whichthe twelve months ended in March.
had been on an upward trend since A second measure of hourly
1995, appears to have leveled off andgompensation—the Bureau of Labor
by some measures, has slowed in th8tatistics’ measure of compensation
past year. According to the employmenper hour in the nonfarm business sec-
cost index (ECI), hourly compensationtor, which is derived from compensa-
costs increased 3 percent over the twelvigon information from the national
months ended in March, down fromaccounts—has been rising more rapidly
3Y2 percent over the preceding twelvethan the ECI in the past few years
month period. Part of both the earlierand has also decelerated less so far this
acceleration and more recent decelergrear. Nonfarm compensation per hour
tion in the ECI apparently reflectedincreased 4 percent over the four quar-
swings in commissions, bonuses, anters ended in the first quarter of 1999,
other types of “variable” compensation, 1 percentage point more than the rise in
especially in the finance, insurance, anthe ECI over this period. One reason
real estate industry. But in addition, parthese two compensation measures may
of the recent deceleration probablydiverge is that the ECI does not capture
reflects the influence of restrained priceertain forms of compensation, such as
inflation in tempering nominal wage stock options and hiring, retention, and
increases. Although down from earlierreferral bonuses, whereas nonfarm com-
increases, the 3 percent rise in the EQbensation per hour does measure these
over the twelve months ended in Marctpayment$. Although the two compensa-
was well above the rise in prices ovettion measures differ in numerous other
this period and therefore was enough toespects as well, the series’ divergence
generate solid gains in workers’ realmay lend support to anecdotal evidence
pay. that these alternative forms of compen-
The deceleration in the ECI throughsation have been increasing especially
March has been most pronounced in theapidly in recent years. However,
wages and salaries component, whose
twelve-month change slowe#s per- ——
centage point from a year earlier. More 3. However, nonfarm compensation per hour
captures the gains from the actuexercise of

recently, data on average hourly eamétock options, whereas for analyzing compensa-

ings of prOdUCt.ion or nonS.UperVisorytion trends, one might prefer to measure the value
workers may point to a leveling off, but of the options at the time they ageanted

Labor Costs and Productivity
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because nonfarm compensation per houm business investment and the accompa-
can be revised substantially, one mustying introduction of newer technolo-
be cautious in putting much weight ongies that have occurred over the past
the most recent quarterly figures fromseveral years.
this series. Even these impressive gains in labor
Rapid productivity growth has madeproductivity may not have kept up fully
it possible to sustain these increases iwith increases in firms’ real compensa-
workers’ compensation without placingtion costs of late. Over the past two
great pressure on businesses’ costgears, real compensation, measured by
Labor productivity in the nonfarm busi- the ECI relative to the price of nonfarm
ness sector posted another sizable gabusiness output, has increased the same
in the first quarter of 1999, and thehefty 2> percent per year as labor pro-
increase over the four quarters endeductivity; however, measured instead
in the first quarter of 1999 was/2per- using nonfarm compensation per hour,
cent. Indeed, productivity has increasedeal compensation has increased some-
at a 2 percent pace since 1995—welvhat more than productivity over this
above the trend of roughly 1 percent peperiod, implying a rising share of com-
year that had prevailed over the prepensation in total national income. A
ceding two decadesThis recent pro- persistent period of real compensation
ductivity performance is all the moreincreases in excess of productivity
impressive given that businesses argrowth would reduce firms’ capacity
reported to have had to divert considerto absorb further wage gains without
able resources toward avoiding comsputting upward pressure on prices.
puter problems associated with the cen-
tury date change, and given as well that
businesses may have had to hire lesgrices
skilled workers than were available ear-
lier in the expansion when the pool ofPrice inflation moved up in early
potential workers was not so shallow.1999 from a level in 1998 that was
Part of the strength in productivity depressed by a transitory drop in energy
growth over the past few years mayand other commodity prices. After
have been a cyclical response to thécreasing only about percent over
rapid growth of output over this period. 1998, the consumer price index rose at
But productivity may also be reapinga 2/4 percent annual rate over the first
a more persistent payoff from the boonsix months of this year, driven by a
sharp turnaround in prices of gasoline
and heating oil. However, the so-called
4. About ¥4 percentage point of the improve- “core” CPI, which excludes food and
ment in productivity growth since 1995 can beenergy items, rose at an annual rate of
attributed to changes in price measurement. Th5n|y 1.6 percent over this period—a

measure of real output underlying the productivity .
figures since 1995 is deflated using CPI compo_—somewhat smaller increase than that re_g-
nents that have been constructed using #stered over 1998 once adjustment is
geometric-means formula; these components tenchade for the effects of changes in CPI

to rise less rapidly than the CPl components thaﬁnethodology: According to a new re-
had been used in the output and productivity dat :
before 1995. These smaller CPI increases transla%earch series from the Bureau of Labor

into more rapid growth of output and productivity tatiSt_iCS (BLS), the core CPI would
in the later period. have increased 2.2 percent over 1998
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had 1999 methods been in place in thaBRC survey, the median of one year-
years ahead inflation expectations, which was
The moderation of the core CPI inabout 22 percent late last year, aver-
recent years has reflected a variety ofiged 24 percent in the first half of this
factors that have helped hold inflation inyear.
check despite what has been by all The quiescence of inflation expecta-
accounts a very tight labor market. Pricdions, at least through the early part of
increases have been damped by substatis year, in turn may have come in part
tial growth in manufacturing capacity, from the downward movement in over-
which has held plant utilization ratesall inflation last year resulting from
in most industries at moderate (and irdeclines in prices of imports and of oll
some cases subpar) levels, thereby reimnd other commodities. These price
forcing competitive pressures in productleclines have not been repeated more
markets. Furthermore, rapid productivrecently. This year's rise in energy
ity growth helped hold increases in unitprices is the clearest example, but com-
labor costs to low levels even as commodity prices more generally have been
pensation growth was picking up lastturning up of late. The Journal of Com-
year. The rise in compensation itself hasnerce industrial price index has moved
been constrained by moderate expectayp about 6 percent so far this year after
tions of inflation, which have been rela-having declined about 10 percent last
tively stable. According to the Michigan year, with especially large increases
- posted for prices of lumber, plywood,
5. The most important change this year was theind steel. These price movements are
in"OdUCttiO” of the ?ssovr‘v‘l‘fg'rfnr::;”; Jﬁggg'&l‘: tarting to be seen at later stages of
?t‘gr%]rig?ezgrrig:s ?‘IL'lr?e Laspeyres formula (:ontinue(:groce'SS'n_g as Wel_l: The pro_ducer price
to be used in constructing higher-level aggreJndeX for intermediate materials exclud-
gates.) Although these geometric-means CPIing food and energy, which gradually
Werefi?ﬁ{;’digfdt ri]gt% tthe ngggf;tgglhoggeir?eia;#-declined about 2 percent over the fifteen
2)%grimen){al ’basis goigng back several yearasPrIonths throth February 1999, retraced
allowing them to be built into the national income about half of that decrease by June.
and product accounts back to 1995. Furthermore, non-oil import prices,

Alternative Measures of Price Change
Percent, annual rate

1996:Q4 1997:Q4 1998:Q4
Price measure to to to
1997:Q4 1998:Q4 1999:Q1
Fixed-weight
Consumer price index. ........................ . 1.9 15 15
Excluding food and energy................... . 2.2 2.4 1.6
Chain-type
Gross domestic product........................ . 1.7 9 1.6
Gross domestic purchases..................... . 1.3 A4 12
Personal consumption expenditures. ........... 15 7 1.2
Excluding food and energy................... . 1.6 1.2 1.3

Note. A fixed-weight index uses quantity weights age of two fixed-weight indexes and allows the weights
from the base year to aggregate prices from each distinéd change each year. Changes are based on quarterly
item category. A chain-type index is the geometric aver-averages.
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although continuing to fall this year, spring reflected movements in the price
have moved down at a slower rate thawof crude oil. The spot price of West
that of the past couple of years when th@exas intermediate (WTI) crude oll,
dollar was rising sharply in foreign which had stood at about $20 per barrel
exchange markets. Non-oil import priceghrough most of 1997, dropped sharply
declined at a ¥ percent annual rate over 1998 and reached $11 per barrel by
over the first half of 1999, after havingthe end of the year, reflecting in part a
fallen & a 3 percent rate, on averageweakening in demand for oil from the
over 1997 and 1998. distressed Asian nations and increases
Some other broad measures of prices supply from Iraq and other countries.
also showed evidence of acceleratioBut oil prices jumped this year as the
early this year. The chain-type priceOPEC nations agreed on production
index for GDP—which covers prices ofrestraints aimed at firming prices, and
all goods and services produced in théhe WTI spot price reached $18 per
United States—rose at about &JIper- barrel in April and has moved still
cent annual rate in the first quarter, ughigher more recently. As a result, gaso-
from an increase of about 1 percent ladine prices, which dropped 15 percent
year. A portion of this accelerationover 1998, reversed almost all of that
reflected movements in the chain-typelecline over the first six months of
price index for personal consumptionthis year. Prices of heating fuel also
expenditures (PCE) that differed fromrebounded after dropping in 1998. In all,
movements in the CPI. the CPI for energy rose at a 10 percent
Although the components of the CPlannual rate over the December-to-June
are key inputs into the PCE price indexperiod.
the two price measures differ in a vari- Consumer food prices increased mod-
ety of respects: They use different aggreerately over the first six months of the
gation formulas; the weights are derived/ear, rising at a ¥4 percent annual rate.
from different sources; the PCE measur®espite the upturn in commodity prices
does not utilize all components of thegenerally, farm prices have remained
CPI; and the PCE measure is broadeguite low and have helped to hold down
in scope, including not just the out-of-food price increases. Spot prices of
pocket expenditures by households thatheat, soybeans, and sugar have moved
are captured by the CPI, but also thelown further this year from already
portion of expenditures on items such aslepressed levels at the end of 1998, and
medical care and education that are paidrices of corn and coffee have remained
by insurers or governments, consumplow as well.
tion of items such as banks’ checking The CPI for goods other than food
services that are provided withoutand energy declined at about¥a per-
explicit charge, and expenditures madeent annual rate over the first six months
by nonprofit institutions. Although PCE of 1999, after having risen¥k percent
prices typically rise a bit less rapidly over 1998. The 1998 increase reflected a
than the CPI, the PCE price measursharp rise in tobacco prices in December
was unusually restrained relative to theassociated with the settlement of litiga-
CPI in the few years through 1998,tion between the tobacco companies and
reflecting a combination of the abovethe states; excluding tobacco, the CPI
factors. for core goods was about flat last year.
Last year’s sharp drop in retail energyThe decline in the first half of this year
prices and the subsequent rebound thisas concentrated in durable goods,



Monetary Policy Reports, July 83

where prices softened for a wide rangerivate debt instruments in volume,
of items, including motor vehicles. Theas their yields evidently rose relative
CPI for non-energy services increasedb depository funding costs. As finan-
about 22 percent at an annual rate incial stresses unwound, securitization
the first half, down a little from the resumed, business borrowers returned to
increase over 1998. Increases in the CRlecurities markets, and net purchases
for rent of shelter have slowed thus farf securities slowed. From the fourth
in 1999, rising at a % percent annual quarter of 1998 through June, bank
rate versus aa percent rise last year. credit rose fa 3 percent annualized
However, airfares and prices of medicapace, after adjusting for the estimated
services have been rising more rapidleffects of mark-to-market accounting
so far this year. rules.

Debt and the Monetary AggregatesMonetary Aggregates

The growth of M3, the broadest mone-
tary aggregate, slowed appreciably over
The total debt of the U.S. householdthe first half of 1999. M3 expanded at a
government, and nonfinancial businesé percent annual pace from the fourth
sectors increased at alioa 6 percent quarter of 1998 through June of this
annual rate from the fourth quarter ofyear, placing this aggregate at the top
1998 through May, a little above theof the 2 percent to 6 percent price-
midpoint of its growth range of 3 per- stability growth range set by the FOMC
cent to 7 percent. Nonfederal debftits February meeting. With depository
expanded briskly at abowa 9 percent credit growing modestly, depository
annual pace, in association with contininstitutions trimmed the managed liabili-
ued strong private domestic spending oties included in M3, such as large time
consumer durable goods, housing, andeposits. Growth of institutional money
business investment. By contrast, fedmarket mutual funds also moderated
eral debt contracted a 3 percent annual from its rapid pace in 1998. Rates on
rate, as budget surpluses reined in fednoney market funds tend to lag the
eral government financing needs. movements in market rates because the
Credit extended by depository institu-average rate of return on the portfolio
tions slumped over the first half of of securities held by the fund changes
1999, after having expanded quitemore slowly than market rates. In the
briskly in 1998. A fair-sized portion of fall, rates on institutional money market
the expansion in 1998 came in the fourtliunds did not decline as fast as market
quarter and stemmed from the turmoirates after the Federal Reserve eased
in financial markets. In that turbulentmonetary policy, and the growth of these
environment, depository institutionsfunds soared. As rates on these funds
postponed securitization of mortgagesmoved back into alignment with market
and businesses shifted their fundingates this year, growth of these funds
demand from securities markets tcebbed.
depository institutions, where borrow- M2 advanced at a% percent annual
ing costs in some cases were governecgite from the fourth quarter of 1998
by pre-existing lending commitments.through June. M2 growth had been
Depository institutions also acquiredelevated in late 1998 by unsettled finan-
mortgage-backed securities and otherial conditions, which raised the demand

Debt and Depository Intermediation
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Growth of Money and Debt velocity—the ratio of nominal income
Percent to M2—was at a slower rate than in
- 1998. The decline this year reflected in
. D°n’2§_5“° part a continuing lagged response to the
Period ML | M2 | M3 lgnancial  policy easing in the fall; however, the
debt  drop in M2 velocity was again larger
Annuak than predicted on the basis of the his-
1989 ... 6 52 4l 75 torical relationship between the velocity
1990 e 4z 4 = " of M2 and the opportunity costs of hold-
1991 .......... 80 31 12 45 — i
190 e 20 8 L2 A ing M2—measured as the difference
1993 ... ... 106 1.3 10 4.9 between the rate on three-month Trea-
1994 .......... 25 .6 1.7 4.9 i
Togs 8 36 6l o4 sury bills and the average return on M2
assets. The reasons for the decline of
looy 113 &8 88 as M2 velocity this year are not clear; the
1998 ... 18 85 109 6.1 drop extends a trend in velocity evident
Quarterly since mid-1997 and may in part owe to
(annual ratef households’ efforts to allocate some
1999:Q1........ 2.8 7.2 7.3 5.9 . .
82 _______ 34 57 50 na. wealth to the assets included in M2,
v such as deposits and money market
‘ear-to-daté
1999 .......... 20 6.2 6.0 6.1 mutual fund shares, after several years

of substantial gains in equity prices that

Note. M1 consists of currency, travelers checks, H H
demand deposits, and other checkable deposits. M2 corqreatly raised the share of wealth held in

sists of M1 plus savings deposits (including money mar€0Uities.

ket deposit accounts), small-denomination time deposits, M1 increased wa 2 percent annual-

and balances in retail money market funds. M3 consist
of M2 plus large-denomination time deposits, balances ijzed pace from the fourth quarter of

institutional money market funds, RP liabilities (over- 1998 through June, in line with its

night and term), and Eurodollars (overnight and term)qdyvance in 1998. The currency compo-
Debt consists of the outstanding credit market debt of the ;

U.S. government, state and local governments, housd1e€Nt of M1 eXpanded quite rapidIY- The
holds and nonprofit organizations, nonfinancial busi-strength appeared to stem from domes-
nesses, and farms. . tic, rather than foreign, demand, perhaps
. verage for fourth quarter of preceding year to . . .
average for fourth quarter of year indicated. reflecting vigorous consumer spending,
2. From average for preceding quarter to average foa|th0ugh currency growth was more
qu;rt'e:rnl)r;:ilgigargée for fourth quarter of 1998 to averr:lgé'_()bu_St than mlght be eXpec_ted_ for the
for June (May in the case of domestic nonfinancial debt)fiS€ in spending. The deposits in M1—
n.a. Notavailable. demand deposits and other checkable
deposits—contracted further, as retail
for liquid money balances, and by thesweep programs continued to be intro-
easing of monetary policy, whichduced. These programs, which first
reduced the opportunity costs of holdingoegan in 1994, shift funds from a
the assets included in the monetarglepositor's checking account, which
aggregates. M2 growth moderated oveis subject to reserve requirements, to a
the first half of 1999, as the heightenedpecial-purpose money market deposit
demand for money waned; in June thisccount, which is not. Funds are then
aggregate was above its 1 percent tehifted back to the checking account
5 percent price-stability growth range.when the depositor's account balance
The growth in M2 over the first half of falls below a given level. The depository
the year again outpaced that of nominahstitution benefits from a retail sweep
income, although the decline in M2program because the program cuts its
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reserve requirement and thus the amoumbature the next business day to better
of non-interest-bearing reserve balancealign daily supply with demand. None-
that it must hold at its Federal Reserveheless, required balances at the Federal
Bank. New sweep programs depresseldeserve could drop to levels at which
the growth of M1 by about % per- the volatility of the funds rate becomes
centage points over the first half ofpronounced. One way to address the
1999, somewhat less than in previouproblem of declining required balances
years because most of the depositorwould be to permit the Federal Reserve
institutions that would benefit from suchto pay interest on the reserve balances
programs had already implementedhat depository institutions hold. Paying
them. interest on reserve balances would
As a consequence of retail sweepeduce considerably the incentives of
programs, the balances that depositorgiepository institutions to develop
institutions are required to hold at thereserve-avoidance practices that may
Federal Reserve have fallen aboutomplicate the implementation of mone-
60 percent since 1994. This developtary policy.
ment has the potential to complicate
reserve management by the Federal : :
Reserve and depository institutions an(aHJ'S' Financial Markets
thus raise the volatility of the federal Yields on Treasury securities have risen
funds rate. It would do so by making thethis year in response to the ebbing of
demand for balances at the Federahe financial market strains of late
Reserve more variable and less predictt998, surprisingly strong economic
able. Before the introduction of sweepsactivity, concerns about the potential
the demand for balances was high antbr increasing inflation, and the conse-
stable because reserve balance requirguent anticipation of tighter monetary
ments were large, and the requirementgolicy. In January, yields on Treasury
were satisfied by the average of dailysecurities moved in a narrow range, as
balances held over a maintenancéngering safe-haven demands for dollar-
period. With sweep programs reducinglenominated assets, owing in part to the
required balances to low levels, deposidevaluation and subsequent floating of
tory institutions have found that theythe Brazilianreal, about offset the effect
target balances in excess of theion yields of stronger-than-expected eco-
required balances in order to gain suffinomic data. Over subsequent months,
cient protection against unanticipatechowever, yields on Treasury securities,
debits that could leave their account®specially at intermediate and long
overdrawn at the end of the day. Thismaturities, moved up substantially. The
payment-related demand for balancedemand for the safest and most liquid
varies more from day to day than theassets, which had pulled down Treasury
requirement-related demand. Thus faields in the fall, abated as the strength
the greater variation in the demand foiin economic activity and favorable earn-
balances has not made the federal fundegs reports engendered optimism about
rate appreciably more volatile, in partthe financial condition of private bor-
reflecting the successful efforts ofrowers and encouraged investors to buy
depository institutions and the Federaprivate securities. In addition, rising
Reserve to adapt to lower balances. Faommodity prices, tight labor markets,
its part, the Federal Reserve has corand robust economic activity led market
ducted more open market operations thatarticipants to conclude that monetary
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policy would need to be tightened, pernominal counterparts, in part because
haps in a series of steps. This viewthese securities were not perceived as
accentuated by the FOMC’s announcebeing as liquid as nominal Treasury
ment after its May meeting that it hadsecurities. Thus, as the safe-haven
adopted a directive tilted toward tighten-demand for nominal Treasury securities
ing policy, also boosted yields. Betweerunwound and nominal vyields rose,
the end of 1998 and mid-July, Treasuryields on inflation-indexed securities
yields added about 80 basis points talid not move up concomitantly. More-
110 basis points, on balance, with thever, these yields were held down by
larger increases in the intermediatssome improvement in the liquidity
maturities. The rise in Treasury billof the market for inflation-indexed
rates, anchored by the modest upwardecurities, as suggested by reports of
move in the FOMC'’s target federalnarrower bid—asked spreads, which pro-
funds rate, was much less, abouvided additional impetus for investors
10 basis points to 40 basis points. to acquire these securities. Because of
The recovery in fixed-income mar-such considerations, the value of the
kets over the first half of the year wasyield spread between nominal and
evident in a number of indicators ofinflation-indexed Treasury securities as
market conditions. Market liquidity an indicator of inflation expectations is
was generally better, and volatility waslimited. Nonetheless, the widening of
lower. The relative demand for the mosthe spread this year may have reflected
liquid Treasury securities—the mostsome rise in inflation expectations.
recently auctioned security at each Equity prices have climbed this year.
maturity—was not so acute, and yielddViajor equity price indexes posted gains
on these securities were in somewhatf 10 percent to 31 percent, on balance,
closer alignment with yields on issuesbetween the end of 1998 and July 16,
that had been outstanding longer. Dealwhen most of them established record
ers were more willing to put capital athighs. The lift to prices from stronger-
risk to make markets, and bid—askedhan-anticipated economic activity and
spreads in Treasury securities narrowedorporate profits apparently has offset
somewhat, though, in June they wergehe damping effect of rising bond
still a bit wider than had been typical.yields. Prices of technology issues, espe-
Market expectations of asset price volaeially Internet stocks, have risen consid-
tility, as reflected in prices on Treasuryerably on net, despite some wide swings
bond options contracts, receded on bain sentiment. Share prices of firms
ance. The implied volatility of bond producing primary commodities, which
prices dropped off until April and then tumbled in the fall, rebounded to post
turned back up, as uncertainty about th&arge price gains, perhaps because of the
timing and extent of a possible tighten-firming of commaodity prices amid per-
ing of monetary policy increased. ceptions that Asian economies were
Yields on inflation-indexed Treasuryimproving. Consensus estimates of earn-
securities have only edged up this yeaings over the coming twelve months
and the spreads between yields on nomkave strengthened, but in June the ratio
nal Treasury securities and those owf these estimates to prices, as measured
comparable inflation-indexed securitiedy the S&P 500 index, was near the
have widened considerably. Yields orrecord low established in May. Mean-
inflation-indexed securities did notwhile, real interest rates, measured as
decline in late 1998 like those of theirthe difference between the yield on
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the nominal ten-year Treasury note an@ral Reserve’s May 1999 Senior Loan
a survey-based measure of inflatiorOfficer Opinion Survey, a substantial
expectations, moved up. Consequentlynajority of the respondent banks have
the risk premium for holding equities largely completed year 2000 prepared-
remained quite small by historicalness reviews of their material custom-
standards. ers. Most banks reported that only a
small portion of their customers have
not made satisfactory progress.
Year 2000 Preparedness Banks in the Federal Reserve’s sur-
The Federal Reserve and the bankingey reported little demand from their
system have largely completed preparelients for special contingency lines of
ing technical systems to ensure that thegredit related to the century date change,
will function at the century date changealthough many expect demand for such
and are taking steps to deal with potenlines to increase somewhat as the year
tial contingencies. The Federal Reservprogresses. Almost all domestic respon-
successfully completed testing all of itsdents reported that they are willing to
mission-critical computer systems forextend such credit lines, although in
year 2000 compliance, including itssome cases with tighter standards or
securities and funds transfer systems. Aerms.
a precaution to assure the public that
sufficient cash will be available in the .
event that demand for U.S. currenc;}ntematlmal Developments
rises in advance of the century datélobal economic prospects look consid-
change, the Federal Reserve wilerably brighter than they did only a few
increase considerably its inventory ofmonths ago. To an important degree,
currency by late 1999. In addition, thethis improvement owes to the rebound
Federal Reserve established a Centuip the Brazilian economy from the tur-
Date Change Special Liquidity Facility moil experienced in January and Febru-
to supply collateralized credit freely toary and to the fact that the fallout from
depository institutions at a modest penBrazil on other countries was much less
alty to market interest rates in thethan it might have been. The fear was
months surrounding the rollover. Thisthat the collapse of the Braziliareal
funding should help financially soundlast January would unleash a spiral of
depository institutions commit moreinflation and further devaluation and
confidently to supplying loans to otherlead to a default on government domes-
financial institutions and businesses itic debt, destabilizing financial markets
the closing months of 1999 and earlyand triggering an intensified flight of
months of 2000. capital from Brazil. In light of events
All depository institutions have beenfollowing the Russian debt moratorium
subject to special year 2000 examinaand collapse of the ruble last year, con-
tions by their banking supervisors tocern existed that a collapse of theal
ensure their readiness. Banks, in turmgould also have negative repercussions
have worked with their customers toin Latin America more broadly, and pos-
encourage year 2000 preparedness Ipibly even in global financial markets.
including a review of a customer’s year Developments in Brazil turned out
2000 preparedness in their underbetter than expected over the weeks after
writing or loan-review standards andthe floating of thereal in January.
documentation. According to the Fed-Between mid-January and early March,
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the real lost 45 percent of its value improve the government’s fiscal balance
against the dollar, reaching a low ofby about 1 percent of GDP. In May,
2.2 per dollar, but then started to recovethe rise in U.S. interest rates associated
after the Brazilian central bank raisedwith the anticipated tightening in the
the overnight interest rate from 39 perstance of U.S. monetary policy helped
cent to 45 percent and made clear thgiush Brady bond yield spreads up more
it gave a high priority to fighting infla- than 200 basis points. Although they
tion. By mid-May, thereal had strength- narrowed some in June, they widened
ened to 1.65 per dollar, even while theecently on concerns about Argentina’s
overnight rate had been cut, in stepsgeconomic situation.
from its March high. The overnight The Brazilian crisis did trigger
rate was reduced further, to 21 percentenewed financial stress throughout
by the end of June, but threal fell back Latin America, as domestic interest
only modestly and stood at aboutrates and Brady bond vyield spreads
1.80 per dollar in mid-July. Brazil's increased sharply in January from lev-
stock market also rose sharply and wasls that had already been elevated by
up by about 65 percent in the year tdhe Russian crisis. Nonetheless, these
date. increases were generally smaller than
Several favorable developments havéhose that had followed the Russian
worked to support theeal and equity crisis, and as developments in Brazil
prices over the past few months. Inflaproved more positive than expected,
tion has been lower than expected, witfiinancial conditions in the rest of the
consumer price inflation at an annuategion stabilized rapidly. Even so, the
rate of around 8 percent for the first halfcombination of elevated risk premiums
of the year. Greater-than-expected reand diminished access to international
GDP growth in the first quarter, thoughcredit markets, as well as sharp declines
attributable in part to temporary factors,jn the prices of commodity exports,
provided some evidence of a bottominghad significant consequences for GDP
out, and possible recovery, in economigrowth, which began to slow or turn
activity over the first part of this year. negative throughout the region in late
And in the fiscal arena, the governmenii998 and early 1999.
posted a primary surplus of more than Mexico appears to have experienced
4 percent of GDP in the first quarter—the least diminution in economic
well above the goal in the Internationalgrowth, likely because of its strong trade
Monetary Fund program. The positivelinks with the United States, where
turn of events has facilitated a return ofgrowth has been robust. A flattening in
the Brazilian government and private-Mexican GDP in the final quarter of
sector borrowers to international bondl998 has given way to renewed, but
markets, albeit on more restrictive termsnoderate, growth more recently, and the
than those of a year ago. Mexican peso has appreciated by about
Since the middle of May, however,5%2 percent relative to the dollar since
the road to recovery in Brazil hasthe start of the year. By contrast, eco-
become bumpier. The central governnomic activity in Argentina declined
ment posted a fiscal deficit in May thatsharply in the first quarter, in part
was bigger than had been expected. Ihecause of the devaluation and rela-
addition, court challenges have calledively weak economic activity in Brazil,
into question fiscal reforms enactedArgentina’s major trading partner.
earlier this year that were expected toMore recently the earlier recovery in
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Argentina’s financial markets appeargast year, with exchange rates stabiliz-
to have backtracked as concern hag and stock prices moving higher.
increased about the medium- to longFinancial conditions have been weakest
run viability of the currency peg to thein Indonesia, in large part a result of
dollar. Several countries in the regionpolitical uncertainty; but even so,
including Venezuela, Chile, and Colom-domestic interest rates have dropped
bia, also experienced sharp declines isharply, and the stock market has staged
output in the first quarter, stemming inan impressive rebound since April. The
part from earlier declines in oil and otherrecovery of economic activity in these
commodity prices. countries has been slower and less
In emerging Asia, signs of recoveryrobust than in Korea, possibly reflecting
in financial markets and in real activity slower progress in addressing structural
are visible in most of the countries thatweaknesses in the financial and corpo-
experienced financial crises in late 1997rate sectors. However, activity appears
However, the pace and extent of recovto have bottomed out and has recently
ery is uneven across countries. Thahown signs of starting to move up in
strongest recovery has been in Koreahese countries.
In 1998, the Korean won reversed nearly Financial markets in China and Hong
half of its sharp depreciation of lateKong experienced some turbulence at
1997. It has been little changed on balthe start of the year when Chinese
ance this year, as Korean monetanauthorities put the Guangdong Interna-
authorities have intervened to moderaté&onal Trust and Investment Corporation
its further appreciation. Korean stock(GITIC) into bankruptcy, leading to
prices have also staged an impressivating downgrades for some Chinese
recovery—moving up about 75 percenfinancial institutions, including the
so far in 1999. In the wake of its finan-major state commercial banks. The
cial crisis, output in Korea fell sharply, GITIC bankruptcy also raised concerns
with industrial production down aboutabout Hong Kong financial institutions,
15 percent by the middle of last yearwhich are heavy creditors to Chinese
Since then, however, production ha®ntities. These concerns contributed to a
bounced back. With the pace of thesubstantial increase in yield spreads
recovery accelerating this year, all ofbetween Hong Kong government debt
the post-crisis drop in production hasand U.S. Treasury securities and to a fall
been reversed. This turnaround reflects the Hong Kong stock market of about
both the improvement in Korea’s exter-15 percent. Spreads have narrowed
nal position, as the trade balance hasince, falling from about 330 basis
swung into substantial surplus, and th@oints on one-year debt in late January
government’s progress in addressingo about 80 basis points by mid-May,
the structural problems in the financialand have remained relatively stable
and corporate sectors that contributed teince then. Equity prices also rebounded
the crisis. sharply, rising nearly 50 percent
Financial markets in the Southeasbetween mid-February and early May.
Asian countries that experienced criseBespite sizable volatility in May and
in 1997 (Thailand, Singapore, MalaysiaJune, they are now roughly unchanged
Indonesia, and the Philippines) apparfrom early May levels.
ently were little affected by spillover In Japan, a few indicators suggest that
from Brazil's troubles earlier this yearrecovery from a prolonged recession
and have recovered on balance over thmay be occurring. Principally, first-
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quarter GDP growth at an annual rateddressing persistent problems in the
of 7.9 percent was recorded—the firsfinancial sector. In March the authorities
positive growth in six quarters. Thisinjected #- trillion yen of public funds
improvement reflects in part a shiftinto large financial institutions and
toward more stimulative fiscal andbegan to require increased provisioning
monetary policies. On the fiscal front,against bad loans as well as improved
the government announced a set of medinancial disclosure. Although much
sures at the end of last year that wereemains to be done, these actions appear
slated for implementation during 1999to have stabilized conditions, at least
and included permanent cuts in persondaemporarily, in the banking system, and
and corporate income taxes, varioushe premium on borrowing rates paid by
investment incentives, and increases iteading Japanese banks declined to zero
public expenditures. The large-scaléoy March.
fiscal expansion and concern about The yen strengthened in early Janu-
increases in the supply of governmenary, supported by the runup in long-
bonds caused bond yields to more thaterm Japanese interest rates, reaching
double late last year and early this yeambout 110 per dollar—its highest level
to a level of about 2 percent on thein more than two years. However, amid
ten-year bond. apparent intervention by the Japanese
In mid-February, primarily becauseauthorities, the yen retreated to a level
of concern about the prolonged weakabove 116 per dollar, and it remained
ness in economic activity and pro-near that level until the mid-February
nounced deflationary pressures but alseasing of monetary policy and the subse-
in response to the rising bond yieldsquent decline of interest rates when it
the Bank of Japan announced a redudepreciated to about 120 per dollar. In
tion in the target for the overnight mid-June, the Japanese authorities inter-
call-money rate and subsequentlyened in the foreign exchange market in
guided the rate to its present level ofan effort to limit appreciation of the yen
3 basis points by early March. Thisafter the surprisingly strong first-quarter
easing of monetary policy had a stimula-GDP release increased market enthusi-
tive effect on Japanese financial marasm for that currency. The authorities
kets, with the yield on the ten-yearnoted that a premature strengthening
government bond falling more thanof the yen was undesirable and would
75 basis points, to 1.25 percent byweigh adversely on economic recovery.
mid-May. More recently, the yield has In the other major industrial coun-
risen to about 1.8 percent, partially intries, the pace of economic growth this
response to the release of unexpectediyear has been mixed. Economic devel-
strong first-quarter GDP growth. Sup-opments in Canada have been quite
portive monetary conditions, coupledfavorable. GDP rose ¥ percent at an
with restructuring announcements fromannual rate in the first quarter after a
a number of large Japanese firms antburth-quarter gain of % percent, with
growing optimism about the economicproduction fueled by strong demand for
outlook, have fueled a rise in the NikkeiCanadian products from the United
from around 14,400 over the first twoStates. Core inflation remains low, near
months of the year to over 18,500 inthe lower end of the Bank of Canada’s
mid-July. target range of 1 percent to 3 percent,
The improved economic performancealthough overall inflation rose some in
in Japan also reflects some progress ofpril and May. Oil prices and other
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commodity prices have risen, and théAsia and eastern Europe appears to have
current account deficit has narrowedifted a bit in the past few months,
considerably. These factors have helpedlthough the signs of a pickup in growth
the Canadian dollar appreciate relativavere both tentative and uneven across
to the U.S. dollar by about 4 percent thighe euro area. In Germany, industrial
year and have facilitated a cut in shortproduction was higher in April and May
term interest rates of 50 basis points byhan in the preceding two months, and
the Bank of Canada. Along with rising export orders were markedly higher in
long-term interest rates elsewhere, longhose months than they had been at any
rates have increased in Canada by abotitme since the spring of 1998. But in
30 basis points over the course of this-rance, which had been the strongest of
year. Even so, equity prices have risetthe three largest euro-area economies
about 12 percent since the start of thén 1998, GDP growth was a meager
yeatr, although the rise in long-term rated¥s percent at an annual rate in the
has undercut some of the momentum ifirst quarter, and industrial production
the stock market. slipped in April.

In the United Kingdom, output was On average in the euro area, inflation
flat in the first quarter, coming off a has remained quite tame, even as rising
year in which GDP growth had alreadyoil prices, a declining euro, and, at least
slowed markedly. However, the effectsn Germany, an acceleration in wage
of aggressive interest rate reductionsates have raised inflationary pressures
undertaken by the Bank of England inthis year. The low average rate of infla-
late 1998 and earlier this year appeation as well as the still sluggish pace
to have emerged in the second quarteqf real activity in some of the euro-area
with gains in industrial production, retail countries led the European Central Bank
sales volume, and business confidencé lower the overnight policy rate by
Inflationary pressures have been welb0 basis points in April, on top of cuts
contained, benefiting in part from thein short-term policy rates made by the
continued strength in sterling; the Banknational central banks late last year that,
of England cut interest rates, mosbn average, were worth about 60 basis
recently in June, to reduce the likelihoodpoints.
of inflation undershooting its target of Notwithstanding the easing of the
2¥> percent. Consistent with expectapolicy stance, long-term government
tions of an upturn in growth, equity bond yields have risen substantially
prices have risen more than 15 percenfrom their January lows in the largest
and long-term bond yields have climbedeconomies of the euro area. Ten-year
nearly 80 basis points since the end ofates spiked in early March along with
last year. U.S. rates, fell back some through mid-

First-quarter growth in the EuropeanMay, and then resumed an upward
countries that have adopted a commonourse around the time the FOMC
currency (euro area) regained somedopted a tightening bias in mid-May.
momentum from its slow pace in lateSince the middle of June, a relatively
1998 but was nevertheless below potersharp increase in yields has pushed them
tial, as production continued to react tao about 100 basis points above their
the decline in export orders registered/alues at the start of the year and has
over the course of 1998 and in earlynarrowed what had been a growing
1999. Still, the drag on overall produc-interest rate differential between U.S.
tion from weak export demand fromand European bonds. In addition to the
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pressure provided by the increase in U.$$1.16675. Trading in the euro opened
rates, the runup in European yieldon January 4, and after jumping on the
likely reflects the belief that short-termfirst trading day, its value has declined
rates have troughed, as the incipientelative to the dollar almost steadily
recovery in Asia not only reduces theand is now about 13 percent below its
drag on European exports but alsanitial value. The course of the euro—
attenuates deflationary pressures odollar exchange rate likely has reflected
European import prices. Concern abouin part the growing divergence in both
the fall in the exchange value of thethe cyclical positions and, until recently,
euro may also have contributed to adong-term bond vyields of the euro-
assessment that the next move in shorarea economies and the United States.
term rates would be up. Gains in equityConcerns about fiscal discipline in
prices so far this year—averaging aboultaly—the government raised its 1999
12Y¥> percent—are also suggestive ofieficit-to-GDP target from 2.0 percent
the belief that economic activity mayto 2.4 percent—and about progress on
be picking up, although the range instructural reforms in Germany and
share price movements is fairly broadFrance have also been cited as contribut-
even considering only the largest econoing to weakness in the euro, with the
mies: French equity prices have riserEuropean Central Bank recently charac-
about 20 percent, German prices are ugerizing national governments’ fiscal
13 percent, and Italian prices are uppolicy plans as “unambitious.”
only 5 percent. On balance the dollar has appreciated
The new European currency, themore than % percent against an index
euro, came into operation at the starbf the major currencies since the end of
of the year, marking the beginning oflast year, owing mainly to its strengthen-
Stage Three of European Economic anthg relative to the euro. Nevertheless, it
Monetary Union. The rates of exchangeemains below its recent peak in August
between the euro and the currencies aif last year when the Russian debt mora-
the eleven countries adopting the eurdorium and subsequent financial market
were set on December 31; based oturmoil sent the dollar on a two-month
these rates, the value of the euro adownward slide. .
the moment of its creation was
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Consumer and Community Affairs

The consumer and community affairsscope. This organizational structure sup-
function of the Board of Governorsports a program that is both cohesive
focused on activities in two key areasand diverse.

in 1999—providing information to a During 1999, the Board adopted a
variety of audiences, including consum-strategic plan and a revised mission
ers, community groups, financial institu-statement for the community affairs
tions, and the small business commufunction to take account of the signifi-
nity; and improving the process forcant changes occurring in the banking
supervising state member banks foand community development indus-
compliance with federal consumer banktries. With an updated focus, the Fed-
ing and civil rights laws. The Board eral Reserve System is positioned to
also reviewed several large bank holdapply its resources and expertise to
ing company applications; strengthenegrojects promoting community-based
regulatory guidance on disclosures anéconomic development efforts through-
other matters; referred two cases reflecbut the country. In working toward this
ing possible patterns or practices of disebjective, the Reserve Banks hosted
crimination to the U.S. Department of284 conferences, conducted 1,689 out-
Justice; and investigated and respondagach meetings, provided technical as-
to issues raised in consumer complaintsistance on 878 occasions, delivered 280
speeches, and distributed 170,000 cop-
ies of newsletters during 1999. These
activities are featured itCapital Con-
The Federal Reserve promotes the ecamections a newsletter begun in 1999 by
nomic viability of underserved popula-the Board that highlights innovative and
tions and markets through its commudimportant projects undertaken by the
nity affairs program, which provides Reserve Banks.

technical assistance and conducts out- Many of the Division’'s community
reach to advise lenders, communityaffairs efforts during 1999 were under-
developers, and government officialdaken in cooperation with the Reserve
on innovative approaches for fundingBanks. For example, the Board and the
community-based economic developReserve Banks cosponsored a major
ment activities. Capitalizing on their research conference on small-business
access to information on financial interfinancing and development (see box).
mediaries, the Community Affairs Offi- The Federal Reserve assisted the
cers at the twelve Reserve Banks desigd.S. Small Business Administration
programs tailored to the information and(SBA) in its effort to increase awareness
development needs of their Districts.of the venture capital available to entre-
The Board’s Division of Consumer andpreneurs through its small-business
Community Affairs offers a national per- investment company (SBIC) program, a
spective and provides oversight andunding resource that leverages private
guidance, engaging in projects that havenvestment with SBA guarantees. The
broad implications for public policy or Board coordinated the sponsorship of
that present issues industrywide irsix seminars on SBICs by the Reserve

Community Development
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The Business of Small Business Access
to Capital and Credit

The availability of business capital and credit is an essential component of
healthy communities. Research on the relationship between small business and
credit providers can provide information that is critical for dynamic markets.

Alan GreensparChairman Board of Governors

Small business is often referred to as therate more than half the nation’s sales and
“engine of our economy.” Accordingly, the private gross domestic product. More agile
Federal Reserve System has a keen interefian their “big business” counterparts,
in its significance in financial markets. small firms can react quickly to customer
In 1999, the System’s community affairsdemands and market changes. It is fre-
officers demonstrated this interest by partguently because of their size, rather than in
nering with their research colleagues taspite of it, that these small businesses are
sponsor an academic conference on thsuccessful and often lead their industries in
availability of funding resources for small innovation. However, these entrepreneurial
businesses. firms typically lack sufficient business
The two-day conference, “Businessexperience and capital—factors that rep-
Access to Capital and Credit,” was the firstresent credit risk to lenders. This risk,
national research conference of its kind fowhether perceived or real, has been cited as
the Federal Reserve System. It provided ¢he reason small businesses, particularly
forum for economists, scholars, and advothose owned by minorities or located in
cates to present research findings, anbbw-income neighborhoods, have histori-
it served as a foundation for continuedcally found it difficult to obtain the funding
research and discussion. Topics addresseftal to their operation and growth.
included lending relationships, access to
credit for minority-owned businesses,
microenterprise lending, and credit scor-Small Business and
ing. The conference drew nearly 400 lend-Community Development

ers, community developers, researchers, . )
and government officials. In the course of their outreach and techni-

cal assistance activities, the System’s com-
munity affairs officers have over the years
gathered anecdotal evidence of the credit
gap that small enterprises continually
Small businesses provide jobs to more thastruggle with. The lack of access to capital
half the private-sector workforce and gen-s viewed as particularly detrimental to the

Small Business as an Economic Force

Banks of New York, Atlanta, Chicago, U.S. Department of the Treasury that
Kansas City, Dallas, and San Francisceeeks to stimulate business-to-business
for a target audience of bankers, invesrelationships, with larger companies
tors, and small-business developers. mentoring small firms. Among other

The Board also played a role in thethings, the Board assisted in the devel-
BusinessLINC Initiative, an interagencyopment of a national conference promot-
project headed by the SBA and theng BusinessLINC.
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revitalization of low-income areas, givenThe Research
that these communities rely heavily on
small firms for the economic stability and
services that are critical to initiating and
sustaining redevelopment. Without suffi-
cient funding, these firms have difficulty
remaining in business.

The conference focused on six topics:

e CRA data on small-business lendirg
The flow of credit to small businesses in
low- and moderate-income communities,
and ways to finance the operation of
small farms

e Access to credit for minority-owned
businesses-Differences in credit exten-
sions to businesses owned by African
Americans

e The small business—small lender rela-
tionship—The effect of banking consoli-
dation and bank size on the relationship
between business owners and lenders

e Microenterprise lending-Increasing the
probability of repayment of micro-loans,

Edward M. GramlichMember and the efficacy of such programs in

Board of Governors promoting self-sufficiency, providing
training, and predicting success

e Credit scoring and securitization of
In 1998, Board and Reserve Bank com- small-business loanrsThe effect of

munity affairs and research officers con- credit scoring and securitization of small
cluded that a research conference would business loans on the availability of
foster better understanding of small busi- credit to small businesses in general
ness lending and credit issues and would and in low- and moderate-income
encourage ongoing research and discus- communities.

sion. Scholars, practitioners, and policy- Conference proceedings are available at

makers nationwide responded to the calvww.federalreserve.gov/community.htm.

for papers. Seventeen studies identified

as the most germane to the conference’s The success of the conference gave evi-

objectives provided the framework for thedence of a desire for continued research

conference, which was held in Arlington,on community economic development

Virginia, on March 8-9, 1999. Remarksissues. System community affairs officers

by Federal Reserve Board Chairman Alarand their research colleagues are now col-

Greenspan and Governor Edward Grambaborating on a second conference, to be

lich reinforced the importance of under-held in spring 2001. This one will focus on

standing the challenges and opportunitiethe effect of changing financial markets on
involved in funding small businesses. community development.

Small-business owners must contend
with lenders with varying underwriting
standards, varying appetites for risk,
and varying expected rates or return for
loans they may approve. The vagaries
of local economies may also influence
the likelihood that a small firm gets
approved for credit.

To support a presidential initiative ontralized, Internet-based database of
microenterprise development, the Boardesources available to these businesses.
helped compile and disseminate infor- In 1999 the Federal Reserve System
mation on existing federal programsdedicated resources to several national
that provide funding and technical sup-home ownership initiatives. One was
port to very small firms. It also helpedan interagency effort to increase home
design and develop content for a cenewnership in rural America; the commu-
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nity affairs function supported the Ruralsponsored conferences on new commu-
Home Loan Partnership by promotingnity development funding strategies
the availability of a new financing vehi- and resources. The Federal Reserve
cle offered by the U.S. Department ofBank of New York sponsored a three-
Agriculture, the Federal Home Loanpart series on innovative financing
Bank System, and the Rural Localmechanisms for preserving low- and
Initiatives Support Corporation. Themoderate-income communities. The
Reserve Banks of Boston, Richmondseries, which targeted community devel-
St. Louis, and San Francisco convenedpers and investors, included sem-
bankers and community developers innars on real estate investment trusts,
their Districts to discuss the programventure capital, and the securitiza-
and the availability of mortgage guarantion of community development loans.
tees. The community affairs functionThe San Francisco Reserve Bank also
also provided leadership and technicahosted a conference on the securitiza-
expertise in connection with the One-ion of small-business and commu-
Stop Mortgage Initiative, a project initi- nity development loans. Securitization
ated by the White House to create homeould lead to the creation of a sec-
ownership opportunities among Nativeondary market for these loans, which
Americans residing in Indian country. Awould, in turn, expand creditors’ lend-
work group for this initiative—made up ing capacity.
of representatives of numerous other The Community Affairs Offices also
government agencies and the Minneapastressed the mutual benefits that can be
lis, Kansas City, and San Franciscachieved through creative partnerships
Reserve Banks—identified specificamong community stakeholders. The
actions needed to improve financialFederal Reserve Bank of Boston spon-
literacy and homebuyer preparatiorsored a conference highlighting the spe-
among the target market, critical ele-cial resources that local universities can
ments in ensuring the success of anprovide and the leadership and funding
affordable housing program. roles they can play in community devel-
The Board and the Federal Reservepment collaborations. The New York
Bank of Richmond worked to promoteReserve Bank spearheaded efforts to
economic development in the District ofpromote school-to-work programs and
Columbia through a partnership amongther work-training initiatives for low-
community groups, government agenincome youth as qualified community
cies, financial institutions, and corporateeinvestment activities for financial
businesses. Key representatives of thesestitutions.
groups addressed issues that hamperTo give the public ready access to
growth, and proposed remedial actionsommunity development information,
at meetings convened by the Federahe Federal Reserve launched two web-
Reserve. Expertise in structuring andased databases in 1999. The Federal
facilitating this partnership was pro-Reserve Bank of Kansas City unveiled
vided by the Cleveland Reserve Bank]lst Source, an interactive database of
which offered recommendations on thegovernment funding and other commu-
basis of its experiences with a similamity development support programs
initiative. available through federal agencies.
In addition to participating directly in The Chicago Reserve Bank posted the
such collaborative efforts, the FederalConsumer and Economic Development
Reserve’s Community Affairs Offices Research and Information Center, a one-
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stop site for research and information orsumer privacy protections. In June, the
upcoming events related to communitygroup reviewed the growing number of
development. privacy initiatives and expressed gen-
eral support for a uniform approach to
privacy to avoid proliferation of rules by
state courts and regulators.
The Board’'s Consumer Advisory Coun- Electronic disclosures were a key
cil convened in March, June, and Octotopic at the June and October meet-
ber 1999 to advise the Board on matterings. Council members discussed pro-
concerning laws that the Board adminisposed rules for providing electronic
ters and on other issues related to cordisclosures under five of the Board's
sumer financial services. The counci'sconsumer  protection  regulations:
thirty members come from consumemB (Equal Credit Opportunity), E (Elec-
and community organizations, the finantronic Fund Transfers), M (Con-
cial services industry, academic institusumer Leasing), Z (Truth in Lending),
tions, and state agencies. Council meetnd DD (Truth in Savings). Although
ings are open to the public. members had differing views on sug-
During the year, the council focusedgested changes to the content and for-
on numerous issues, including the Commat of the proposed disclosure forms,
munity Reinvestment Act (CRA), finan-they supported adding more consumer
cial privacy, electronic disclosures, andprotections to the proposals, at least
subprime lending. Council members’initially.
diverse views provided valuable insight In October, the council discussed pro-
on consumer issues. Highlights of a fewposed changes to Regulation B concern-
of the discussion topics follow. ing the removal of the general prohibi-
The CRA was a major topic at thetion against noting information about an
March and June meetings. Issues dispplicant’s race, color, religion, national
cussed included the banking agenciesrigin, and sex in transactions for non-
collection and use of data related tamortgage credit. Members generally
small-business lending, the limitationsfavored the removal of the prohibition,
of these data, and the feasibility ofbut opinions differed on whether data
conducting a comprehensive study otollection should be voluntary (as pro-
small-business lending. Also discussegosed) or mandatory.
were lending agreements between finan- In October, the council also addressed
cial institutions and community groupssubprime lending—the extension of
and the ways these agreements facilitatsnonconforming” loans to borrowers
successful partnerships. who may not qualify for conventional
Privacy issues were another topic atates. Although subprime lending in
the March and June meetings. In Marchmany instances meets the credit needs
council members provided views onof individuals who have impaired credit
appropriate privacy protections for con-histories, some borrowers are subject
sumers and discussed the use of eithén predatory, or abusive, practices by
mandatory directives or voluntary prin-lenders. Council members emphasized
ciples to address privacy concernsthe need to strengthen education, par-
Although they held differing views on ticularly for the most vulnerable popu-
whether mandatory or voluntary privacylation of borrowers, so that they do not
protections would work best, councilbecome victims of abusive lending
members agreed on the need for corpractices.

Consumer Advisory Council
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Fair Lending minority and nonminority applicants; it

then subjects the banks’ records to a
In 1999 the Board implemented newsupplemental analysis that is based on
risk-based procedures for examinationadditional information from a sample of
to ensure compliance with the federathe banks’ loan files. In 1999, the Board
fair lending laws and regulations. Thesdssued updated guidance to examiners
procedures were also adopted by othewn the use of the regression program in
member agencies of the Federal Finarconjunction with the new fair lending
cial Institutions Examination Council. examination procedures. The Board also
The new examination procedures aréosted a conference at which Reserve
intended to facilitate more sophisticatedBanks discussed their program-related
analysis than was previously reflecteegxperiences. A number of program im-
in agency procedures and to give examprovements were adopted, including
iners the flexibility to tailor the fair lend- several that will help in the identifica-
ing focus of an examination to the insti-tion of banks that merit more intensive
tution being reviewed. review.

To educate examiners about the new In accordance with the Equal Credit
procedures, the Federal Reserve carrigdpportunity Act, the Board refers viola-
out an extensive training program. Intions of Regulation B that it has reason
1999, a comprehensive two-week coursto believe constitute a “pattern or prac-
for less-experienced examiners was cortice” of discrimination to the U.S.
ducted on four occasions and an intenbepartment of Justice. During 1999 the
sive one-week course for experience@oard reviewed nineteen potential refer-
examiners was conducted on six occarals, including four carried over from
sions. The two-week course will bel1998. All had been detected during
offered on each ongoing basis thredkeserve Bank compliance examinations.
times a year. Of the nineteen cases, fourteen involved

Training in the fair lending examina- possible discrimination in underwriting
tion procedures was also offered outand the remaining five involved poten-
side the Federal Reserve System. Thial discrimination in pricing, including
Reserve Banks developed and presenté¢kree instances of possible violations in
outreach programs to bankers during theetting prices of “indirect,” or brokered,
first half of 1999. And at the requestloans.
of bank trade associations, federal and The Board referred two of the nine-
state banking and law enforcementeen cases to the Justice Department,
agencies, and other interested partieand three matters were still under review
the Board gave fifteen presentations oat year’'s end. One of the two referred
the new procedures in ten cities duringases involved discrimination on the
the year. prohibited basis of marital status; the

Since 1994, the Federal Reserve hasank combined the incomes of married
used a two-stage statistical regressiojoint applicants for purposes of evaluat-
program in its assessment of fair lendingng the applications, but did not do so
compliance by large-volume mortgagefor unmarried joint applicants. The sec-
lenders. The program identifies—on theond referral involved allegations that
basis of an initial analysis of reportedfemale and minority applicants had been
HMDA (Home Mortgage Disclosure charged higher rates on direct and indi-
Act) data—banks that show significantrect loans than had white and male
disparities in rates of loan denial forapplicants and that bank personnel had
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full knowledge of the discriminatory emphasis on those reflecting the highest
pricing. risk. The program also has outreach and
During 1999, certain lending prac-monitoring components.

tices described as abusive, or “preda- Both the risk-focused compliance ex-
tory,” came under increasing criticism amination procedures and the fair lend-
by private and government organizaing examination procedures, described
tions and by the media. Predatory lendin the preceding section, rely heavily on
ing generally targets—for high-costexaminer judgment about the appropri-
mortgage loans—financially unsophisti-ate level of review and supervision for a
cated elderly, minority, and lower- particular bank. To determine the extent
income homeowners who have substaref implementation of these procedures
tial equity in their property and possibly Systemwide, and to identify best prac-
have experienced some credit imperfedices for implementing the risk-focused
tions. The practices may involve fairprogram, teams of Reserve Bank and
lending violations as well as violationsBoard staff members in 1999 conducted
of the Truth in Lending Act, the Real a review of each Reserve Bank. The
Estate Settlement Procedures Act, anfindings helped in refining the examina-
state and federal laws prohibiting fraudiion procedures and the overall risk-
and deceptive practices. In Octobefocused supervision process.
1999 the Federal Reserve and represen-
tatives of nine federal agencies estabs .
lished a working group to define pract-)-rhe Gramm-Leach-Bliley Act
tices that constitute predatory lendingOn November 12, 1999, President
and to propose steps that the agencid€slinton signed the Gramm-Leach—
could take to address the practices. Bliley Act into law. Two areas covered
by the act—CRA examinations and
. the creation of “financial holding
Risk-Focused . AP

: A companies”—have implications for
Compliance Examinations both the Board's compliance examina-
In January 1999 the Board implementedion function and its applications pro-
a risk-focused supervision program thatessing function. Among other things,
represents a fundamental change in thihe act extends the length of time
way the Federal Reserve System corbetween CRA examinations for finan-
ducts examinations for compliance withcial institutions that have assets of not
the consumer banking laws and regulamore than $250 million and a CRA
tions. The program tailors the examinarating of “satisfactory” or “outstand-
tion to the individual bank under review.ing.” With few exceptions, banks rated
To focus examination resources on theatisfactory for CRA performance are to
areas of greatest risk to banks and thelse examined no more than once every
customers, the program requires an inforty-eight months and banks rated out-
depth preliminary review of such thingsstanding, no more than once every sixty
as the bank’s compliance history, newmonths. Previously, state member banks
products, and management changesated satisfactory or outstanding for
Using the results of this review, theCRA and with satisfactory compliance
examining Reserve Bank identifies theatings were examined once every
areas of highest risk and develops atwenty-four or thirty-six months.
examination plan that covers all con- The act also repeals those provisions
sumer compliance areas, with speciabf the Glass—Steagall Act of 1933 and
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the Bank Holding Company Act of 1956 sumers about the institution’s privacy
that restricted the affiliation of bank policies and must give consumers a
holding companies with securities firmsmeans of “opting out” of disclosures to
and insurance companies. The legislanonaffiliated third parties. The Board
tion creates “financial holding compa-is working with the other agencies to
nies,” which may conduct a broad rangedevelop substantially similar regulations
of financial activities, including insur- implementing these privacy require-
ance and securities underwriting, andnents. The agencies are also working
merchant banking. It also bars a bankogether to develop regulations imple-
holding company from becoming amenting the act’s “sunshine” provisions
financial holding company if any of its applicable to CRA-related agreements
depository subsidiaries received a ratingpetween insured depository institutions
lower than satisfactory at its most recenor their affiliates and nongovernmental
CRA examination, and bars an existingentities or persons. The act requires that
financial holding company from taking the agencies draft rules for disclosing
on additional powers or making acqui-the agreements and rules requiring the
sitions if the CRA rating of one of parties to the agreements to report on
its depository subsidiaries falls belowthem annually.
satisfactory.

In addition, the act requires the fed- -
eral banking agencies to issue customeF—:onsur’ner Policies
protection regulations governing the sal&hrough its consumer policies pro-
and marketing of insurance products byram, the Board conducts research and
depository institutions. These regula-explores ways other than by regulation
tions are to prohibit depository institu-to protect consumers in the area of retalil
tions from engaging in coercive saledinancial services. In 1999 the Board
practices, such as conditioning theworked with other agencies, as well as
extension of credit on the purchase of awith public- and private-sector organi-
insurance product from the institution orzations, to develop consumer-related
one of its affiliates. They are also toeducational materials.
ensure that consumers are given disclo- Two significant interagency educa-
sures clarifying that insurance productgion efforts involved electronic bank
sold by a depository institution involve accounts and mortgage shopping. New
an investment risk and are not insuredact sheets for low- and moderate-
by the Federal Deposit Insurance Corpoincome households on managing elec-
ration. In addition, the act requires thetronic bank accounts (scheduled for pub-
federal banking agencies to establish hcation in March 2000) were developed
mechanism for addressing consumeto complement the U.S. Department of
complaints that allege violations of thethe Treasury’s initiatives to provide gov-
regulations. ernment payments electronically. Also,

Privacy issues are also part of theéhe consumer brochurdeooking for the
act’'s provisions. For example, the acBest Mortgage: Shop, Compare, Negoti-
requires the federal regulatory agencieate, developd by an interagency fair
to establish standards for the securityending task force, was released. By the
confidentiality, and integrity of customerend of 1999, more than 380,000 copies
records and information, including pro-of the brochure, which identifies key
tection against unauthorized accessonsiderations for persons shopping for
Financial institutions must notify con- a mortgage, had been distributed; infor-
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mation from the brochure is alsotime the Board has imposed a monetary
available on the Board’s public webpenalty for flood insurance violations.
site.

Working with a broad-based coali-
tion of agencies and organizations fronﬁegmatory Matters
the private and public sectors, theThe Board has responsibility for imple-
Board also continued its initiative onmenting a wide range of federal laws
vehicle leasing education. Materialsconcerning consumer financial services
developed by the leasing education tearand fair lending. In August 1999, the
include a comprehensive computerBoard took the following actions:
based program entitleleys to Vehicle
Leasing—A Consumer Resoureghich < Published proposed rules and official
is scheduled for release in early 2000, staff commentary as part of a com-
and a Spanish-language version of the prehensive review of Regulation B
brochure Keys to Vehicle Leasing—A (Equal Credit Opportunity). The

Consumer GuideDuring 1999, the Fed-
eral Reserve distributed more than
800,000 copies of the brochure and
received approximately 190,000 visits
to the Board’s public web site.
Electronic banking and leasing were
also the topics of research projects.
Using data from the University of
Michigan Survey Research Center's
monthly Surveys of Consumers, for

example, the Board analyzed consum-

ers’ credit shopping practices, leasing

experiences, and attitudes toward the

use of electronic banking services.

Board proposed removing the general
prohibition against creditors’ noting
characteristics such as the race, sex,
and national origin of applicants for
nonmortgage credit; requiring credi-
tors to retain certain records in
connection with preapproved credit
solicitations; and expanding the
record-retention period for most busi-
ness credit applications from twelve
to twenty-five months. The Board is
reviewing more than 700 letters from
members of Congress, local gov-
ernments, community organizations,

Results of the research were shared with businesses, and consumers in response
other agencies and the public through to the proposal.

meetings, conferences, and

articles.

Civil Money Penalty for
Flood Insurance Violations

journad Issued revised proposals to permit

the electronic delivery of federally
mandated disclosures under five con-
sumer protection regulations: Reg-
ulations B, E (Electronic Fund
Transfers), M (Consumer Leasing),

In June 1999 the Board assessed a civil Z (Truth in Lending), and DD (Truth
money penalty against a state member in Savings). The Board had received

bank for flood insurance violations.
Without admitting to any of the allega-

tions, the bank consented to the Board’s

order in connection with an alleged
pattern or practice of violations of the
Board’s regulations implementing the
National Flood Insurance Act. The order
required the bank to pay a civil money
penalty of $10,000. This was the first

and considered more than 200 letters
responding to earlier proposals issued
in 1998. The revised proposals gener-
ally allow delivery of disclosures by

electronic mail or other means, such
as posting them on a web site, if the
consumer consents. They also specify
what information must be given to

consumers before they consent; this



104 86th Annual Report, 1999

information would be provided on ae¢ Increased to $30 million the exemp-
standardized form. The Board has tion threshold for depository institu-
received letters from more than tions required to report data under the
100 commenters and also obtained the Home Mortgage Disclosure Act.
views of individual consumers by
::onductmg fpcus group interviews. Testimony and Legislative
e Issued an interim rule for depos'tRecommendations
accounts that allows institutions to
deliver Regulation DD disclosuresin March 1999 the Board testified before
for periodic statements electronicallythe Senate Committee on Banking,
if the consumer agrees. The RegulaHousing, and Urban Affairs on con-
tion DD rule is consistent with an sumer protection issues raised by the
interim rule issued in 1998 underconference report on H.R. 3150, the
Regulation E, and makes it possibleBankruptcy Reform Act of 1998. The
for institutions to deliver deposit Board's testimony centered on proposed
account statements electronicallyegislation in two areas—amendments
under a single set of procedures. to the Truth in Lending Act and require-
ments that the Board conduct three
In addition, the Board took the fol- consumer-related studies. In general, the
lowing regulatory actions during theproposed TILA amendments involved
year: new disclosures describing the effect
of making only minimum payments on
* Revised the official staff commentaryopen-end credit plans. The proposed
to Regulation Z to give guidance onstudies concerned the adequacy of
the rules prohibiting the issuance ofexisting disclosures and protections for
unsolicited credit cards; calculatingdebit cards that can be used without
payment schedules for loans involv-personal identification numbers; certain
ing mortgage insurance; and discloshome-secured loans for which the total
ing credit sale transactions for whichamount of the credit extended exceeds
the down payment includes cash andhe fair market value of the dwell-
property used as a trade-in ing; and specific consumer borrowing
« Adopted revisions to the official staff practices.
commentary to Regulation M to pro- In July the Board testified on con-
vide guidance on disclosures for leassumer financial privacy before the Sub-
renegotiations and extensions, officiatommittee on Financial Institutions and
fees and taxes, multiple-item leasesConsumer Credit of the House Commit-
and advertisements tee on Banking and Financial Services.
* Proposed revisions to the officialThe Board’s testimony focused on pro-
staff commentary to Regulation Z toposed legislation to place additional
clarify that those cash advances comlimitations on financial institutions’ dis-
monly called “payday loans” are closure of customer information and
credit transactions covered by thestressed the need for Congress to bal-
regulation ance personal privacy concerns with
« Adjusted the dollar amount that trig-economic efficiency. In addition, the
gers additional disclosure requiretestimony emphasized the need for
ments for certain mortgage loansconsistency across markets to ensure
under the Home Ownership andthat any limitations imposed on one
Equity Protection Act of 1994 industry, such as financial services, do



Consumer and Community Affaird 05

not place that industry at a competitivefrom about 150 million a month in 1998
disadvantage. to 202.3 million a month in 1999, and
the number of POS terminals rose
38 percent, to 2.35 million.
Economic Effects of the The incremental costs associated
Electronic Fund Transfer Act with the EFTA are difficult to quantify
because no one knows how industry
As required by statute, the Board monipractices would have evolved in the
tors the effects of the Electronic Fundabsence of statutory requirements. The
Transfer Act (EFTA) on the compliancebenefits of the EFTA are also difficult to
costs and consumer benefits related tmeasure, as they cannot be isolated from
electronic fund transfer (EFT) servicesconsumer protections that would have
The economic effects of the EFTA likely been provided in the absence of regula-
continued to increase in 1999 because dfon. The available evidence suggests no
the continued growth of EFT services. serious consumer problems with EFT at
Results of consumer surveys indicat@resent. (See “Agency Reports on Com-
that during this decade the proportiompliance with Consumer Regulations.”)
of U.S. households using EFT services
grew at an annual rate of about 2 per-
cent. Approximately 85 percent ofC
households have one or more EFT fea-
tures on their accounts at financial instiThe Federal Reserve System’s compli-
tutions. Automated teller machinesance activities in 1999  included con-
(ATMs) remain the most widely used qucting and overseeing examinations of

EFT SeI’Vice. Dur'ing 1999, the numberstate member bankS, training System
of ATM transactions decreased somegompliance examiners, and participat-

what, to about 907 million a month froming in the compliance activities of the
930 million a month in 1998, probably Federal Financial Institutions Examina-
in part because of higher average ATMjon Council (FFIEC). As noted in ear-
fees. Over the same period, the numbefer sections, the System also worked
of installed ATMs rose more thanig develop and implement new risk-

20 percent, to 227,000. Direct deposit i§ocused examination procedures.
another widely used EFT service: More

than half of U.S. households have funds

deposited directly into their accounts.Compliance Examinations

Use of the service is particularly com-

mon in the public sector, accounting forSince 1977 the Federal Reserve Sys-
76 percent of social security paymentéem’s compliance examination program
and 91 percent of federal salary andas ensured that state member banks
retirement payments. About one-third ofand foreign banking organizations sub-
U.S. households have debit cards, whicfect to Federal Reserve examination
consumers use at merchant terminalsomply with federal laws protecting
to debit their transaction accountsconsumers in the provision of financial
Although these point-of-sale (POS) sysservices. During the 1999 reporting
tems still account for a fairly small shareperiod (July 1, 1998, through June 30,
of electronic transactions, their use con1999), the Federal Reserve conducted
tinued to grow rapidly in 1999. The 487 examinations for compliance with
number of POS transactions rose a thirdgonsumer protection laws: 344 examina-

ompliance Activities
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tions of state member banks and 143 aftandards, and report forms. In 1999 the

foreign banking organizatioris. member agencies continued working to
improve coordination of consumer com-
Examiner Training pliance and CRA examination activities.

) ) Actions to promote uniformity among
Examiners well versed in the consumegne federal supervisors of financial insti-
protection laws, fair lending laws, andyytions included issuing new interagency
the Community ~Reinvestment Actfair |ending examination procedures:
(QRA) are essential to the Board's COMumending Interagency Questions and
pliance program. Therefore, the type ant\nswers for the CRA; revising the
timeliness of training opportunities aré|nteragency Questions and Answers on
important. New Reserve Bank examinthe policy Guide on Administrative
ers attend a two-week basic complianc&nforcement of the Truth in Lending
course; and Qxaminers v_vith six to twelveact: and approving interagency exami-
months of field experience attend &yation procedures for the Fair Credit
two-week advanced course, a two-weeleporting Act. The FFIEC is currently
course in techniques for fair |e”d'”9developing interagency examination
examinations, and a one-week course iBrocedures for the Homeowners Pro-
CRA examination techniques. Duringiection Act of 1998, which requires
the 1999 reporting period, eleven sesgat lenders or servicers provide infor-
sions attended by a total of 197 indi-mation on private mortgage insurance

viduals were held—two sessions of theyn |pans secured by the consumer’s pri-
basic compliance course, two of themary residence.

advanced compliance course, four in fair
lending examination techniques, an

d .
three in CRA examination techniques. Agency Reports on Compliance

with Consumer Regulations

Participation in FFIEC Activites ~ The Board is required to report annu-
ally on compliance with Regulation B

Through the cooperation of its five yhich implements the Equal Credit
member agencies—the Federal Reservgpportunity Act, ECOA); Regulation E
Board, the Office of the Comptroller (gjectronic Fund Transfer Act, EFTA);
of the Currency (OCC), the FederalRegylation M (Consumer Leasing Act,
Deposit Insurance Corporation (FDIC),c| A); Regulation Z (Truth in Lending
the Office of Thrift Supervision (OTS), act, TILA): Regulation CC (Expedited
and the National Credit Union Adminis- Fyngs Availability Act, EFTA); Regula-
tration (NCUA)—the Federal Financial tjon DD (Truth in Savings Act, TISA);
Institutions Examination Council devel-3ng Regulation AA (Unfair or Decep-
ops uniform examination principles, tive Acts or Practices Act). The Board
- assembles compliance data from the
1. The foreign banking organizations examinedReserve Banks and also collects data

by the Federal Reserve are organizations operatifgom the FEFIEC agencies and from other
under section 25 or 25(a) of the Federal Reserv,

Act (Edge Act and agreement corporations) an(federal supervisory agencies.
state-chartered commercial lending companies———

owned or controlled by foreign banks. These insti- 2. The agencies use different methods to com-
tutions are not subject to the Community Reinvestpile compliance data. Accordingly, the data—
ment Act, and typically, compared with state mem-which are presented here in terms of percentages
ber banks, they engage in relatively few activitiesof financial institutions supervised or examined—
that are covered by consumer protection laws.  support only general conclusions.
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A summary of the reported compli-¢ Refrain from requesting the race,
ance data for the 1999 reporting period color, religion, national origin, or
(July 1, 1998, through June 30, 1999) sex of an applicant in transactions
follows. In general, the overall level of not covered by the data collection
compliance in 1999 was similar to that requirements.
in 1998. As in past years, the level of
compliance varied considerably fromThe OTS issued three formal enforce-
regulation to regulation. ment actions that contained provisions

relating to Regulation B.
The Federal Trade Commission
Regulation B (FTC) obtained consent decrees against
(Equal Credit Opportunity) two vehicle finance companies for
violations of the ECOA. The violations
The FFIEC agencies reported thafncluded, among others, providing inad-
78 percent of the institutions examinetequate notices of adverse action to loan
during the 1999 reporting period weregpplicants and discriminating against
in compliance with Regulation B, com- gpplicants on the basis of sex, marital
pared with 79 percent for the 1998status, or the fact that an applicant’s
reporting period. Of the institutions notincome derived from public assistance
in compliance, 68 percent had one tGources. Under the consent decrees, the

five violations. The most frequent viola-defendants agreed to civil money pen-
tions involved the failure to take one Orglties and to the entry of a permanent

more of the following actions: injunction.

The FTC also continued litigation
« Provide a written notice of credit against a mortgage lender for violations
denial or other adverse action containef the ECOA. The allegations included,
ing a statement of the action takenamong others, failing to take written
the name and address of the creditor, applications for mortgage loans, failing
notice of rights under Regulation B,to collect monitoring information on
and the name and address of the fednortgage loan applicants, and providing
eral agency that enforces complianceinadequate notices of adverse action to
e Collect information for monitoring loan applicants. The FTC is seeking
purposes about the race or nationativii money penalties and injunctive
origin, sex, marital status, and age ofelief in connection with the case.
applicants seeking credit primarily for The FTC is continuing its work with
the purchase or refinancing of a prin-other government agencies and with
cipal residence creditor and consumer organizations to
* Notify the credit applicant of the increase awareness of and compliance
action taken within the time frameswith the ECOA.
specified in the regulation The other agencies that enforce the
e Provide a statement of reasons foECOA—the Farm Credit Administra-
credit denial or other adverse actiortion (FCA), the Department of Trans-
that is specific and indicates the prinportation (DOT), the Securities and
cipal reasons for the credit denial orExchange Commission (SEC), the Small
other adverse action Business Administration, and the Grain
e Take a written credit application for Inspection, Packers and Stockyards
the purchase or refinancing of a prin-Administration of the Department of
cipal residence Agriculture—reported substantial com-
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pliance among the entities they superRegulation M
vise. The FCAs examination and(Consumer Leasing)
enforcement activities revealed certain )
violations of the ECOA, most of them The FFIEC agencies reported substan-
due to creditors’ failure to collect infor- tial compliance with Regulation M for
mation for monitoring purposes andthe 1999 reporting period. As in 1998,
to comply with rules regarding adversgmore than 99 percent of the institu-
action notices: however, no formaltions examined were in compliance.
actions were initiated. The few violations noted involved
failure to adhere to specific disclosure
requirements.
The FTC issued one consent decree
Regulation E against a vehicle manufacturer and one
(Electronic Fund Transfers) consent decree against two related vehi-

cle dealerships and their owner. These

The FFIEC agencies reported thajecrees, which provided for civil penal-
approximately 95 percent of the institU~jes and other relief for allegedly decep-

tions examined during the 1999 reportyiye |ease or credit advertising, involved
ing period were in compliance With e faijyre to disclose important lease
Regulation E, compared with 96 per-o. credit terms clearly and conspicu-
cent for the 1998 reporting period. gy " in violation of the CLA or the
Financial institutions most frequently 1y A" The FCA reported that it identi-
failed to comply with the following fieq no violations of the CLA during
requirements: its examinations.

* Investigate an alleged error promptly
after receiving a notice of error Regulation Z
+ Determine whether an error was actu¢Truth in Lending)
ally made, and transmit the results of
the investigation and determination toThe FFIEC agencies reported that
the consumer within ten business dayg4 percent of the institutions examined
» Provide customers with a periodicduring the 1999 reporting period were in
statement of all required informationcompliance with Regulation Z, the same
at least quarterly (or monthly, if anpercentage as in 1998. The Board and
electronic funds transfer occurred). the FDIC reported an increase in com-
pliance, the OTS and the NCUA re-
The OTS issued two formal emcorce_portedadecrease, and the OCC reported

ment actions that contained provision%n unchanged Iev_eld(_)f cor;plri]ance]; Trr]‘e
relating to Regulation E. FIEC agencies indicated that of the

The FTC issued a brochure, “Guideinstitutions. not in compliance, 63 per-
to Online Payments,” that gives con-cent were in the lowest-frequency cate-
gory (one to five violations), compared
of online payment systems and securiy/th 62 percent in 1998. The violations
features. The SEC reported that no vio®f Regulation Z most often observed
lations of Regulation E were detectedVere failure to take these actions:
in examinations of registered broker—
dealers conducted by self-regulatory
organizations.

Accurately disclose the finance
charge, payment schedule, annual per-
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centage rate, security interest in collat- In response to concerns about home

eral, and amount financed equity fraud, the FTC issued “Need a
e Accurately itemize the amountLoan? Think Twice about Using Your
financed upon request Home as Collateral,” a consumer publi-

e Provide disclosures within threecation that provides information to con-
business days of application forsumers considering home equity loans.
RESPA-related residential mortgagdn addition, the FTC continued to par-
applications ticipate in interagency efforts to educate

e Redisclose the annual percentageonsumers.
rate when a change occurred before The DOT continued to prosecute a

consummation or settlement cease-and-desist consent order issued in
e Withhold loan funds until the end of 1993 against a travel agency and a char-
the rescission period ter operator. The complaint alleged that

e Ensure that disclosures reflect thahe two organizations violated Regula-
terms of the legal obligation betweention Z by routinely failing to send credit
the parties. statements for refund requests to credit

card issuers within seven days of receiv-

The OTS issued three formal enforceing fully documented credit refund

ment actions subject to provisions ofrequests from customers. The DOT is

Regulation Z. Altogether, a total of currently in negotiations to settle this

342 institutions supervised by the Fediitigation.

eral Reserve, the FDIC, or the OTS were

required, under the Interagency EnforceRegu|ation AA

ment Policy on Regulation Z, to refund(Unfair or Deceptive

$2.1 million to consumers in 1999 Acts or Practices)

because of improper disclosures. _ _
The FTC obtained consent judgmentd he three bank regulators with responsi-

against seven subprime lenders and theility for enforcing Regulation AA's

owners for alleged violations of theCredit Practices Rule—the Federal

Home Ownership and Equity ProtectionReserve, the OCC, and the FDIC—

Act and the TILA. That agency alsoreported that 98 percent of the institu-

issued a final decision and order againdtons examined during the 1999 report-

a nationwide mortgage company for vioing period were in compliance. The

lating the TILA. This judgment involved most frequent violation was failure to

allegedly deceptive cost information anderovide a clear, conspicuous disclosure

practices. In addition, the FTC contin-regarding a cosigner’s liability for a

ued to litigate a complaint it had filed in debt. No formal enforcement actions for

federal district court in 1998. The com-Violations of the regulation were issued
plaint charged a mortgage lender in th&luring the period.

Washington, D.C., area and its owner

with violating the TILA in connection Regulation CC

with alleged deceptive and unfair prac{Availability of Funds

tices in home mortgage lending. As preand Collection of Checks)

viously discussed under Regulation M .

the FTC also issued a consent decre%he FFIEC .agencies repor.ted that

against two vehicle dealerships and theif L Percent of institutions examined dur-

owner for violation of the CLA and the N9 the 1999 reporting period were in
TILA. compliance with Regulation CC, com-
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pared with 89 percent for the 1998Community Reinvestment Act

reporting period. Of the institutions not
in compliance, 66 percent had one to-rm;ilt:edRZriﬁlveRsetﬁeﬂrﬁ :CS,[S(eCSSi? tg?focr?m'
five violations. Institutions most fre- y P

quently failed to comply with the fol- [BTE % S8E TAMIE IR LU
lowing requirements: addition, the Board considers CRA rat-
. ings (as well as other factors) when act-
* Follow special procedures for large-ing on applications from state member
dollar deposits o banks and bank holding companies for
* Provide immediate availability of nergers, acquisitions, and certain other
amounts up to $100, for deposits Nokctions. The Federal Reserve has a
subject to next-day availability three-faceted program for fostering bet-
* Make funds from certain checks, bothygr pank performance under the CRA.

drawal within the times prescribed by

the regulation e Examining institutions to assess com-

* Provide exception notices about funds pliance with the CRA
availability, including all required « Disseminating information on com-
information. munity development techniques to
bankers and the public through Com-
The OTS issued two formal enforce- munity Affairs Offices at the Reserve

ment actions that contained provisions Banks _
relating to Regulation CC. e Performing CRA analyses in connec-

tion with applications from banks and
bank holding companies.

Regulation DD During the 1999 reporting period, the
(Truth in Savings) Federal Reserve conducted 338 CRA

. xaminations. Of the banks examined,
The FFIEC agencies reported .thaES were rated outstanding in meeting
87 percent of institutions examined

during the 1999  reportin eriOOIcommunity credit needs, 269 were rated
weregin full com Iiancg withg Rg ula- satisfactory, 4 were rated needs to
. omp 9 improve, and 2 were rated as being in
tion DD. Institutions most frequently

failed to comply with the following substantial noncompliance.
requirements:
Applications

 State the rate of. return as an annuaburing 1999, the number of megamerg-
percentage yield in an advertisement ers declined considerably from the pre-
* Provide appropriate maturity noticesyious year. Still, the Board of Governors
for certificates of deposit maturing inconsidered applications for several very

more than one year ) large banking mergers.
e State required additional informa-

tion in advertisements containing thes In May the Board approved the appli-
annual percentage yield cation by Deutsche Bank, Frankfurt,
e Provide all applicable information Germany, to acquire Bankers Trust
on account disclosures. Community Corporation, New York, New York, a
Reinvestment Act transaction creating the largest com-
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mercial banking organization in thetory institutions having less than sat-
world. isfactory CRA ratings. The Federal
 In September the Board approved th&eserve reviewed another twenty-nine
application by Fleet Financial Group,applications involving fair lending and
Inc., to acquire BankBoston Corpora-other issues related to compliance with
tion, both of Boston, Massachusettsconsumer protection lawss.
Because of the considerable public
wterest in fche proposal, the BoardHMDA Data and
eld a public meeting to give inter- ortaade Lending Patterns
ested persons a chance to present orM gag 9
testimony. The Home Mortgage Disclosure Act
* In December the Board approved theequires mortgage lenders covered by
application by HSBC Holdings plc, the act to collect and make public cer-
London, England, to acquire Republictain data about their home purchase,
New York Corporation, New York, home improvement, and refinancing
New York. HSBC was the eighth larg-loan transactions. Depository institu-
est banking organization in the worldtions generally are covered if they were
and Republic was the nineteenth larglocated in metropolitan areas and met
est commercial banking organizationthe asset threshold at the end of the
in the United States at the time of thepreceding year; the asset threshold for
application. the data reported in 1999 was $29 mil-
« Also in December the Board approvedion. Mortgage companies are covered
the application by First Security Cor-if they were located in or made loans in
poration to acquire Zions Bancorpora-metropolitan areas and had assets of
tion, both of Salt Lake City, Utah. more than $10 million (when combined
Had the transaction been consumwith the assets of any parent company)
mated, it would have created theat the end of the preceding year. These
twenty-fourth largest commercial entities are also covered, regardless of
banking organization in the nation.  asset size, if they originated 100 or more
home purchase loans in the preceding
In each of these applications, theyear.
Board found that the CRA records of the In 1999, 6,707 depository institutions
organizations involved were consistenand affiliated mortgage companies and
with approval. In two of the three casesl,130 independent mortgage companies
involving anticipated branch closuresreported to their supervisory agencies
(Fleet and First Security), the BoardHMDA data for calendar year 1998.
required that the merged organization§hese lenders submitted information
report, for a two-year period, all branchabout the geographic location of the
closings and consolidations occurringproperties related to their loans and
as a result of the mergers. applications, the disposition of loan
In addition to these large transactionsapplications, and, in most cases, the
the Federal Reserve System in 199%ace or national origin, income, and sex
acted on ten bank and bank holdingf applicants and borrowers. The Fed-
company applications that involved pro-eral Financial Institutions Examination
tests by members of the public concern€ouncil processed the data and pro-
ing insured depository institutions’ per-
formance under the CRA and acted on 3 |, addition, one application (involving a
two applications that involved deposi-CRA protest) was withdrawn in 1999.
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duced disclosure statements on behatfent for Asians, 72 percent for blacks,
of the U.S. Department of Housing and87 percent for Hispanics, 52 percent for
Urban Development and the FFIECNative Americans, and 31 percent for
member agencies. whites.

Individual disclosure statements are The number of home purchase loans
prepared for each lender that reporteéxtended to applicants in all income
data—one statement for each metropolieategories increased in 1998 compared
tan area in which the lender had officewith the preceding year. The number of
and reported loan activity; in 1999 thesuch loans extended to lower-income
FFIEC prepared 57,294 statementgpplicants increased 19 percent, and the
based on the 1998 data. In July, eachumber extended to upper-income appli-
institution made its disclosure statementants increased 14 percent. Over the six
public, and reports containing aggregatgears 1993 through 1998, the number of
data for all lenders in a given metropoli-home purchase loans extended to lower-
tan area were made available at centrahcome and upper-income applicants
depositories in the nation’s approxi-increased 64 percent and 45 percent
mately 330 metropolitan areas. Theseespectively.
data are used not only by the FFIEC In 1998, 31 percent of Hispanic
member agencies, the reporting instituapplicants and 23 percent of black
tions, and the public, but also by HUDapplicants for home purchase loans
in its oversight of Fannie Mae and Fred-sought government-backed mortgages;
die Mac and by HUD and the Depart-the comparable figures for white, Asian,
ment of Justice as one component odnd Native American applicants were
fair lending reviews. The data also assist4 percent, 10 percent, and 12 percent
HUD, the Department of Justice, andrespectively. Twenty-four percent of
state and local agencies in respondintpwer-income applicants for home pur-
to allegations of lending discrimina- chase loans, compared with 10 percent
tion and in targeting lenders for furtherof upper-income applicants, applied for
inquiry# government-backed loans in 1998.

The data reported in 1999 for the Denial rates for conventional (non-
preceding year covered 24.7 milliongovernment-backed) home purchase
loans and applications, an increase dbans in 1998 were 12 percent for Asian
about 51 percent over 1998 that was duapplicants, 54 percent for black appli-
primarily to increased refinancing activ-cants, 39 percent for Hispanic appli-
ity. The number of home purchase loansants, 53 percent for Native American
extended in 1998 compared with 1997pplicants, and 26 percent for white
increased 13 percent for Asians andpplicants. Except for Asian applicants,
whites, 9 percent for blacks, 16 perceneach of these rates exceeded, by a small
for Hispanics, and 21 percent for Nativemeasure, the comparable rate for 1997.
Americans. Over the six years 1993 Overall, the denial rate for conven-
through 1998, the number of home purtional loans was 29 percent in 1998.
chase loans extended increased 46 perhis rate has increased in each of the

past several years, reflecting in part the

4. On behalf of the nation’s eight active privateincreasing share of applications for con-
mortgage insurance (PMI) companies, the FFIEQ/entional loans filed by lower-income
a_'SO_ICO{“liﬂiﬁé?é?;gﬁgznoﬁnh?;?gﬁggnz fzflzr':/('j' applicants. The increase in denial rates
similar to - : H
ing collected under HMDA. Lendersgtygpically alsp reflects the growing share of app"_
require PMI for conventional mortgages that(fauons_reported under HMDA that are
involve small down payments. filed with lenders that specialize in
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manufactured home and subprime lendand Reports). For both the Board and
ing5 In 1998, these 260 lenders deniedhe Reserve Banks, CAESAR facilitates
55 percent of all applications for con-access to information on the status and
ventional home purchase loans they reresolution of complaints and inquiries
ceived, compared with 16 percent foras well as any supervisory actions taken
other lenders. If the activities of theseas a result of complaint investigations.
specialty lenders are excluded from thdt also facilitates analysis of the type of
calculations, denial rates for the remaindiscrimination complaints received, and
ing institutions show little change sinceproduces reports used to identify pat-

1993. terns and trends in complaints and
inquiries.
Consumer Complaints During 1999, the Board also revised

] ) its Consumer Complaint ManualThe

The Federal Reserve investigates contayised manual includes updated poli-
plaints against state member banks angles and procedures for the Systemwide
forwards to the appropriate enforcemeng,nsumer complaint program, a new
agencies complaints that involve otheghapter on Board evaluation of Reserve
creditors and businesses (see table). Thgynk complaint program performance, a
Federal Reserve also monitors and angnecklist for Reserve Banks to use when
lyzes complaints about unregulateqnyestigating complaints alleging illegal

practices. _ credit discrimination, and information
In 1999 the Board implemented a newypout CAESAR.

PC-based database system, CAESAR
(Complaint Analysis Evaluation System . .
Complaints against
5. See Glenn B. Canner and Wayne Passmor§,ta-te Member Banks

“The Role of Specialized Lenders in Extendingln 1999 the Federal Reserve received
Mortgages to Lower-Income and Minority Home-

buyers,” Federal Reserve Bulletinvol. 85 & tOta_l of 4,697 complaints—3,78_2
(November 1999), pp. 709-23. by mail, 885 by telephone, and 30 in

Consumer Complaints against State Member Banks and Other Institutions Received by the
Federal Reserve System, 1999

; State membe Other
Subject banks institutionst Total

Regulation B (Equal Credit Opportunity). . .................... . 70 43 113
Regulation E (Electronic Fund Transfers). .................... . 34 69 103
Regulation M (Consumer Leasing) ..............covovveinnn.. . 23 22 45
Regulation Q (Payment of Interest).......................... . 1 0 1
Regulation Z (TruthinLending). .. ........ooviiiiiiin . 375 531 906
Regulation BB (Community Reinvestment)................... . 3 3 6
Regulation CC (Expedited Funds Availability). ................ . 19 47 66
Regulation DD (Truth in Savings). 48 54 102
Fair Credit Reporting Act........ 110 314 424
Fair Debt Collection Practices Act. . 10 21 31
Fair Housing Act ................. . 0 0 0
Flood insurance...............coooiiiiiiiiiiiiiiiiiaaenn. .. 2 3 5
Regulations T, U, and X. ... .. 0 1 1
Real Estate Settlement Procedures Act ..................... . 6 45 51
Unregulated practiCes. . .........ouiiiiiiiii i .. 1,278 1,565 2,843
TOtal . e ... 1,979 2,718 4,697

1. Complaints against these institutions were referred
to the appropriate regulatory agencies.
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Consumer Complaints Received by the Federal Reserve System,
by Subject of Complaint, 1999

Complaints against state member banks
Total Not investigated Investigated
Bank legally correct
Subject of complaint Unable
to obtain | Explanation . Goodwill
sufficient of law No reim- f .
Number Percent | ormation provided | bursement rer:qnélra#gsre
from to consumer or other other
consumer accommo-
dation accommo-
dation
Loans
Discrimination alleged
Real estate loans.........| 18 1 0 1 8 0
Creditcards ............. 31 1 3 2 8 4
Otherloans.............. 21 1 1 3 8 1
Other type of complaint
Real estate loans......... | 153 8 4 26 39 25
Creditcards.............. 996 50 27 81 173 475
Otherloans.............. 214 11 7 57 69 25
Deposits. . ... . 394 20 11 101 94 65
Electronic fund transfers. .. .... 34 2 0 6 8 2
Trustservices................ . 22 1 3 6 7 1
Other ......cooviiiiiiiiin. . 96 5 15 10 11 15
Total oo 1,979 100 71 293 425 613

person. Of the complaints, 1,979 werehat in the vast majority of the cases, the
against state member banks (see tablesjanks were legally correct. Notwith-
Of the complaints against state membestanding, in nearly half of these cases
banks, about 75 percent involved loarthe banks chose to reimburse or other-
functions: 3 percent alleged discriminawise accommodate the consumer. Only
tion on a prohibited basis, and 69 periwo of these complaints concerned vio-
cent addressed a variety of other pradations of regulations.
tices, such as credit denial on a basis The Federal Reserve also received
not prohibited by law (credit history or more than 2,000 inquiries about con-
length of residence, for example) andsumer credit and banking policies and
miscellaneous other practices (releaspractices. In responding to these inquir-
or use of credit information, for exam-ies, the Board and the Federal Reserve
ple). Another 20 percent of the com-Banks gave specific explanations of
plaints involved disputes about inter-laws, regulations, and banking practices
est on deposits and general depos#nd provided relevant printed materials
account practices; the remaining 8 peren consumer issues.
cent concerned disputes about electronic
fund transfers, trust services, or othe :
practices. [Jnregulated Practices

During 1999, investigations were alsoAs required by section 18(f) of the Fed-
completed in connection with 159 stateeral Trade Commission Act, the Board
member bank complaints pending atontinued to monitor complaints about
year-end 1998. Investigations revealetbanking practices that are not subject
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Consumer Complaints Received—Continued

Complaints against state member banks

Investigated

S - )
Customer Bank dispute— | violation— | Matterin December 31
error error resolvable | bank took litigation

only corrective

by courts action
0 0 0 0 0 9 28 46
0 1 1 0 1 11 9 40
0 0 1 0 0 7 6 27
4 36 10 1 0 8 383 536
3 121 16 1 0 99 953 1,949
0 36 2 1 3 14 283 497
3 64 13 0 13 30 621 1,015
0 6 3 1 1 7 69 103
0 1 1 0 0 3 30 52
1 21 4 0 1 18 336 432
11 286 51 4 19 206 2,718 4,697

to existing regulations and to focus onof liens. Each of these five complaint
those that concern possibly unfair orcategories accounted for a small portion
deceptive practices. Of the 2,843 com{5 percent or less) of all consumer com-
plaints about unregulated practiceplaints received.
received in 1999, four of the five cate-

ories that received the most com- .
glaints involved credit cards: miscella—Corm:)Ialnt Referrals to HUD
neous problems involving credit cardsThe Federal Reserve in 1999 continued
(216 complaints); penalty charges orto refer to the Department of Housing
accounts (159); customer service proband Urban Development complaints
lems (115); and interest rates and termalleging violations of the Fair Housing
(113). Among the issues raised by théict, in accordance with a memoran-
customer service complaints were thelum of understanding between HUD
failure to close accounts as requestednd the federal bank regulatory agen-
the failure to provide account informa-cies. Nine such complaints about state
tion; and the imposition of an annualmember banks were referred during the
fee after an account was closed. Thgear. Investigations of seven of the nine
remaining category, miscellaneougevealed no evidence of illegal discrimi-
unregulated practices (167 complaints)pation; the remaining complaints were
covered a wide range of issues, includpending at year-end. =
ing check-cashing problems and release
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Banking Supervision and Regulation

The U.S. banking system reported stronghese trends prompted the issuance of
performance in 1999, as earnings conguidance to Federal Reserve examiners
tinued to set new records, capital ratiognd the industry regarding the potential
rose, and problem assets increased ontonsequences of banks departing from
moderately from below-average levelsaccepted sound lending standards. The
That performance was achieved as these in adverse examiner classifications
U.S. economy continued to expand abver the year provided some evidence
a strong pace and emerging-markethat such weakening standards were
economies that had experienced considiffecting credit-quality conditions and
erable turmoil in the preceding year staraised questions about the greater vul-
bilized. Fee and other noninterest revenerability of weakly underwritten cred-
nues grew at a faster pace than banits if economic conditions were to
balance sheets, with banks relying to aeteriorate.
greater extent on revenues from trust, The final year of the 1990s witnessed
securitization, loan servicing, asset mantwo significant legislative and regula-
agement, trading, venture capital, andory events: (1) modernization of the
other activities. Growth of noninterestU.S. financial system through the
revenues made up for flat, and in som&ramm-Leach-Bliley Act, which re-
cases narrowing, interest margins thgbealed depression-era banking laws and
reflected the industry’s growing relianceprovides for the affiliation of banks with
on wholesale sources of funds as well asecurities and insurance firms within
the gradual decline of lower-cost, retailfinancial holding companies, and (2) the
deposits. At the same time, provisiondirst steps toward a comprehensive revi-
ing for credit losses declined and nonsion of the 1988 Basel Capital Accord.
interest expenses moderated, resultingnder the financial modernization act,
in stronger operating earnings. the Federal Reserve will play an impor-
The rapid pace of industry consolida-tant role as umbrella supervisor of finan-
tion among the largest firms subsidedial holding companies. To a great
somewhat during 1999 as many firmsxtent, the Federal Reserve will rely on
prepared for the century date changeformation and analysis provided by
and worked to digest the significantfunctional regulators of the bank and
mergers already undertaken. Competisecurities or insurance firms. The focus
tion among banking firms remainedof the Federal Reserve’s review will be
intense, amid signs that loan terms anthe holding company’s risk profile and
conditions were continuing to weakenmanagerial strength on a fully consoli-
and that banking organizations weredated basis, with emphasis on whether
extending credit to some borrowersany weaknesses might adversely affect
largely on the expectation that the borthe insured depository institution.
rower’s current strong financial perfor- While U.S. lawmakers were modern-
mance would continue indefinitely. Fed-izing banking laws, the Basel Commit-
eral Reserve supervisory staff identifiedee on Banking Supervision announced
several instances in which meaningfuthat it would modernize international
stress-testing had not been performedapital standards by undertaking the
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The Implications of Financial Modernization
Legislation for Bank Supervision

Now the financial services industry faces the challenge of how best to take
advantage of the new opportunities provided by the financial modernization law,
and their regulators face the challenge of implementing the framework for
regulating and supervising the more diversified financial holding companies
allowed under the new legislation.

Laurence H. MeyeiMember Board of Governors

The Gramm-Leach-Bliley Act, signed byassociated supervisory policies, promises
the President in November 1999, providego transform the U.S. financial system. By
long-needed reform of the U.S. financialvalidating affiliations between banks and
regulatory system. It permits traditional diversified financial services firms, through
bank holding companies and foreign banksfinancial holding companies,” the legisla-
to expand into new insurance and securitieBon should improve the competitiveness
activities, and insurance and securitieand efficiency of financial markets and
firms to enter commercial banking. More-provide a broader array of financial prod-
over, it does so in a relatively expeditiousucts to consumers. With the flexibility it
way, avoiding many regulatory proceduresntroduces—together with the workings of
that would have been required in the pasttime, technology, and innovation—world
(For a description of the act’s provisions,financial markets and institutions undoubt-
see the section on the Bank Holding Comedly will look much different a decade
pany Act in this chapter and also the chapfrom now than they do today. Whether the
ter “Federal Legislative Developments.”) new landscape will be fruitful for institu-
The Gramm-Leach—Bliley Act, along tions and consumers depends a great deal
with the implementing regulations andon how well government develops regula-

first wholesale review of the Basel Federal Reserve staff members are
Capital Accord. The committee’s con-involved in this review. In particular,

sultative document called for commenthey are exploring the use of bank inter-
on a revised capital framework thatnal risk grades in setting minimum

would rely on three pillars: (1) capital requirements for credit risk. Staff are
standards that better align minimumalso exploring techniques for applying
requirements with the actual level ofcapital charges for operating risk and for
bank risk-taking, (2) supervisory reviewinterest rate risk when institutions take
of a banking organization’s positionson significantly high levels of interest

and risk management capabilities asate risk, so called “outliers.” Work is

well as their effect on capital adequacyalso under way in connection with the
and (3) improved market discipline ofsupervisory component of the frame-
bank risk-taking activities through work (the second pillar) as well as the
greater disclosure of risk positions andlisclosure elements of the third pillar.
capital. Development and implementation of
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tions and industry defines new strategiesnore complex. In fulfilling its role as um-
for competing effectively in the years brella supervisor, the Federal Reserve must
ahead. look across the entire financial holding
The Federal Reserve’s challenge will becompany to adequately assess its risk-
to avoid extending the federal safety net tananagement process and its financial con-
more institutions as it constructs superdition. Fortunately, the diversification that
visory and regulatory policies under finan-comes with the greater size and range of
cial reform. The federal safety net givesactivities of today’s large financial institu-
banks the special benefits of access to fedions has improved these firms’ ability to
eral deposit insurance and to the Federakithstand shocks and has probably reduced
Reserve'’s clearing process and discourthe likelihood that one or more of them
window. Extending that access could resulwill fail. At the same time, the larger size
in relaxed market discipline and couldof these institutions means greater damage
thereby expose U.S. taxpayers to the kindo the entire financial system should just
of dangers experienced more than a decadme of them fail.
ago during the savings and loan crisis. Financial institutions and their regula-
The Federal Reserve has sought tdors must remain flexible and innovative in
address the risks associated with any extemtealing with rapidly changing markets and
sion of the safety net by separating thdinancial products. Large banking organiza-
conduct of new activities as much as reations and financial holding companies, in
sonably possible from insured depositorieparticular, must be willing to meet high
and by providing a framework for adequatestandards of soundness and disclosure and
supervision of financial holding com- improve their ability to assess risk in step
panies. Such efforts will contribute to thewith the burgeoning complexity of the mar-
market discipline necessary to make supetketplace. The potential benefits from finan-
vision most effective. cial reform should be substantial, but they
Determining the right mix of active gov- will be so only if both government and
ernment oversight and market disciplineindustry work together to keep the system
has become more difficult as financial marsound.
kets and institutions have grown larger and

this challenging initiative is expected toguidance to larger institutions with com-
take a considerable amount of time.  plex risk profiles enumerated the funda-
To ensure that its supervisory pro-mental elements of a sound internal
gram adequately takes account of theapital-adequacy analysis and encour-
risks assumed by more complex organiaged the institutions to strengthen their
zations that undertake innovative activitisk-measurement capabilities as well as
ties, the Federal Reserve has increase integrate these capabilities more fully
ingly relied on information and into evaluations of their own capital
analysis provided by banks’ own risk-adequacy.
management systems for evaluating The Federal Reserve’'s approach to
capital adequacy. After identifying areasassessing capital adequacy is an impor-
in which the organizations’ practicestant aspect of a program for large, com-
could be improved, the Federal Reservplex banking organizations (LCBOS)
has issued guidance on sound practicgbat was formalized during 1999. That
for evaluating capital adequacy. Theprogram involves more continuous, risk-
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focused supervisory oversight of thesdanks that are members of the Federal
institutions as well as greater use oReserve System. In overseeing these
horizontal comparative analysis of thes@rganizations, the Federal Reserve seeks
companies’ business lines and otheprimarily to promote their safe and
activities. This approach to supervisiorsound operation and their compliance
is intended not only to improve the Fed-with laws and regulations, including the
eral Reserve’s hands-on knowledge oBank Secrecy Act, certain securities law
these organizations but also to improverovisions applicable to banks, and con-
its ability to identify sound practices. sumer and civil rights lawsln examin-
The program will be supported bying these activities it relies to the great-
improved information technology thatest extent possible on reports and
will provide supervisory staff and exam-information provided by the functional
iners with more up-to-date informationregulator of the activities, if other than
on and analysis of banking organizathe Federal Reserve.
tions and will facilitate the sharing and The Federal Reserve also has respon-
coordination of information among thesibility for the supervision of all Edge
banking agencies and other authoritiesAct and agreement corporations; the
The Federal Reserve's approach tinternational operations of state member
LCBOs and the supporting technologybanks and U.S. bank holding companies;
will be a solid foundation for efforts to and the operations of foreign banking
supervise financial holding companiesprganizations in the United States.
which require more continuous informa- The Federal Reserve exercises impor-
tion and greater collaboration amongant regulatory influence over the entry
authorities. into, and the structure of, the U.S. bank-
Another area of note during 1999 wasng system through its administration of
the culmination of the Federal Reserve’she Bank Holding Company Act; the
multiyear effort to ensure that U.S. bankd8ank Merger Act, for state member
recognized their responsibility to be pre-banks; the Change in Bank Control Act,
pared for the century date change. Durfor bank holding companies and state
ing the rollover period, only minor prob- member banks; and the International
lems were reported domestically andBanking Act. The Federal Reserve is
abroad. Potentially large costs to thealso responsible for imposing margin
financial system and the public wererequirements on securities transactions.
avoided because of these efforts and thie carrying out these responsibilities, the
work of domestic and international Federal Reserve coordinates its super-
banking regulators, and the banks themvisory activities with other federal and
selves, to ensure a smooth transition tetate regulatory agencies and with the

the year 2000. bank regulatory agencies of other
nations.

Scope Of ReSponSibilitieS_ for 1. The Board’s Division of Consumer and

Supervision and Regulation Community Affairs is responsible for coordinating

. the Federal Reserve's supervisory activities with

The Federal Reserve is the federalegard to the compliance of banking organizations
supervisor and regulator of all U.S. bankwith consumer and civil rights laws. To carry out

holding companies (including financialthis geSpf;r!Sibki’“tyvkthe Federal Reselrve trains a
: : umber of its bank examiners to evaluate institu-

hOIdmg companies formed under. thézons with regard to such compliance. The chapter
authority of the Gramm-Leach-Bliley of this Rrrorr covering consumer and community
Act) and of state-chartered commerciakffairs describes these regulatory responsibilities.
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Supervision for Safety 11.8 percent of all insured U.S. commer-
and Soundness cial banks and held about 23.5 percent

of all insured commercial bank assets in
To ensure the safety and soundnesge United States.

of banking organizations, the Federal The guidelines for Federal Reserve
Reserve conducts on-site examinationgyaminations of state member banks are
and inspections and off-site surveillancgiy; consistent with section 10 of the
and monitoring. It also undertqkesFederm Deposit Insurance Act, as
enforcement and other supervisonymended by section 111 of the Federal
actions. Deposit Insurance Corporation Improve-
ment Act of 1991 and by the Riegle
Community Development and Regula-
tory Improvement Act of 1994. For most
The Federal Reserve conduetsamina- Of these banks, a full-scope, on-site
tions of state member banks, branche€xamination is required at least once
and agencies of foreign banks, Edge Ack year; certain well-capitalized, well-
corporations, and agreement corporamanaged institutions having assets of
tions; it conductsnspectionsof holding  less than $250 million may be examined
companies and their nonbank subsidievery eighteen months.

aries, as many aspects of the reviews at During 1999, the Federal Reserve
bank holding companies and their nonBanks conducted 517 examinations of
bank subsidiaries differ from bankstate member banks (some of them
examinations. Pre-examination planningointly with the state agencies), and
and on-site review of operations arestate banking departments conducted
integral parts of ensuring the safety an@48 independent examinations of state
soundness of financial institutions. Inmember banks.

both examinations and inspections, the

review entails (1) an assessment (_3f th8ank Holding Companies

quality of the processes in place to iden-

tify, measure, monitor, and control risks At year-end 1999, the number of U.S.
(2) an appraisal of the quality of thebank holding companies totaled 5,941.
institution’s assets, (3) an evaluation offhese organizations controlled 6,774
management, including an assessmeiitsured commercial banks and held
of internal policies, procedures, con-approximately 95 percent of all insured
trols, and operations, (4) an assessmef@mmercial bank assets.

of the key financial factors of capital, Federal Reserve guidelines call for
earnings, liquidity, and sensitivity to annual inspection of large bank holding
market risk, and (5) a review for companies as well as smaller companies
compliance with applicable laws andthat have significant nonbank assets.
regulations. In judging the financial condition of
subsidiary banks, Federal Reserve ex-
aminers consult the examination reports
of the federal and state banking authori-
At the end of 1999, 1,010 state-charteretles that have primary responsibility for
banks (excluding nondepository trusthe supervision of these banks, thereby
companies and private banks) wereninimizing duplication of effort and
members of the Federal Reserve Syseducing the burden on banking organi-
tem. These banks represented abowations. In 1999, Federal Reserve exam-

Examinations and Inspections

State Member Banks
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iners conducted 1,427 bank holdcies of foreign banks, Edge Act and
ing company inspections, of whichagreement corporations, and indepen-
980 were on site and 447 were off sitedent data centers that provide electronic
and state examiners conducted 70 indalata processing services to these institu-
pendent inspections. These inspectionsns. These examinations are conducted
were conducted at 1,218 bank holdingn recognition of the importance of
companies. information technology to the financial
Small, noncomplex bank holdingservices industry and help ensure that
companies—those that have less thabanking organizations conduct their
$1 billion in consolidated assets, dooperations in a safe and sound manner.
not have debt outstanding to the publicDuring 1999, the Federal Reserve con-
and do not engage in significant nonducted 178 examinations that focused
bank activities—are subject to a speciabn the safety and soundness of informa-
supervisory program that became effection technology and electronic data pro-
tive in 1997. The program permits acessing systems. The Federal Reserve
more flexible approach to supervisingwas also the lead agency in four exami-
those entities in a risk-focused environnations of large, multiregional data pro-
ment and is designed to improve thecessing servicers examined in coopera-
overall effectiveness and efficiency oftion with the other federal banking
the Federal Reserve’s bank supervisorggencies.
efforts. Each such holding company is
subject to off-site review once duringYear 2000 Compliance
each supervisory cycle, which corre-
sponds to the mandated examinatio
cycle for the company’s lead bank. In.

institutions. These focused on the suc-
1999, the Federal Reserve conducte : - .
2,058 reviews of these companies. gessful completion of testing and imple-

mentation of mission-critical systems by
June 30, 1999, and the progress being
Specialized Examinations made by those that were unable to meet
that target. In much of the second half of

The Federal Reserve conducts speciajpe year, the focus was on the comple-
ized examinations of banking organizasjon “of contingency plans for business
tions in the areas of information tecmo"resumption and event management at

ogy; fiduciary activities; transfer agenti,o century rollover.

activities; government and municipal * \yhen necessary, supervisors initiated
securities broker and dealer activitieSgntorcement actions against individual
and securities underwriting and dealingngtiytions. The severity of the actions
through so-called section 20 subsidiyyas scaled to the severity of the
aries of bank holding companies. Asyear 2000 problems faced by the insti-
part of the technology review, examin-ytion. |n the most serious cases, the
ers in 1999 also conducted targetedctions were made public so that
reviews of preparedness for the centurgffected consumers and counterparties
date change. could evaluate their own actions relative
to the institution’s problems.

he Federal Reserve conducted reviews
f the Year 2000 readiness of supervised

Information Technology

The Federal Reserve examines the infor'?'dumaIry Activities

mation technology activities of stateThe Federal Reserve has supervisory
member banks, U.S. branches and ageresponsibility for institutions that
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together hold more than $12 trillion of member banks and foreign banks for
assets in various fiduciary capacitiescompliance with the Government Secu-
During on-site examination of an institu-rities Act of 1986 and with Department

tion’s fiduciary activities, examiners of the Treasury regulations. Thirty-eight

evaluate the institution’s managemenstate member banks and eight state
and operations, including its asset antiranches of foreign banks have notified
account management, risk managemerthe Board that they are government
and audit and control procedures, andgecurities dealers or brokers not exempt
review its compliance with laws, regula-from Treasury’s regulations. During

tions, general fiduciary principles, and1999 the Federal Reserve conducted
potential conflicts of interest. In 1999,twelve examinations of broker—dealer
Federal Reserve examiners conductedlctivities in government securities at
191 on-site examinations of fiduciarythese institutions.

activities. Under the Securities Act Amend-
ments of 1975, the Federal Reserve is

Transfer Agents and also responsible for the supervision of

Securities Clearing Agencies state member banks and bank holding

companies that act as municipal securi-

As directed by the Securities Exchange:
Act of 1934, the Federal Reserve con?'izge?:]ei@_wg ngflizl I?hester\;ectsugsr-

L . . |
e el o shuncpal securtes veaers. i 1990
companies that are registered with th n of these institutions were examined.
Board as transfer agents. Among other
things, transfer agents countersign an8ecurities Subsidiaries of
monitor the issuance of securitiesBank Holding Companies
register the transfer of securities, an
exchange or convert securities. On-sit
examinations focus on the effectivenes X ' X
of transfer agent operations and compli= ank holding companies establlshed
ance with relevant securities regulationg?ursuant to section 20 of the Banking
During 1999 Federal Reserve examinergCt Of 1933 (so-called section 20 firms
conducted on-site examinations at 44 of" Subsidiaries) were required to con-
the 127 state member banks and ban(g(uct business subject to uniform operat-

holding companies that were registered!9 Standards, consistent with safe and
as transfer agents. sound operations. To ensure that sec-

Also during the year the Federaltion 20 firms were not engaged princi-

Reserve examined one state-membé]r"’lIIy _i_n underwriting 6_‘”‘?' dealing in

limited-purpose trust company thatSecurities, the Board limited revenues
acted as a national securities deposito erived from such activities to less than
to ensure the safety and soundness of its Percent of the total revenues of the

; ; : ; tion 20 subsidiary.
operations and its compliance withS€¢ .
applicable laws and regulations. At year-end 1999, forty-five bank
holding companies and foreign banking

Government and Municipal orgapizations OW’Fe.d a total of fifty-two
Securities Dealers and Brokers section 20 subsidiaries authorized to
underwrite and deal in ineligible securi-
The Federal Reserve is responsible faties; largely because of mergers and
examining the government securitiesacquisitions, seven of these institutions
dealer and broker activities of stateowned more than one section 20 subsid-

efore enactment of the Gramm-
each-Bliley Act, all subsidiaries of
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iary. Of the fifty-two authorized sec- Risk-Focused Supervision
tion 20 subsidiaries, forty-four were PET5yer the past several vears the Federal
mitted to underwrite any debt or equity P y

security, three were permitted to underReserve_ has initiated a number of pro-
write any debt security, and five weredrams aimed at enhancing the effective-

permitted to underwrite only the limited "€SS Of the supervisory process. The
main objective of these initiatives has

types of debt securities first approved b
t%g Board in 1987. The Fede?aﬂ Reservxgee.n to sharpen the focus on (1) those
: usiness activities posing the greatest

follows specialized inspection proce- . . o
dures to rF()aview the opeFr)ations oFf) thesé'Skto banking organizations and (2) the

securities subsidiaries; it conductedf9anizations’ management processes
fifty such inspections in 1999, or identifying, measuring, monitoring,

The section 20 inspection program isand controlling their risks.
currently being revised in light of the o
provisions of the Gramm—Leach—Bliley Risk-Focused Supervision of

Act. Community Banks

The risk-focused supervision program
Enforcement Actions, for community banks emphasizes that
Civil Money Penalties, and certain elements are key to the risk-
Suspicious Activity Reporting focused supervision process. These ele-

ments include adequate planning time,
In 1999 the Federal Reserve Bankgompletion of a pre-examination visit,
recommended, and members of th@reparation of a detailed scope-of-
Board's staff initiated and worked on,examination memorandum, thorough
twenty-seven enforcement cases involvgocymentation of the work done, and

ing fifty-one separate actions, such agreparation of an examination report

cease-and-desist orders, written agregajjored to the scope of the examination.
ments, removal and prohibition orders,

and civil money penalties. e -
In other significant matters, the BoardRISk Focused Supervision of Large,

- Complex Banking Organizations
of Governors assessed civil money

penalties totaling more than $595,000.Large, complex banking organizations
The Board also terminated all outstandare supervised under the Federal Re-
ing enforcement actions related toserve’s Framework for Risk-Focused
Year 2000 deficiencies because th&upervision of Large, Complex Finan-
affected organizations had takercial Institutions. In 1999, more-specific
appropriate actions to address thguidance on the applicability of this pro-
deficiencies. gram to the larger and more complex
All final enforcement orders issuedbanking organizations was developed.
by the Board of Governors and all writ-The key features of the LCBO super-
ten agreements executed by the Federagision program are (1) identifying those
Reserve Banks in 1999 are available to CBOs that, based on their shared risk
the public and can be accessed from theharacteristics, present the highest level
Board’s public web site. of supervisory risk to the Federal
In addition to formal enforcement Reserve System, (2) maintaining con-
actions, the Federal Reserve Banks itinual supervision of these institutions
1999 completed 107 informal enforceto keep current the Federal Reserve's
ment actions, such as memorandums afssessment of each organization’s con-
understanding and board resolutionddition, (3) instituting a defined, stable
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team to supervise each LCBO, a teanfactory, a full-scope, on-site inspection
composed of Reserve Bank staff whas expected to be performed. New com-
have skills appropriate for the organi-panies are subject to a full-scope, on-site
zation’s unique risk profile, led by ainspection within the first twelve to
Reserve Bank central point of contackeighteen months of operation.

who has responsibility for only one

LCBO, and supported by specialiststechnology Initiatives for the

skilled in eVaIUating the risks of h|gh|y Risk-Focused Supervision Program
complex LCBO business activities and

functions, and (4) promoting System—WOﬂ_( contmued_ during 1999 toward
wide and interagency information-the implementation of phase | of the
sharing through an automated system. Banking Organization National Desktop
An important element of the program(BOND) application, which is sched-
is the sharing of resources across theled for release in 2000. This informa-
System. Several initiatives are undefion technology initiative is designed to
way to better utilize supervisory facilitate the high degree of information-
resources Systemwide in order to facilisharing and collaboration necessary to
tate comprehensive reviews of institu-Support risk-focused supervision of the
tions and to assist in horizontal risklargest, most complex U.S and foreign
assessments across groups of institianking organizations by providing
tions to identify emerging trends. |mmed|ate_z, user-friendly access to a full
range of internal and third-party infor-

. - mation. It will also facilitate the analysis
Risk-Focused Supervision of Small - ot trends across similar organizations
Shell Bank Holding Companies and improve the Federal Reserve’s abil-

The Federal Reserve uses automatdfy to identify and manage the risks
screening systems for small shell banosed by these diversified banking
holding companies to identify trendsOrganizations.

that may adversely affect individual

companies. These screens support t . :

I‘iSk-lEJOCUSGd supervision progr%?n fopaeurvelllance and Risk Assessment
these companies, which tailors superfo supplement on-site examinations, the
visory activities to an assessment ofederal Reserve routinely monitors the
each company’s reported condition andinancial condition and performance of
activities and the condition of its subsid-banking organizations using automated
iary banks. Under the program, Reservacreening systems. In these surveillance
Banks are expected to perform a rislsystems, data from regulatory financial
assessment of each small shell banteports are analyzed to identify com-
holding company at least once duringoanies that appear to be deteriorating or
each supervisory cycle, which dependso be weaker than current supervisory
on the examination frequency for theratings suggest. The analysis helps to
holding company’s lead bank. If adirect examination resources to poten-
preliminary assessment identifies ndially troubled institutions. Surveillance
unusual supervisory issues or concernsystems also identify companies that are
no special follow-up with the companyengaging in new or complex activities
is necessary. However, if it supports thdéo assist in planning examinations. Cur-
assignment of a supervisory rating (thatently, separate surveillance programs
is, a BOPEC rating) of 3 or worse orare run quarterly for state member
a management rating of less than satidanks; large, complex bank holding
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companies; and small shell bank holdAct corporations and agreement corpo-
ing companies. The Federal Reserveations, and bank holding companies;
also produces and distributes the quamnd investments by bank holding com-
terly Bank Holding Company Perfor- panies in export trading companies. It
mance Report (BHCPR) to assist superalso supervises the U.S. activities of
visory staff in evaluating individual foreign banking organizations, includ-
bank holding companies. ing U.S. branches, agencies, and repre-

During 1999 the Federal Reserve ini-sentative offices, U.S. bank subsidiaries,
tiated development of surveillance pro-and commercial lending company sub-
grams for U.S. branches and agencies &idiaries and nonbanking subsidiaries.
foreign banking organizations and for

changes in cross-border exposures - : ;
banking holding companies. Staff mem(—igOrelgn Office Operations

-.of U.S. Banking Organizations
bers also adapted a number of surveil-
lance screens to be used in the BONIThe Federal Reserve examines the inter-
application. national operations of state member
To facilitate access to data frombanks, Edge Act corporations, and bank
regulatory reports and to surveillanceholding companies, principally at the
program results, the Federal Reservd.S. head offices of these organizations,
maintains a PC-based application thaivhere the ultimate responsibility for
accesses data housed in the Nation#heir foreign offices lies. In 1999 the
Information Center (NIC) and electroni- Federal Reserve conducted examina-
cally distributes surveillance screertions of five foreign branches of state
results. During the year, staff mem-member banks and twenty foreign sub-
bers expanded the capabilities of thisidiaries of Edge Act corporations and
application—the Performance Reporbank holding companies. The examina-
Information and Surveillance Monitor- tions abroad were conducted with the
ing application (PRISM)—to include cooperation of the supervisory authori-
financial information on U.S. nonbankties of the countries in which they took
subsidiaries and data on institutionplace; when appropriate, the examina-
structure. tions were coordinated with the Office
The Federal Reserve works withof the Comptroller of the Currency.
the other federal banking agencies t@\lso, examiners made three visits to the
enhance and coordinate surveillanceverseas offices of U.S. banks to obtain
activities through representation on thdinancial and operating information and,
Federal Financial Institutions Examina-n some instances, to evaluate their com-
tion Council's Task Force on Surveil- pliance with corrective measures or to
lance Systems. test their adherence to safe and sound
banking practices.

International Activities

The Federal Reserve plays a critical rolelzzore'gn Branches of Member Banks

in the supervision of the internationalAt the end of 1999, eighty-two mem-
activities of U.S. banking organizationsber banks were operating 921 branches
and the U.S. activities of foreign bank-in foreign countries and overseas areas
ing organizations. It supervises foreigrof the United States; fifty-one national
branches of member banks; oversedsanks were operating 717 of these
investments by member banks, Edgéranches, and thirty-one state member
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banks were operating the remainindJ.S. banking system. As of year-end
204 branches. In addition, twenty1999, 230 foreign banks from 58 coun-
nonmember banks were operatindgries operated 317 state-licensed
45 branches in foreign countries andranches and agencies (of which
overseas areas of the United States. 15 were insured by the Federal Deposit
Insurance Corporation) as well as
57 branches licensed by the Office of the
Comptroller of the Currency (of which
Edge Act corporations are internationab had FDIC insurance). These foreign
banking organizations chartered by théanks also directly owned 17 Edge Act
Board. Agreement corporations arecorporations and 3 commercial lending
similar organizations, state chartered ocompanies; in addition, they held an
federally chartered, that enter into agreeequity interest of at least 25 percent
ments with the Board not to exercisein 82 U.S. commercial banks. Alto-
any power that is not permissible for angether, these U.S. offices of foreign
Edge Act corporation. banks at the end of 1999 controlled
Under sections 25 and 25(A) of theapproximately 19 percent of U.S. com-
Federal Reserve Act, Edge Act andnercial banking assets. These foreign
agreement corporations may engage ibanks also operated 115 representative
international banking and foreign finan-offices; an additional 84 foreign banks
cial transactions. These corporationspperated in the United States solely
which in most cases are subsidiariethrough a representative office.
of member banks, may (1) conduct a The Federal Reserve has acted to
deposit and loan business in states oth@nsure that all state-licensed and feder-
than that of the parent, provided that thelly licensed branches and agencies are
business is strictly related to interna-examined on site at least once every
tional transactions, and (2) make foreigreighteen months, either by the Federal
investments in companies such afeserve or by a state or other federal
finance and leasing companies, as weftkegulator; in most cases, on-site exami-
as in foreign banks. nations are conducted at least once every
At year-end 1999, there were eightytwelve months, but the period may be
three Edge Act and agreement corporaextended to eighteen months if the
tions with twenty-nine branches. Duringbranch or agency meets certain criteria.
the year, the Federal Reserve examinethe Federal Reserve conducted or par-
all of these corporations. ticipated with state and federal regu-
latory authorities in 274 examinations
during 1999.

Edge Act and Agreement Corporations

U.S. Activities of Foreign Banks

The Federal Reserve has broad authonyoint Program for

to supervise and regulate the U.S. aCt'V"Supervising the U.S. Operations of

ties of foreign banks that engage i : - o
banking and related activities in tthore|gn Banking Organizations

United States through branches, agern 1995 the Federal Reserve, in coopera-
cies, representative offices, commerciaion with the other federal and state
lending companies, Edge Act corporabanking supervisory agencies, formally
tions, commercial banks, and certairadopted a joint program for supervising
nonbank companies. Foreign banks corthe U.S. operations of foreign banking
tinue to be significant participants in theorganizations (FBOs). The program has
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two main parts. One part focuses on théechnical assistance and training mis-
examination process for those FBOs thations led by the International Monetary
have multiple U.S. operations and isFund, the World Bank, the Inter-
intended to improve coordination amongAmerican Development Bank, the Asian
the various U.S. supervisory agenciesDevelopment Bank, and the Basel Com-
The other part is a review of the finan-mittee on Banking Supervision.

cial and operational profile of each FBO

to assess its general ability to support it ; :

u.S. operatiogns and to dgtermirg)é) Wha%uperwsory Policy

risks, if any, the FBO poses through itswWithin the supervisory policy function,
U.S. operations. Together, these two prathe Federal Reserve develops guidance
cesses provide critical information tofor examiners and financial institutions
U.S. supervisors in a logical, uniform,as well as regulations for financial insti-
and timely manner. During 1999 thetutions under the supervision of the Fed-
Federal Reserve continued to implemergral Reserve. Staff members also partici-
program goals through coordinationpate in international supervisory forums
with other supervisory agencies andand provide support for the work of the
the development of financial and riskFFIEC.

assessments of foreign banking organi-

zations and their U.S. operations. Capital Adequacy Standards

During 1999 the Federal Reserve,
together with the other federal banking
In 1999 the Federal Reserve Systeragencies, issued two final rules that
continued to provide staff for techni-amended their capital standards for mar-
cal assistance missions covering banket risk and implemented technical
supervisory matters to an increasingnodifications.

number of central banks and supervi-

sory authorities around the world. Tech-Market Risk/Specific Risk

nical assistance takes a variety ofform%n April 19 the Federal Reserve

ranging from official visits by foreign fogether with the FDIC and the OCC
supervisors to the Board and Reserv&sued a final rule amending their re’-

Banks for the purpose of learning pective risk-based capital standards for

about U.S. supervisory practices an(inarket risk applicable to certain institu-

procedures to secondments of Feder Ions having significant trading activi-

Reserve System staff to overseas SUPSlies. The final rule permits institutions
visory authorities for the purpose Ofto use qualifying internal models to

advising on strengthening the banky... . ine their capital requirements in
supervisory process in a foreign coUNtrY, e ation to specific risk (an element of

In 1999, technical assistance was CONe - rket risk) without comparing the

centrated in Latin America, the Far EaStrequirements generated by their internal

;’qundtrl:gmgzrr Stﬁg'ggggglcgg:é?\?:o?;z odels with the so-called standardized
9 year, pecific-risk capital requirement.

supervision training courses in Washing-
ton, D.C., and on site in a number Ofr o Modifications

foreign jurisdictions exclusively for the

staff of foreign supervisory authorities.On March 2 the federal banking agen-
System staff members also took part irties issued a final rule amending their

Technical Assistance
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capital adequacy standards to eliminatkets and trading activities at financial
differences among the agencies. Thanstitutions of all types and sizes. The
final rule revises and makes consistenhanual discusses the risks involved in
among the agencies the risk-based capiarious activities, risk-management and
tal treatment of construction loans forrisk-measurement techniques, appropri-
presold one- to four-family residentialate internal controls, and examination
properties, junior liens on one- to four-objectives and procedures. It takes a
family residential properties, and investfunctional approach to activities, as
ments in mutual funds and simplifiesopposed to a legal-entity approach. In
the agencies’ leverage capital rules fothe 1999 update, chapters on counter-
banks and thrift institutions. party credit risk, capital adequacy, and
The final rule permits a 50 percentaccounting were revised to reflect new
risk weight for all qualifying construc- regulatory guidance and best practices.
tion loans on presold one- to four-family
residential properties. It also requires
that a lending institution holding the Recourse
first and junior liens on a one- to four-

family residential property, with no During 1999 the Federal Financial

other intervening liens. treat the loan Institution Examination Council recom-
9 ’ ended that the Federal Reserve, to-

on a combined basis as a single eXterEether with the OCC. EDIC. and OTS

sion of credit for loan-to-value and I’ISl,(— (Office of Thrift Supervision), adopt the

weighting purposes. The institution’s; agency proposal that would amend

: . - inter
combined loan amount is then asmgnegﬂe risk-based capital standards to

in its entirety to either the 50 percent Of- ddress the regulatory capital treatment

100 percent risk category, dependllng_o%f recourse obligations and direct credit
underwriting and performance C”te“a'substitutes that expose banks, bank

In addition, the final rule gives institu- holding companies, and thrift institu-
]E'J)r?; msegfrﬂggtOgr?sesl'gnr'ggr;amggjs?ltions to credit risk. The proposed revi-
b %ions would use credit ratings to match

oS ncecrdind e rikchased caial assessment moe
closely to an institution’s relative risk of

prospectus. Finally, with regard to theIoss in certain asset securitizations. It is

Ieve_r_age capital st_andarc_js, _the final .rUI%xpected that the proposal will be issued
clarifies that certain institutions havmgfor ublic comment in the first quarter
the highest supervisory rating must hav%f 2‘800 g

a minimum leverage ratio of 3.0 per-
cent; all other banks and thrift institu-

tions must have a minimum 'everageAssessing Capital Adequacy
ratio of 4.0 percent. in Relation to Risk
at Large Banking Organizations

Trad_ing and " In July the Federal Reserve issued
Capital Markets Activities supervisory guidance that emphasizes
In 1999 the Board’s Division of Bank- the growing need for banking organiza-
ing Supervision and Regulation updatedions to ensure that their capital not only
its Trading and Capital Markets Activi- is adequate to meet formal regulatory
ties Manua) which provides examiners standards but also is sufficient to support
with guidance for reviewing capital mar-their underlying risk positions. The



130 86th Annual Report, 1999

guidance suggests that internal capitdligh LTV lending and the controls that
management processes at several largastitutions should have in place to man-
complex banking organizations couldage these risks. It also reminds institu-
be improved and better integrated withtions about the 100 percent capital limi-
internal risk measurement and analysidations on this type of lending.

In coming months, the Federal Reserve

will evaluate internal capital manage-
ment processes to judge whether the
meaningfully tie the identification, On November 17 the Federal Reserve,
monitoring, and evaluation of risk to thetogether with the OCC, issued guidance
determination of an institution’s capitalon the way synthetic securitizations
needs. should be treated under the current
leverage and risk-based capital guide-
: lines. The guidance permits a banking
Loan Write-Up Standards organization sponsoring a leveraged
The Federal Reserve amended its loasynthetic securitization to reduce its
write-up standards for criticized assetsapital requirement against certain
in 1999 to bring them into conformity retained exposures if the institution has
with the risk-focused examinationeliminated virtually all of its credit risk
approach. In the case of a majority ofexposure to the specified portfolio being
adversely classified assets, the new stasynthetically securitized. The guidance
dards allow the examiner to omit detailsspecifies minimum requirements that
that are of little benefit to the bank-the sponsoring institution must meet to
ing organization and supervision staffensure that it has eliminated virtually all
The new approach, which uses assetf its credit exposure; it also specifies
classification write-ups to illustrate loandisclosure requirements regarding the
administration weaknesses, encouragésansaction.

a cooperative effort between examiners
and bank management. Full loan write-R
ups are still required for certain criti-
cized assets in situations in which banlOn December 13 the Federal Reserve,
management disagrees with the dispostegether with the OCC, FDIC and the
tion accorded by the examiner and whei®TS, issued guidance emphasizing
the institution is viewed as a problemthe importance of fundamental risk-
bank. Abbreviated write-ups are appromanagement practices in connection
priate to formalize certain decisions andvith securitization activities. The guid-
to clarify actions by management. ance stresses the specific expectation
that any securitization-related retained
. interest claimed and booked by a finan-
Real Estate Lending Standards cial institution should be supported by
In October the Federal Reserve, togethetfocumentation of the interest’'s fair
with the other federal banking agenciesyalue, determined by using reasonable,
issued guidance on high loan-to-valueonservative valuation assumptions that
(LTV) residential real estate loans as a&an be objectively verified. Retained
clarification of the agencies’ real estaténterests that lack such objectively veri-
lending regulations. The guidance defiable support or that fail to meet the
scribes some of the risks inherent irsupervisory standards set forth in the

§ynthetic Securitizations

etained Interests
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guidance are to be classified as a losSuide to the Interagency Country
and disallowed as assets of the instituExposure Review Committee
tion for regulatory capital purposes. (ICERC) Process

In November the Federal Reserve,
together with the OCC and the FDIC,

In October the Federal Reserve and thigsued a document, “Guide to the Inter-
other federal banking agencies issue@gency Country Exposure Review Com-
a final rule revising their examination- mittee Process,” that clarifies and makes

frequency guidelines to address provimore transparent for financial institu-
sions in the R|eg|e Community Deve|-ti0nS and examiners the ICERC’s func-
opment and Regulatory Improvementions and operating procedures. The
Act of 1994 and the Economic Growth!CERC is responsible for assessing the
and Regulatory Paperwork Reductiorflegree of transfer risk (that is, the possi-
Act of 1996. As a result of the revision, bility that an asset cannot be serviced in
certain U.S. branches and agencies dhe currency of payment because of a
foreign banking organizations maylack of, or restraints on the availability
qualify for an eighteen-month examina-0f, needed foreign exchange in the coun-
tion cycle rather than a twelve-monthtry of the obligor) inherent in the cross-
cycle. border and cross-currency exposures of
To qualify for consideration for less- U-S. banks.
frequent examination, a U.S. branch or
agency must have total assets of
$250 million or less, must have receivednteragency Guidance on
a CompOSIte supervisory ratlng of 1 OI’Subprime Lending
2 at its most recent examination, and
must not be subject to a formal enforcein March the Federal Reserve, together
ment action. In addition, the U.S. branchwith the other federal banking agencies,
or agency must have satisfied thessued interagency guidance on sub-
requirements that either (1) the foreigrprime lending. The guidance was devel-
bank’s most recently reported capitabped to bring greater attention to the
adequacy position consists of, or issupervisory issues related to banks’ and
equivalent to, tier 1 and total risk-baseahrifts’ involvement in subprime lending
capital ratios of at least 6 percent anchnd to how these institutions should
10 percent respectively, on a consolimanage the unique risks associated with
dated basis, or (2) the office has mainthis activity. The guidance notes that the
tained, on a daily basis over the pasagencies consider subprime lending to
three quarters, eligible assets (deteme a high-risk activity that is unsafe and
mined in accordance with applicableunsound if the risks associated with
federal and state laws) in an amount nasubprime loans are not properly con-
less than 108 percent of the precedingrolled. It advances sound practices for
quarter’s average third-party liabilitiesmanaging the risks involved in sub-
and sufficient liquidity is currently avail- prime lending. Institutions are expected
able to meet its obligations to third par-to have policies and procedures in place
ties. Finally, the foreign bank must notto measure, monitor, and control the
have experienced a change in contrahdditional risks associated with this
during the preceding twelve months.  activity.

Examination-Frequency Guidelines
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Joint Policy Statement Regarding should be considered when establishing
Branch Closings by Insured appropriate allowance levels, consistent
Depository Institutions with the May Federal Reserve guidance.

As part of an interagency statement also

On June 29 the federal banking agenciggg e in July, the SEC agreed to consult
issued a revised joint policy Sta}teme”(i\r/lith the banking regulators when deter-
regarding branch closings by insureqyining whether to take a significant
depository institutions. The statement,q(ion against financial institutions with

incorporates changes in the underlyingegpect to their loan loss allowance.
statute made by section 106 of the

Riegle—-Neal Interstate Banking and
Branching Efficiency Act of 1994 and |nteragency Policy Statement on
section 2213 of the Economic GrowthExternal Auditing Programs of

and Regulatory Paperwork ReductiorBanks and Savings Associations
Act of 1996. It clarifies the steps that

interstate banks should take regarding) September the Federal Reserve and
notice and consultation for proposedhe other federal banking agencies

branch closings in low- or moderate-issued a joint policy statement regarding

income areas. It also clarifies the statuthe external auditing programs of banks

of automated teller machines, relocaand savings associations. The statement
tions and consolidations, and brancigncourages banks and savings associa-
C|osings in connection with emergencyﬁions with less than $500 million in total

acquisitions or assistance by the FDIC. assets to adopt an external auditing pro-
gram as a part of their overall risk-

_ management process. It reflects the
Interagency Guidance on the agencies’ view that higher-risk areas of
Allowance for Loan Losses an institution’s business should be sub-

. jected to regular independent testing and
During 1999 the Federal Reserve, th%valuation to ensure that the institu-

Securities and Exchange Commlssm_)nﬂon,s financial statements and regula-

and the other federal banking agenmetsory reports are accurately and reliably

continued to develop guidance regardy o 04 The statement also encourages
ing the allowance for loan losses. In

March the acencies issued a ioint stat the board of directors of each institution
> agencies | | a5 establish an audit committee made up
ment outlining initiatives the agenciesy o1 of outside directors. The state-

: : Inent is effective for fiscal years begin-
taking to develop enhanced guidance %fing on or after January 1. 2000
appropriate methodologies, disclosures, 9 y '

and supporting documentation for loan

loss allowances and othgr issues. In Mayternational Guidance on

the Fed_eral Reserve |ssued_ gu'da”%ternal Control, Accounting,
addressing the need for banking organixnd Disclosure

zations to maintain conservative allow-

ances for loan losses in the context oAs a member of the Basel Committee
existing accounting standards; the guiden Banking Supervision, the Federal
ance is now a part of generally accepte®Reserve plays a key role in the develop-
accounting principles (GAAP). In July ment of supervisory guidance on inter-
the agencies issued a joint statememntal control, accounting, and reporting
emphasizing a number of factors thapractices among banking organizations.
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The objectives of this guidance are to disclosures by large, internationally
promote market discipline through active banks and securities firms.

greater transparency in financial state “Trading and Derivatives Disclosures
ments, to encourage sound risk manage-of Banks and Securities Firms:
ment, and to improve disclosures of Results of the Survey of Public Dis-
qualitative and quantitative information closures in 1998 Annual Reports”
on bank risk exposures and risk- (December) is a report of the fifth
management policies and practices. Dur- annual joint survey by the Basel Com-
ing 1999 the Federal Reserve contrib- mittee and the IOSCO on the public
uted to several papers and reports that disclosure of trading and derivatives
were issued by the Basel Committee, activities of banks and securities firms

including the following:

* “Sound Practices for Loan Account-

ing and Disclosure” (July) provides

guidance to banks, banking super-
visors, and those who set accounting
standards on recognition and measure
ment of loans, establishment of loan
loss allowances, disclosure of credie
risk, and related matters. The paper
sets out banking supervisors’ views
on sound loan accounting and loan-
disclosure practices for banks. It also
serves as a framework for supervisory
evaluation of banks’ policies and

practices in these areas.

“Best Practices for Credit Risk Dis-

closure” (July) provides guidance on

best practices in public disclosure of
credit risk by banking institutions.

Banks are encouraged to provide mare
ket participants and the public with

the information they need to make
meaningful assessments of their credit
risk profile. The paper is part of the

Basel Committee’s ongoing efforts to
promote transparency and effective
market discipline.

“Recommendations for Public Dis-

closure of Trading and Derivatives

Activities of Banks and Securities

Firms” (October) presents recommen-
dations for public disclosure of the

trading and derivatives activities of

banks and securities firms. The recom-
mendations complement the annual
survey of trading and derivatives

worldwide. The report provides an
overview and analysis of the disclo-
sures about trading and derivatives ac-
tivities presented in the 1998 annual
reports of a sample of the largest inter-
nationally active banks and securities
- firms in the G—10 countries and notes
improvements since 1993.

“Working Paper on Capital Require-
ments and Bank Behavior: The Impact
of the Basel Accord” (April) reviews
the empirical evidence on the effect of
the 1988 Basel Accord on banks. The
paper addresses whether the adoption
of fixed minimum capital require-
ments led some banks to maintain
higher capital ratios than they would
have otherwise and whether these re-
quirements have been successful in
limiting risk-taking by banks.

“Working Paper on Supervisory Les-
sons to be Drawn from the Asian
Crisis” (June) makes recommenda-
tions for G-10 creditor banks and
their supervisors in the wake of the
1997-98 Asian financial crisis. Rec-
ommendations address revisions to the
Basel Accord and the use of rating-
agency ratings, large-exposure guid-
ance, country-risk assessments, and
country-risk-management practices.
“Banks’ Interactions with Highly
Leveraged Institutions and Sound
Practices for Banks’ Interactions with
Highly Leveraged Institutions” (Janu-
ary) evaluates the potential risks
resulting from banks’ interactions
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with highly leveraged institutions, as-Bank Holding Company Reports
sesses the deficiencies in banks’ risk-
management practices, and evaluatess the federal supervisor and regulator
alternative policy responses, includ-of U.S. bank holding companies, the
ing encouraging the use of sound-ederal Reserve requires periodic regu-
practices by banks. It sets forth soundatory reports from these organizations.
practices standards for the manageFhese reports, which are revised peri-
ment of counterparty credit risk in odically, provide essential information
banks’ trading and derivatives activi-to assist the Federal Reserve in the su-
ties with highly leveraged institutions. pervision of these banking organizations
» “Performance of Models-Basedand in the formulation of regulations
Capital Charges for Market Risk:and supervisory policies. The reports are
1 July—31 December 1998” (Septem-also used by the Federal Reserve to re-
ber) reports on a survey of more tharspond to requests from the Congress and
forty banks in nine countries subjectthe public for information on bank hold-
to the market-risk amendment to theng companies and their nonbank sub-
Basel Accord during the third andsidiaries. The FR Y-9 series of reports
fourth quarters of 1998, a period of(FR Y-9C, FR Y-9LP, and FR Y-9SP)
high market volatility. The survey provides standardized financial state-
found that the capital charge for mar-ments for the consolidated bank holding
ket risk under the internal-modelscompany and its parent. The Federal
approach provided an adequate buffeReserve uses these reports to detect
against trading losses at the surveyedmerging financial problems, to review
institutions over the period reviewed.performance and conduct pre-inspection
The survey encouraged banks to comanalysis, to monitor and evaluate risk
tinue to reassess the performance girofiles and capital adequacy, to evalu-
internal models and to complementate proposals for bank holding company
those models with robust stressimergers and acquisitions, and to analyze
testing. a bank holding company’s overall finan-
cial condition to ensure safe and sound
In addition to serving on the Baseloperations. The FR Y-11 series of re-
Committee on Banking Supervision,ports aids the Federal Reserve in deter-
Federal Reserve staff members particimining the condition of bank holding
pate in meetings of the Financialcompanies that are engaged in nonbank-
Accounting Standards Board’s (FASB)ing activities and in monitoring the vol-
Financial Instruments Task Force. Theaime, nature, and condition of their non-
task force was created to help the FASBanking subsidiaries.
address issues related to the accounting Most of the revisions made to the
and disclosure standards for financiaFR Y-9C during 1999 paralleled revi-
instruments. Staff members also parsions made to the FFIEC 031 Call Re-
ticipate in meetings of the Interna-port. They included the elimination of
tional Accounting Standards Committeedetailed items for “high-risk mortgage
(IASC) on behalf of the Basel Commit- securities;” implementation of the dis-
tee’s Task Force on Accounting Issuesclosure requirements of Statement of
The IASC’s objectives are to formulateFinancial Accounting Standard No. 133
and publish international accounting(FAS 133), Accounting for Derivative
standards and to promote their worldinstruments and Hedging Activities, for
wide acceptance and observance. cash-flow hedges; and implementation
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of items for monitoring risk-based capi-instructions for reporting securities ac-
tal. The revisions to the other FR Y-9tivities, risk-based capital, and intan-
reports and to the FR Y-11 series congible assets were clarified. The FFIEC
sisted primarily of implementation of also revised the Report of Assets and
the FAS 133 disclosure requirements fot.iabilities of U.S. Branches and Agen-
cash-flow hedges. A section for “Notescies of Foreign Banks (FFIEC 002),
to the Financial Statements” was alsceffective with the March 1999 report,
added to the FR Y-11 reports, but otherto maintain consistency with the bank
wise there were no substantive revision€all Reports. In September, the FFIEC
to the FR Y-11 series. announced that no new items would
be added to the Call Report for the

. . L March 31, 2000 report.
Federal Financial Institutions

Examination Council
Year 2000 Supervision Program

Uniform Retail Credit Classification  Throughout 1999 the FFIEC agencies
and Account Management Policy continued their efforts to ensure the

On February 10, the FFIEC issue eadiness of supervised financial insti-

the Uniform Retail Credit Classification ut:;)nt?] autor?attheq mforrpaﬂon syfstertr;]s,
and Account Management Policy, which?N?@ those of their cusiomers, for the

updates and expands the guidelines fdiEntury date change. The final phase of
classifying consumer loans that werdn€ Supervisory program undertaken by

first issued in 1980. The policy, among he agencies was extensive and included
) ' he issuance of additional policy guid-

other things, adds guidance on the treaf

ment of loans to bankrupt borrowers 2N°€: the conduct of on-site exam-

fraudulent loans, loans to deceased bof?@tions and intensive monitoring of
rowers, and delinquent residential reajinancial institutions and markets, con-
estate and home equity loans and on tHE'9ency planning to respond to dis-

treatment of partial payments. It alsg uptions that could occur, and event

sets forth the criteria that must be satism2nagement for the year-end rollover

fied before a depository institution may.pe”(?dd Thte pro%ram focused on promot-
consider a delinquent account currentNd INAUSlry and consumer awareness,

The policy statement becomes effectiv sta_lblishing targets for comple_tion of
on December 31. 2000 esting; developing implementation and

contingency plans; and providing feed-
back, in part through examinations, to
institutions in their attempts to assess
The FFIEC implemented a few changesheir progress and to identify outstand-
to the bank Reports of Condition anding issues.

Income (Call Reports), effective with The FFIEC worked rigorously to
the March 1999 report, to improve theensure broad awareness of the impor-
banking agencies’ ability to monitor thetance and scope of the problem, both
safety and soundness of financial instidomestically and internationally, and
tutions. The changes included new itemgined with the private sector in a coor-
to conform with GAAP, specifically, dinated effort to successfully address the
items necessary to implement FAS 133Year 2000. The agencies made signifi-
Certain detailed items on bank investcant contributions to the financial indus-
ment portfolios were eliminated, andtry’s successful transition into the new

Revisions to the Call Report
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millennium without serious disruption Community Bank Supervision
to the financial services provided to the
industry and the public. For several years the Federal Reserve
has worked closely with the FDIC, the
. . Conference of State Bank Supervisors,
Supervisory Information and several state banking authorities to
Technology automate the examination process for
The Supervisory Information Technol-community banks. The agencies now
ogy (SIT) function within the Board's have a common set of automated exami-
Division of Banking Supervision and hation tools that support the risk-focused
Regulation facilitates managemengupervision process (ED), loan analy-
of the diverse information technologysis (ALERT), and report preparation
requirements of the Federal Reserve’§GENESYS). These tools are continu-
supervision function. Its goals are todlly evaluated and enhanced. A major
ensure that rewrite of the GENESYS application
that will enable broader implementation
« IT initiatives support a broad range ofamong the agencies is scheduled for

supervisory activities without duplica- completion in June 2000.

tion or overlap
e The underlying IT architecture fully

supports those initiatives National Information Center
* The supervision function’s use of

technology takes advantage of the systhe National Information Center

tems and expertise available morgNIC) is the Federal Reserve’s compre-

broadly within the Federal Reservehensive repository for supervisory,

System. financial, and banking structure data.

Also included under the NIC manage-

The SIT function works through ment structure is the National Examina-
assigned staff at the Board of Governorgion Database (NED), a major applica-
and the Reserve Banks and through #@ion that gives supervisory personnel
committee structure that ensures thahroughout the Federal Reserve System,
key staff members actively participateas well as state banking authorities and
in identifying requirements and settingthe other federal regulators, access to
priorities for IT initiatives. NIC data. Several enhancements to the
NIC and NED are under way.

The NED system was enhanced in
February to capture large banking orga-
During 1999 significant progress wasnization risk-assessment information. A
made in developing a new informationweb-enabled user access interface is be-
system to support the supervision ofng developed, and the application will
large, complex banking organizationsbe enhanced to reflect further changes
Known as BOND (Banking Organiza-in the supervision business model to
tion National Desktop), the system,address a continuous supervisory pro-
which is scheduled for implement-gram and financial modernization.
ation in 2000, will provide collabora- In June the final phase of the NIC
tion, messaging, and documentbanking structure updating system was
management capabilities as well asmplemented. Completion of the final
access to regulatory and market data. phase brings all structure-updating func-

Large Bank Supervision
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tions to the client/server platform. ThisStrategic Planning

new architecture for processing and ana- . .
lyzing NIC data ensures easier access%/'t.h Board and Reserve Bank partici-
ation, SIT is developing a vision state-

banking structure data as well as a mor8

; : t and a multiyear strategic plan to
cost-effective approach to applying sys"€" . / :
tem modifications. Work is also con-3uide the information technology direc-
tinuing on a project for the electronic fion and investments of the supervision

submission of data on changes in inves@Nd régulation function. A work group
ments and activities of bank holding'S developing a current-period operating
companies. The web-based applicatioR!an that emphasizes national projects,
will offer respondents the same level offupporting budgets, and appropriate
state-of-the-art tools used by NlC,Sdocumentatlon for senior level review.

structure-updating functions in order toE2ch ?fb;chese endg'a\{ors V‘t’l'” ust?] a
enhance the respondent’s ability to sub-'cP€atabié process” to outine the

mit data more quickly and with greaterappro"".Ch for future ?—‘ffo”s- The_ work
accuracy. group is also evaluating alternatives to

In conjunction with the BOND track national IT development and

project, the NIC is being enhanced toorojects costs for the supervision and

include a repository for supervisoryregmat'on function.
documents. Called the Central Docu-
ment and Text Repository (CDTR), thesgR Enterprise Information
repository will initially house those Architecture (EIA)
supervisory products that are associated .
with the framework for risk-focused SIT established a work group of Reserve
supervision of large, complex bankingBank and Board staff to begin the pro-
organizations. Broad categories of docucess of documenting the Systemwide
ments to be housed in the CDTR aré&nterprise information architecture
examination and inspection documents(EIA) for the supervision and regulation
enforcement-event documents, and othdgnction. Using a business-centered,
products associated with a region of théop-down approach, the work group is
United States or a Federal Reserve Diglefining the business processes, infor-
trict (for domestic bank holding compa-mation, data, applications/information
nies), a country (for foreign banking systems, and SyStem; infrastructure that
organizations), or risk profiles. In addi-make up the EIA. It will prepare a tech-
tion’ staff members are exp|0ring thenlcal reference m_anual that documents
expansion of the CDTR to serve broadethe EIA and describes maintenance pro-
document-management needs within theedures. Documentation will enhance
supervision function and with otherthe effectiveness of the supervision and
regulatory agencies. regulation function, help guide IT devel-
The NIC public web site was alsoopment and acquisition efforts, and
enhanced during the year. The siténcrease return on information technol-
(http:/Awww.ffiec.gov/nic/) makes avail- 09y investments by improving inter-
able bank holding company perfor-operability between systems.
mance ratios, NIC banking structure
and financial data, and, since Decem ;
ber 1999, all consolidated and large par[T Project Management
ent financial statement schedules fofo draw on the best practices for manag-
bank holding companies. ing IT projects in private industry and
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Number of Sessions of Training Programs for Banking Supervision and Regulation, 1999

Program Total Regional

Schools or seminars conducted by the Federal Reserve
Core schools

Banking and supervisionelements........................... . 10

Operations and analysis. . ...........oviririiiiianiiiiannnd .. 6

Bank management.......... ... .. 4

REPOIt WItING . . ettt - 17

Management skills ... .. 11

Conducting meetings with management......................} . 15 1

TR ®

Other schools
Loan @nalysSiS . ... oe e .
Examination management .......... ..o ..
Real estate lending seminar...............cocoiiiiiiiniin... ..
Specialized lending seminar.............c..coiiiiiiiiiiii ..
Senior forum for current banking and regulatory issues..... ...
Banking applications. ........ ... .
Basic entry-level trust........... ... i ..
Advanced trust. . ...... ... .
Consumer compliance examinationsl........................ .
Consumer compliance examinations.Il....................... .
CRA examination techniques. . ..............c.cooiiiiiiiinn. . .
Fair lending examination techniques ......................... .
Foreign banking organizations ...................ccooiiinn.. .
Information systems and emerging technology risk management ... 5 5
Information systems continuing education. .................... .
Intermediate information systems examination................ .
Capital markets seminars ..o .
Section 20 securities seminar. ... .
Internal cControls. ... ... ... ..
Leadership dynamics. . .........ooiuiuiiiiii i, ..
Seminar for senior supervisors of foreign central banks .. .....

N
wb»—\m
N
IN

2PN N
WR NN Gy
-
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=

=

Other agencies conducting courges
Federal Financial Institutions Examination Coungil .............. !
The Options INSHULE . .. ..ot ..

IS
o

N
al

N

1. Conducted jointly with the World Bank. ... Not applicable.
2. Open to Federal Reserve employees.

the government, SIT is studying thosevisory or regulatory responsibilities at
practices and developing a project manthe Reserve Banks, at the Board of Gov-
ager’s handbook. The handbook will beernors, and at state banking departments.
included in the EIA technical referenceStudents from supervisory counterparts
manual and will be available to projectin foreign countries attend the training
managers, team members, and stakeessions on a space-available basis. The
holders. In addition to producing theprogram provides training at the basic,
handbook, SIT is working to identify intermediate, and advanced levels for
project management training opportunithe four disciplines of bank supervision:
ties for Reserve Bank and Board stafbank examinations, bank holding com-
and will propose a project managemenpany inspections, surveillance and
training curriculum and certification monitoring, and applications analysis.

program. Classes are conducted in Washington,
D.C., or at regional locations and may
Staff Training be held jointly with regulators of other

financial institutions. The program is
The Supervisory Education Prograndesigned to increase a student’s knowl-
trains staff members that have superedge of the entire supervisory and regu-
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Status of Students Registered for the Core Proficiency Examination, 1999

Specialty arel
Core
Student status oo
examination Safety and Consumer Trust Information
soundness affairs technology
In queue, year-end 1998 ... ... 33 22 10 1 0
Testtaken, 1999.............. 108 63 38 1 0
Passed..................... 94 55 24 1 0
Failed...................... 14 8 14 0 0
In queue, year-end 1999....... 15 9 6 0 0

1. Students are examined in one specialty area of their choice.

latory process and thereby provide &Reserve and FFIEC schools. Through
higher degree of cross-training amonghis program 451 state examiners were
staff members. trained—247 in Federal Reserve
The Federal Reserve System also pacourses, 196 in FFIEC programs, and
ticipates in training offered by the Fed-8 in other courses.
eral Financial Institutions Examination The Federal Reserve System contin-
Council and by certain other regulatoryued in 1999 to make revisions initiated
agencies. The System’s involvemenin 1997 to the core training program that
includes developing and implementingeads to the commissioning of assistant
basic and advanced training in variougxaminers. The project was undertaken
emerging issues as well as in such spdée give assistant examiners a greater
cialized areas as trust activities, internaunderstanding of risk-focused examina-
tional banking, information technology, tion concepts, the components of sound
municipal securities dealer activities,internal controls, the importance of
capital markets, payment systems risknmanagement information systems, the
white collar crime, and real estate lend€oncept of risk as it applies to banking,
ing. In addition, the System co-hosts theaind the key supervisory issues related to
World Bank Seminar for students fromintegrated supervision. These changes,
developing countries. which resulted in a new curriculum, will
In 1999 the Federal Reserve conbe completed by the end of 2000.
ducted numerous schools and seminars, Depending on their hire date, staff
and staff members participated in sevmembers seeking an examiner’s com-
eral courses offered by or cosponsorechission follow one of two training
with other agencies, as shown in theracks. One track is for examiners hired
accompanying table. Over the year thdefore February 28, 1998, who must
Federal Reserve trained 2,719 studentske the “core proficiency examination”
in System schools, 856 in schools sponas well as an examination in a specialty
sored by the FFIEC, and 42 in otherarea of the student’s choice—safety and
schools, for a total of 3,617 studentssoundness, consumer affairs, trust, or
including 290 representatives from for-information technology. Examiners on
eign central banks. The number of trainthis track should complete their com-
ing days in 1999 totaled 18,729. missioning requirements by the end of
The Federal Reserve System als@001. In 1999, 108 examiners com-
gave scholarship assistance to the statpteted the core proficiency examination
for training their examiners in Federal(see table).
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Status of Students Registered for the First Reserve’s approval before forming a

Proficiency Examination, 1999 bank holding company by acquiring
Student status First | Specialty cor_ltrol of one or more banks in the
examination  area United States. Once formed, a bank

B} holding company must receive Federal
Tpassed L B0d 1 Reserve approval before acquiring or
In Geue, year-end 1665 | Ly ° establishing additional banks. The act
ey also identifies other activities permis-

1. As is the case for the core proficiency examinationSible for a bank holding company, which
stfutcaerjts gvi[l belexir;;ige?hin onle of fogrltspecialty a;easdepending on the circumstances may or
Zvailzglgv&jl(;ef‘ornthe coﬁsuﬁ]grgﬁaslﬁs(;?e; emna Ionmay not be commenced without prior

Federal Reserve approval.
The Bank Holding Company Act and

The other track is for examiners hiredvarious related statutes were signifi-
after February 28, 1998, who must takecantly amended in November 1999 by
the “first proficiency examination” as passage of the Gramm-Leach-Bliley
well as a “specialty proficiency exami- Act. Title | of the latter act, which
nation” in one of the four specialty becomes effective in March 2000,
areas. By the end of 1999, 205 examinauthorizes those bank holding compa-
ers had completed the first proficiencynies that meet applicable statutory
examination. The only specialty exami-requirements to become financial hold-
nation available in 1999 was for con-ing companies and to engage without
sumer affairs (see table); the other speprior Federal Reserve approval in a
cialty examinations will be developed inbroad array of financially related activi-
the first quarter of 2000. ties, including securities underwriting
and dealing, insurance agency and insur-
. ance underwriting, and merchant bank-
S?Uéz“nok?n%f gt]r%cture ing. _AII bank holdir!g companies will

" continue to need prior Federal Reserve
The Board of Governors administers theapproval to acquire or establish addi-
Bank Holding Company Act, the Banktional banks.

Merger Act, the Change in Bank Con- Bank holding companies that do not
trol Act, and the International Bankingbecome financial holding companies
Act in relation to bank holding com- will be more restricted in the types of
panies, member banks, and foreigmonbank activities in which they may
banking organizations. In doing so, theengage, and they may need prior Federal
Federal Reserve acts on a variety oReserve approval to conduct those
proposals that directly or indirectly activities. However, various streamlined
affect the structure of U.S. banking atapplication processes remain available
the local, regional, and national levelsto these companies. Since 1996, the act
the international operations of domestidhas permitted well-run bank holding
banking organizations; and the U.Scompanies that satisfy certain criteria to
banking operations of foreign banks. commence certain nonbank activities on
a de novo basis without prior Federal
Reserve approval and has provided an
expedited prior-notice procedure for
Under the Bank Holding Company Act, other nonbank activities and for small
a company must obtain the Federabank and nonbank acquisitions.

Bank Holding Company Act
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When reviewing an application orcompanies to become bank holding
notice that requires prior approval, thecompanies, 98 proposals by existing
Federal Reserve must consider severalnk holding companies to merge with
factors, including the financial andother bank holding companies, 231 pro-
managerial resources of the applicanposals by existing bank holding compa-
the future prospects of both the appli-ies to acquire or retain banks, 450 re-
cant and the firm to be acquired, thequests by existing bank holding com-
convenience and needs of the commupanies to acquire or establish nonbank
nity to be served, the potential publicfirms engaged in activities closely re-
benefits, the competitive effects of thdated to banking, and 173 other bank
proposal, and the applicant’s ability toholding company-related applications or
make available to the Board informationnotices. Data on these and all other deci-
deemed necessary to ensure compliansgons are shown in the accompanying
with applicable law. In the case of atable.
foreign banking organization seeking to
acquire control of a U.S. bank, the Fed;
eral Reserve also considers whether thléank Merger Act
foreign bank is subject to comprehen-The Bank Merger Act requires that all
sive supervision or regulation on a conproposed mergers of insured depository
solidated basis by its home countryinstitutions be acted on by the appropri-
supervisor. ate federal banking agency. If the insti-

In 1999 the Federal Reserve approvetition surviving the merger is a state
302 proposals by foreign or domestionember bank, the Federal Reserve has

Decisions by the Federal Reserve on Domestic and International Applications, 1999

Action under authority delegated
by the Board of Governors

Direct action
by the

Proposal Board of Governors Director of the Office

Division of Banking ¢ the Federal Total
Supervision and Secretary Reserve Banks
Regulation

Approved Denied| Permitted Approved Denied Approved Approved Permitted

Formation of bank
holding
company ....... 15 0 0 0 0 1 218 68 302

Merger of bank
holding
company ....... 11

Acquisition or
retention of
bank........... 21

Acquisition of
nonbank........ 0

Merger of bank. . .... 34

Change in control . . . 0

Establishment of a
branch, agency,
or representative
office by a
foreign bank. ... 17 0 0 0 0 0 9 0 26

Other 508 0 41 29 0 600 1,123 153 2,454

o
o
o
o
[eo)

47 32 98

6 134 70 231

26 0 278 450
16 122 0 172
0 0 138 141

roo o
-
N
o

oo o

©oo o

Total ............... 606 1 189 29 0 657 1,653 739 3,874
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primary jurisdiction. Before acting on abank holding company to be acquired;

proposed merger, the Federal Reservdetermines the effect of the proposal on

considers factors relating to the financiatompetition in any relevant market; as-

and managerial resources of the applisesses the completeness of information
cant, the future prospects of the existingubmitted by the acquiring person; and

and combined institutions, the conve-considers whether the proposal would

nience and needs of the community tdhave an adverse effect on the federal
be served, and the competitive effects ofleposit insurance funds. As part of this

the proposal. It also considers the viewgrocess, the Federal Reserve may con-
of certain other agencies regarding theluct name checks on each acquiring
competitive factors involved in the person.

transaction. The appropriate federal banking agen-

During 1999 the Federal Reservecies are required to publish notice of
approved 172 merger applications. Agach proposed change in control and to
required by law, each merger isinvite public comment, particularly from
described in thiReporT (in table 15 of persons located in the markets served by
the “Statistical Tables” section). the institution to be acquired.

When the FDIC, the OCC, or the In 1999 the Federal Reserve approved
OTS has jurisdiction over a merger, thel40 proposed changes in control of state
Federal Reserve is asked to comment amember banks and bank holding compa-
the competitive factors to ensure comnies and denied 1.
parable enforcement of the antitrust

rovisions of the Bank Merger Act. : :

EI)'he Federal Reserve and thosge agenci)e@tematlonal Banking Act

have adopted standard terminology foirhe International Banking Act, as
assessing competitive factors in mergeamended by the Foreign Bank Supervi-
cases to ensure consistency in adminision Enhancement Act of 1991, requires
tering the act. The Federal Reservéederal Reserve approval for the estab-
submitted 635 reports on competitivdishment in the United States of
factors to the other federal bankingbranches, agencies, commercial lending
agencies in 1999. company subsidiaries, and representa-
tive offices by foreign banks.

: In reviewing proposals, the Federal
Change in Bank Control Act Reserve generally considers whether the
The Change in Bank Control Act re-foreign bank is subject to comprehen-
quires persons seeking control of a U.Ssive supervision or regulation on a con-
bank or bank holding company to obtainsolidated basis by its home country
approval from the appropriate federakupervisor. The System may also take
banking agency before completing thento account whether the home country
transaction. The Federal Reserve is resupervisor has consented to the estab-
sponsible for reviewing changes in thdishment of the U.S. office; the financial
control of state member banks and otondition and resources of the foreign
bank holding companies. In doing sopank and its existing U.S. operations;
the Federal Reserve reviews the finanthe managerial resources of the foreign
cial position, competence, experiencehank; whether the home country super-
and integrity of the acquiring person;visor shares information regarding the
considers the effect of the proposal oroperations of the foreign bank with other
the financial condition of the bank orsupervisory authorities; whether the for-
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eign bank has provided adequate assuapplication to establish a new agreement
ances that information concerning itscorporation.
operations and activities will be made
available to the Board, if deemed neces;
sary to determine and enforce compI|'A‘pphc"’ltlonS by Member Banks
ance with applicable law; and the recordState member banks must obtain Fed-
of the foreign bank with respect to com-eral Reserve approval to establish
pliance with U.S. law. domestic branches, and member banks
In 1999 the Federal Reserve approve@including national banks) must obtain
applications by nineteen foreign bankd-ederal Reserve approval to establish
from thirteen foreign countries to estabforeign branches. When reviewing pro-
lish branches, agencies, and representpesals for domestic branches, the Fed-
tive offices in the United States. eral Reserve considers the scope and
character of the proposed banking ac-
tivities to be conducted. When review-
Overseas Investments by ing proposals for foreign branches, the
U.S. Banking Organizations Federal Reserve considers, among other
things, the condition of the bank and the
U.S. banking organizations, with thebank’s experience in international bank-
authorization of the Federal Reserveing. Once a member bank has received
may engage in a broad range of activiauthority to open a branch in a particular
ties overseas. Most foreign investmentforeign country, the member bank may
may be made under general consent pr@pen additional branches in that country
cedures that involve only an after-the-without prior Federal Reserve approval.
fact notification to the Board; significantin 1999 the Federal Reserve acted on
investments must be reviewed innew and merger-related branch propos-
advance by the Board. In 1999 theals for 2,042 domestic branches and
Board approved fifty-eight proposalsgranted prior approval for the establish-
(excluding those relating to recent largement of 12 foreign branches (excluding
domestic mergers) by U.S. bankingthose relating to recent large domestic
organizations to make significant investmergers).
ments overseas.
~ The Federal Reserve also has autho;s,[ock Repurchases by
ity to act on proposals involving Edge ank Holdina Companies
Act and agreement corporations, whmH3 9 P
are established by banking organizaA bank holding company may repur-
tions to provide a means of engaging irchase its own shares from its sharehold-
international business. In 1999 the Feders. When the company borrows money
eral Reserve approved two applicationso buy the shares, the transaction
to establish new Edge corporations (onécreases its debt and decreases its
of which proposed to engage in foreigrequity. Relatively larger repurchases
exchange settlement activities) and onenay undermine the financial condition
application by a member bank to in-of a bank holding company and its bank
crease its total investment in its Edgesubsidiaries. The Federal Reserve may
corporation subsidiaries to more tharobject to stock repurchases by holding
10 percent, but less than 20 percent, acfompanies that fail to meet certain stan-
the bank’s capital and surplus. In addidards, including the Board’'s capital
tion, the Federal Reserve approved onguidelines. In 1999 the Federal Reserve
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reviewed eighteen proposed stock repurt999, 82 percent of decisions met this
chases by bank holding companies, abtandarc:
of which were approved, under dele-

gated authority, by either a ReservqDelegation of Applications

Bank or the Secretary of the Board.
Historically, the Board of Governors has
delegated certain regulatory functions,
i . including the authority to approve, but
Public Notice of - not to deny, certain types of appli-
Federal Reserve Decisions cations, to the Reserve Banks, to the
Director of the Board's Division of

X . %anking Supervision and Regulation,
that involve a bank holding company, 2 nd to the Secretary of the Board. In

bank merger, a change in control, or th(gilggg 79 percent of the applications

e?éasgl;scf;mben; ?(Ir ea} Qeg; nlli.if eb§fp ekcl?e rocessed were acted on under delegated
P y 9 uthority.

by an order or an announcement. Order:
state the decision, the essential facts of
the application or notice, and the basianking and Nonbanking Proposals
for the decision; announcements stat

only the decision. All orders and an-; ations were party to significant banking

. ’ ) - 0 proposals by foreign banking orga-
in the Board’s weekly H.2 statistical .~ " . 7

. nizations to acquire large U.S. banking
release and in the monthljederal organizations. It also approved one

Containg announcements of applicationle10€r Proposal by o bank holding
PP ompanies operating in the same mar-

and notices received by the Feder¥ets that required the largest level of

Egr?girr:/g t;u;prlligggi/g:] ac;tr?éd or%tiI(::ce)r etﬂz ranch divestitures ever considered_ by
related H.2A contains the deadline forthe Board. As with other large banking

comments. In 1999 the Board's publicproposals, the Board received many
web site was expanded to include mor omments, particularly with respect to

. . o ommunity Reinvestment Act, fair
information relevant to the applications . PR !
process. lending, and competitive issues. The

Federal Reserve also continued to act on
proposals involving mutual bank hold-
ing companies.
Timely Processing of Applications = The Board approved two proposals
involving new nonbank activities during
The Federal Reserve maintains internghe year. One proposal was by two insti-
target dates and procedures for the prdutions to own and operate an electronic
cessing of applications. The setting ofecurities exchange. The other was by a
target dates promotes efficiency at thgroup of foreign and domestic bank
Board and the Reserve Banks and
r-educes the bu-rden on applicants. Thmta were adjusted for multiple related
time frame for final action ranges fromapplications filed in connection with several larger

twelve to sixty qay§: depend.ing ONmerger proposals, the percentage would be
the type of application or notice. In 94 percent.

Some of the largest U.S. banking organi-
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holding companies that sought to engagas credit obtained from foreign lenders

in digital certification activities. The by U.S. citizens.

Federal Reserve also approved various Several regulatory agencies enforce

other securities-related proposals ineompliance with the Board’s securities

volving section 20 companies. credit regulations. The Securities and
Exchange Commission, the National
Association of Securities Dealers, and

Enforcement of Other Laws the national securities exchanges exam-
and Regulations ine brokers and dealers for compliance
with Regulation T. The federal banking
Financial Disclosure by agencies examine banks under their
State Member Banks respective jurisdictions for compliance

. . with Regulation U. The Farm Credit
State member banksthat|ssuesecuntl%ministration the National Credit

registered under the Securities Exchan%mon Administration. and the Office of
Act of 1934 must disclose certain infor'Thrift Supervision ex'amine lenders un-

mation of interest to investors, includingder their respective jurisdictions for

financial reports and proxy statements : ; ; .
; I compliance with Regulation U; the Fed-
By statute, the Board'’s financial disclo- P g

. >~ ~eral Reserve examines other Regula-
sure rules must be substantially similati;  lenders
to those of the Securities and Exchange Since 1990 .the Board has published a
Commission. At the end of 1999, twentyyigs of foreign stocks that are eligible for

state member banks, most of them smaj» iy treatment at broker—dealers on
or medium size, were registered with thgn e g3 me basis as domestic margin secu-
Board under the Securities EXCha“g‘?ities. In 1999, the foreign list was
Act. revised in March and September.

At the end of 1999, 839 lenders other
than banks, brokers, or dealers were
registered with the Federal Reserve;
Under the Securities Exchange Act ofof these, 577 were under the Federal
1934, the Board is responsible for requReserve’s supervision. The Federal
lating credit in certain transactionsReserve regularly inspects 262 of these
involving the purchase or carrying oflenders either biennially or triennially,
securities. The Board's Regulation Taccording to the type of credit they
limits the amount of credit that may beextend; 70 of the 262 were inspected in
provided by securities brokers and deal1999 for compliance with Regulation U.
ers when the credit is used to trade debEhe remaining 315 lenders were exempt
and equity securities. The Board'sfrom periodic on-site inspections by the
Regulation U limits the amount of creditFederal Reserve but were monitored
that may be provided by lenders othethrough the filing of periodic regulatory
than brokers and dealers when the credieports.
is used to purchase or carry publicly
held equity securities if the loan is
secured by those or other publicly hel A
equity securities. The Board’s Regula-
tion X applies these credit limitations, orThe regulation (31 CFR Part 103) imple-
margin requirements, to certain borrow-menting the Currency and Foreign
ers and to certain credit extensions, sucfiransactions Reporting Act, also known

Securities Credit

ank Secrecy Act/
nti—-Money Laundering
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as the Bank Secrecy Act, requires banksoney laundering as announced by the
and other types of financial institutionsDepartment of the Treasury in the
to file certain reports and maintain cerNational Money Laundering Strategy
tain records. These reports and record®er 1999. The Federal Reserve also led
include information concerning personsan interagency group that revised the
involved in large currency transactionsSuspicious Activity Report to make it
as well as suspicious activity relatedess burdensome for filers, more useful
to possible violations of federal law,to law enforcement, and Year 2000
including money laundering and othercompliant. An interim form that is
financial crimes. The act is regarded as &ear 2000 compliant was released mid-
primary tool in the fight against moneyyear, and a new form incorporating all
laundering, and its requirements detethe enhancements will be released in the
money laundering by creating a papefirst quarter of 2000.
trail of financial transactions that helps In December 1998 the Federal
law enforcement and regulators identifyfReserve, along with the Office of the
and trace the proceeds of illegal activityComptroller of the Currency, the Fed-
In addition, pursuant to Regulation H,eral Deposit Insurance Corporation, and
section 208.63, each banking organizathe Office of Thrift Supervision, issued
tion supervised by the Federal Reservproposed rules that would have required
must develop a written Bank Secrecydomestic and foreign banking organiza-
Act compliance program that is for-tions to develop and maintain Know
mally approved by the institution’s Your Customer programs. The proposed
board of directors. The compliance pro+ules were intended to provide guidance
gram must (1) establish a system ofo banks to facilitate and ensure their
internal controls to ensure compliancecompliance with existing federal report-
with the act, (2) provide for independenting and recordkeeping requirements,
compliance testing, (3) identify indi- such as those found in the Bank Secrecy
viduals responsible for coordinating andAct. It was intended to help protect the
monitoring day-to-day compliance, andintegrity and reputation of the financial
(4) provide training for appropriate per-services industry and assist the govern-
sonnel. Through its examination pro-ment in its efforts to combat money
cess, training, and other off-site meafaundering and other illegal activities
sures, the Federal Reserve monitorthat might be occurring through finan-
compliance with the Bank Secrecy Actcial institutions. After receiving more
and Regulation H by the banking organithan 15,000 comments from commu-
zations under its supervision. nity, regional and multinational banks,
In 1999 the Federal Reserve continmembers of Congress, trade and indus-
ued to provide expertise and guidance ttry groups, and the public that viewed
the Bank Secrecy Act Advisory Group,the proposed regulations as an invasion
a committee established at the Departef personal privacy, among other issues,
ment of the Treasury by congressionathe Federal Reserve, along with the
mandate to seek measures to reduasher agencies, withdrew the proposal.
unnecessary Bank Secrecy Act burdens Through the Special Investigations
and to increase the utility of data gath-Section of the Division of Banking
ered under the act to regulators and laBupervision and Regulation, the Federal
enforcement. In addition, the FederaReserve has assisted in the investi-
Reserve is continuing to participate ingation of money laundering activities,
the governmentwide effort to deterincluding Operation Casablanca, which
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Loans by State Member Banks to their Executive Officers, 1998 and 1999

Range of interest
Period Number Amount (dollars) rates charged
(percent)

1998

October 1-December 31............. 753 45,385,000 4.0-19.8
1999

January 1-March 31 ................. 5 764 51,396,000 4.0-18.0
April 1-June 30. .. ... . 752 63,852,000 4.9-19.8
July 1-September 30................. i 722 157,568,000 2.0-18.0

Sourcke. Call Reports.

involved a number of foreign banking Loans to Executive Officers

organizations. The section has als?)nder section 22(g) of the Federal

provided anti-money-laundering train-
ing to designated staff members at eacﬁeserve Act, a state member bank must
clude in its quarterly Call Report

Reserve Bank, to the domestic bankin . . .
formation on all extensions of credit

sector through trade association confer:

ences and seminars, and to representg%ctgeth2ag:tgoof'ttsheexiggg\éien ofrfg:e(;?t
tives of law enforcement agencies. P g report.

Internationally, the section has € accompanying table summarizes

assisted the State Department by provic}-hls information.
ing anti-money-laundering training and

technical assistance to countries in Asi ‘
eastern Europe and the newly indepeﬁf_—'ederal Reserve Membership

dent states, South and Central Americat the end of 1999, 3,478 banks were
and the Caribbean. Federal Reserve stafiembers of the Federal Reserve Sys-
members have also participated inem. At that time, member banks were
numerous multilateral international anti-operating 47,673 branches and ac-
money-laundering initiatives sponsoreccounted for 41 percent of all commer-

by such groups as the G—7, the Financialial banks in the United States and for
Action Task Force, and the Asia Pacificr4 percent of all commercial banking

Working Group on Money Laundering. offices. .
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The Federal Reserve Banks devoted si@@ank for International Settlements, the
nificant attention in 1999 to preparinginternational Association of Insurance
for the century date change. Efforts inSupervisors, and the International Orga-
that area as well as other activitiesization of Securities Commissions and
affecting the Reserve Banks are deehaired by Federal Reserve Vice Chair-
scribed in this chapter. man Roger Ferguson, served as the key
forum for Y2K communications among
financial market authorities around the
Century Date Change globe. Representatives from more than
The Federal Reserve was fully prepared00 countries participated in the coun-
for the year 2000 rollover and oncil’s activities, including developing
the days before, during, and after theyuidance papers to assist regulators,
event experienced only minor problemsssuing bulletins to share information,
related to the date change. The extensivend  attending regional meetings
work of testing and preparing the criti- throughout the world.
cal components and operational entities In 1999, the Federal Reserve focused
that took place prior to the rolloveron event management and contin-
prevented major disruptions in Federabency planning for the Y2K rollover.
Reserve services to the nation’s bankSystem Communication Centers were
ing and financial markets. All mission- established at the Federal Reserve Bank
critical components were tested forof Boston and the Board of Governors,
year 2000 compliance and put intowith supporting Local Communication
production during 1999. The ReserveCenters in each Reserve Bank to man-
Banks continued to support extensiveage information concerning the status of
year 2000 testing by depository institu-Federal Reserve systems during the roll-
tions throughout the year. The Federabver event. The Federal Reserve tested
Reserve also took steps to ensure agpntingency scenarios to exercise all
adequate supply of currency for thelines of communication and tested
century rollover. responses to the scenarios to prepare
By year-end 1999, more than 9,00(for the event. As the year came to an
financial institutions had tested the serend, the Federal Reserve met increased
vices they use with the Federal Reservalemands for currency.
These institutions included all of the Asin 1998, the Federal Reserve con-
System’s major customers in terms otinued to inform the public about plans
volume and dollar amount of the transfor addressing the year 2000 problem
actions processed through the Fedand continued to advise depository insti-
eral Reserve. The Federal Reserve aldations of the Federal Reserve’'s plans
tested the automated payment servicemnd schedules. The Federal Reserve pro-
it provides to federal agencies, such asided extensive information concerning
the Social Security Administration, toits year 2000 activities to government
ensure that banks could receive goveversight organizations, including the
ernment payments. In 1999, the Joint).S. General Accounting Office, the
Year 2000 Council, sponsored by theHouse and Senate Banking Committees,
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The Benefits of the Federal Reserve’s Year 2000 Preparations

As a result of Y2K preparations, we have vividly seen how complex
and interdependent our economic affairs have become, and this new
awareness is already beginning to pay off in higher levels of efficiency
and effectiveness

Edward W. Kelley, Jr.-Member Board of Governors

In the three years leading to the rollovertivity, better management of information
to the new century, U.S. banking organizatechnology, and enhanced communication
tions devoted considerable time, talent, anevith and services to customers. Productiv-
money to protecting their computer sys-ity improvements include the elimination
tems from date-related glitches. They als®f redundant applications, the standardiza-
measured and managed potential customépon of operating environments, and the
and counterparty risk and planned theiadoption of better security procedures and
responses to possible internal and externdletter processes for implementing system
disruptions or other unexpected events. upgrades. Improved processes for adopting

Was the enormous effort worth it? U.S.changes ensure that changes are well tested
Representative James Leach, chairman @ind that controls provide assurance that the
the House Committee on Banking andcompiled application and source code are
Financial Services, answered that questhe same. Applications are running with
tion with a definite “yes.” In a letter to fewer bugs and fewer end-of-year or other
Board Chairman Alan Greenspan, Leacloperating problems.
expressed Congress'’s gratitude to the Fed- Senior managers involved in the devel-
eral Reserve for its leadership, both domesspment of year 2000 programs for informa-
tically and internationally, in preparing tion systems now better understand the
the banking industry and financial systencritical roles automated systems play in the
for the century date change. Now, havingsuccess of business lines. And line manag-
come smoothly through the date changeers, because they had to become more
both the Federal Reserve and private-sectanvolved in meeting the technology needs
banking organizations are finding thatof their operations, now more fully appre-
their preparations are yielding benefits thatiate the use of information technology as
extend far beyond the absence of disrupa business opportunity rather than a cost.
tion on New Year's Day. This knowledge will be used to further
improve services.

For example, century change prepara-
tions improved risk-management structures
that can be used to monitor and control
operational risk in the future. Similarly,
For the Federal Reserve System, YZ2Kexperience in monitoring risks to custom-
preparations have yielded greater producers and counterparties and in assessing

Greater Efficiency and
Better Management

and the Office of Management and Budparticipated in the President's Y2K
get. The Federal Reserve provided lead=ouncil activities.

ership to the financial community, The Federal Reserve undertook three
domestically and internationally, andmajor initiatives to prepare for cash
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interdependencies with service provider®f disaster recovery plans will continue and
will yield incremental efficiencies and that recovery of services to the central bank
improved reliability. Finally, review and will remain a high priority for suppliers.
extensive testing of business-resumption

contingency plans resulted in contingency

procedures that are more comprehensivelans for Technology

more up-to-date, and more effective. .
The improvements that resulted from

year 2000 preparations—improved risk
assessment and contingency procedures,
better management of information technol-
Federal Reserve customers, counterpartiesgy for efficiencies and customer service,
and the public also benefited from yearand enhanced communication—will also
2000 preparations. Communication effortgorove useful as the Federal Reserve broad-
to ease the public’s concern about potentiaéns its use of information technology
problems contributed to responsible publicacross business lines in order to identify
behavior during the century rollover. And opportunities and control activities more
close collaboration with banking organi-closely. Internet and e-commerce activities
zations ensured that cash supplies werwill expand significantly in the future;
adequate to meet customer demand areimphasis will shift away from the simple
that liquidity needs could be met quickly on-line delivery of existing services and
through discount window operations. As atoward redefining business lines to take
result, the public and the financial commu-full advantage of technology. Strengthen-
nity retained a high level of confidence ining lines of communication internally and
the banking system, and there was neitherith the banking community, with a spe-
an abnormal demand for cash nor volatilitycial focus on enhancing customer service,
in payment systems. A spirit of coopera-will be an important part of the Federal
tion and the ability to develop an effective Reserve’s business strategy.
communication strategy will be crucial Overall, preparations for the century date
tools for future initiatives. change enhanced the Federal Reserve'’s

Because of the close coordination withability to respond to the needs of the bank-
suppliers and service providers duringing community and the public and to
year 2000 preparations, technology vendeliver new services. The greater public
dors and telecommunications, electric util-trust in the banking system and in the fed-
ity, and city services providers have a betteeral Reserve’s ability to manage the cen-
understanding of their critical role in main- tury rollover and continue operations sug-
taining the continuity of central bank gests confidence that future challenges will
operations. The stronger relationships wittbe met with a similar level of expertise.
these firms should ensure that coordination

Other Long-Term Benefits

demand associated with the year 2008§2K problems. Second, in an effort

rollover. First, the fiscal year 1999 new-to address the possibility that remote
currency print order was larger and mordocations might need extra currency
concentrated in the higher denominagquickly, the Federal Reserve established
tions than usual, so that there would betrategic inventory locations. The Fed-
ample cash if the public chose to with-eral Reserve contracted with depository
draw more currency in anticipation ofinstitutions and armored carriers in loca-
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tions far from Reserve Bank offices torelated to priced services were
hold Federal Reserve notes for potentigd775.7 million, including costs other
emergency cash orders. Finally, the Fedhan profit imputed in the PSAF, result-
eral Reserve increased its communicang in net income of $92.0 million.
tion with several industries on the Y2KPriced services recovered 104.2 percent
problem. Meetings, conference callspf total costs, including $57.2 million
surveys, and general exchanges of infolf targeted return on equity associated
mation were common between the Fedwith the PSAF. Over the past ten years,
eral Reserve and depository institutionsthe Reserve Banks have recovered
foreign central banks, armored carriers101.1 percent of their priced services
retail industries, and the public. costs, including the PSAF (table).

Developments in Check Collection

Federal Reserve Priced Services - ,.ral Reserve Bank operating ex-

The Monetary Control Act of 1980 penses and imputed costs for commer-
requires that the Federal Reserve sefial check services in 1999 totaled
fees for providing “priced services” to $649.8 million. Revenue from check
depository institutions that, over theoperations totaled $681.0 million, and
long run, recover all the direct and indi-other income amounted to $26.3 mil-
rect costs of providing the services agdion, resulting in net income of
well as the imputed costs, such as th&57.5 million.
income taxes that would have been The Reserve Banks handled 17.1 bil-
paid and the pretax return on equitylion checks in 1999, an increase of
that would have been earned had th8.0 percent from 1998 (see table). The
services been provided by a privateszolume of fine-sort checks, which are
firm. The imputed costs and imputedpresorted by the depositing banks
profit are collectively referred to asaccording to paying bank, declined
the private-sector adjustment factoi6.8 percent, compared with a 3.6 per-
(PSAF)L cent decrease in 1998. The volume of
Overall, fees charged in 1999 forchecks deposited that required process-
priced services were lowered approxiing by the Reserve Banks increased
mately 1.2 percent from 1998Revenue 4.4 percent.
from priced services was $835.9 mil- The Reserve Banks continued to
lion, other income related to pricedencourage electronic innovations that
services was $31.7 million, and costsnake the collection system more effi-

1. In addition to income taxes and targeted 3. Financial data reported throughout this
return on equity, the PSAF is made up of threechapter—revenue, other income, cost, net income,
imputed costs: interest on debt, sales taxes, arahd targeted return on equity—can be linked to
assessments for deposit insurance from the Fethe pro forma statements at the end of this chapter.
eral Deposit Insurance Corporation. Also allocatedther incomeas revenue from investment of clear-
to priced services are assets and personnel costsinf) balances, net of earnings credits, an amount
the Board of Governors that are related to pricedermed net income on clearing balancEstal cost
services; in the pro forma statements at the end a8 the sum of operating expenses, imputed costs
this chapter, Board expenses are included in opefinterest on debt, interest on float, sales taxes, and
ating expenses and Board assets are part of lonthe Federal Deposit Insurance Corporation assess-
term assets. ment), imputed income taxes, and the targeted

2. Based on a chained Fisher ideal price indexeturn on equityNet incomeis revenue plus net
not adjusted for quality changes. income on clearing balances minus total cost.
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Priced Services Cost Recovery, 1990-99
Millions of dollars, except as noted

Operating
Revenue from Targeted retur Total Cost recovery
Year ; expenses and ;
services imputed costs on equity expenses (percent)
746.5 684.3 33.6 717.9 104.0
750.2 692.0 325 724.5 103.5
760.8 710.7 24.9 735.6 103.4
774.5 820.4 17.5 837.9 92.4
767.2 760.2 21.0 781.2 98.2
765.2 752.7 315 784.2 97.6
815.9 746.4 42.9 789.3 103.4
818.8 752.8 54.3 807.1 101.5
839.8 743.2 66.8 809.9 103.7
867.6 775.7 57.2 832.9 104.2
7,906.5 7,438.2 382.2 7,820.4 101.1

1. Includes revenue from services of $7,684.8 milliontaxes of $249.3 million for the ten-year period. Also,
and other income and expense (net) of $221.7 million fothe effect of one-time accounting changes of $74.1 mil-
the ten-year period. lion and $19.4 million is included for 1993 and 1995

2. Includes operating expenses of $6,539.0 millionrespectively.
imputed costs of $556.4 million, and imputed income

cient. In 1999, 26.9 percent of all checkdbegan evaluating the efficiency of the
presented by the Reserve Banks to paygnvironments for image-enhanced check
ing banks were presented electronicallprocessing.

(approximately 3.2 billion), an increase In 1999, the Reserve Banks decided
of 13.4 percent from 1998. Images ofto standardize their check-processing
5.2 percent of checks presented bplatforms across all forty-five check-
Reserve Banks were captured, compargatocessing offices. The Reserve Banks
with 3.9 percent in 1998. Check-believe that, over the long run, standard-
imaging pilot programs at the Utica,ized platforms will enable them to
New York, and Helena, Montana, officesincrease operating efficiency, reduce

Activity in Federal Reserve Priced Services, 1999, 1998, and 1997

Thousands of items

Percent change

Service 1999 1998 1997
1998 to 1999 1997 to 1998

Commercial checks.............. 17,075,008 16,573,463 15,949,152 3.0 3.9
Funds transfers...... 105,408 100,609 91,800 4.8 9.6
Securities transfers. . b 5,147 5,115 4,136 6 23.7
Commercial ACH ................ . 3,343,615 2,965,739 2,602,892 12.7 13.9
Noncash collection............... 613 755 887 -18.8 -14.8
Cash transportation.............. 18 18 27 1.0 -32.6

Note. Components may not yield percentages showrof commercial items processed;nnncash collectiorthe
because of rounding. Activity inommercial checkis the  number of items on which fees are assessed; amdsh
total number of commercial checks collected, includingtransportation,the number of registered mail shipments
processed and fine-sort items; fonds transfersand  and FRB-arranged armored carrier stops.
securities transferghe number of transactions originated 1. Restatement resulting from a change in definition or
on line and off line; incommercial ACHthe total number to correct a previously reported error.
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costs, and improve the quality of service Depository institutions that do not
provided to depository institutions. Thehave an electronic connection to the
Reserve Banks’ Retail Payments ProdFedwire funds transfer system can origi-
uct Office will continue to manage thisnate transfers via “off-line” telephone
long-term initiative. instructions. The volume of off-line Fed-
wire funds transfers has been declining
. substantially in recent years. Because of
Ee(thélr?tlFundst Transfer and the decline and the small percentage

et >ettiemen of transfers that are originated off line
Reserve Bank operating expenses an@®.03 percent in 1999), the Federal
imputed costs for Fedwire funds transfeReserve began in 1998 to consolidate its
and net settlement services totaledfedwire off-line funds transfer opera-
$61.3 million in 1999. Revenue fromtions at the Federal Reserve Banks of
these operations totaled $66.8 milBoston and Kansas City. The consoli-
lion, and other income amounted todation, completed in March 1999, has
$2.3 million, resulting in net income of made it possible to streamline service
$7.8 million. and ensures uniform service nationwide.
To reflect more fully the costs of pro-
cessing off-line transfers and to encour-
age off-line customers having higher
The number of Fedwire funds transfergransfer volume to install electronic con-
originated by depository institutions nections, the off-line transaction sur-
increased 4.8 percent in 1999, tacharge was increased in February from
105.4 million. $12.00 to $13.00.

Fees for Fedwire funds transfers have
declined nearly 50 percent since 1996Net Settlement
In January 1999, the Reserve Banks
reduced the basic transfer fee fronTThe Reserve Banks provide settlement
$0.40 to $0.34. In February, the Bankservices to approximately 100 local
introduced a volume-based pricingand national private-sector clearing
structure for the funds transfer serviceand settlement arrangements. In 1999,
that takes into account the scale econdhe Reserve Banks processed about
mies achieved by centralized processing61,000 settlement entries for these
and recognizes differences in demandrrangements.
for large-value transfers. The pricing The Federal Reserve offers three
structure is similar to those used bytypes of settlement services. In the
other domestic and international large~settlement sheet” service, the settle-
value transfer systems. In 1999, thament agent for a clearinghouse provides
basic per-transfer fee of $0.34 was settlement sheet to a Reserve Bank.
charged for the first 2,500 funds transThe Reserve Bank posts net debit and
fers originated and received by a deposieredit entries to the accounts of the set-
tory institution each month; a per-tling participants. The entries are provi-
transfer fee of $0.27 was charged fosional until the banking day after settle-
additional transactions up to 80,000ment. In the Fedwire-based settlement
transfers each month; and a per-transfeservice, the clearinghouse uses a zero-
fee of $0.21 was assessed for everpalance settlement account to receive
transaction after 80,000 transfers eachnd send Fedwire funds transfers to
month. settle participants’ obligations. Fedwire

Funds Transfer
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funds transfers are final and irrevoca- The Reserve Banks processed
ble when processed. In March 19995.1 million transfers of government
the Reserve Banks implemented amgency securities on the Fedwire book-
enhanced settlement service that offersntry securities transfer system during
finality characteristics similar to thosethe year, an increase of 1.2 percent from
of the Fedwire funds transfer servicel9984
and provides settlement arrangements In February, the Reserve Banks
that include an automated mechanisnmplemented a fee structure for the
for submitting settlement files to thebook-entry service that splits the basic
Reserve Banks. This enhanced settléransfer fee equally between the origina-
ment service improves operational effitor and the receiver of a securities trans-
ciency and reduces settlement risk tder (rather than charge the entire trans-
participants by granting settlement finalfer fee to the originator). The fee for an
ity on the settlement day. It also enablesn-line Fedwire book-entry securities
the Reserve Banks to manage and limiransfer was reduced to $0.85, a 24 per-
risk by incorporating risk controls that cent reduction from 1998. Changing the
are as robust as those used in the Fedn-line transfer fee to a fee assessed
wire funds transfer service. The Reserven both senders and receivers more
Banks will continue to offer the accurately aligns the costs and benefits
Fedwire-based settlement service. Tho participants in a transfer. In July,
settlement sheet service, however, wilthe Reserve Banks began applying
be phased out gradually, and all partician account-maintenance fee of $15 to
pating arrangements will need to moveeach joint-custody securities account
to the enhanced service by year-entield by a customer, rather than to just
2001. the customer’s master accoudnt.

In 1999, the fees and fee structure for
the settlement sheet and the enhanc

: - 4. The revenues, expenses, and volumes
settlement services were revised by IOWr’eported here are for transfers of securities issued

ering the per-entry fee from $1-_00 tOpy federal government agencies, government-
$0.95, introducing a settlement file feesponsored enterprises, and international institu-

of $12.00, increasing both the off-linetions such as the World Bank. The Fedwire book-
Surcharge and the telephone notificatio(g,””y securities service also provides custody,

ansfer, and settlement services for U.S Treasury
surcharge from $10.00 to $13.00, an ecurities. The Reserve Banks act as fiscal agents

introducing a minimum monthly fee of of the United States when they provide transfer

$60. Fees for the Fedwire-based settleand safekeeping of U.S. Treasury securities, and

ment service were not changed. the Treasury Department assesses fees on deposi-
tory institutions for some of these services. For
more details, see the section “Fiscal Agency Ser-
vices” later in this chapter.

Fedwire Book-Entry Securities 5. Before the conversion of all Reserve Banks
to the National Book-Entry System (NBES),

Reserve Bank operating expense ccount maintenance fees for joint custody securi-
les accounts were different across the Reserve

and imputed C0$t§ for th.e I:Gd\’\”reBanks. During the transition to NBES, the interim
book-entry securities service totaledyricing practice for these accounts was standard-
$13.9 million in 1999. Revenue fromized to charge one account-maintenance fee per

these operations totaled $16.7 mil-customer regardless of the number of pledgees.

. . This interim practice achieved consistency and
lion, and other income amounted tominimized the effect on customers converting to

$0.6 m'iII.ion, resulting in net income of the new system but resulted in reduced revenue
$3.4 million. and incomplete recovery of processing costs.
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Depository institutions that do not In May, the Board requested com-
have an electronic connection to thements on the effect of modifying the
Fedwire securities transfer system cafeserve Banks' pricing practices and
originate transfers via “off-line” tele- deposit deadlines for ACH transactions
phone instructions. The volume of off-they exchange with private-sector opera-
line Fedwire securities transfers hadors. Board staff members met with
been declining substantially in recenttommenters in December to further dis-
years. Because of the decline and theuss private-sector-operator issues.
small percentage of transfers that are In November, the Board approved
originated off line (0.19 percent in modifications to the settlement finality
1999), the Federal Reserve began ifor ACH credit transactions processed
1998 to consolidate its Fedwire off-lineby the Reserve Banks. This approval,
securities transfer operations at thevhich will become effective in early
Federal Reserve Banks of Boston an@001, makes settlement final when
Kansas City. The consolidation, com-posted to depository institutions’ ac-
pleted in March 1999, has made it poseounts. To lower settlement risk, pre-
sible to streamline service and ensurefnding will be required for those ACH
uniform service nationwide. In 1999, thecredit transactions that are settled
$10 off-line securities transfer fee wasthrough a Federal Reserve account that
converted to an off-line surcharge ands monitored in real time.
was increased to $13 to be consistent
with the off-line surcharge in the Fed-Noncash Collection
wire funds transfer and net settlemen

services. Leeserve Bank operating expenses and

imputed costs for noncash collection
_ services totaled $2.0 million in 1999.
Automated Clearinghouse Revenue from noncash operations

Reserve Bank operating expenses arfgt@/ed $§'9 million, f.i”r.‘d other I"?CO“?e
imputed costs for commercial automate@mounted to $0.1 million, resulting in

clearinghouse (ACH) services totaled®! income of $1.0 million. The Jack-
$55.9 million in 1999. Revenue from sonville Branch of the F_ederal Reserve
ACH operations totaled $65.5 mil- Bank of Atlanta, which is the Reserve

i Banks' centralized processing site for

lion, and other income amounted to-¢ ;
$2.3 million, resulting in net income of this service, processed 613,000 noncash

$11.9 million. The Reserve Banks pro-collection items (coupons and bonds), a
cessed 3.3 billion ACH transactions, arflécrease of 18.8 percent from 1998.
increase of 12.7 percent from 1998. .

Fees for originating ACH transactionsCash Services
were reduced $0.0005 per transaction iBecause providing high-quality cur-

August. The reduction amounted to &ency and coin is a basic responsibility

decrease of 8.5 percent for originating &f the Federal Reserve, the Reserve

large file_ and 7.1 percent for originatingganks charge fees only for special cash

a small file. _ services and nonstandard acceSpe-
The Reserve Banks continued tqsja| cash services represent a very small

encourage the growth of electronic pay-

ments by participating during 1999 in 6. Nonstandard access is not treated as a priced

an ACH cross_—border pilot programseryice: instead, fees for nonstandard access are
between the United States and Canadatreated as a recovery of expenses.
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portion (less than 1 percent) of the cosDevelopments in
of overall cash services provided by theCurrency and Coin
Reserve Banks to depository insti-
tutions; these services include the proviThe Federal Reserve experienced
sion of wrapped coin, packaging of non-unprecedented demand for coin in 1999,
standard currency orders and deposits aghen the Mint and the Federal Reserve
well as coin deposits, and shipping ofpaid out more than $5.8 billion in coin,
currency and coin by registered mail. an 8.1 percent increase from 1998 and
The Cleveland District and the Helenaa 20.0 percent increase from 1997. The
Branch of the Minneapolis ReserveFederal Reserve worked closely with the
Bank provide wrapped coin as a pricedMint to move coin inventories around
service. The Chicago District providesthe System, replenishing low stocks at
currency in nonstandard packages, theertain Reserve Bank offices. Rather
Helena Branch provides coin in non-than have each office maintain its own
standard packages, and the El Paswmin inventories, the Reserve Banks’
Branch provides nonstandard packagcash Fiscal Product Office, located at
ing of same-day express cash ordershe Federal Reserve Bank of Philadel-
In addition, five Districts provide phia, began the centralized management
cash transportation by registered mailof coin. This effort will ensure an equi-
Reserve Bank operating expenses artdble supply of coin among the twelve
imputed costs for special cash serviceReserve Banks.
totaled $2.8 million in 1999. Revenue Contributing to the greater demand
from cash operations totaled $2.9 milfor coin in 1999 was the beginning of
lion, and other income amounted tothe Mint's 50 State Quarters program.
$0.1 million, resulting in net income of The Mint produced five different quar-

$0.2 million. ters in 1999, and the quarters were very
popular with the public. Historically, the
Float Mint produces about 1.5 billion quarters

. every year. The original forecast of need
Federal Reserve float decreased in 19§|ﬁ 15/9)/9 was 3.5 lgillion but the Mint

to a daily average of $584.4 million, 5y {6 increase production to 5 billion
from a daily average of $632.7 million hoca 56 of the extraordinarily high
in 19987 The Federal Reserve recover emand.

the cost of float associated with price Strong economic growth and robust

services as part of the fees for thoSeqajl sales in 1999 were probably also
Services. factors in the increase in demand for all
denominations of coin. Because of con-

7. The measure of Federal Reserve float useinued prosperity, consumers may not
here is different from that used in previous yearsfeel the need to spend the extra coin

it has been changed to make the figures morghey hold, thus reducing the amount of
comparable to those reported in the Board’scoin in circulation

weekly statistical releases. In previous years, daily .

average float was shown net of float recovered In f'sca,l year 1999, the Federal
through deposit adjustments; if the data here werRReserve directed the Bureau of Engrav-
calculated as in previous years, the figures for floaing and Printing to print 11.4 billion
$323.6 millon respecively. See footnote 6 of hep 005 &N inCrease of nearly 24 percent
pro forma financial statements at the end of thi{:rom its fiscal 199,8 order. AS. part of the
chapter for detailed information on FederalF€deral Reserve’s preparations for the

Reserve float. century date change, each Reserve Bank
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office increased its volume of currency The Reserve Banks establish uniform
available for potential increased pay-and consistent practices for account-
ments to depository institutions. ing for, reporting of, and billing for the
full costs of providing fiscal agency
and depository services to the U.S. gov-
- . 999, the Reserve Banks
Fiscal Agency and fénmem In 1999,

. . qguested reimbursement by the Trea-
Government Depository Services sury and other government agencies
The Federal Reserve Act provides thadf $294.8 million in fiscal agency and
when required by the Secretary of thelepository expenses, a decrease of
Treasury, Reserve Banks will act as fis$2.7 million from 1998.
cal agents and depositories of the United The Reserve Banks also worked with
States. As fiscal agents, Reserve BanKederal agencies to restructure certain
provide the Department of the Treasuryrederal Reserve services. The objec-
with services related to the federaltive was to assess services that are
debt. For example, they issue, transfegonducted at more than one location,
reissue, exchange, and redeem markegtuch as the redemption of Treasury and
able Treasury securities and savingagency interest coupons, and to central-
bonds; they also process secondary maize these operations to reduce expenses.
ket transfers initiated by depositorySome of these projects will be imple-
institutions. As depositories, Reservemented in 2000.
Banks collect and disburse funds on
behalf of the federal government. They_. .
also provide fiscal agency services ofriscal Agency Services

behalf of several domestic and interna-l-he Reserve Banks handle marketable
t'oﬁ’]‘l g%vernmenéagﬁn0|es. . H greasury securities and savings bonds
€ Reserve banks spent much oL,y monjtor the collateral pledged by

1999 preparing for a smooth transitio . P
into the year 2000. They worked withnggegf#rﬂg’mf”St't“t'ons to the federal

the Treasury and other governmen
agencies, including the Department o .
Defense, the Social Security Adminis—ivlarke‘[aIble Treasury Securities
tration, and the Department of Veteran®keserve Bank 1999 operating expenses
Affairs, to ensure the payment of gov-for activities related to marketable Trea-
ernment benefits into the new yeasury securities totaled $74.8 million, a
and to support the Treasury's debt2.5 percent increase from 1998. The
management program. These effortBanks processed nearly 253,000 com-
were part of the extensive planning proimercial tenders for government securi-
cess that contributed to the successfules in Treasury auctions, a 20.1 percent
transition into the new century. decline from 1998. Commercial tenders
The total cost of providing fiscal are processed at the New York, Chicago,
agency and depository services to thand San Francisco Reserve Banks using
Treasury in 1999 amounted to $255.6 common automated application known
million, compared with $250.9 million as the Treasury Automated Auction Pro-
in 1998 (table). The cost of providing cessing System.
services to other government agencies The Reserve Banks operate two book-
was $39.3 million, compared with entry securities systems for Treasury
$46.6 million in 1998. securities: the Fedwire book-entry secu-

Developments in
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Expenses of Federal Reserve Banks for Fiscal Agency and Depository Services,
1999, 1998, and 1997

Thousands of dollars

Agency and service 1999 1998 1997

DEPARTMENT OF THE TREASURY
Bureau of the Public Debt

Savings bonds . ... .. 70,285.8 71,401.8 70,340.4
Treasury DIreCt .. .....ovui i .. 40,446.2 35,859.1 35,440.4
Commercial book entry. ..o, . 15,744.2 17,880.4 26,809.4
Marketable Treasury issues......................... . 13,715.1 15,530.5 14,855.4
Definitive securities and Treasury coupons........... 4,886.7 3,734.2 3,618.9
Other ServiCes . ... ..o .. 100.4 83.7 n.a.

Total oo .. 145178.4 144,489.7 151,064.5
Financial Management Service
Treasury tax and loan and Treasury general account. 34,971.0 35,428.2 35,265.9
Government check processing......................| . 33,365.4 34,096.4 26,548.0
Automated clearinghouse.....................c....0 . 11,263.4 11,716.0 14,477.3
Government agency check deposits................. . 2,422.7 2,731.0 2,795.3
Fedwire funds transfers............. ...l . 187.7 186.3 422.0
Other ServiCes. . ... .. 20,4235 16,045.2 20,994.2

Total . .. 102,633.7 100,203.1 100,502.7
Other Treasury

Total oo .. 7,786.8 6,237.6 3,840.0

Total, Treasury.........ccoveviiiiiiiinainainns . 255,598.9 250,930.4 255,407.2

OTHER FEDERAL AGENCIES
Department of Agriculture

FOOd COUPONS ...t .. 18,643.9 24,452.4 25,495.7
U.S. Postal Service
Postal money orders. ... . 6,623.3 5,275.3 6,108.7
Miscellaneous agencies
Other SEIVICES . ...ttt .. 13,983.0 16,850.6 17,042.1
Total, other agencies......................... . 39,250.2 46,578.3 48,646.5
Total reimbursable expenses. ....................... | . 294,849.1 297,508.7 304,053.7

n.a. Not available.

rities system, which provides custodydecline from 1998. They also processed
and transfer, and Treasury Direct, whicl26.6 million interest and principal pay-
provides custody services orf\Almost ments for Treasury and government
all book-entry Treasury securities,agency securities, a decrease of 0.2 per-
97.4 percent of the total par value outcent from 1998.
standing at year-end 1999, were main- Treasury Direct, operated by the
tained on Fedwire; the remainder werdéPhiladelphia Reserve Bank, is a system
maintained on Treasury Direct. of book-entry securities accounts for
The Reserve Banks in 1999 pro-nstitutions and individuals planning to
cessed 8.1 million Fedwire transfershold their Treasury securities to matu-
of Treasury securities, a 9.0 percentity. The Treasury Direct system holds
more than 721,000 accounts. During
8. The Fedwire book-entry securities mechal999, the Reserve Banks processed
nism is also used for safekeeping and transfer afiearly 239,000 tenders for Treasury
securities issued by federal gov_ernment agencieDireCt customers Seeking to purchase
?Ovemm‘?misr’onsored enterprises, and Internaq 551y securities at Treasury auctions
ional institutions. For more details, see the section o -
“Fedwire Book-Entry Securities” earlier in this @and handled 0.6 million reinvestment
chapter. requests; the number of tenders was
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22.7 percent lower than in 1998, andion. In 1998, the Treasury started to
the number of reinvestment requestexpand the services offered to investors
was 45.5 percent lower. The Philadelelectronically; for example, individuals
phia Reserve Bank issued 6.4 millioncan purchase Treasury securities and
payments for discounts, interest, andavings bonds on the Treasury’s web
redemption proceeds; the Treasurgite, and investors can use a touch-tone
Direct facility was also used to origi- telephone to reinvest their maturing
nate 2.8 million payments for savingsTreasury securities or to request state-
bonds and more than 41,000 interestnents of account. Throughout the sum-
payments for definitive (paper) Treasurymer, the Reserve Banks conducted an
issues. extensive information program to reduce
In May, the Reserve Banks startedhe effect on walk-in customers.
working with Treasury to reduce the As a service to Treasury Direct inves-
number of sites that provide Treasuryors, the Chicago Reserve Bank, through
Direct customer service from thirty-the Sell Direct program, continued
seven to three—Boston, Minneapolisto sell investors’ Treasury securities
and Dallas—and to enhance customesn the secondary market for a fee.
service for Treasury Direct investors.In Sell Direct's second full year, the
A few Treasury Direct offices moved Bank sold nearly 16,000 securities
their investors’ accounts to new serworth $581.2 million, compared with
vicing locations in 1999, but the more than 16,000 securities worth
majority will move sometime in 2000. $510.6 million in 1998. The Bank
By 2001, all applications to purchasecollected almost $535,000 in fees on
reinvest, and redeem Treasury securitidsehalf of the Treasury, a decrease of
will go to one of the three consolidated2.7 percent from the $550,000 in fees
sites, where they will receive the samecollected in 1998.
quality and type of service as before.
The Philadelphia Reserve Bank will
continue to operate the Treasury Direc
application. Reserve Bank operating expenses for
As part of the Treasury Direct con-savings bond activities totaled $70.3
solidation, the Reserve Banks began tmillion in 1999, a decrease of 1.5 per-
design automation support for a toll-freecent from 1998. The Banks printed and
customer contact center for Treasurynailed 40.5 million savings bonds on
Direct customers. The center will routebehalf of the Treasury’s Bureau of the
calls to a variety of electronic servicesPublic Debt, a 10.3 percent decline
available from the Treasury or connecfrom 1998. In the first full year that
the investor to the next available agenthe inflation-indexed Series | savings
at one of the three Reserve Bankshond was offered, the Reserve Banks
regardless of the caller’s location. processed nearly 160,000 original-issue
At the Treasury’'s direction, the transactions for the Series | savings
Reserve Banks eliminated walk-in serbond and 7.0 million original-issue
vices for Treasury securities and savingtransactions for the Series EE savings
bond investors in September. Only a fewbond. They also processed approxi-
customers were using this costly sermately 550,000 redemption, reissue, and
vice, and the number of Federal Reservexchange transactions, a 9.0 percent
offices that processed these transactiomecrease from 1998. The Reserve Banks
was declining as a result of consolidatesponded to 1.6 million service calls

?avings Bonds



Federal Reserve Banksl61

from owners of savings bonds, approxi-1998 to 1999, and the volume of
mately the same number as in 1998. tax payments submitted electronically
The Reserve Banks continued tadecreased 4.0 percent. The Reserve
enhance the automation aspects dBanks also received a small number of
savings bond processing. Following aax payments directly.
successful pilot program in 1998, all Depository institutions that receive
savings bond processing sites impletax payments may either place the funds
mented digital scanning software,in a Treasury tax and loan (TT&L)
which converts paper applications subaccount or remit the funds to a Reserve
mitted by banks across the country intdank. The Federal Reserve controls the
an electronic medium. Work also contin-collateral pledged to secure federal tax
ued on a distributed processing autopayment deposits held by depository
mation platform for savings bondsinstitutions. The Minneapolis Reserve
to replace several current mainframéBank operates an automated system
applications. through which businesses pay taxes that
Savings bond operations are conare due on the same day the tax liability
ducted at five Reserve Bank officesis determined. These electronic tax pay-
Buffalo, Pittsburgh, Richmond, Minne- ments, a part of the Treasury's Elec-
apolis, and Kansas City. All five officestronic Federal Tax Payment System
process transactions, but only the Pittst(EFTPS), are invested in depository
burgh and Kansas City offices print andnstitutions’ TT&L balances via the
mail savings bonds. Federal Reserve’'s TT&L mechanism.
In 1999, this electronic tax application
processed approximately 164,000 tax
Depository Services payments from 7.8 million taxpayers
o totaling $201.0 billion. Approximately
The Reserve Banks maintain the Treag3 6 percent of business taxes are col-
sury's funds account, accept depositfected electronically. Most EFTPS pay-
of federal taxes and fees, pay checkgents are made via ACH to accounts
drawn on the Treasury’s account, angnaintained by two commercial banks as
make electronic payments on behalf offreasury’s financial agents.
the Treasury. In 1999, work continued on a new
automated program to be implemented
in mid-2000, the Treasury Investment
Program (TIP), which will replace the
Reserve Bank operating expenses réwelve existing TT&L applications
lated to federal tax payment activities inwith a single application and database.
1999 totaled $35.0 million. The BanksBesides centralizing this function, TIP
processed approximately 44,000 papealso provides the Treasury with invest-
and 4.8 million electronic advices ment capabilities. The new program will
of credit from depository institutions process only electronic tax payments,
handling tax payments for businessewhich constitute most business tax pay-
and individuals. Advices of credit arements today. A separate application,
notices from depository institutions tocalled Patax (paper tax processing
the Federal Reserve and the Treasurgystem), will automate the handling
that summarize taxes collected on &f paper tax payments. The St. Louis
given day. The volume of paper adviceRReserve Bank, acting on behalf of all
of credit declined 80.9 percent fromthe Reserve Banks, will truncate paper

Federal Tax Payments
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tax coupons when the TIP application igime purchasers of government securi-
implemented. ties through Treasury Direct.

In 1999, the Reserve Banks continued
to operate the check-imaging system,
implemented in 1998, that captures and
Reserve Bank operating expenses restores digital images of all U.S. govern-
lated to government payment operationment checks for the Treasury’s Finan-
in 1999 amounted to $47.2 million. Thecial Management Service. This service
Treasury continued to encourage eledmproves processing efficiency for the
tronic payments: ACH transactions pro-U.S. Treasury and lowers its operat-
cessed for the Treasury amounted ting costs. In 1999, the Reserve Banks
823.6 million, an increase of 9.4 per-imaged 80.1 percent of all the U.S. gov-
cent from 1998. Most government pay-ernment checks they processed, com-
ments made via the ACH are sociapared with 42.3 percent in 1998.
security, pension, and salary payments;
some are payments to vendors. Alseryices Provided to Other Entities
recurring Treasury Direct payments and . )
many definitive securities interest pay-The Reserve Banks provide fiscal
ments are made via the ACH. agency and depository services to other

In support of the Treasury’s effort domestic and inte_rnational agencies
to make payments electronically, thevhen they are required to do so by the
Federal Reserve Bank of Dallas impleSecretary of the Treasury or when they
mented Electronic Transfer Accounts irf€ required or permitted to do so by
1999. The accounts give beneficiaries ofederal  statute. Depending on the
federal payments who do not have ban@uthpnty under which the services are
accounts access to low-cost transactioprovided, the Reserve Banks may
accounts at federally insured depositor¢l) maintain book-entry accounts of
institutions. The Dallas Bank will man- government agency securities and
age enrollment of depository institutionshandle their transfex,(2) provide cus-
that want to provide these accounts antPdy for the stock of unissued definitive
will help payment recipients and othersSecurities, (3) maintain and update bal-
locate institutions that are authorized t@nces of outstanding book-entry and
offer the accounts. definitive securities for issuers, (4) per-

The Treasury continues to reduce thérm various other securities-servicing
number of payments it makes by papefctivities, (5) maintain funds accounts
check. The Reserve Banks processd@’ SOme government agencies, and
288.2 million paper government checkd6) provide various payments services.
in 1999, a decrease of 10.3 percent One such service is the provision
from 1998. The Banks also issuedPf food coupon services for the U.S.
nearly 609,000 paper fiscal agenc:)Department. of Agriculture. Reserve
checks, a decrease of 22.5 percent frofg@nk operating expenses for food cou-
1998. Fiscal agency checks were useBON Services in 1999 totaled $_18.6 mil-
primarily to pay semiannual interest onlion, 24.1 percent lower than in 1998.
registered, definitive Treasury notes and————

bonds and on Series H and HH savings 9. The Federal Reserve tracks the transfer and
account maintenance of agency securities as a

b_onds; some were use@_ to pay the prlrEriced service to depository institutions. No
cipal of maturgd securities and COUPONexpenses of providing these services to depository
and to make discount payments to firstinstitutions are charged to the agencies.

Payments Processed for the Treasury
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The Banks redeemed 1.2 billion foodThe new network will improve the
coupons, a decrease of 33.3 percerspeed, reliability, and performance of
from 1998. As a result of the Depart-depository institutions’ electronic con-
ment of Agriculture’s program to pro- nections during contingencies and will
vide benefits electronically, the volumeprovide the capacity and flexibility to
of paper food coupons redeemed bwupport new electronic services that will
the Reserve Banks is expected to conise web-based technologies. The new
tinue to decline. In 1999, the Richmondnetwork will also enable the Federal
Reserve Bank helped facilitate the elimi-Reserve to introduce efficiencies into
nation of paper food coupons through itsts internal IT operations by facilitating
Account Management Agent softwarefurther standardization and consolida-
which monitors funding requests fortion of processing resources.
electronic benefit transfer and reports In 1999, the Federal Reserve com-
payment activity. pleted installation of Triple DES,
As fiscal agents of the United Statesan advanced application of the Data
the Reserve Banks also process akncryption Standard (DES), on its inter-
postal money orders deposited by banksal network and deployed Triple DES
for collection. The Reserve Banksto approximately 12,000 Fedline con-
processed 225.9 million postal moneynections, which give depository insti-
orders in 1999, 6.2 percent more than inutions access to a variety of Federal
1998. Much of this work is centralized Reserve services. The Federal Reserve
at the St. Louis Reserve Bank. In 1999adopted Triple DES as its encryption
that Bank worked with the U.S. Postalmethod in 1998 to strengthen protection
Service to design an image-capture seof information transmitted electronically
vice for postal money orders, similaramong Reserve Banks and to depository
to the service provided for Treasuryinstitutions. As part of the frame relay
checks. When the Bank implements thisietwork conversion, those depository
service in 2000, the digital files of paidinstitutions that connect to the Federal
money orders will facilitate the PostalReserve via computer interface will be
Service’s accounting, reconcilementgconverted to Triple DES.
and claims processes. During 1999, several depository insti-
tutions participated in a successful pilot
program of Fedline for Windows
(FLW). Concurrent with application
Although year 2000 preparations domitesting, a significant effort was under-
nated Federal Reserve information techtaken to improve the security of the new
nology activities in 1999, a number of FLW platform. The security enhance-
strategic initiatives were undertaken taments are directed at authenticating
improve the IT infrastructure over theFLW operators, encrypting informa-
next several years. In 1999, the Federalon, and interconnecting FLW with the
Reserve initiated a plan to modernizeadministrative systems of depository
the current telecommunications netdinstitutions. Conversion of dial custom-
work, Fednet, that supports both exterers from the Federal Reserve's current
nal electronic connections between th®OS Fedline platform to the new FLW
Federal Reserve and depository instiplatform is expected to begin in late
tutions and internal communications2000. Deployment of FLW will also
among Reserve Banks: Fednet will beenable the Federal Reserve to complete
upgraded with frame relay technologyits Triple DES initiative.

Information Technology
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Reserve Banks continue to make In 1999, the division’s attentions at
significant progress in using the Worldthe Reserve Banks focused on rendering
Wide Web as a service-delivery chanan opinion, using a format consistent
nel. The Federal Reserve is developwith the integrated COSO framework,
ing an overall strategy for providing on each District’s internal control sys-
access to services through web browsdeem. The scope of these examinations
interfaces. In 1999, the Federal Reservimcluded comprehensive reviews of each
planned the implementation of a publicBank’s internal control system in terms
key infrastructure strategy to secureof the five COSO control components:
external access to its services. Depostontrol environment, risk assessment,
tory institutions are currently con- control activities, information and com-
ducting pilot programs of check- munication, and monitoring.
imaging, cash services, Treasury auc- Each year, to assess compliance with
tion, and statistical-reporting web-basedhe policies established by the Federal
applications. Reserve’'s Federal Open Market Com-
mittee (FOMC), the division examines
the accounts and holdings of the System
Open Market Account at the Federal
Reserve Bank of New York and the
Section 21 of the Federal Reserve Acforeign currency operations conducted
requires the Board of Governors to ordeby that Bank. In addition, a public
an examination of each Federal Reservaccounting firm certifies the schedule of
Bank at least once a year; the Boargbarticipated asset and liability accounts
assigns this responsibility to its Divisionand the related schedule of participated
of Reserve Bank Operations and Payincome accounts at year-end. Division
ment Systems. The Board engages personnel follow up on the results of
public accounting firm to perform anthese audits. The FOMC receives the
annual audit of the combined financialexternal audit reports and the report on
statements of the Reserve Banks (sebe division’s follow-up.
the section “Federal Reserve Banks
Combined Financial Statements”). The,
public accounting firm also audits thelncome and Expenses
annual financial statements of each oThe accompanying table summarizes the
the twelve Banks. The Reserve Bankincome, expenses, and distribution of
use the framework established by theet earnings of the Federal Reserve
Committee of Sponsoring OrganizationBanks for 1998 and 1999.
of the Treadway Commission (COSO) Total income in 1999 was
in assessing their internal controls ove$29,347 million, compared with
financial reporting, including the safe-$28,149 million in 1998. In 1999, total
guarding of assets. Within this frame-income included revenue from fees
work, each Reserve Bank annually profor the provision of priced services of
vides an assertion letter to its board o836 million. Total expenses were
directors confirming adherence to the$2,552 million ($1,532 million in oper-
COSO standards, and a public accoungting expenses, $321 million in earnings
ing firm certifies management's assereredits granted to depository institutions,
tion and issues an attestation report t§485 million in assessments for the cost
the Bank’s board of directors and to theof new currency, and $214 million in
Board of Governors. assessments for other expenditures by

Financial Examinations of
Federal Reserve Banks
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Income, Expenses, and Distribution of Net Earnings
of Federal Reserve Banks, 1999 and 1998

Millions of dollars

ltem 1999 1998
CUITENE INCOME. . ..ttt e e et e e e ... 29,347 28,149
CUITENE BXPENSES . . .ottt e ettt ettt e 1,852 1,833
Operating eXPENSES .. .. ...ttt L. 1,532 1,487
Earnings credits granted. ............... i .. 321 346
Current NEtINCOME. ... ..ottt ... 27,495 26,316
Net additions to (deductions from,) current net income.............. -526 1,914
Cost of unreimbursed services to Treasury ............c..vveveuennn. . 8 8
Assessments by the Board of Governors..............c..coivvvenn. . 699 587
For expenditures of Board......... ..o .. 214 178
FOr COSt Of CUITENCY. . .. oot L.. 485 409
Net income before payments to Treasury..................coooennn. . 26,262 27,636
Dividends Paid . .. .....ouii e s 374 343
Transferred t0 SUIPIUS. . ... ..ot L. 479 732
Payments t0 Treasuly. . .. .o.uuue i L., 25,410 26,561

Notk. In this and the following table, components 1. Includes a net periodic credit for pension costs of
may not sum to totals because of rounding. $367 million in 1999 and $288 million in 1998.
2. Interest on Federal Reserve notes.

the Board of Governors). Unreimbursedion of dividends paid and of the amount
expenses for services provided to th@ecessary to bring the surplus of the
Treasury and other government entitieReserve Banks to the level of capital
amounted to $8 millioA? paid in.

The profit and loss account showed In the “Statistical Tables” section of
a net loss of $526 million. The loss wasthis ReporT, table 5 details the income
due primarily to unrealized losses omand expenses of each Reserve Bank for
assets denominated in foreign curreni1999, and table 6 shows a condensed
cies revalued to reflect current markestatement for each Bank for 1914-99. A
exchange rates. Statutory dividends paidetailed account of the assessments and
to member banks totaled $374 million,expenditures of the Board of Governors
$31 million more than in 1998; the appears in the section “Board of Gover-
increase reflects an increase in the capirors Financial Statements.”
tal and surplus of member banks and a
consequent increase in the paid-in capi-
tal stock of the Reserve Banks. Holdings of Securities

Payments to the Treasury in the formand Loans
of interest on Federal Reserve noteﬁ_ .
totaled $25,410 million in 1999, down | "€ Reserve Banks average daily hold-

from $26,561 million in 1998 the pay- ings of securities and loans during 1999
ments equal net income after the dedu

@amounted to $495,606 million, an
Increase of $48,511 million from 1998

10. The Reserve Banks bill the Treasury an see table). Holdings of U.S. govern-
other government entities for the cost of certain. ent Secuntle$ increased $4.8’451 mil-
services, and the portions of the bills that are not!ON, and holdings of loans increased
paid are reported as unreimbursed expenses.  $60 million.
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Securities and Loans of Federal Reserve Banks, 1997-99
Millions of dollars, except as noted

us.
Item and year Total government Loans?
securitie

Average daily holdings

1S 7 .. 417,805 417,529 277
1998 . . 447,095 446,933 161
1999 . .. 495,606 495,384 221
Earnings
1907 .. 25,714 25,699 15
1998 . .. 26,851 26,842 9
1999 . .. 28,227 28,216 11
Average interest rate (percent)
1997 . . 6.15 6.16 5.27
1998 . . . 6.01 6.01 5.44
1999 . . 5.70 5.70 5.02

1. Includes federal agency obligations. 3. Based on holdings at opening of business.

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

The average rate of interest earne®alt Lake City Branches. Other multi-
on the Reserve Banks’ holdings of govyear renovation programs continued at
ernment securities declined to 5.70 perthe New York Bank's headquarters
cent from 6.01 percent in 1998, andbuilding and the San Francisco Bank’s
the average rate of interest earned oSeattle Branch.
loans declined to 5.02 percent from The multiyear leasehold improve-
5.44 percent. ments program continued for the New
York Reserve Bank’s new leased office
. facility in New York City, and some
Volume of Operations staff members have moved into the new
Table 8 in the “Statistical Tables” sec- offices. The Kansas City Bank contin-
tion shows the volume of operations inued to analyze options for expanding its
the principal departments of the Federaheadquarters parking facility.

Reserve Banks for the years 1995 The Board of Governors approved the
through 1999. installation of exterior security enhance-
ments for the Richmond Reserve Bank’s
. headquarters building. It also approved
Federal Reserve Bank Premises the selection of the site for the San Fran-
In 1999, the design of the Atlantacisco Bank’s new currency-processing
Reserve Bank’s new headquarters buildfacility in Phoenix; the facility’s design
ing was completed and constructionvas completed, and construction is
began, and construction of the Bank'planned to begin in 2000. Finally,
new Birmingham Branch building con-the Board approved the Dallas Bank’s
tinued. Multiyear renovation programsrequest to begin a new building program
were completed at the Kansas Cityfor its Houston Branch and approved the
Bank’s Oklahoma City Branch and atselection of a site. Analysis of options
the San Francisco Bank’s Portland andor developing the site is continuing.=
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Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Priced Services, December 31, 1999 and 1998
Millions of dollars

Item 1999 1998
Short-term assetéNote 1)
Imputed reserve requirements
on clearing balances .......... 777.2 725.3
Investment in marketable securities |. .. 6,994.8 6,527.7
Receivables.......................| . 78.2 76.8
Materials and supplies 4.2 4.4
Prepaid expenses.................. . 24.4 20.4
Items in process of collection....... 3,747.8 4,272.5
Total short-term assets. ...... 11,626.5 11,626.9
Long-term assetéNote 2)
Premises. .......ooovviiiiiiiiin., . 431.7 398.6
Furniture and equipment........... 146.5 127.6
Leases and leasehold improvements .. 59.5 26.8
Prepaid pension costs.............. 542.8 437.3
Total long-term assets. . .. ... | 1,180.5 990.4
Totalassets.........covvvevnennnn. . 12,807.0 12,617.3
Short-term liabilities
Clearing balances and balances
arising from early credit
of uncollected items........... 7,996.3 8,011.8
Deferred-availability items.......... 3,523.5 3,513.7
Short-termdebt.................... . 106.7 1015
Total short-term liabilities. . . .. 11,626.5 11,626.9
Long-term liabilities
Obligations under capital leases.. .. .0 .0
Long-termdebt..................... . 237.2 193.6
Postretirement/postemployment
benefits obligation............. 231.2 217.4
Total long-term liabilities . . . .. 468.5 411.0
Total liabilities ..................... . 12,095.0 12,037.9
EQUItY ©voveeeeeeieaeeen . 712.0 579.4
Total liabilities and equity (Note 3) . 12,807.0 12,617.3

Note. Components may not sum to totals because of The accompanying notes are an integral part of these
rounding. pro forma priced services financial statements.
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Pro Forma Income Statement for Federal Reserve Priced Services, 1999 and 1998
Millions of dollars

Item 1999 1998

Revenue from services provided

to depository institutions (Note 4).. ... 835.9 816.0
Operating expenses (Note 5)............. 692.7 654.1
Income from operations.................. . 143.2 161.9

Imputed costs (Note 6)

Interest on float 8.7 16.2

Interest on debt 18.5 17.0

Salestaxes........ 9.8 8.7

FDIC insurance 2.7 39.7 1.4 43.4
Income from operations after

imputed COStS. . ... . 103.5 118.5

Other income and expenses (Note 7)

Investmentincome.................... . 337.3 352.0

Earnings credits............. . -305.5 31.7 -328.2 23.7
Income before income taxes. 135.3 142.3
Imputed income taxes (Note 8)........... 43.3 45.7
Netincome(Note 9) ...................... . 92.0 96.6
Mewmo: Targeted return on equity (Note 10)| .. 57.2 66.8

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

Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 1999
Millions of dollars

Com- Funds
h Book- Com-
mercial | transfer h Noncash Cash
Item Total check and net se?:rsjtrri)t/ies nl\ecr:(':_:al collection | services

collection | settlemen

Revenue from services

(Note 4) ............... 835.9 681.0 66.8 16.7 65.5 2.9 2.9
Operating expenses

(NOte 5) . 692.7 589.2 54.8 11.8 47.8 14 2.7
Income from operations. ... .. 143.2 91.7 12.1 5.0 17.7 15 2
Imputed costs (Note 6)...... 39.7 33.5 29 6 25 1 .0
Income from operations

after imputed costs.. ... 103.5 58.2 9.2 4.4 15.2 1.4 1
Other income and expenses

net (Note 7) ........... 31.7 26.3 23 6 23 1 1
Income before income taxes|.. 135.3 84.6 115 5.0 17.4 15 2
Imputed income taxes

(Note 8) ............... 433 271 37 16 56 5 1
Net income(Note 9) ........ 92.0 57.5 7.8 34 11.9 1.0 2
MEewMmo: Targeted return on

equity (Note 10)........ 57.2 46.1 5.3 1.0 4.6 1 1

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

NOTES TO FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS short-term liabilities include clearing balances maintained

The imputed reserve requirement on clearing balance { Reserve Bank_s a!‘_d. deposn_balances arising from float.
ther long-term liabilities consist of accrued postemploy-

held at Reserve Banks by depository msﬂtuﬂqns reflects ment and postretirement benefits costs and obligations on
treatment comparable to that of compensating balancecsa ital leases
held at correspondent banks by respondent institutions. P '
The reserve requirement imposed on respondent balances

must be held as vault cash or as non-earning balancd4) REVENUE

maintained at a Reserve Bank; thus, a portion of priceheyenue represents charges to depository institutions for
services clearing balances held with the Federal Reserygiced services and is realized from each institution

is shown as required reserves on the asset side of thgrough one of two methods: direct charges to an institu-

balance sheet. The remainder of clearing balances ign's account or charges against its accumulated earn-
assumed to be invested in three-month Treasury bill§ngs credits.

shown as investment in marketable securities.
Receivables are (1) amounts due the Reserve Banks f?ué
. . OPERATING EXPENSES

priced services and (2) the share of suspense-account a

difference-account balances related to priced services. Operating expenses consist of the direct, indirect, and
Materials and supplies are the inventory value of shortether general administrative expenses of the Reserve

term assets. Banks for priced services plus the expenses for staff
Prepaid expenses include salary advances and travelembers of the Board of Governors working directly on
advances for priced-service personnel. the development of priced services. The expenses for

Items in process of collection is gross Federal ReservBoard staff members were $3.4 million in 1999 and
cash items in process of collection (CIPC) stated on &2.8 million in 1998. The credit to expenses under
basis comparable to that of a commercial bank. It reflectSFAS 87 (see note 2) is reflected in operating expenses.
adjustments for intra-System items that would otherwise The income statement by service reflects revenue, oper-
be double-counted on a consolidated Federal Resenating expenses, and imputed costs. Certain corporate
balance sheet; adjustments for items associated with nooverhead costs not closely related to any particular priced
priced items, such as those collected for governmenservice are allocated to priced services in total based on
agencies; and adjustments for items associated withn expense-ratio method, but are allocated among priced
providing fixed availability or credit before items are services based on management decision. Corporate over-
received and processed. Among the costs to be recoverbééad was allocated among the priced services during
under the Monetary Control Act is the cost of float, or net1999 and 1998 as follows (in millions):

CIPC during the period (the difference between gross

CIPC and deferred-availability items, which is the portion 1999 1998
of gross CIPC that involves a financing cost), valued at — —
the federal funds rate. Check .............ooiitt .0 27.1
ACH ..., .0 .0
(2) Loa-Term Assers Boocenty. o e %
Consists of long-term assets used solely in priced sefNoncash collection......... 0 1
vices, the priced-services portion of long-term assetSPecial cash services. ... 0 1
shared with nonpriced services, and an estimate of th?. _______________________ 1.7 46.9

assets of the Board of Governors used in the developmen{)tal
of priced services. Effective Jan. 1, 1987, the Reserve

Banks implemented the Financial Accounting Standards Total operating expense on the income statement by
Board’'s Statement of Financial Accounting Standardsservice does not equal the sum of operating expenses for
No. 87, Employers’ Accounting for PensiofSFAS 87).  €ach service because of the effect of SFAS 87. Although

f ; ; he portion of the SFAS 87 credit related to the current
Accordlngly,f ;Z%SRSese'lrl\'/e Bar;l;sggrecc:jg;g‘;(i Cr.ﬁd'ts.t ear is allocated to individual services, the amortization
expenses o - miflion in and $o/.1 Milion NGt the jnitial effect of implementation is reflected only at
1998 and corresponding increases in this asset account.the System level.

(3) LIABILITIES AND EQUITY (6) IMPUTED COSTS

Under the matched-book capital structure for assets thagnputed costs consist of interest on float, interest on debt,
are not “self-financing,” short-term assets are financedsales taxes, and the FDIC assessment. Interest on float is
with short-term debt. Long-term assets are financed witlerived from the value of float to be recovered, either
long-term debt and equity in a proportion equal to theexplicitly or through per-item fees, during the period..
ratio of long-term debt to equity for the fifty largest bank Float costs include costs for checks, book-entry securi-

f ; ; ; ies, noncash collection, ACH, and funds transfers.
holding companies, which are used in the model for thd Interest is imputed on the debt assumed necessary to

private-sector adjustment factor (PSAF). The PSAF confinance priced-service assets. The sales taxes and FDIC
sists of the taxes that would have been paid and the retutissessment that the Federal Reserve would have paid had
on capital that would have been provided had pricedt been a private-sector firm are among the components of
services been furnished by a private-sector firm. Othethe PSAF (see note 3).
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Float costs are based on the actual float incurred for Because clearing balances relate directly to the Federal
each priced service. Other imputed costs are allocateBeserve’s offering of priced services, the income and cost
among priced services according to the ratio of operatingssociated with these balances are allocated to each ser-
expenses less shipping expenses for each service to thiee based on each service's ratio of income to total
total expenses for all services less the total shippingncome.
expenses for all services.

The following list shows the daily average recovery of (8) Income Taxes
actual float by the Reserve Banks for 1999 in millions of ) .
dollars: Imputed income taxes are calculated at the effective tax

rate derived from the PSAF model (see note 3).

Total float 584.4

Unrecovered float 213 (9) ApJUSTMENTS TO NET INCOME FOR PRICE SETTING

glé)artcsegbcj)?(;é::%rztr:oﬁ?lloat 563.1 In setting fees, certain costs are excluded in accordance
I“ | very bal 56.2 with the System’s overage and shortfalls policy and its
:COTed‘.’” tt:earltng alances 3853 automation consolidation policy. Accordingly, to com-
Disr_eocta::r{;rsgg]gn S 2055 pare the financial results reported in this table with the

879 projections used to set prices, adjust net income as fol-
(87.9) lows (amounts shown are net of tax):
Unrecovered float includes float generated by services

Per-item fees

to government agencies and by other central bank ser- 1999 1998
vices. Float recovered through income on clearing bal :

ances is the result of the increase in investable cIearingﬁltO'szcgﬂgr]‘ of the initial 918 96.6
balances; the increase is produced by a deduction for flo

: - . ) effect of implementing
for cash items in process of collection, which reduces SEAS 87 . -10.2 ~10.2

imputed reserve requirements. The income on clearin h
balances reduces the float to be recovered through Othgrefe(rzgendsglci)g;sﬂg;automatlon “1.2 ~145
means. As-of adjustments and direct charges refer to float S —c —

that is created by interterritory check transportation anc\djusted netincome....... 80.4 71.9

the observance of non-standard holidays by some deposi-

tory institutions. Such float may be recovered from the

depository institutions through adjustments to institution(10) RETURN o Equity

reserve or clearing balances or by billing institutionsThe after-tax rate of return on equity that the Federal
directly. Float recovered through direct charges and perReserve would have earned had it been a private business
item fees is valued at the federal funds rate; float recovfirm, as derived from the PSAF model (see note 3). This
ered through per-item fees has been added to the cogtmount is adjusted to reflect the recovery of $1.2 million

base subject to recovery in 1999. of automation consolidation costs for 1999 and $14.5 mil-
lion for 1998. The Reserve Banks recovered these
(7) OTHER INCOME AND EXPENSES amounts, along with a finance charge, by the end of 1999.

Consists of investment income on clearing balances and
the cost of earnings credits. Investment income on clear-
ing balances represents the average coupon-equivalent
yield on three-month Treasury bills applied to ttoeal
clearing balance maintained, adjusted for the effect of
reserve requirements on clearing balances. Expenses for
earnings credits granted to depository institutions on their
clearing balances are derived by applying the average
federal funds rate to theequired portion of the clearing
balances, adjusted for the net effect of reserve require-
ments on clearing balances.
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The Board of Governors and the
Government Performance and Results Act

Under the Government Performance andpecific targets for some of the perfor-
Results Act of 1993, federal agenciesnance measures identified in the strate-
are required, in consultation with thegic plan. It also described the operational
Congress and outside stakeholders, torocesses and resources needed to meet
prepare a strategic plan covering dhose targets and discussed validation
multiyear period and to submit annualand verification of results.

performance plans and performance The strategic and performance plans
reports. Though not required to do soare available on the Board's public
the Board of Governors is voluntarilyweb site (www.federalreserve.gov/
complying with the act’s requirements. boarddocs/rptcongress). A summary of
the goals and objectives set forth in
Strategic and Performance Plans those plans is given in the next section.
The Board sent its strategic plan for thegpals and Objectives

period 1997-2002 to the Congress in )
October 1997. The document states théhe Federal Reserve has three interre-
Board’s mission, articulates major goaldated and mutually reinforcing goals,
for the period, outlines strategies forWith supporting objectives:

achieving those goals, and discusses the

environment and other factors thatGoal

could affect their achievement. It also.l.0 conduct monetary policy toward the

_ad_dre_ss_es iss_ues Fhat cut across ag9eNf¥hievement of maximum sustainable
jurisdictional lines, identifies key quanti- long-term growth and stable prices
tative measures of performance, and dis-

cusses performance evaluation. The straaj L

tegic plan for the period 2000-05 isObjectives

being prepared; the mission, goals, and Stay abreast of recent developments
other elements of the plan will remain and prospects in the U.S. economy
essentially unchanged. and financial markets and in those-

In September 1998, the Board sent to abroad, so that monetary policy deci-
the Congress a performance plan for its sjons will be well informed

1998-99 budget.Except for the mone- «
tary policy function, the plan set forth

1. The act requires that a performance plan
be submitted for each fiscal year beginning with

Enhance our knowledge of the struc-
tural and behavioral relationships in
the macroeconomic and financial
markets, and improve the quality of
the data used to gauge economic

fiscal 1999. The Board budgets over a calendar
year, and its budget covers a two-year period. The
budget for 2000-01 was approved in September
1999. The performance plan for the 2000-01 bud
get is being prepared for publication in the seconanance plan for the 1998-99 budget is being pre-
half of 2000. A report on the results of the perfor-pared for release at about the same time.

performance, through developmental
research activities
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e Implement monetary policy effec- ¢
tively in rapidly changing economic
circumstances and in an evolving
financial market structure

e Contribute to the development of U.S.
international policies and procedures,
in cooperation with the Department of
the Treasury and other agencies .

e Promote understanding of Federal
Reserve policy among other govern-
ment policy officials and the general
public.

Goal
To promote a safe, sound, competitive,

Promote sound banking and effective
supervisory practices among devel-
oped and emerging countries through
ongoing coordination with interna-
tional supervisory bodies and through
training programs for international
supervisors and bankers

Heighten the positive effect of market
discipline on banking organizations by
encouraging improved disclosures,
accounting standards, risk measure-
ment, and overall market transparency
Harness benefits of technology in car-
rying out responsibilities to improve
supervisory efficiency and to reduce
burden on banking organizations

and accessible banking system anel Maintain an understanding of the

stable financial markets through
supervision and regulation of the na-
tion’s banking and financial systems,
through its function as the lender of last
resort, and through effective implemen-
tation of statutes designed to inform and
protect the consumer

Objectives

e Maintain ability and capacity as a
bank supervisor and central bank te
ensure that emerging financial threats
can be identified early and success-
fully resolved

* Provide comprehensive and effective
supervision of U.S. banks, bank hold-
ing companies, U.S. operations of
foreign banking organizations, and
related entities by focusing super-

effect of financial innovation and tech-
nology (for example, new powers and
products, new risk management and
measurement methodologies, and
electronic banking) on the operations
and risk profile of banking organiza-
tions and the payment system; ensure
that supervisory programs accommo-
date prudent advances that benefit
consumers and businesses or improve
risk management

Remove unnecessary banking restric-
tions, consistent with safety and
soundness. Refine or eliminate unnec-
essary or ineffective policies, pro-
cedures, regulations, or restrictions
to ensure that reforms are effec-
tively implemented, consistent with
safety and soundness of banking
organizations

visory efforts and resources on areas Assure fair access to financial services

of highest risk to individual organi-

zations and the financial system as a enforcement of the Equal

whole, and by developing effective
regulations to promote a safe and
sound banking environment

e Promote sound practices for manag-
ing risk at banking organizations in
order to provide for strong internal e
controls, active boards of directors,

for all Americans through vigorous
Credit
Opportunity, Fair Housing, Commu-
nity Reinvestment, and Home Mort-
gage Disclosure Acts and by encour-
aging state member bank involvement
in community development activities

Administer and ensure compliance
with consumer protection statutes

and senior management oversight and relating to consumer financial transac-

accountability

tions (such as the Truth in Lending,
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Truth in Savings, Consumer Leasingjower costs. As required by the Govern-
and Electronic Fund Transfer Acts) toment Performance and Results Act and
carry out congressional intent, strikingin conformance with past practice, the
the proper balance between protectioBoard has worked closely with other
of consumers and regulatory burderiederal agencies to consider plans and
to the industry. strategies for programs, such as bank
* Implement appropriate rules, regulasupervision, that cross jurisdictional
tions, and policies to comply with the lines. In particular, coordination with the
Gramm-Leach-Bliley Act, which was Department of the Treasury and other
enacted in November 1999. agencies is evident throughout both the
strategic and performance plans.
Much of the Board’s formal effort to
Goal plan jointly has been made through the
. . - Federal Financial Institutions Examina-
To foster the integrity, efficiency, andiion council (FFIEC), a group made up

accessibility of U.S. dollar payment andys e five federal agencies that regulate
settlement systems, issue currency, angenository institutions. In addition, a

act as the fiscal agent and depository qlyodinating committee of the chief
the U.S. government financial officers of the five agencies has
been created to address and report on
o strategic planning issues of mutual con-
Objectives cern. This working group has been

« Provide Federal Reserve Bank pricedn€eting since June 1997 and has estab-
payment services that maintain andlshgd four subgroups to focus on exam-
improve the efficiency and integrity of inations, outreach, performance plan-
the U.S. dollar payment mechanism Ning, and planning/budget linkage.

« Meet public demand for U.S. currency'hese and similar planning efforts can
in the United States and abroad, worlignificantly lower data processing and
with Treasury to implement effective Other costs for the government and the
counterfeit-deterrence and detectioi§0Sts for depository institutions of com-
features in U.S. currency, and providePliance with federal regulations. =
for the smooth introduction of new-
design currency

 Provide efficient and effective fiscal 2. The FFIEC member agencies are the Board
agency and depository services orf Governors, the Federal Deposit Insurance Cor-

behalf of Treasurv and other OVem_poration, the National Credit Union Administra-
ment agencies y 9 tion, the Office of the Comptroller of the Cur-

. rency, and the Office of Thrift Supervision. It was
+ Study and monitor U.S. dollar pay-established in 1979 pursuant to title X of the
ment, clearing, and settlement sysfinancial Institutions Regulatory and Interest

tems and the risk issues pertaining tdrate Control Act of 1978. The FFIEC is a formal

o interagency body empowered to prescribe uniform
these systems to facilitate sound pc)lprinciples, standards, and report forms for the

icy decisions that foster the integritytegeral examination of financial institutions and to
of the nation’s payment systems. make recommendations to promote uniformity
in the supervision of financial institutions. The
FFIEC also provides uniform examiner training
. . and has taken a lead in developing standardized
Interagency Coordination software needed for major data collection pro-
. . rams to support the requirements of the Home
Interagency _co_ordmatlon helps fOcuﬁqllortgage Disclosure Act and the Community
efforts to eliminate redundancy andreinvestment Act.
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Federal Legislative Developments

The following federal legislation en- trol a subsidiary engaged in activities
acted during 1999 significantly affectsthat the parent bank is not allowed to
the Federal Reserve System and theonduct directly. It also makes other
institutions it supervises: the Gramm-revisions to the BHC Act and other fed-
Leach-Bliley Act; the Federal Reserveeral banking laws.

Retirement Portability Act; the consoli-

dated appropriation for fiscal year 20003'Fxpand ed Activities for

and an amendment to the Feder inancial Holding Companies

Reserve Act to broaden the range o
discount window loans. Title | repeals the provisions of the
Glass—Steagall Act and the BHC Act
: that restricted the affiliation of bank
Gramm-Leach-Bliley Act holding companies with securities firms
The Gramm-Leach-Bliley Act (GLB and insurance companies and agents. It
Act), Public Law 106-102, enacted onalso authorizes bank holding companies
November 12, 1999, amends the Bankhat qualify as financial holding com-
Holding Company Act of 1956 (BHC panies (FHCs) to engage in, or affiliate
Act), the Federal Reserve Act, and othewith companies engaged in, a wide array
federal banking laws. It allows banks toof financial activities, including securi-
affiliate with securities broker—dealersties underwriting and dealing; insurance
insurance companies and agents, arafjency and underwriting activities; mer-
other entities engaged in a wide range ofhant banking activities; and any other
financial activities and establishes a pruactivity that the Federal Reserve Board,
dential framework for the supervision ofin conjunction with the Secretary of the
holding companies engaged in bankingreasury, determines to be financial in
and other financial activities. The fol-nature or incidental to financial activi-
lowing sections summarize the GLBties. FHCs may also engage in non-
Act’s seven titles and describe the porfinancial activities that the Board deter-
tions that bear significantly on the Fed-mines are complementary to a financial
eral Reserve System and the institutionactivity and do not pose a substantial

it supervises. risk to the safety or soundness of deposi-
tory institutions or the financial system
Title | generally.

To become an FHC, a bank holding
Title |1 revises the BHC Act to expand company must file a declaration with the
the ability of qualifying bank holding Board certifying that all of its deposi-

companies to engage in, or affiliate withtory institution subsidiaries are well
companies engaged in, financial activimanaged and well capitalized. Title |
ties; establishes a prudential frameworlprovides that a bank holding company’s
for the Board’'s supervision of bankcertification is not effective if any

holding companies and their subsidi-of the company’s insured depository
aries; and establishes the conditionsstitution subsidiaries received less
under which an insured bank may conthan a “satisfactory” rating at its most
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recent examination under the Commutheir subsidiaries, between depository
nity Reinvestment Act of 1977. It alsoinstitutions and their holding company
requires that the Board establish compaaffiliates, and between the U.S. branches,
rable capital and managerial standardagencies, and commercial lending sub-
for foreign banks that seek to becomesidiaries of foreign banks and their U.S.
an FHC. affiliates.

Umbrella Supervision and Financial Subsidiaries of Banks

Functional Regulation Title | establishes the criteria under

Title | preserves the Board’s role as thevhich a national bank may own or con-
umbrella supervisor for all bank holdingtrol a subsidiary engaged in activities
companies, including FHCs, and thethat national banks are not allowed to
Board’s ability to establish consolidatedconduct directly (a “financial subsidi-
capital requirements for bank holdingary”) and establishes prudential require-
companies and to obtain reports fronments for national banks that have
and examine any bank holding companyinancial subsidiaries. A financial sub-
or subsidiary. In exercising its super-sidiary does not include a subsidiary
visory authority, the Board must rely,that national banks are expressly autho-
to the fullest extent possible, on pub-+ized by federal law (other than the GLB
licly available information, externally Act) to own or control, such as an Edge
audited financial statements, and reportsr agreement subsidiary controlled pur-
that a bank holding company or subsidisuant to sections 25 or 25A of the Fed-
ary is required to provide to other supereral Reserve Act.
visory authorities. In addition, the Board Title | provides that financial sub-
must focus its examination efforts, tosidiaries of national banks may engage
the maximum extent possible, on banlonly in those activities that are deter-
holding companies and on those of thenined to be financial in nature (or inci-
companies’ subsidiaries that may have dental to such activities) and other
materially adverse effect on an affiliatedactivities permissible for national banks
depository institution. to conduct directly. They are prohibited
To reduce unnecessary regulatoryrom engaging as principal in underwrit-
burden and enhance functional regulaing insurance (other than credit-related
tion, Title | places certain additional insurance); providing or issuing annu-
limits on the Board’s ability to obtain ities; real estate investment or develop-
reports from, examine, establish capitament activities (unless expressly autho-
requirements for, require a capital transrized by law); and merchant banking
fer from, or take enforcement actionactivities. The Board and the Secretary
against a “functionally regulated subsid-of the Treasury may jointly remove the
iary” of a bank holding company. The restrictions on the conduct of merchant
GLB Act places similar limits on the banking activities by financial subsidi-
supervisory authority of the other fed-aries, but no earlier than five years after
eral banking agencies with respect to ¢he date of enactment of the GLB Act.
functionally regulated subsidiary of an Insured state banks may own or con-
insured depository institution. trol a subsidiary that engages as princi-
Title | authorizes the Board to adoptpal in activities that national banks may
rules governing relationships and transeonduct only through a financial subsid-
actions between state member banks anary (for example, securities underwrit-
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ing and dealing) only if the state bankbanks engaged in traditional bank secu-

complies with many of the same requirerities activities. Under Title I, a bank

ments applicable to national banks thatay avoid registering as a broker or

have a financial subsidiary. dealer with the SEC only if it limits its
securities activities to those specifically
exempted by the GLB Act.

Derivatives Transactions and The Speciﬁc exemptions would,

Intra-Day Credit under Section 23A  among other things, allow banks to do

Title | amends section 23A of the Fed-the following subject to restrictions

eral Reserve Act to require that thesPecified in the GLB Act: effect securi-

Board promulgate rules to address ag'es transactions in connection with their

scovered transactions” (1) the credit trust, custody, and safekeeping opera-

exposure arising from derivatives transtiOnS; Privately place securities; pur-
actions between banks and their affili.chase and sell traditional banking pro-
ucts, such as certificates of deposit,

ates and (2) intra-day extensions oF oo .
credit by banks to their affiliates. oan participations, and interest rate,
currency, credit and equity swaps; and

broker securities in up to 500 trans-
actions per year that are not otherwise
Title Il exempt.
. . Title 1l also allows banks to offer and
Title Il addresses the regulation ofge “\ithout registering as a broker or
the securities, investment adV'Soryf;jealer, any financial product developed

gndkinves(;[ment _comphany activities ofiy he fytyre unless the SEC determines,
anks and requires the Securities anl o ,0h 4 formal rulemaking process,

Exchange Commission (SEC) to consulfya¢ the new product is a security and
with the appropriate federal bankinG,a; the registration of banks selling
agency before taking any action withg,ch products is in the public interest
respect to the loan loss reserves of agnq necessary or appropriate to protect
insured depository institution ‘or thejnesiors. In making this determination,

holding company of an insured deposiy,e SEC s required to consider the

tory institution. It also permits cOmpa- yies of the Board and the regulation of

nies that control a registered broker+,e proqyct under the federal banking
dealer (but do not control an insure

daws. The Board may challenge a deter-

depository institution other than limited- 0 4tion by the SEC on a newly devel-
purpose institutions) to voluntarily eIectoped product area in federal court.
to be supervised by the SEC on a con-

solidated basis and establishes the

framework for SEC supervision. Consultation Concerning
Loan Loss Reserves

Title Il requires the SEC to consult

with the appropriate federal banking
Title Il amends the Securities Exchangeagency before taking any action or ren-
Act of 1934, effective in May 2001, to dering an opinion on the manner in
repeal the blanket exemption for banksvhich an insured depository institution

from the definitions of “broker” and or a depository institution holding com-

“dealer.” It replaces those exemptionspany reports its loan loss reserves in its
with a set of specific exemptions forfinancial statements.

Bank Securities Activities
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Title 1 tection regulations governing the retail
Title Il addresses insurance-relate ale of insurance products by, or on the
I‘f)remises of, insured depository institu-

issues, includir]g the ?bi“Fy of nation_a tions and their subsidiaries. The regula-
banks (and their subsidiaries) to providg;q ¢ st prohibit the illegal tying of

insurance as principal and the regulap, 34 insurance products; require
tion of the retail sale of insurance prod- ertain disclosures; prohibit misleading

ucts by, or on the premises of, insure P ; -
depository institutions. It also addresseaidvertlsmg' require, o the extent practi

; ; able, the separation of insurance sales
the circumstances under which a mutu

insurance comoany mav chande its sta nd deposit-taking activities; and estab-
i mpany may 9 'ﬁ?sh a process for receiving and process-
of incorporation for the purpose of reor-

ing consumer complaints alleging a vio-

ganizing into a stock insurer Contm”edlation of the regulations.

by a mutual holding company. In addi-
tion, Title Ill authorizes the creation of
a new self-regulatory organization—theTitle IV

National Association of Reg|stere(.j.|.itle IV amends the Home Owners’

Agents and Brokers—to establish uniy ;o Aot g close the unitary thrift loop-
form criteria for the qualification, train- hole. which allowed commercial firms
Ing, and C(t)nt'mé'%g (le(ducatlon of INSUt, control a federally insured savings
ance agents and brokers. association. It prohibits any company
- o that acquired control of a savings asso-
Insurance Underwriting Activities ciation after May 4, 1999, from engag-
of National Banks ing in commercial activities. Compan-

Title 1Il generally prohibits national i€s that controlled only a single savings
banks and their subsidiaries from under@ssociation before May 4, 1999 (or pur-
writing insurance and providing or issu-Suant to an appl!catlon filed befor.e that
ing annuities. National banks and theidate), may continue to engage in any
subsidiaries may continue to underwritdYP€ of financial or commercial activity.
only those types of insurance that na-

tional banks were permitted to under-Titje

write as of January 1, 1999. Title Ill _ ) i o
establishes a procedure for determining'tIe V requires that financial institu-
whether financial products first offeredtions (as defined in the GLB Act) dis-
after January 1, 1999, are banking proclose to their customers, at the time a
ducts that national banks may provideustomer relationship is established, the
as principal or are insurance productdstitution’s policies regarding the dis-
that they may not provide as principaI.C|03_Ure of cqr_1f|dent|al cu_stomer.mfor-
Special rules govern the ability of na-mation to affiliates and third parties. It
tional banks (and their subsidiaries) tg@lso generally prohibits a financial insti-

underwrite and sell title insurance. tution from disclosing any nonpublic
personal information about a consumer

to an unaffiliated third party unless the
institution informs the consumer that
such information may be shared with
Title 1ll amends the Federal Depositthird parties and allows the consumer
Insurance Act to require the federalto “opt out” of such sharing arrange-

banking agencies to issue (to the extenhents. In addition, Title V prohibits

they deem appropriate) consumer profinancial institutions from disclosing a

Consumer Protection Regulations
for Retail Insurance Sales
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customer’s account number or accessients made or actions taken pursuant to
code for a deposit, transaction, or credithe agreement. It exempts certain types
card account to unaffiliated third partiesof agreements from coverage as a CRA-
for use in marketing programs. related agreement, including individual

Title V also prohibits persons, with mortgage loans and agreements entered
certain exceptions, from obtaininginto by an insured depository institution
customer information from a financial (or affiliate) with an entity or person that
institution (as defined in the GLB has not commented or testified on the
Act), or from a customer of a finan- CRA or discussed or contacted the insti-
cial institution, through the use of false,tution or affiliate concerning the CRA.
fictitious, or fraudulent statements or

representations. Small Bank CRA Examination Cycle
Title VII establishes a four-year CRA
Title VI examination cycle for small insured

depository institutions ($250 million or

i-lr-:tlteh(;”o?ﬁaer?itzsat?or?ur&%?;b%frsﬂ?an%iaess in total assets) that received a “sat-
9 ' P, sfactory” rating at their most recent

powers of the Federal Home Loan Ban RA examination, and a five-year cycle

g?:'el‘n%)ss%sete?e' dFeor;Ie)l(-?(;nn?ée,L-Qaﬂr? ch{or small institutions that received an
outstanding” rating at their most recent

to permit insured depository InStItu'examination. However, the Board and

tions having less than $500 million in : ,
e other federal banking agencies may
assets to become a member of the FHL onduct a CRA examination of a small

System without satisfying the quali-. : L

; : insured depository institution at any
Ilrift g:;rtlfiolear;%?,\: ttﬁst'Fnglsgy;g]rin?;time for reasonable cause or in connec-
make long-term advances to insure(ﬁ!on with an application by the institu-

depository institutions having less than'o" to establish a deposit facility.

$500 million in assets for purposes of

funding small businesses, small farms’€deral Reserve CRA Study

and small agribusinesses. Title VII directs the Board to conduct
a comprehensive study of the Commu-
Title VII nity Reinves_,tment Act, focusing_ on_t_he
default, delinquency, and profitability
Title VIl makes a number of miscella- of loans made in conformity with that
neous amendments to the federal bankact. In conducting the study, the Board
ing laws and mandates a number ofmust consult with the chairmen of and

studies. ranking members of the House Commit-
tee on Banking and Financial Services
CRA Sunshine Provisions and the Senate Committee on Banking,

. . Housing, and Urban Affairs.
Title VII amends the Federal Deposit

Insurance Act to require that the parties\ 1\ Fee Disclosure

to certain agreements related to the

Community Reinvestment Act (CRA) Title VIl amends the Electronic Funds
disclose the agreement to the public andransfer Act to require that automatic
the appropriate federal banking agencyeller machine (ATM) operators impos-
and report annually to the appropriaténg an ATM surcharge prominently post
federal banking agency on any paya notice to that effect on or at the ATM
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and inform consumers (through anEmployees of the Federal Reserve Sys-
on-screen message or paper receipt) &¢m may transfer retirement credit for

the surcharge amount before the corthis service to the Federal Employees
sumer is irrevocably committed to com-Retirement System if they later work for

pleting the transaction. Issuers of ATMa federal government agency. The act
cards must also inform consumers at thalso allows employees transferring to
time a card is issued that a surchargthe Board from other federal agencies to

may be imposed by a third party. withdraw their funds from the Federal
Thrift Savings Plan and roll the funds
Plain Language Requirement over to the Board’s Thrift Plan.

Title VII requires that the federal bank- _ o
ing agencies use “plain language” in Consolidated Appropriation
drafting all proposed and final rules tofor Fiscal Year 2000

be published in th&ederal Register  the  consolidated Appropriation for
) Fiscal Year 2000, Public Law 106-168,

Audits of the Federal Reserve was enacted on December 12, 1999.

Banks and the Board A section of the act amends the Fed-

Title VIl amends the Federal Reservefral Reserve Act to require the Fed-
Act to require that the Board obtain anfral Reserve Banks to transfer
annual independent audit of the finan$3,752,000,000 from their surplus funds
cial statements of the Board and eackP the Board for transfer to the general
Federal Reserve Bank. fund of the Treasury. The amendment
authorizes the Board to determine the
amount that each Federal Reserve Bank
must pay in fiscal year 2000. It also
Title VII amends the Federal Reserveprohibits any Federal Reserve Bank
Act to allow the Board to release confi-from replenishing its surplus fund by the
dential supervisory information con-amount of any transfer it makes under
cerning any entity subject to examina-his section.
tion by the Board to any other federal or
state agency with supervisory authority
over the entity; any officer, director orACt to Amend the
receiver of the entity; and any otherFederal Reserve Act
person that the Board determines to b&n December 6, 1999, the President
proper. signed Public Law 106-122, which
amends the Federal Reserve Act to
expand the types of instruments a Fed-
E%?i?er?r! e%?SF?(;\r/t%bility Act eral Reserve Bank may tender as collat-
eral security to obtain Federal Reserve
On December 12, 1999, the Presidentotes. Under this amendment, accept-
signed the Federal Reserve Retiremerable forms of collateral are expanded to
Portability Act, Public Law 106-168, include loans made under section 10B
which amends the Federal Employe®fthe Federal Reserve Act. This amend-
Retirement System Act of 1986. Undement increases the Federal Reserve Sys-
the amendment, employees who worketem’s flexibility in providing discount
for the Board of Governors after 1988window credit while continuing to meet
and participated in the “Bank” Benefit its obligations to collateralize Federal
Structure of the Retirement Plan forReserve notes. .

Authorization to Release Reports
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Regulatory Simplification

In 1978 the Board of Governors estabThe act makes it unlawful for creditors
lished a program of regulatory review toto discriminate against applicants on the
help minimize the burden of regulationbasis of race, color, religion, national
on banking organizations. The objec-origin, marital status, sex, age, and other
tives of the program are to ensure thaspecified bases. The Board began the
all regulations, existing and proposedprocess of reviewing the regulation by
represent the best course of action; tessuing an advance notice of proposed
afford interested parties the opportunityrulemaking in March 1998; the pro-
to participate in the design of regula-posed revisions take into account com-
tions and to comment on them; and tanents received at that time.
ensure that regulations are written in The proposed revisions would remove
simple, clear language. Staff membershe general prohibition against creditors
regularly review Federal Reserve regunoting characteristics of applicants for
lations for their adherence to these obnonmortgage credit such as race, sex,
jectives and their consistency with theand national origin; they would not
Regulatory Flexibility Act, which also remove the prohibition against taking
requires that consideration be given tsuch information into account when
the economic consequences of reguleextending credit. Creditors that choose
tion on small business. In its reviewto collect such information would be
process, the Board also follows the manrequired to disclose that fact to appli-
dates of section 303 of the Riegle Comeants, and the proposal includes a model
munity Development and Regulatorydisclosure form. The revisions would
Improvement Act. require creditors to retain certain records
In 1999 the Board, as part of thisconcerning preapproved credit solicita-
review process, proposed revisions tdions and would lengthen from twelve
Regulation B. It also proposed revisiongo twenty-five months the record-
to several consumer protection regularetention period for most applications
tions to permit the electronic delivery offor business credit.
disclosures that are required to be given
in writing. In addition, it amended Regu-
lation A to establish a special lendingOther Regulatory Activity
program to accommodate liquidity
ggﬁg;durmg the century data changEIectronic Disclosure
In August the Board issued for comment
) o proposals that would permit financial
Comprehensive Revisions institutions and others to provide feder-
Proposed ally mandated disclosures to consumers
by electronic communication if the
; consumer consents. The proposals are
Regulation B modified from proposed rules (and an
In August the Board published proposednterim rule under Regulation E) issued
revisions to Regulation B, which imple-in March 1998. They would authorize
ments the Equal Credit Opportunity Act.the electronic delivery of disclosures
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that under Regulations B (Equal Credinecessary to receive and retain elec-
Opportunity), E (Electronic Fund Trans-tronic disclosures.
fers), M (Consumer Leasing), Z (Truth
in Lendlng), an_d DD_(Truth in Savings) Century Date Change
must be given in writing. ecial Liquidity Facilit
The proposals are an outgrowth ofSp q y y
the 1996 comprehensive review of Regin July the Board amended Regula-
ulation E, during which the Board deter-tion A (Extensions of Credit by Federal
mined that electronic communicationReserve Banks) to establish a special
of information required by federal lending program to be in effect from
laws governing financial services couldOctober 1, 1999, through April 7, 2000.
reduce compliance costs without adUnder the program, Federal Reserve
versely affecting consumer protections. Banks could extend credit at a rate
With some exceptions, before obtain150 basis points above the Federal
ing a consumer’'s consent, financialDpen Market Committee’s targeted fed-
institutions and others would have toeral funds rate to eligible depository
provide to the consumer—through ainstitutions to accommodate liquidity
standardized disclosure statement—heeds during the century date change
certain information about electronic dis-period.
closures, including what type of disclo- The special credit facility was de-
sures would be provided electronicallysigned to ensure that depository institu-
and how the consumer could receivéions would have adequate liquidity to
and retain the disclosures. meet any unusual demands during the
Electronic disclosures could be deliv-period around the century date change.
ered to a consumer’s e-mail address ohmong other things, it was intended to
made available at another location sucincrease institutions’ confidence in com-
as an institution’s web site. If an institu-mitting to supplying loans to other
tion chooses to make disclosures avaiffinancial institutions and businesses
able at a web site, it must notify a con-through the rollover period.
sumer when the information has been In setting the interest rate on the loans
posted. at 150 basis points above the federal
The proposals generally would re-funds rate target, the Board judged that
quire that when business is transacted ithe spread was high enough to ensure
person, as is typical for mortgage loarthat depository institutions would still
closings, automobile loans and lease$ave an incentive to seek funds in the
and door-to-door sales involving credit,private sector but low enough to provide
disclosures be made on paper. Mosh reasonable backstop should strains
other disclosures could be deliveredlevelop in funding and credit markets.
electronically, if the institution provides The Board imposed no restrictions on
the disclosure statement about electronithe use and duration of the loans and
delivery and obtains both the consumapplied the same collateral requirements
er's consent and the consumer’s confiras those for regular discount window
mation that his or her computer equip{oans. .
ment meets the technical requirements
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Record of Policy Actions
of the Board of Governors

Regulation A accounts at depository institutions to
Extensions of Credit by which a lower reserve requirement
Federal Reserve Banks applies and to increase the amount of

reservable liabilities that is exempt
July 20, 1999—Amendments from reserve requirements for 2000,

Fffective for the reserve computation
eriod beginning November 30, 1999,
or institutions reporting weekly.

The Board amended Regulation A t
create a Century Date Change Speci
Liquidity Facility, a program for lend-
ing to depository institutions from Octo-

ber 1, 1999, through April 7, 2000. Votes for this action: Messrs. Greenspan,

Kelley, Meyer, Ferguson, and Gramli¢h.

Votes for this action: Messrs. Greenspan,

Kelley, Meyer, Ferguson, and Gramli¢h. Under the Monetary Control Act of

1980, depository institutions, Edge Act
The Board established the facility toCorporations, agreement corporations,
help ensure that depository institution@nd U.S. agencies and branches of for-
have adequate liquidity to meet anyign banks are subject to reserve
unusual demands in the period arouné€duirements set by the Board. The act
the century date change. The intereglirects the Board to adjust annually the
rate charged on loans from the speciddmount subject to the lower reserve
facility is 150 basis points higher thanf€quirement to reflect changes in net
the Federal Open Market Committee's§ransaction accounts at depository insti-
targeted federal funds rate. Although thdutions. Recent declines in net transac-
collateral requirements are the same dion accounts warranted a decrease to
for regular discount window loans, thereb44.3 million, and the Board amended
are no restrictions on the use and durdXegulation D accordingly. _
tion of loans from the special facility ~The Garn-St Germain Depository
while it is in operation, and borrowers Institutions Act of 1982 gstabhshes a
are not required to seek funds elsewher€er0 percent reserve requirement on the
first. first $2 million of an institution’s reserv-
able liabilities. The act also provides for
annual adjustments to that exemption

Regulation D amount based on increases in reserv-
Reserve Requirements able liabilities at depository institutions.
of Depository Institutions Recent growth in reservable liabilities

arranted an increase in the amount
September 27, 1999_Amendmenté(,avxempted from reserve requirements to
The Board amended Regulation D tds5 million, and the Board amended
decrease the amount of net transactioRegulation D accordingly.

Note. In voting records throughout this chap- 1. Throughout this chapter, note 1 indicates that
ter, Board members, except the Chairman antvo vacancies existed on the Board when the
Vice Chairman, are listed in order of seniority.  action was taken.
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For institutions reporting weekly, lishing Year 2000 Standards for Safety
the amendments are effective with thend Soundness for insured depository
reserve computation period beginningnstitutions that had been approved by
November 30, 1999, and the correthe agencies as interim guidelines, effec-
sponding reserve maintenance periotve October 15, 1998. The guidelines
beginning December 30, 1999. For instiaddress project planning, renovation,
tutions reporting quarterly, the amend+testing, contingency planning, the role
ments are effective with the reserveof management, risk assessment, and
computation period beginning Decem-essential steps in each phase of Year
ber 21, 1999, and the correspondin@000 readiness. The final guidelines
reserve maintenance period beginningnake clarifying changes to the interim
January 20, 2000. guidelines.

To reduce the reporting burden on
small institutions, depository institutions
having total deposits below specifie
levels are required to report their depos P :
its and reservable liabilities quarterly or::\r,]ggéuregnss 'Qtég]e Federal
less frequently, while larger institutions y
must report weekly. To reflect increases
in the growth rate of total deposits atRegulation K
all depository institutions, the BoardInternational Banking Operations
increased the deposit cutoff levels used
in determining the frequency and deta”ReguIation v

of depository reporting to $84.5 million Bank Holding Companies and

for nonexempt depository institutions ;
and to $54.3 million for exempt deposi-Change in Bank Control

tory institutions, beginning in SeptemberMarCh 23 1999—Termination

egulation H
Membership of State Banking

2000. of Proposed Rulemaking

The Board withdrew a proposed rule
Regulation H that would have required the domestic
Membership of State Banking and foreign banking organizations it
Institutions in the Federal supervises to develop and maintain
Reserve System “Know Your Customer” programs.
October 21, 1999—Year 2000 Votes for this action: Mr. Greenspan,

Standards for Safety and SoundnessMs. Rivlin, and Messrs. Kelley, Meyer,
Ferguson, and Gramlich.

The Board made final the interim guide-
lines establishing Year 2000 standards In December 1998, the Board and the
for insured depository institutions, effec-other federal banking and thrift agencies
tive November 29, 1999. requested comment on substantially
similar “Know Your Customer” rules
Votes for this action: Messrs. Greenspanthat would have required domestic and
Ferguson, Kelley, Meyer, and Gramlieh. foreign depository institutions to de-

The Board, jointly with the other fed- 2. Throughout this chapter, note 2 indicates that

Qral banking and thrift a.gen_Ciesa Made@ne vacancy existed on the Board when the action
final the Interagency Guidelines Estabwas taken.
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velop policies and procedures designethternal models by eliminating the cal-
to identify customers and their normalculation of a standard specific risk capi-
and expected transactions, to monitotal charge.

account activity, and to use this informa-

tion to identify and report suspiciousFebruary 24, 1999—Amendments

transactions. The Board and the Othef‘he Board amended Regulation H to

agencies withdrew the proposal on th? ; . ;
. . evise the risk-based and leverage capi-
basis of an analysis of the comment§a| standards for banks to make the capi-

received. tal treatment for certain transactions
. more consistent among the federal bank-
Regulation H _ ing and thrift agencies and amended
Membership of State Banking Regulation Y to apply the same stan-
Institutions in the Federal dards to bank holding companies, effec-
Reserve System tive April 1, 1999.
Regulation Y Votes for this action: Mr. Greenspan,
Bank Holding Companies and Ms. Rivlin, and Messrs. Kelley, Meyer,

Change in Bank Control Ferguson, and Gramlich.

The amendments, adopted by the
February 17, 1999—Amendment  goarg jointly with the other federal

The Board made final an interim rulebanking and thrift agencies, revise the
amending Regulations H and Y to refisk-based and leverage capital stan-
duce regulatory burden on certain bankdards for state member banks, consis-
ing organizations having significanttent with provisions of the Riegle Com-
trading activities under the risk-basednunity Development and Regulatory

capital standards, effective July 1, 1999!mprovement Act of 1994. The amend-
ments conform the risk-based capital

Votes for this action: Mr. Greenspan,treatments among the agencies for cer-
Ms. Rivlin, and Messrs. Kelley, Meyer, tain construction and real estate loans
Ferguson, and Gramlich. and investments in mutual funds, and
f simplify and make uniform the agen-

The Board, jointly with the Office o cies’ tier 1 leverage capital standards.

the Comptroller of the Currency and th .
Federal Deposit Insurance CorporatioreiThe amendments to Regulation Y apply

made final an interim rule adopted inthe same revisions to the risk-based
December 1997 by amending the riskCaPital standards for bank holding
based capital standards for market riskOMPanies.

applicable to certain banks and ban .
PRl ' ° l{:{egulatlon K

holding companies that have significan nternational Banking Operations

trading activities. If an institution’s in-
ternal model adequately measures spe-

cific risk, the amendment eliminates thi/lay 17, 1999—Amendment
requirement that when using an internalhe Board approved an amendment
model, the total capital charges for speto Regulation K that makes final an
cific risk must equal at least 50 per-interim rule extending the examination-
cent of the standard specific risk capitafrequency cycle for certain U.S.
charge. The rule reduces regulatory burbranches and agencies of foreign banks,
den for institutions having qualifying effective October 22, 1999.
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Votes for this action: Mr. Greenspan,ing organizations having total assets
Ms. Rivlin, and Messrs. Kelley, Meyer, exceeding $2.5 billion and $1.5 billion

Ferguson, and Gramlich. respectively; (2) permanently exempted
The amendment. which was issue management officials whose service
- . 7 %egan before November 10, 1978; and
jointly with the Office of the Comptrol- I(3) authorized exemptions from  the

ler of the Currency and the I:fader"’llnterlocks Act by regulation if the inter-
Deposit Insurance Corporation, imple-

ments brovisions of the EconomicIocking service would not result in a
Growth pand Requlatory  Pa erworkmonOpOIy or substantially lessen com-
Reduction Act flgggﬁ bym kiFr)1 UsS petition. The Board, jointly with the

eduction Act 0 /o by MaKINg 5. ipar federal banking and thrift agen-
branches and agencies of foreign bankg, o, chded its management inter-
having assets of $250 million or less '

eligible for an eighteen-month examina-lOCkS rules to comply with the new

tion cycle rather than a tWeIVe_momhstatutory provisions and to make other

. e ..~ . changes to simplify compliance with the
cycle if .they meet the qualifying criteria rule’s requirements.
set out in the rule.

Regulation L

Management Official Interlocks ~ Regulation CC

Availability of Funds

September 7, 1999—Amendments 2nd Collection of Checks

The Board amended Regulation L t9\iarch 17. 1999—Amendment
conform with recent statutory changes '

and to simplify compliance with the The Board amended Regulation CC to
rule’s requirements, effective January lallow banks that consummate a merger
2000. on or after July 1, 1998, and before
Votes for this action: M G March 1, 2000, to treat themselves as
otes for this action: Messrs. Lreenspangenarate banks for purposes of the regu-
Kelley, Meyer, Ferguson, and Gramliéh. Iati%n until March 1F,) 2801, in order tg
provide them greater time to implement

Regulation L implements the Depos'_software changes related to the merger.

tory Institution Management Interlocks
Act by pro_hlbltlr_]g management pfflClaIs Votes for this action: Mr. Greenspan,
from serving simultaneously with two s, Riviin, and Messrs. Kelley, Meyer,
unaffiliated depository institutions or Ferguson, and Gramlich.

their holding companies based on the

depository organizations’ asset size and Under the amendment, banks that
the location of their offices. The Eco-consummate a merger within the speci-
nomic Growth and Regulatory Paper{ied time period will be treated as sepa-
work Reduction Act of 1996 amendedrate banks until March 1, 2001. The
three principal provisions of the Inter-amendment is designed to provide relief
locks Act. It (1) increased the asseto banks that are dedicating their auto-
threshold for prohibiting managementmation resources primarily to renovat-
official interlocks between two unaffili- ing and testing software and replacing
ated depository organizations, regardlessystems to address Year 2000 and leap
of office location, to interlocks involv- year computer problems.
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June 28, 1999—Termination paying or returning banks may send
of Proposed Rulemaking notices instead of returning the original
checks, to consider whether more flex-
regulatory changes at this time to reduc%'!Ity would enaple chegk system par-
the availability schedule for nonIocaI%C'pamts to experiment with methods to
checks return checks electronically. Rather than
: adopting any of the proposed options,
Votes for this action: Mr. Greenspan,the Boa.rd revised the Commentgry to
Ms. Rivlin, and Messrs. Kelley, Meyer, Regulation CC to add examples of inter-
Ferguson, and Gramlich. bank agreements on electronic present-
ment and return of checks.
In December 1998, the Board re-
quested comment on an advance notice
of proposed rulemaking to modify theRegulation DD
availability schedule in Regulation CCTruth in Savings
for nonlocal checks. The proposal would ]
have reduced the maximum hold forAugust 18, 1999—Interim
nonlocal checks from five to four busi-Amendment
ness days, except for subcategories
nonlocal checks for which a depositar
bank certifies that it does not receive

G\fhe Board approved an interim amend-
Yment to Regulation DD to permit

y : L adepositoryinstitutions to provide certain
sufficient proportion of returns within disclosures electronically if the cus-

four business days. After further analy- .
sis, the Board concluded that retur togrggr agrees, effective September 1,

times do not support a reduced availabil-

ity schedule for nonlocal checks in the /s for this action: Messrs. Greenspan,

aggregate. The Board also determined Kelley, Meyer, Ferguson, and Gramlieh.

that the costs and potential risks would

outweigh the likely benefits of establish- Regulation DD, which implements

ing subcategories of nonlocal checks fothe Truth in Savings Act, generally re-

availability purposes. quires depository institutions to provide
consumers with written disclosures of

October 26, 1999—Amendments the yields, fees, and other terms for

The Board amended Regulation CC t§€POSIt accounts on request, when an
account is opened, when changes in

larify the exten which itor N S
clarify the extent to ch deposito yterms occur, and in periodic statements.

institutions and others may vary the Do ! ;
terms of the regulation by agreement fop "€ interim amendment permits deposi-
the purpose of instituting electronic!©"Y institutions to provide Regula-
return of checks, effective December 15100 DD’ disclosures on periodic state-
1999. ments electronically if the customer

agrees. The interim rule was adopted in
Votes for this action: Messrs. Greenspanf€Sponse to comments received on a
Ferguson, Kelley, Meyer, and Gramlieh. proposed rule issued in March 1998.
Along with the interim amendment, the
In February 1999, the Board re-Board published for comment revised
quested comment on options for amendproposals to permit electronic disclo-
ing Regulation CC, which governs whensures under Regulations B (Equal Credit
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Opportunity), E (Electronic Fund Trans-Policy Statements and
fers), M (Consumer Leasing), Z (TruthOther Actions
in Lending), and DD (Truth in Savings).

February 19, 1999—Policy

Miscellaneous Interpretations ~ Statément on Payments
System Risk

Regulation K The Board approved a modification to
International Banking Operations the procedures for measuring daylight

. overdrafts to include the posting time
October 25, 1999—Interpretation oy settlement entries processed through
The Board clarified that the scope ofthe enhanced settlement service. The
permissible data processing activitiesnodification became effective on
under Regulation K encompasses alMarch 29, 1999, to coincide with the
those activities permissible for bankimplementation of the enhanced settle-
holding companies under Regulation Yment service.
(Bank Holding Companies and Change
in Bank Control), effective November 1, votes for this action: Mr. Greenspan,
1999. Ms. Rivlin, and Messrs. Kelley, Meyer,

Ferguson, and Gramlich.

Votes for this action: Messrs. Greenspan,

Ferguson, Kelley, Meyer, and Gramli¢h.
g i In 1998, the Board approved an

Regulation K provides that a bankenhanced settlement service that com-

holding company or Edge Act corpora—bines and improves selecte_d _features
tion may control a foreign company thatof the Reserve Banks' existing net
engages in activities that are usual irfettlement services and may be used
connection with the transaction of bankfor either gross or net multilateral
ing or other financial operations abroadsettlements. The service provides same-
including data processing, but does nofidy, intraday settlement finality to
specify the scope of permissible datdarticipants in clearing arrangements
processing activities. Amendments tdSing the service. Settlement entries
Regulation Y have expanded the scopBrocessed by the enhanced settlement
of permissible data processing activitie$€rvice will be posted on a flow basis as
for bank holding companies in thethey are processed and are final and
United States, and those activities arérevocable.

equal to, and in some respects broader

than, the data processing activities that .

were authorized by the adoption ofMay 20, 1999—Delegation
Regulation K in 1979. The interpreta-Of Authority

tion clarifies that the data processingrhe Board delegated to its General
provision of Regulation K encompassesounsel the authority to return applica-
the same data processing activities agons filed under the International Bank-
described in Regulation Y under theing Act that are informationally incom-

same limitations. Banking organizationsplete, effective May 20, 1999.
seeking to engage abroad in data pro-

cessing or data tr.ansm'SS'on aCt.'V'tles Votes for this action: Mr. Greenspan

that are not authorized by Regulation Y anq Messrs. Kelley, Meyer, Ferguson, and
must apply for the Board’s prior consent Gramlich. Absent and not voting:

under Regulation K. Ms. Rivlin.2
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Under the International Banking Act,types of relocations and consolida-
the Board may not approve an applitions, and branches closed in connection
cation by a foreign bank to establishwith emergency acquisitions or assis-
a branch, agency, commercial lendindance by the Federal Deposit Insurance
company, or representative office unles€orporation.
the bank provides the Board with infor-
mation needed to adequately evaluatgyly 14, 1999—Notice of

the application. The Board delegated tqqdification of Procedures for

the General Counsel, with the concurDeposit Reporting Frequency
rence of the director of the Division of

Banking Supervision and Regulation,The Board amended its requirements
the authority to return an application ifthat depository institutions switch to
material informational deficiencies areNe€W reporting categories for September

not corrected within a reasonable period999 in light of the century date change,
of time. effective August 1, 1999.

Votes for this action: Messrs. Greenspan,
June 22, 1999—Policy Statement Kelley, Meyer, Ferguson, and Gramli&h.
Concerning Branch Closing

Notices and Policies Depository institutions may be re-

quired to switch to new reporting cate-

The Board approved a revised policygories each September. Assignment to
statement on branch closings by insurethese reporting categories determines
depository institutions to incorporatethe frequency and detail of deposit-
changes in the law, effective June 29eporting over the subsequent year and

1999. depends on increases or decreases in the
level of deposits and reservable liabili-

Votes for this action: Mr. Greenspan,ties. The Board suspended some shifts
Ms. Rivlin, and Messrs. Kelley, Meyer, in reporting categories for September
Ferguson, and Gramlich. 1999, thereby reducing the need for
. ) depository institutions to modify their

The Board, jointly with the other gaia processing systems before the im-
federal banking and thrift agencies, ending century date change. Normal

approved a revised policy statemen ategory shift procedures will apply in
on branch closings by insured deposigeptember 2000.

tory institutions to incorporate changes

enacted by the Riegle—Neal Interstat
Banking and Branching Efficiency Act(?\lovember 10, 1999—Settlement

of 1994 and the Economic Growth and22Y_Finality for Automated
Regulatory Paperwork Reduction Ac Clearlnghouse Credit

of 1996. The policy statement gives ransactions

guidance on the procedure for branciThe Board approved modifications to
closings in low- or moderate-incomethe time when settlement becomes final
areas by an interstate bank and for corfor automated clearinghouse (ACH)
vening a meeting with the appropriatecredit transactions processed by Federal
parties if requested by a person from th@®eserve Banks and required prefunding
affected area. The revised statement alfor ACH credit transactions in certain
provides that the prior-notice require-Federal Reserve accounts. The effective
ments for branch closings do not applydate will be announced three months
to automated teller machines, certairbefore implementation in 2001.
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Votes for this action Messrs. GreenspanBasic Discount Rate
Ferguson, Kelley, Meyer, and Gramli¢h.

The Board’s decisions on the basic dis-

The Board made settlement for ACHcount rate were made against the back-
credit transactions processed by thground of the policy actions of the Fed-
Federal Reserve final when posted, cuferal Open Market Committee (FOMC)
rently 8:30 a.m. eastern time on the daynd related economic and financial
of settlement, and adopted a prefundingevelopments. These developments are
requirement for any ACH credit origina- reviewed more fully in other parts of
tions settled through a Federal Reservghis Report, including the minutes of
account that is monitored in real time.the FOMC meetings in 1999, which also
The modifications are designed toappear in thiREPORT.
reduce risk to receiving depository
financial institutions in credit transac-
tions_ anq to manage settlement risks i')anuary through Mid-August:
credit originations in a manner compayq Changes in the Basic Rate
rable to other Federal Reserve services
that have similar finality characteristics.Economic activity expanded at a vigor-
To allow sufficient time for software ous pace during the early months of the
modifications, the effective date foryear, underpinned by notable further
settlement-day finality for credit ACH strength in consumer spending, but the
transactions will be announced thregecovery of financial markets in the
months before implementation inUnited States and abroad and of foreign
2001. economies from the severe disruptions
of the fall of 1998 was still tentative.
. Moreover, in an environment of robust
1999 Discount Rates improvements in productivity, inflation
During 1999, the Board of Governorstrends remained generally subdued
approved two increases ¥ percentage despite very tight labor markets. Against
point in the basic discount rate chargedhis background, a majority of the Fed-
by the Federal Reserve Banks. Theseral Reserve Banks favored an un-
actions, taken in August and Novem-changed basic discount rate df24per-
ber, raised the basic rate fron¥4per- cent, its level since mid-November
cent to 5 percent. The rates for seasondl998. However, two Banks particularly
and extended credit, which are set omoncerned about the mounting risks of
the basis of market-related formulashigher inflation requested an increase of
were changed more frequently, and/ percentage point during March and
they exceeded the basic rate by varyApril, and three other Banks joined them
ing amounts during the year. In July,during the period from May through
the Board announced the establishmeriuly. The Board took no action on these
of a temporary program, the Centuryrequests, but the Board members recog-
Date Change Special Liquidity Facil-nized the need to monitor carefully
ity (SLF), whose purpose was to lenddevelopments bearing on the outlook
to depository institutions to help themfor rising inflation, notably, evidence of
meet any unusual liquidity needs infurther tightening of labor markets in
the period around the century datghe context of continuing rapid growth
change. of the economy.
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Mid-August and Mid-November: a pace that would exceed the growth

Basic Rate Increased of potential output, with attendant risks

n A . ber of Fed Iof rising inflation over time. In light of

F?esg?vueStBilglr((;wg}%en durt?mireore iei;ﬁ]market uncertainties associated with the

a percentagej point increaseq in th gentury_date change, no further changes

basic rate—a total of ten by the thir de?n the discount rate were rquested over
the balance of the year despite ongoing

week of August—amid indications thatc(:joncerns about the outlook for inflation.
recent wage and price increases ha

been a little larger on balance, though
rice inflation was still subdued. On .
g\ugust 24, the Board approved thesétrumure of Discount Rates
pending actions in concert with a similarThe basic discount rate is the rate nor-
action by the FOMC to increase itsmally charged on loans to depository
intended level of the federal funds rateinstitutions for short-term adjustment
These policy actions took account of thecredit, while flexible, market-related
more normal functioning of the financialrates generally apply on seasonal and
markets following the period of someextended credit. These flexible rates are
unsettlement during the fall of 1998calculated every two weeks in accor-
and of the ongoing strength in domestidance with formulas that are approved
demand augmented by rising exports dby the Board. The rate on loans from the
a time when labor markets were alreadyspecial Liquidity Facility during the
very tight. Against this background, thecentury date rollover period was set at
Board and the FOMC concluded that thel50 basis points above the intended
degree of monetary ease that had bedaderal funds rate established by the
implemented during the autumn of 1998FOMC.
to address the domestic effects of global The objective of the seasonal pro-
financial turmoil was no longer consis-gram is to help smaller institutions meet
tent with sustained, noninflationary ecodiquidity needs arising from a clear pat-
nomic expansion. tern of intra-yearly movements in their
In mid-October, two Federal Reservedeposits and loans. Funds may be pro-
Banks requested a further increase ofided for periods longer than those per-
Ya percentage point in the basic rate, andhitted under adjustment credit. Since its
by mid-November two additional Banksintroduction in early 1992, the flexible
had joined them. On November 16 rate charged on seasonal credit has been
again in conjunction with a similar closely aligned with short-term market
increase by the FOMC in the intendedates; it is never less than the basic rate
federal funds rate, the Board approve@pplicable to adjustment credit.
the pending actions, thereby raising the The purpose of extended credit is to
basic discount rate to 5 percent. Botlassist depository institutions that are
actions reflected concerns that despitender sustained liquidity pressure and
tentative evidence of some slowing inare not able to obtain funds from other
certain interest-sensitive sectors of theources. The rate for extended credit is
economy and of accelerating produc50 basis points higher than the rate for
tivity, prevailing conditions in financial seasonal credit and is at least 50 basis
markets seemed likely to foster continpoints above the basic rate. In appropri-
ued expansion in aggregate demand ate circumstances, the basic rate may be
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applied to extended-credit loans for ughe formulas for calculating the rates
to thirty days, but any further borrow- on seasonal, extended, and SLF credit.
ings would be charged the flexible,Votes on the reestablishment of the for-
market-related rate. mulas for these flexible rates are not
The Special Liquidity Facility was shown in this summary. All votes taken

established as a temporary program fdoy the Board of Governors during 1999
lending to depository institutions dur-were unanimous.

ing the period October 1, 1999, through

April 7, 2000. This facility was intended \otes on the Basic Discount Rate

to help ensure that depository institu- . .
tions would have adequate liquidity inAUgust 24, 199%ffective this date, the

the period surrounding the century dat&0ard approved actions taken by the
change. directors of the Federal Reserve Banks

Exceptionally large adjustment-creditof Boston, New York, Philadelphia,
loans that arise from computer breakCleveland, Richmond, Atlanta, Chicago,
downs or other operating problems nobt: Louis, Kansas City, and San Fran-
clearly beyond the reasonable control ofiSCO to mcrease_the basic discount rate
the borrowing institution are assessed? Percentage point, to3 percent.
the highest rate applicable to any credit
extended to depository institutions;
under the current structure, that is the
rate on SLF credit.

At the end of 1999, the structure of The Board subsequently approved
discount rates was as follows: a basigjmjlar actions taken by the directors
rate of 5 percent for short-term adjustyf the Federal Reserve Banks of Minne-

ment credit and rates of 5.70 percenhnolis and Dallas, effective August 25
for seasonal credit, 6.20 percent folng 26, 1999, respectively.

extended credit, and 7 percent for credit
from the Special Liquidity Facility. Dur-  \ovember 16. 1999Effective this

ing 1%9]?- the Irate ‘;Of seasonal credifjaie the Board approved actions taken
ranged from a low of 4.75 percent to &, e girectors of the Federal Reserve

high of 5.75 percent, that for extendedzyys of Boston, Cleveland, Richmond
credit from a low of 5.25 percent t0 @y 4nsas City and San FErancisco to

higg_m; 6.25 plercer}t, and that for SLFjy-rease the basic discount rate per-
credit from a low of 6.75 percent to acentage point, to 5 percent.

high of 7 percent.

Votes for this action: Messrs. Greenspan,
Kelley, Meyer, Ferguson, and Gramlich.
Votes against this action: None.

Votes for this action: Messrs. Greenspan,
Board Votes Ferguson, Kelley, Meyer, and Gramlich.
Votes against this action: None.

Under the Federal Reserve Act, the

boards of directors of the Federal The Board subsequently approved
Reserve Banks must establish rates asimilar actions taken by the directors of
loans to depository institutions at leasthe Federal Reserve Banks of Atlanta
every fourteen days and must submiand Dallas, effective November 17,
such rates to the Board of Governors fod999, and by the directors of the Federal
review and determination. The Reserv&eserve Banks of New York, Philadel-
Banks are also required to submit rephia, Chicago, St. Louis, and Minneapo-
quests on the same schedule to renelis, effective November 18, 1999. «
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Minutes of Federal Open Market
Committee Meetings

The policy actions of the Federal Operexecute transactions for the System
Market Committee, contained in theOpen Market Account. In the area of
minutes of its meetings, are presented idomestic open market operations, the
the ANnuaL ReporT Of the Board of Federal Reserve Bank of New York
Governors pursuant to the requirementsperates under two sets of instructions
of section 10 of the Federal Reservdrom the Federal Open Market Com-
Act. That section provides that themittee: an Authorization for Domestic
Board shall keep a complete record oOpen Market Operations and a Domes-
the actions taken by the Board and byic Policy Directive. (A new Domestic
the Federal Open Market Committee orPolicy Directive is adopted at each regu-
all questions of policy relating to openlarly scheduled meeting.) In the foreign
market operations, that it shall recordcurrency area, the Committee operates
therein the votes taken in connectiorunder an Authorization for Foreign Cur-
with the determination of open marketrency Operations, a Foreign Currency
policies and the reasons underlying eacBirective, and Procedural Instructions
policy action, and that it shall include inwith Respect to Foreign Currency
its annual report to the Congress a fulDperations. These policy instruments
account of such actions. are shown below in the form in which

The minutes of the meetings contairthey were in effect at the beginning of
the votes on the policy decisions madd999. Changes in the instruments during
at those meetings as well as'sualeof the year are reported in the minutes for
the discussions that led to the decisionghe individual meetings.
The summary descriptions of economic
and financial conditions are based on thz . .
information that was available to theAAuthorization for Domestic
Committee at the time of the meeting<2P€N Market Operations
e ™ 2 &Y MY P Efrect January 1, 1099

Members of the Committee voting for1. The Federal Open Market Committee
a particular action may differ amongauthorizes and directs the Federal Reserve
themselves as to the reasons for thefank of New York, to the extent neces-

votes; in such cases, the range of theg@ry to carry out the most recent domestic
' ' policy directive adopted at a meeting of the

views is noted in the minutes. Whenggmittee:
members dissent from a decision, they
are identified in the minutes along with (a) To buy or sell U.S. Government

a summary of the reasons for theiisecurities, including securities of the Federal
dissent. Financing Bank, and securities that are direct

; ; ; obligations of, or fully guaranteed as to
Policy directives of the Federal Open rincipal and interest by, any agency of the

Market Committee are issued to th%nited States in the open market, from or to
Federal Reserve Bank of New York assecurities dealers and foreign and inter-

the Bank selected by the Committee tmational accounts maintained at the Federal
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Reserve Bank of New York, on a cash, reguthe provision of short-term investments for
lar, or deferred delivery basis, for the Systenforeign and international accounts main-
Open Market Account at market prices, andtained at the Federal Reserve Bank of
for such Account, to exchange maturing U.SNew York, the Federal Open Market Com-
Government and Federal agency securitiesiittee authorizes and directs the Federal
with the Treasury or the individual agenciesReserve Bank of New York (a) for System
or to allow them to mature without replace-Open Market Account, to sell U.S. Govern-
ment; provided that the aggregate amount afhent securities to such foreign and inter-
U.S. Government and Federal agency securirational accounts on the bases set forth in
ties held in such Account (including forward paragraph 1(a) under agreements providing
commitments) at the close of business on théor the resale by such accounts of those
day of a meeting of the Committee at whichsecurities within 60 calendar days on terms
action is taken with respect to a domesticomparable to those available on such trans-
policy directive shall not be increased oractions in the market; and (b) for New York
decreased by more than $12.0 billion duringBank account, when appropriate, to under-
the period commencing with the opening oftake with dealers, subject to the conditions
business on the day following such meetingmposed on purchases and sales of securities
and ending with the close of business on thén paragraph 1(b), repurchase agreements in
day of the next such meeting; U.S. Government and agency securities, and
to arrange corresponding sale and repurchase

(b) To buy U.S. Government securities agreements between its own account and

obligations that are direct obligations of, Orfo_rei%n ar;]d IianteLna_lIEional a_ccountsd maLn-
fully guaranteed as to principal and interesf@ined at the Bank. Transactions undertaken

by, any agency of the United States, fro ith such accounts under the provisions of

dealers for the account of the FederafiS Paragraph may provide for a service fee

Reserve Bank of New York under agree-N€n appropriate.

ments for repurchase of such securities or

obligations in 60 calendar days or less, at . ) ) )
rates that, unless otherwise expressly authddomestic Policy Directive
rized by the Committee, shall be determined

by competitive bidding, after applying rea- |, Effect January 1, 1999
sonable limitations on the volume of agree- '

ments with individual dealers; provided that The inf . . d hi .
in the event Government securities or agency ' 1€ !N oLmat;:)n reviewe ﬁtt IS m_eetlr:jg
issues covered by any such agreement a ggezts E attt) gkeconomy as cotntmueth to
not repurchased by the dealer pursuant to t rgsth ir? ngnfa[?n %a(r:g” 'gmrelge?n ewtovr\]/ass'
agreement or a renewal thereof, they shall bgtrong in Novembgr yafter m%rg moderate
sold in the market or transferred to the Sys'gains in September and October, and the
tem Open Market Account. civilian unemployment rate fell to 4.4 per-
cent. Total industrial production declined
2. In order to ensure the effective conducsomewhat in November, but manufacturing
of open market operations, the Federal Ope@utput was stable and up considerably from
Market Committee authorizes and directghe third-quarter pace. Business inventory
the Federal Reserve Banks to lend U.S. Govaccumulation slowed appreciably in October
ernment securities held in the System Ope#fter a sizable rise in the third quarter. The
Market Account to Government securitiesnominal deficit on U.S. trade in goods and
dealers and to banks participating in Gov-Services narrowed slightly in October from
ernment securities clearing arrangement$S third-quarter average. Total retail sales
conducted through a Federal Reserve Bank0S€ sharply in October and November, and

under such instructions as the CommittedlOUSING starts were strong as well. Available
may specify from time to time. indicators point to a considerable pickup in

3. In order to ensure the effective conduct 1. Adopted by the Committee at its meeting on
of open market operations, while assisting irbecember 22, 1998.
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business capital spending after a lull in thao warrant an increase or a decrease in the
third quarter. Trends in various measures ofederal funds rate operating objective during
wages and prices have been mixed in recetibe intermeeting period.
months.
Most short-term interest rates have
changed little on balance since the meetin .. .
on November 17, but longer-term rates hav%‘mhor'zatIon for Foreign
declined somewhat. Share prices in equiticurrency Operations
markets have remained volatile and have
posted sizable gains on balance over tth Effect January 1, 1999
intermeeting period. In foreign exchange !
markets, the trade-weighted value of thel

dollar has declined slightly over the periody yhorizes and directs the Federal Reserve
in relation to other major currencies and ingani of New York, for System Open Market
terms of an index of the currencies of othelpceoynt, to the extent necessary to carry out
countries that are important trading partnergne committee’s foreign currency directive
of the United States. and express authorizations by the Commit-
M2 and M3 have posted very largetee pursuant thereto, and in conformity with
increases in recent months. For the yeag,ch procedural instructions as the Commit-

through November, both aggregates rose gbe may issue from time to time:
rates well above the Committee’s annual

ranges. Total domestic nonfinancial debt has  A. To purchase and sell the following
expanded in recent months at a pace soméoereign currencies in the form of cable trans-
what above the middle of its range. fers through spot or forward transactions on
The Federal Open Market Committeethe open market at home and abroad, includ-
seeks monetary and financial conditionsng transactions with the U.S. Treasury, with
that will foster price stability and promote the U.S. Exchange Stabilization Fund estab-
sustainable growth in output. In further-lished by Section 10 of the Gold Reserve
ance of these objectives, the Committeé\ct of 1934, with foreign monetary authori-
reaffirmed at its meeting on June 30-July Zies, with the Bank for International Settle-
the ranges it had established in Februaryents, and with other international financial
for growth of M2 and M3 of 1 to 5 percent institutions:
and 2 to 6 percent respectively, measured

The Federal Open Market Committee

from the fourth quarter of 1997 to the fourth aystrian schillings Italian lire

quarter of 1998. The range for growth ofBelgian francs Japanese yen
total domestic nonfinancial debt was mainggﬂﬁs?,'i';odnﬂars N'\"e’iﬁgﬁgn%isé’j” dors
tained at 3 to 7 percent for the year. Fpr{furo Norwegian kroner
1999, the Committee agreed on a tentativeounds sterling Swedish kronor
basis to set the same ranges for growth of thgrench francs Swiss francs

monetary aggregates and debt, measurétf™man marks

from the fourth quarter of 1998 to the fourth

quarter of 1999. The behavior of the mone- g 14 nhold balances of and to have

tary aggregates will continue to be evaluateg, istanding forward contracts to receive or

in the light of progress toward price levely, geliver, the foreign currencies listed in

stability, movements in their velocities, and aragraph A above

developments in the economy and financia? '

markets. ) C. To draw foreign currencies and to
To promote the Committee’s long-runpermit foreign banks to draw dollars under

objectives of price stability and sustainablehe reciprocal currency arrangements listed

economic growth, the Committee in the im-in paragraph 2 below, provided that draw-

mediate future seeks conditions in reservéngs by either party to any such arrangement

markets consistent with maintaining theshall be fully liquidated within 12 months

federal funds rate at an average of aroundfter any amount outstanding at that time

4%, percent. In view of the evidence cur-was first drawn, unless the Committee,

rently available, the Committee believes thabecause of exceptional circumstances, spe-

prospective developments are equally likelcifically authorizes a delay.
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D. To maintain an overall open posi- by the Committee, be at prevailing market
tion in all foreign currencies not exceedingrates. For the purpose of providing an invest-
$25.0 billion. For this purpose, the overallment return on System holdings of foreign
open position in all foreign currencies iscurrencies, or for the purpose of adjusting
defined as the sum (disregarding signs) oihterest rates paid or received in connection
net positions in individual currencies. Thewith swap drawings, transactions with for-
net position in a single foreign currency iseign central banks may be undertaken at
defined as holdings of balances in that curnon—market exchange rates.
rency, plus outstanding contracts for future

receipt, minus outstanding contracts fors |t shall be the normal practice to arrange
future delivery of that currency, i.e., as thewith foreign central banks for the coordina-
sum of these elements with due regard tgon of foreign currency transactions. In mak-
sign. ing operating arrangements with foreign
_ central banks on System holdings of foreign
2. The Federal Open Market Commit-currencies, the Federal Reserve Bank of
tee directs the Federal Reserve Bank ofew York shall not commit itself to maintain
New York to maintain reciprocal currency any specific balance, unless authorized by
arrangements (“swap” arrangements) for thehe Federal Open Market Committee. Any
System Open Market Account for periods upagreements or understandings concerning the
to a maximum of 12 months with the follow- administration of the accounts maintained by
ing foreign banks, which are among thosehe Federal Reserve Bank of New York with
designated by the Board of Governors of thehe foreign banks designated by the Board
Federal Reserve System under Section 214 Governors under Section 214.5 of Regu-
of Regulation N, Relations with Foreign |ation N shall be referred for review and
Banks and Bankers, and with the approval opproval to the Committee.
the Committee to renew such arrangements

on maturity: 5. Foreign currency holdings shall be in-
vested to ensure that adequate liquidity is
maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-

Amount
(millions of
dollars equivalent)

Foreign bank

Austrian National Bank ....................... 250

National Bank of Belgium. .................... 1,000
BankofCanada............................. 2,000
National Bank of Denmark.................... 250
Bank of England.......................ooal 3,000
BankofFrance............... ... .t 2,000
German Federal Bank....................... 6,000
Bankofltaly............coooiiiiiiiiin.s 3,000
BankofJapan................ooiiiiiiinnn 5,000
Bank of MeXiCO...........ccovviiiiiiiiiann 3,000
Netherlands Bank ..................cocoiuin 500
Bank of Norway ... 250

Bank of Sweden
Swiss NationalBank. ........................ 4,000
Bank for International Settlements
Dollars against Swiss francs................
Dollars against authorized European
currencies other than Swiss francs.. ... 1,250

600

tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Govern-
ment securities may be purchased from for-
eign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Sub-
committee and the Committee. The Foreign
Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-
mittee, the Vice Chairman of the Board of

Any changes in the terms of existing swapGovernors, and such other member of the
arrangements, and the proposed terms of arBoard as the Chairman may designate (or in
new arrangements that may be authorizedhe absence of members of the Board serving
shall be referred for review and approval toon the Subcommittee, other Board Members
the Committee. designated by the Chairman as alternates,

and in the absence of the Vice Chairman of
3. All transactions in foreign currenciesthe Committee, his alternate). Meetings of
undertaken under paragraph 1(A) abovéhe Subcommittee shall be called at the
shall, unless otherwise expressly authorizetequest of any member, or at the request of
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the Manager, System Open Market Accoun. To achieve this end the System shall:
(“Manager”), for the purposes of reviewing

recent or contemplated operations and of A. Undertake spot and forward pur-
consulting with the Manager on other mat-chases and sales of foreign exchange.

ters relating to his responsibilities. At the
request of any member of the Subcommittee,
questions arising from such reviews and con
sultations shall be referred for determinatio
to the Federal Open Market Committee.

B. Maintain  reciprocal  currency
swap”) arrangements with selected for-
eign central banks and with the Bank for
Mhternational Settlements.

C. Cooperate in other respects with
central banks of other countries and with

A. With the approval of the Commit- international monetary institutions.
tee, to enter into any needed agreement qr .
understanding with the Secretary of the Treas: Transactions may also be undertaken:
sury about the division of responsibility for
foreign currency operations between the Sy
tem and the Treasury;

7. The Chairman is authorized:

_A. To adjust System balances in light
of probable future needs for currencies.

B. To provide means for meeting Sys-
B. To keep the Secretary of the Treayem gng Trgasury commitments in pagl'tiCL)J/|aI’
sury fully advised concerning System for-¢rrencies, and to facilitate operations of the
eign currency operations, and to consult withey change Stabilization Fund.
the Secretary on policy matters relating to
foreign currency operations; C. For such other purposes as may be
expressly authorized by the Committee.
C. From time to time, to transmit
appropriate reports and information to the4. System foreign currency operations shall
National Advisory Council on International be conducted:
Monetary and Financial Policies. .
A. In close and continuous consulta-
8. Staff officers of the Committee are autho-'fl'.On and _cooperatlon with the United States
rized to transmit pertinent information on reasury,
System foreign currency operations to appro- B, In cooperation, as appropriate, with
priate officials of the Treasury Department. foreign monetary authorities; and

9. All Federal Reserve Banks shall partici-  C. In a manner consistent with the obli-
pate in the foreign currency operations forgations of the United States in the Interna-
System Account in accordance with parational Monetary Fund regarding exchange
graph 3 G(1) of the Board of Governors’ arrangements under the IMF Article IV.
Statement of Procedure with Respect to For-

eign Relationships of Federal Reserve Banklg . .

dated January 1, 1944. rocedural Instructions with
Respect to Foreign Currency
Operations

Foreign Currency Directive In Effect January 1, 1999

In conducting operations pursuant to the
In Effect January 1, 1999 authorization and direction of the Federal

Open Market Committee as set forth in the
1. System operations in foreign currencieiuthorization for Foreign Currency Opera-
shall generally be directed at countering distions and the Foreign Currency Directive,
orderly market conditions, provided thatthe Federal Reserve Bank of New York,
market exchange rates for the U.S. dollathrough the Manager, System Open Market
reflect actions and behavior consistent wittAccount (“Manager”), shall be guided by
the IMF Atrticle IV, Section 1. the following procedural understandings
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with respect to consultations and clearance3. The Manager shall also consult with the
with the Committee, the Foreign CurrencySubcommittee or the Chairman about pro-
Subcommittee, and the Chairman of thegosed swap drawings by the System, and
Committee. All operations undertaken pur-about any operations that are not of a routine
suant to such clearances shall be reportectharacter.

promptly to the Committee.

1. The Manager shall clear with the Sub-\jeeting Held on
committee (or with the Chairman, if the ebruarv 2—3. 1999
Chairman believes that consultation with thé: y !
Subcommittee is not feasible in the timeA

available): meeting of the Federal Open Mar-

ket Committee was held in the offices

A. Any operation that would result in a of the Board of Governors of the Fed-
change in the System’s overall open positioreral Reserve System in Washington,
in foreign currencies exceeding $300 millionp ¢ on Tuesday, February 2, 1999, at

on any day or $600 million since the most,. ;
recent regular meeting of the Committee. '%g’&fa?; ??nfgg%ng?%?goo‘: ;/]Vednesday,

B. Any operation that would result in a = .
change on any day in the System’s net posi- resi/lnt.G Chai
tion in a single foreign currency exceeding Mr' MreDenspanr,] V.a'm&ér‘]”.
$150 million, or $300 million when the r. McDonough, Vice Chairman

operation is associated with repayment of ~ Mr-Boehn
swap drawings Mr. Ferguson
' Mr. Gramlich
C. Any operation that might generate a ~ Mr- Kelley
Vol s Mr. McTeer

substantial volume of trading in a particular
currency by the System, even though the  Mr. Meyer

change in the System’s net position in that ~ Mr- Moskow
currency might be less than the limits speci- ~ MS- Rivlin
fied in 1.B. Mr. Stern

D. Any swap drawing proposed by a Messrs. Broaddus, Guynn, Jordan,
foreign bank not exceeding the larger of and Parry, Alternate Members
(i) $200 million or (ii) 15 percent of the size of the Federal Open Market
of the swap arrangement. Committee
2. The Manager shall clear with the Com-  Ms. Minehan, Messrs. Poole, and
mittee (or with the Subcommittee, if the Hoenig, Presidents of the
Subcommittee believes that consultation Federal Reserve Banks of Boston,
with the full Committee is not feasible in the St.Louis, and Kansas City
time available, or with the Chairman, if the respectively

Chairman believes that consultation with )
the Subcommittee is not feasible in the time ~ Mr. Kohn, Secretary and Economist

available): Mr. Bernard, Deputy Secretary
Ms. F_ox, Assist_ant Secretary
A. Any operation that would result in a Mr. Gillum, Assistant Secretary

change in the System’s overall open position ~ Mr. Mattingly, General Counsel
in foreign currencies exceeding $1.5 billion Mr. Baxter, Deputy General Counsel
since the most recent regular meeting of the ~ Mr. Prell, Economist
Committee.
Messrs. Alexander, Cecchetti,

B. Any swap drawing proposed by Hooper, Hunter, Lang,
a foreign bank exceeding the larger of Lindsey, Rolnick, Rosenblum,
(i) $200 million or (ii) 15 percent of the Slifman, and Stockton,

size of the swap arrangement. Associate Economists
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Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director,
Division of Research and
Statistics, Board of Governors

Mr. Winn,2 Assistant to the Board,
Office of Board Members,
Board of Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions
of Monetary Affairs and
Research and Statistics
respectively, Board of
Governors

Mr. Reinhart, Deputy Associate
Director, Division of
Monetary Affairs, Board
of Governors

Mr. Dennis2 Assistant Director,
Division of Reserve Bank
Operations and Payment
Systems, Board of Governors

Messrs. Reifschneidéand Smalk
Section Chiefs, Divisions of
Research and Statistics and
Monetary Affairs respectively,
Board of Governors

Ms. Kole? Messrs. Englishand
Rosines Senior Economists,
Divisions of International
Finance, Monetary Affairs,
and Research and Statistics
respectively

Ms. Garrett, Economist, Division
of Monetary Affairs, Board
of Governors

Mr. Evans? Manager, Division
of Reserve Bank Operations
and Payment Systems, Board
of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of
Monetary Affairs, Board
of Governors

Mr. Conrad, First Vice President,
Federal Reserve Bank of
Chicago

Messrs. Beebe, Eisenbeis,
Goodfriend, Hakkio, and
Rasche, Senior Vice Presidents,
Federal Reserve Banks of
San Francisco, Atlanta,
Richmond, Kansas City,
and St. Louis respectively

Messrs. Altig, Bentley, and
Rosengren, Vice Presidents,
Federal Reserve Banks of
Cleveland, New York, and
Boston respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 1999, and ending Decem-
ber 31, 1999, had been received and
that these individuals had executed
their oaths of office.

The elected members and alternate
members were as follows:

William J. McDonough, President of the
Federal Reserve Bank of New Yofk.
Edward G. Boehne, President of the Federal

2. Attended Wednesday’s session only.

3. Attended portions of meeting relating to the
examination of the System Open Market Account
and changes to the domestic securities lending
program.

4. Attended portions of meeting relating to the
discussion of the Committee’s consideration of its——
monetary and debt ranges for 1999. 6. Mr. Jamie B. Stewart, Jr., incoming First

5. Attended portion of meeting relating to the Vice President of the Federal Reserve Bank
Committee’s review of the economic outlook andof New York, took his oath of office as alter-
consideration of its monetary and debt ranges fonate member for Mr. McDonough on Feb-
1999. ruary 18, 1999.

Reserve Bank of Philadelphia, with

J. Alfred Broaddus, Jr., President of the
Federal Reserve Bank of Richmond, as
alternate.
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Michael H. Moskow, President of the Fed- By unanimous vote, the Federal
eral Reserve Bank of Chicago, withReserve Bank of New York was selected
B e e S0 e¥eCule transactions for the System
alternate. Open Market Account until the adjourn-
Robert D. McTeer, Jr., President of the Fedment of the first meeting of the Commit-
eral Reserve Bank of Dallas, with Jacktee after December 31, 1999.
e Eart o A, st Unafimous voe, Pete F Fiter
Gary H. Stern, President of the Federa as SeIeCtefd to serve at the pleasure of
yReserve Bank of Minneapolis, with nl]e Committee as Manager, System
Robert T. Parry, President of the Fed-Open Market Account, on the under-
eral Reserve Bank of San Francisco, astanding that his selection was subject to
alternate. being satisfactory to the Federal Reserve
Bank of New York.
By unanimous vote, the following
officers of the Federal Open Market Secretary’s note:Advice subsequently
Committee were elected to serve untilV@s received that the selection of Mr. Fisher
the election of their successors at th%s Manager was satisfactory to the board of
. . - irectors of the Federal Reserve Bank of
first meeting of the Committee afterNew York.
December 31, 1999, with the under-
standing that in the event of the discon- The Report of Examination of the
tinuance of their official connection with System Open Market Account, con-
the Board of Governors or with a Fed-ducted by the Board's Division of
eral Reserve Bank, they would cease tReserve Bank Operations and Payment

have any official connection with the Systems as of the close of business on

Federal Open Market Committee: November 5, 1998, was accepted.
On the recommendation of the
Alan Greenspan Chairman Manager of the System Open Market

William J. McDonough  Vice Chairman  Account, the Committee amended para-
graph 2 of the Authorization for Domes-

Donald L. Kohn Secgg%m& tic Open Market Operations relating to

Normand R.V. Bernard  Deputy Secretary the Treasury securities lending program.

Lynn S. Fox Assistant The revised facility introduces the auc-

_ Secretary tion technique for awarding borrowed

Gary P. Gillum Assistant securities to dealer firms on a competi-
Secretary

J. Virgil Mattingly, Jr. General Counsel tiv? basis. The new facil_ity is desig_ned
Thomas C. Baxter, J.  Deputy General t0 implement more effectively the objec-

_ Counsel tive of providing a short-term “last
Michael J. Prell Economist resort” source of Treasury securities to
Karen H. Johnson Economist the dealer market and thereby to facili-

_ ~ tate the smooth clearing of Treasury
Lewis S. Alexander, Stephen G. Cecchetti, securities and to ease liquidity strains
Peter Hooper, lll, William C. Hunter, . .
. : ; in the market as they arise. The amended
Richard W. Lang, David E. Lindsey, L :
Arthur J. Rolnick, Harvey Rosenbium, Authorization for Domestic Open Mar-

Larry Slifman, and David J. Stockton, ket Operations was approved unani-
Associate Economists mously in the form shown below:
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Authorization for Domestic issues covered by any such agreement are

Open Market Operations not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall

be sold in the market or transferred to the
Amended February 2, 1999 System Open Market Account.

1. The Federal Open Market Committee 2. In order to ensure the effective conduct
authorizes and directs the Federal Reservef open market operations, the Federal Open
Bank of New York, to the extent neces-Market Committee authorizes the Federal
sary to carry out the most recent domestiReserve Bank of New York to lend on an
policy directive adopted at a meeting of theovernight basis U.S. Government securities
Committee: held in the System Open Market Account to

(@) To buy or sell U.S. Governmentdealers at rates that shall be determined by
securities, including securities of the Fed-competitive bidding but that in no event shall
eral Financing Bank, and securities that arde less than 1.0 percent per annum of the
direct obligations of, or fully guaranteed asmarket value of the securities lent. The Fed-
to principal and interest by, any agency oferal Reserve Bank of New York shall apply
the United States in the open market, fronteasonable limitations on the total amount of
or to securities dealers and foreign and intera specific issue that may be auctioned and on
national accounts maintained at the Federdhe amount of securities that each dealer may
Reserve Bank of New York, on a cash, reguborrow. The Federal Reserve Bank of New
lar, or deferred delivery basis, for the SystenmYork may reject bids which could facilitate a
Open Market Account at market prices, andgealer’s ability to control a single issue as
for such Account, to exchange maturing U.Sdetermined solely by the Federal Reserve
Government and Federal agency securitie8ank of New York.
with the Treasury or the individual agencies 3. In order to ensure the effective conduct
or to allow them to mature without replace-of open market operations, while assisting in
ment; provided that the aggregate amount ahe provision of short-term investments for
U.S. Government and Federal agency securfereign and international accounts main-
ties held in such Account (including forward tained at the Federal Reserve Bank of New
commitments) at the close of business on th¥ork, the Federal Open Market Committee
day of a meeting of the Committee at whichauthorizes and directs the Federal Reserve
action is taken with respect to a domestiank of New York (a) for System Open
policy directive shall not be increased orMarket Account, to sell U.S. Government
decreased by more than $12.0 billion duringsecurities to such foreign and international
the period commencing with the opening ofaccounts on the bases set forth in paragraph
business on the day following such meetindl(a) under agreements providing for the
and ending with the close of business on theesale by such accounts of those securities
day of the next such meeting; within 60 calendar days on terms compa-

(b) To buy U.S. Government securitiesrable to those available on such transactions
and obligations that are direct obligationsin the market; and (b) for New York Bank
of, or fully guaranteed as to principal andaccount, when appropriate, to undertake with
interest by, any agency of the United Stategjealers, subject to the conditions imposed
from dealers for the account of the Federabn purchases and sales of securities in para-
Reserve Bank of New York under agreegraph 1(b), repurchase agreements in U.S.
ments for repurchase of such securities oGovernment and agency securities, and to
obligations in 60 calendar days or less, aarrange corresponding sale and repurchase
rates that, unless otherwise expressly auth@greements between its own account and
rized by the Committee, shall be determinedoreign and international accounts main-
by competitive bidding, after applying rea-tained at the Bank. Transactions undertaken
sonable limitations on the volume of agreewith such accounts under the provisions of
ments with individual dealers; provided thatthis paragraph may provide for a service fee
in the event Government securities or agencwhen appropriate.
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On the Manager’'s recommendation, A. To purchase and sell the following
the Committee also amended the Forforeign currencies in the form of cable trans-
eign Currency Authorization and thefers through spot or forward transactions

Forei c Directive t flect2" the open market at home and abroad,
oreign Lurrency Lirective 10 relieClineiding transactions with the U.S. Trea-

changes triggered by the launch of th@ury, with the U.S. Exchange Stabilization

euro. Specifically, it dropped from theFund established by Section 10 of the Gold

Authorization those European currenReserve Act of 1934, with foreign monetary

cies that now exist as denominations o uthorities, with the Bank for International
- P . ettlements, and with other international

the euro (Austrian sch|II|ngs,_ Belg_lanﬁmncial institutions:

francs, French francs, Italian lire,

Netherlands guilders, and German

C dian doll Mexi
marks). The amendments also removed Do ranar Norwegian kroner
the central banks of Austria, Belgium, Euro Swedish kronor

Pounds sterling Swiss francs
Denmark, England, France, Germany, Japanese yen

Italy, Japan, Netherlands, Norway,

Sweden, an_d Switzerland, and the Bank g 14 hold balances of, and to have
for International Settlements from theoutstanding forward contracts to receive or
list of institutions with which the Fed- to deliver, the foreign currencies listed in
eral Reserve Bank of New York wasparagraph A above.

authorized to maintain reciprocal cur-  C. To draw foreign currencies and to

rency arrangements (swap facilities)%’h‘i‘rmit foreigrl‘ banks to draw do”arst ulr']dterd
. g L. ."the reciprocal currency arrangements liste
Ir_1 keeping with the Comm'ttees. deci in paragraph 2 below, provided that draw-
sion at the November 1998 meeting anghgs by either party to any such arrangement
after consultations with officials at theshall be fully liquidated within 12 months
foreign institutions, the reciprocal cur-after any amount outstanding at that time
fency arrangements in question were ”Qgﬁﬁaﬂé‘tofdLi“ézbtéﬂ'zsiiréﬂfns?a%'ﬂé“s'“iﬁe
:qug;vﬁ]dDaefézrnfggy matured on variou ifically authorizes a delay. ’
A dinalv. th : ded Authori D. To maintain an overall open posi-
_ Accordingly, the amended Authoriza-ion, in all foreign currencies not exceeding
tion for Foreign Currency Operations$25.0 billion. For this purpose, the overall
and the Foreign Currency Directiveopen position in all foreign currencies is
were unanimously approved in thedefined as the sum (disregarding signs) of
forms shown below: net positions in individual currencies. The
’ net position in a single foreign currency is
defined as holdings of balances in that cur-
rency, plus outstanding contracts for future

Authorization for Foreign receipt, minus outstanding contracts for
; future delivery of that currency, i.e., as the
Currency Operations sum of these elements with due regard to

sign.
Amended February 2, 1999 2. The Federal Open Market Committee
directs the Federal Reserve Bank of New
1. The Federal Open Market CommitteeYork to maintain reciprocal currency
authorizes and directs the Federal Resenarangements (“swap” arrangements) for
Bank of New York, for System Open Marketthe System Open Market Account for
Account, to the extent necessary to carry ouperiods up to a maximum of 12 months with
the Committee’s foreign currency directivethe following foreign banks, which are
and express authorizations by the Committeamong those designated by the Board of
pursuant thereto, and in conformity with Governors of the Federal Reserve System
such procedural instructions as the Commitunder Section 214.5 of Regulation N, Rela-
tee may issue from time to time: tions with Foreign Banks and Bankers, and
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with the approval of the Committee to renewments for repurchase of such securities
such arrangements on maturity: within 30 calendar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported

Amount of promptly to the Foreign Currency Subcom-
Foreign bank ?{Tﬁﬁlﬁ‘gﬁg‘(‘;}m mittee and the Committee. The Foreign Cur-

dollars equivalenty '€éncy Subcommittee consists of the Chair-
man and Vice Chairman of the Committee,
Bank of Canada. ............c.oooeiiiiiiiins 2,000 the Vice Chairman of the Board of Gover-
Bankof Mexico ..............ccoviiiinnn. 3,000 nors, and such other member of the Board
as the Chairman may designate (or in the
absence of members of the Board serving
Any changes in the terms of existing swapon the Subcommittee, other Board members
arrangements, and the proposed terms of ardesignated by the Chairman as alternates,
new arrangements that may be authorizednd in the absence of the Vice Chairman of
shall be referred for review and approval tathe Committee, his alternate). Meetings of
the Committee. the Subcommittee shall be called at the
3. All transactions in foreign currenciesrequest of any member, or at the request of
undertaken under paragraph 1A. above shallhe Manager, System Open Market Account
unless otherwise expressly authorized by th&Manager*), for the purposes of review-
Committee, be at prevailing market ratesing recent or contemplated operations and
For the purpose of providing an investmenof consulting with the Manager on other
return on System holdings of foreign curren-matters relating to his responsibilities. At
cies, or for the purpose of adjusting interesthe request of any member of the Sub-
rates paid or received in connection withcommittee, questions arising from such
swap drawings, transactions with foreignreviews and consultations shall be referred
central banks may be undertaken at nonfor determination to the Federal Open Mar-
market exchange rates. ket Committee.
4. 1t shall be the normal practice to 7. The Chairman is authorized:
arrange with foreign central banks for the A. With the approval of the Commit-
coordination of foreign currency transac-tee, to enter into any needed agreement or
tions. In making operating arrangementsinderstanding with the Secretary of the Trea-
with foreign central banks on System hold-sury about the division of responsibility for
ings of foreign currencies, the Federalforeign currency operations between the Sys-
Reserve Bank of New York shall not com-tem and the Treasury;
mit itself to maintain any specific balance, B. To keep the Secretary of the Trea-
unless authorized by the Federal Open Marsury fully advised concerning System for-
ket Committee. Any agreements or undereign currency operations, and to consult with
standings concerning the administration othe Secretary on policy matters relating to
the accounts maintained by the Federdloreign currency operations;
Reserve Bank of New York with the foreign C. From time to time, to transmit
banks designated by the Board of Governorappropriate reports and information to the
under Section 214.5 of Regulation N shallNational Advisory Council on International
be referred for review and approval to theMonetary and Financial Policies.
Committee. 8. Staff officers of the Committee are
5. Foreign currency holdings shall beauthorized to transmit pertinent infor-
invested to ensure that adequate liquiditynation on System foreign currency opera-
is maintained to meet anticipated needs antions to appropriate officials of the Treasury
so that each currency portfolio shall generDepartment.
ally have an average duration of no more 9. All Federal Reserve Banks shall par-
than 18 months (calculated as Macaulayicipate in the foreign currency operations
duration). When appropriate in connectiorfor System Account in accordance with para-
with arrangements to provide investmengraph 3 G(1) of the Board of Governors’
facilities for foreign currency holdings, U.S. Statement of Procedure with Respect to For-
Government securities may be purchasedign Relationships of Federal Reserve Banks
from foreign central banks under agreedated January 1, 1944.
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Foreign Currency Directive Authorization for Foreign Currency Opera-
tions and the Foreign Currency Directive,
Amended February 2, 1999 the Federal Reserve Bank of New York,

through the Manager, System Open Market
1. System operations in foreign curren-Account (“Manager”), shall be guided by
cies shall generally be directed at counteringhe following procedural understandings
disorderly market conditions, provided thatWwith respect to consultations and clearances
market exchange rates for the U.S. dollawith the Committee, the Foreign Currency
reflect actions and behavior consistent witfSubcommittee, and the Chairman of the
the IMF Atrticle 1V, Section 1. Committee. All operations undertaken pur-
2. To achieve this end the System shall: suant to such clearances shall be reported

A. Undertake spot and forward pur-promptly to the Committee. .
chases and sales of foreign exchange. 1. The Manager shall clear with the Sub-

B. Maintain  reciprocal  currency committee (qr with the Chalrm.an, |f the
(“swap”) arrangements with selected for- Chairman believes that consultation with the
eign central banks. Subcommittee is not feasible in the time

C. Cooperate in other respects withavailable): _ _
central banks of other countries and with ~ A. Any operation that would resultin a
international monetary institutions. change in the System’s overall open position

3. Transactions may also be undertaken:in foreign currencies ex_ceedln_g $300 million

A. To adjust System balances in lighton any day or $600 million since the most
of probable future needs for currencies. ~ recent regular meeting of the Committee.

B. To provide means for meeting Sys- B. Any operation that would result in
tem and Treasury commitments in particula@ change on any day in the System’s net
currencies and to facilitate operations of theposition in a single foreign currency exceed-
Exchange Stabilization Fund. ing $150 million, or $300 million when the

C. For such other purposes as may b@peration is associated with repayment of
expressly authorized by the Committee. swap drawings. )

4. System foreign currency operations  C. Any operation that might generate a
shall be conducted: substantial volume of trading in a particular

A. In close and continuous consulta-currency by the System, even though the
tion and cooperation with the United Stateshange in the System’s net position in that

Treasury; currency might be less than the limits speci-
B. In cooperation, as appropriate, withfied in 1.B. _
foreign monetary authorities; and D. Any swap drawing proposed by a

C. In a manner consistent with the obli-foreign bank not exceeding the larger of
gations of the United States in the Interna{i) $200 million or (ii) 15 percent of the size
tional Monetary Fund regarding exchangeof the swap arrangement. )
arrangements under the IMF Avrticle IV. 2. The Manager shall clear with the

Committee (or with the Subcommittee, if

By unanimous vote, the Procedura{.he Sgﬁcﬂmmiﬁtee believes that consgllta-
. ith Respect to Forei n_|on with the fu_ Commltte_e is not feasn e
Instructions with p 9Nin the time available, or with the Chairman,
Currency Operations shown below wergs the Chairman believes that consultation
reaffirmed. with the Subcommittee is not feasible in the
time available):
A. Any operation that would result in a

Procedural Instructions with _ch?nge in the System’s OVe[j"’.‘” 0%61”5p8ﬂ.“°”
; in foreign currencies exceeding $1.5 billion
(F\;eSpe(.:t to Foreign Currency since the most recent regular meeting of the
perations Committee.
B. Any swap drawing proposed by
Reaffirmed February 2, 1999 a foreign bank exceeding the larger of

(i) $200 million or (i) 15 percent of the size
In conducting operations pursuant to theof the swap arrangement.
authorization and direction of the Federal 3. The Manager shall also consult with
Open Market Committee as set forth in thehe Subcommittee or the Chairman about
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proposed swap drawings by the System ancuary 2, 1999. By unanimous vote, the
about any operations that are not of a routing gmmittee ratified these transactions.
character. The Committee then turned to a dis-
cussion of the economic and financial
On January 27, 1999, the continuingoutlook and the implementation of
rules, regulations, and other instrucmonetary policy over the intermeeting
tions of the Committee had been distribperiod ahead. A summary of the eco-
uted with the advice that, in accordancenomic and financial information avail-
with procedures approved by the Comable at the time of the meeting and of
mittee, they were being called to thethe Committee’s discussion is provided
Committee’s attention before thebelow, followed by the domestic policy
February 2-3 meeting to give mem-directive that was approved by the Com-
bers an opportunity to raise any quesmittee and issued to the Federal Reserve
tions they might have concerningBank of New York.
them. Members were asked to indi- The information reviewed at this
cate if they wished to have any of themeeting suggested that the economy
instruments in question placed on thexpanded rapidly in the closing months
agenda for consideration at this meetef 1998. Widespread strength in domes-
ing, and no requests for consideratiottic final demand and a diminished drag
were received. Accordingly, all of from net exports underpinned further
these instruments remained in effecsolid gains in production, employment,
in their existing form. The Committee and income. Inflation remained subdued
discussed proposed changes to tha@espite very tight labor markets.
Program for Security of FOMC Nonfarm payroll employment re-
Information to update the documentcorded robust increases in November
with regard to certain security classifica-and December. Although manufacturing
tions and access to confidential FOMQGxperienced further sizable job losses
information. The Committee decidedover the two months, strong employ-
to continue its discussion at a latement gains were achieved in construc-
meeting. tion, retail trade, and the services indus-
By unanimous vote, the minutes oftries. The civilian unemployment rate
the meeting of the Federal Open Markefell to 4.3 percent in December, and
Committee held on December 22, 1998pther measures of labor conditions also
were approved. indicated that labor markets remained
The Manager of the System Opemuite tight through year-end.
Market Account reported on recent Industrial production rebounded in
developments in foreign exchange marbecember from a small November
kets. There were no open market operadecline. Industrial output strengthened
tions in foreign currencies for the Sys-for the fourth quarter as a whole, largely
tem’s account in the period since theeflecting a surge in the production of
previous meeting, and thus no vote wasotor vehicles and parts that more than
required of the Committee. offset sizable reductions in mining and
The Manager also reported on develutility output. The manufacture of high-
opments in domestic financial marketdech equipment surged further and the
and on System open market transproduction of construction supplies
actions in government securities andtayed on a brisk upward trend while
federal agency obligations during theactivity in other manufacturing catego-
period December 22, 1998 through Febries remained weak. On balance, output
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in manufacturing expanded at about thable to a pickup in purchases of motor
same pace as capacity, leaving the faaeehicles and aircraft. Elsewhere, invest-
tory operating rate unchanged at a relament in high-tech equipment expanded
tively low level. rapidly further, while spending for other
Consumer spending, supported byypes of durable equipment decelerated
further sizable gains in income and nesomewhat. Nonresidential construction
worth, remained robust through yearactivity apparently rose moderately in
end. Retail sales rose sharply in thehe fourth quarter. Office construction
fourth quarter. Expenditures for durablepicked up further in an environment of
goods, particularly motor vehicles, werefalling vacancy rates and rising rental
very strong. Outlays for nondurablecosts, but other building activity
goods were brisk despite sluggistremained sluggish.
growth in spending for apparel. Unsea- The pace of business inventory
sonably mild weather held down spendinvestment in October and November
ing for energy services in Novemberwas slightly above that of the third
and December, but purchases of otheguarter, but in comparison with strong
types of services recorded moderatsales inventory positions were relatively
increases. Surveys in early 1999 indifean in most industries. In manufactur-
cated buoyant consumer sentimening, stocks increased moderately in the
reflecting optimism about personalOctober—-November period, and the
finances and the employment outlook. aggregate stock—shipments ratio was
Residential housing activity contin-in the middle of its narrow range for the
ued to display substantial strength in thgast year. Inventory investment in the
fourth quarter. Single-family housingwholesale sector slowed considerably,
starts remained at a very high level irbut much of the swing reflected the
December, and sales of new homes ionusually early harvest of farm prod-
that month were only slightly below the ucts. The inventory—sales ratio for this
record established in November. Salesector was still at the top of its range
of existing homes hit a record highfor the last year, and inventory over-
in December. Unseasonably favorabléangs persisted in metals and minerals,
weather extended the construction seanachinery, and chemicals. Retailers
son in some areas of the country, bustepped up their inventory accumula-
low mortgage rates, rapid employmention in the October—November period.
growth, rising net worth, and specialHowever, sales were robust and the
financing programs designed to broademventory—sales ratio for this sector con-
opportunities for homeownership weretinued to trend downward.
important factors in the strength of home The average deficit on U.S. trade
sales. Multifamily housing starts edgedn goods and services for October
lower in the fourth quarter as a Decem-and November was a little smaller than
ber increase partially reversed a Novemthe rate for the third quarter. The value
ber decline; rents have continued to risef exports for the two-month period
in real terms over the last several yeargpse considerably, with the largest
but vacancy rates have changed little. gains occurring in automotive products
Business fixed investment picked upshipped to Canada, aircraft, machinery,
markedly in the fourth quarter after theagricultural products, and services. The
small decline of the previous quartervalue of imports also moved up, but
Much of the surge in spending on pro-by less than the value of exports. While
ducers’ durable equipment was attributthe increases in imports were wide-
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spread across trade categories, particabout 44 percent and that did not con-
larly large advances were recorded fotain any bias with regard to the direction
automotive products from Canada anaf possible adjustments to policy during
Mexico and for computers. The avail-the intermeeting period. In the Commit-
able data suggested a weaker economiee’s view, the stance of policy appeared
performance in most of the majorto be consistent with its objectives of
foreign industrial countries in the fostering sustained low inflation and
fourth quarter; economic activity likely high employment, and the risks to this
fell further in Japan, and economicoutlook were reasonably well balanced
growth apparently slowed in most coun-over the near term.
tries of the euro bloc. Activity in most  Open market operations during the
Asian developing countries remainedntermeeting period were directed
depressed, though some seemed to beward maintaining the federal funds
approaching a trough and Korearate at the Committee’s desired level. In
appeared to be in the early stages of the event, however, the rate averaged a
recovery. Moreover, economic condi-little below its intended level, largely
tions worsened in most Latin Americanreflecting the efforts of the Trading Desk
economies. to keep reserve pressures around year-
Inflation remained low in 1998. Con-end to a minimum. Other short-term
sumer prices changed little in Decemmarket rates declined somewhat on bal-
ber, reflecting a sizable drop in energyance, partly owing to the disappearance
prices that offset the large increase irof year-end pressures. Most long-term
tobacco prices put in place after a settleinterest rates changed little over the
ment was reached between states ardtermeeting period, but Treasury bond
the tobacco makers. For 1998 as gields moved up slightly on balance,
whole, CPI inflation was slightly lower apparently in response to incoming data
than in 1997; a substantial decline insuggesting stronger-than-expected eco-
energy prices more than offset a sizableomic growth.
pickup in food inflation and a small In foreign exchange markets, the
increase in core inflation. At the pro-trade-weighted value of the dollar
ducer level, prices of finished goodsappreciated slightly on balance over
edged down in 1998 following an the period. A small decline in the dollar
appreciable decline in 1997. Whilerelative to other major currencies was
finished energy prices fell by more inmore than offset by the dollar's appre-
1998, finished food prices were downciation in terms of the currencies of a
only slightly and prices of core finishedbroader group of countries that also are
goods turned up after having beerimportant trading partners of the United
unchanged in 1997. Growth of hourlyStates. The dollar appreciated against
compensation of private industry work-the euro following the release of data
ers slowed considerably in the fourthconfirming a slowdown of economic
quarter of 1998, and the increase irgrowth in much of the euro area and the
hourly compensation for the year wasabsence of inflationary pressures, and it
little changed from that of 1997. rose against the British pound after the
At its meeting on December 22, 1998 Bank of England unexpectedly cut its
the Committee adopted a directive thatepo rate. Moreover, the economic crisis
called for maintaining conditions inin Brazil apparently contributed to an
reserve markets that were consisterihcrease in the dollar relative to some
with an unchanged federal funds rate oémerging market currencies. Against the
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yen, however, the dollar fell in early jected to rise somewhat over the projec-
January to its lowest level in more thantion horizon, largely as a result of an
two years, evidently in response to shargxpected upturn in energy prices.
increases in yields on Japanese bonds, In the Committee’s discussion of cur-
but the decline was partially reversedent and prospective economic condi-
subsequently. tions, members referred to continuing
M2 and M3 continued to expand rap-indications of an exceptional economic
idly in December, with their liquid com- performance that was characterized by
ponents, especially money market fundghe persistence of quite low inflation
registering particularly large increasesdespite very high and rapidly rising lev-
The effects of recent monetary policyels of overall output and employment.
easings in reducing the opportunity cost¥he members currently saw few signs
of these components, strong growth irthat the economic expansion had moder-
GDP, and perhaps continued heighteneated to a more sustainable rate, but most
demands for liquid and safe assetsontinued to anticipate substantial slow-
seemed to have contributed to this pering over the year ahead to a pace close
formance. Available data for Januaryto or somewhat above that of the econo-
pointed to appreciable moderation in theny’s long-run potential. While many
growth of both aggregates. From theagreed that such an outlook was sub-
fourth quarter of 1997 to the fourthject to greater upside risk than they
quarter of 1998, M2 and M3 rose athad anticipated a few months ago—
rates well above their annual rangesgiven the abatement of market turmoil
while total domestic nonfinancial debtand positive business and consumer
expanded at a pace somewhat above tlsentiment—such factors as the waning
middle of its range. effects of the earlier increases in stock
The staff forecast prepared for thismarket wealth on consumer spending
meeting pointed to a substantial moderaand some slowing in the extraordinary
tion in the expansion to a rate com-growth in business expenditures for
mensurate with the growth of the econ-equipment were likely to exert a moder-
omy’s potential. Growth of private final ating effect on the expansion. Moreover,
demand would be damped by the anticipotentially greater weakness in foreign
pated waning of positive wealth effectseconomies and possible disruption to
stemming from earlier large increases irforeign financial markets remained a
equity prices and by slow growth ofdownside risk to the outlook. Against
spending on consumer durables, houghis background, the members generally
ing units, and business capital goodsinticipated some pickup in inflation,
after the earlier buildup in the stocks ofthough to a still relatively low rate,
these items. Subdued expansion of forprimarily as last year's declines in
eign economic activity and the laggedoil and other import prices were not
effects of the earlier rise in the foreignrepeated. A number referred, however,
exchange value of the dollar wereto the experience of recent years, which
expected to place continuing, thouglsuggested that the inflation process
diminishing, restraint on the demand forwas not well understood and that infla-
U.S. exports for some period ahead antlon forecasts were subject to a wide
to lead to further substitution of importsrange of uncertainty.
for domestic products. Pressures on In keeping with the practice at meet-
labor resources were likely to remainings just before the Federal Reserve's
near current levels and inflation was prosemiannual monetary policy report
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to Congress and the Chairman’s assde the problems facing Brazil and the
ciated testimony, the members of theisk that further financial and economic
Committee and the Federal Reservinstability in that nation would spread
Bank presidents not currently serving aso other Latin American countries, with
members had provided individual pro-repercussions on the U.S. economy.
jections of the growth in real and nomi-Markets in the major trading nations
nal GDP, the rate of unemployment, andiround the world were likely to remain
the rate of inflation for the year 1999.on the soft side, with Japan struggling
Their forecasts of the rate of expansiorio recover from its ongoing recession
in real GDP in 1999 had a central ten-and economic growth in Europe show-
dency of 22 to 3 percent and a full ing signs of becoming more sluggish.
range of 2 to 3> percent. Such growth  Robust domestic demand clearly had
was expected to be associated with affset weakness in net exports by a large
civilian unemployment rate in a rangemargin in 1998, and while the growth in
centering on % to 4%2 percent in the such demand was projected to slow this
fourth quarter of this year, implying year it was expected to remain sufficient
little or no change from the currentto support appreciable further expansion
level. With regard to nominal GDP in overall economic activity. Consumer
growth in 1999, the forecasts werespending had exhibited considerable
mainly in a range of 4 to ¥ percent, vigor during the recent holiday season
with an overall range of B to 5 per- and anecdotal reports from several
cent. Projections of the rate of inflation,regions suggested that the momentum in
as measured by the consumer priceuch spending had carried into the open-
index, had a central tendency of 2 tang weeks of this year. Further, though
2%> percent, somewhat above the outprospectively moderating, growth in
come for 1998 when the rise in thejobs and incomes, supportive credit con-
index was held down by a markedditions, and upbeat consumer sentiment
decline in energy prices and reduceduggested that consumer expenditures
prices of non-oil imports. were likely to be well maintained over
In their review of developments coming quarters. Even so, members
across the nation, members reported anticipated at least some moderation in
mix of high overall levels of economic the growth of consumption after an
activity in every region but softness inextended period of sizable accumulation
a number of specific business activitiespf consumer durable goods. Among
notably those affected by foreign com-other factors, the positive effects on con-
petition. In particular, many manufac-sumer spending of the large accumula-
turing firms along with businessestion of stock market wealth in recent
engaged in agriculture, mining, andyears were likely to abate over time in
energy were being adversely affected byhe absence of a further and unantici-
weak demand in foreign markets, strongpated surge in stock market prices.
import competition, and depressed oil Growth in business capital spending
and other commodity prices in worldalso was expected to moderate as the
markets. Foreign developments wergear progressed to a pace well below
seen as a continuing element of weakthat experienced in recent years. Mem-
ness for the U.S. economy and also as laers commented in this regard that slow-
major source of uncertainty in the out-ing growth in overall spending normally
look for the year ahead. In this regardostered reduced capital investment, and
many members referred in particularindeed developments in the second half
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of 1998 suggested that such investmemhent, and the absence of any buildup of
might already be on a less strongnflation could not be explained in terms
uptrend. Moreover, the prospects obf normal historical relationships. While
reduced growth in profits and a lesgsemporary factors, such as declining oil
ebullient stock market could also beprices, had played a role in depressing
expected to damp business fixed invesinflation, the persistence of very low
ment. Nonetheless, growth in suchinflation under these conditions most
investment likely would continue to likely also resulted from more lasting
exceed that of overall spending, reflectehanges in economic relationships.
ing ongoing efforts to improve effi- These were perhaps best evidenced by
ciency and hold down labor costs inthe widespread inability of business
highly competitive markets and morefirms to raise prices because of strong
generally to take advantage of thecompetitive pressures in domestic and
declining costs of business equipmenglobal markets and the related efforts to
and the rapid pace of technologicahold down costs, including labor costs.
innovation. Members also cited reportgContributing importantly to the success
from contacts in various sectors of theof those cost-saving efforts were the
economy and areas of the country thatontinued rapid growth of increasingly
business plans continued to call forefficient business capital. The accumula-
substantial outlays for business equiption of such capital evidently had greatly
ment. Nonresidential building activity enhanced productivity in a broad range
remained robust in several regions, bubf economic activities. In this regard,
given already ample capacity in manyavailable indicators suggested that pro-
sectors, the prospects for such construchuctivity gains had essentially matched
tion were relatively weak. increases in labor costs for nonfinancial
Housing activity had continued to dis-corporations over the past year. Mem-
play impressive strength in many partders also cited widespread expectations
of the country, evidently reflecting rapid of low inflation as an important under-
growth in employment and incomes, risdying factor in moderating wage and
ing household net worth, and low mort-price increases.
gage interest rates. With the affordabil- Looking ahead, an abatement or
ity of new homes expected to remairreversal of some of the temporary fac-
unusually attractive, the members anticitors reducing prices was likely to raise
pated that housing activity would be susmeasured inflation. The course of under-
tained at a high level. Some moderationying inflation pressures was more diffi-
in housing starts from recent peak levelgult to gauge, however. If growth slowed
appeared likely, however, in the contexto trend, as many expected, uncertainty
of the slowing in job and income gainsabout evolving relationships among eco-
associated with the members’ overalhomic activity, productivity growth, and
forecasts. wages made it unclear whether the
With regard to the outlook for infla- enhanced competitiveness in many mar-
tion, the members saw no evidence okets and greater cost reducing efforts of
accelerating price inflation despite highbusinesses would be sufficient to con-
levels of business activity and verytinue to hold price increases in check at
tight labor markets across most of thehe current degree of tautness in labor
nation. Indeed, the conjuncture over amarkets. Members generally agreed that
extended period of strong economidf labor markets continued to tighten,
growth, very low rates of unemploy- cost and price pressures would begin to
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pick up. Some members also expressed have included some rechanneling
concern that rapid money growth,of financial flows into money-type
should it persist, would suggest thabalances after an extended period of
monetary policy was too accommodasurging stock market prices and the
tive to contain inflation pressures. Ondrop in the opportunity cost of holding
balance, while a somewhat less favormoney as market interest rates fell over
able inflation performance was viewedhe latter part of the year. The expan-
as likely over the year ahead, the memsion of M3 was further stimulated by
bers did not anticipate any substantiathe ongoing strength in institution-only
deterioration in the inflation climate money market funds whose popularity
if growth in economic activity approxi- as a cash management tool continued to
mated the central tendency of theigrow.

forecasts. The calming of financial markets and

In keeping with the requirements offorecasts of moderating nominal GDP
the Full Employment and Balancedgrowth pointed to reduced growth in the
Growth Act of 1978 (the Humphrey—broad monetary aggregates this year.
Hawkins Act), the Committee reviewedHowever, it was clear that substantial
the ranges for growth of the mone-uncertainty still surrounded any projec-
tary and debt aggregates in 1999 that iion of monetary expansion and the link-
had established on a tentative basis inge between particular rates of money
early July 1998. Those ranges includedrowth over a year and the basic objec-
expansion of 1 to 5 percent for M2 andtives of monetary policy. In these cir-
2 to 6 percent for M3, measured fromcumstances, the members did not see
the fourth quarter of 1998 to the fourthany firm basis for deviating from the
quarter of 1999. The associated rangpractice in recent years of setting ranges
for growth of total domestic nonfinan- that, assuming velocity behavior consis-
cial sector debt was provisionally set atent with average historical patterns,
3 to 7 percent for 1999. The tentativewould serve as benchmarks for mone-
ranges for 1999 were unchanged frontary expansion consistent with longer-
the ranges that had been adopted for thein price stability and a sustainable rate
past several years. of real economic growth.

All the members endorsed a proposal Domestic nonfinancial debt, which
to adopt the growth ranges for M2 anchad grown at a rate in the upper part of
M3 in 1999 that had been established oits 3 to 7 percent range in 1998, was
a provisional basis in July of last yearthought likely to remain within that
According to a staff analysis, growth ofrange this year, indeed near the mid-
these aggregates would moderate comoint of the range according to a staff
siderably this year but was likely toanalysis. Outstanding federal debt was
remain above the tentative ranges, espexpected to contract by a larger amount
cially in the case of M3. The rapid this year and, given current economic
growth of M2 and M3 in 1998 was forecasts, the debt of the major nonfi-
associated with outsized declines in theinancial sectors of the economy seemed
velocities that appeared to have resultelikely to grow a bit more slowly. Thus,
in part from the turbulent behavior ofthe members saw no reason to depart
financial markets and related efforts byfrom the tentative range for nonfinancial
the public to move funds to relatively debt, which was expected to readily
safe and liquid assets and to turn t@ncompass the likely rate of growth in
banks for credit. Other factors appeathis aggregate.
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At the conclusion of this review, the persistence of subdued inflation
the Committee voted to approve with-and the absence of current evidence of
out change the ranges for 1999 that iaccelerating inflation were seen as argu-
had established on a tentative basigg against a policy tightening move at
on July 1, 1998. Accordingly, the fol- this point. Moreover, it was clear that
lowing statement of longer-run policy the outlook for economic activity was
and growth ranges for 1999 wassubject to considerable uncertainty and
approved for inclusion in the domesticthat some shortfall from current fore-
policy directive: casts, perhaps in conjunction with unex-

pectedly adverse trade and financial

The Federal Open Market Committeeinfluences stemming from develop-
seeks monetary and financial conditions thatnents abroad, might materialize and

will foster price stability and promote sus- damp inﬂationary demand pressures.
tainable growth in output. In furtherance of

these objectives, the Committee at this meeEve_n_ in the abs_,encg of greater-the_\n-
ing established ranges for growth of M2anticipated slowing in the economic

and M3 of 1 to 5 percent and 2 to 6 percen€Xxpansion, the experience of recent
respectively, measured from the fourth quaryears had amply demonstrated that the

ter of 1998 to the fourth quarter of 1999. ThEre|ati0nship between demand pressures

range for growth of total domestic nonfinan-5, resources and inflation was not fol-
cial debt was set at 3 to 7 percent for,_ . historical patt dd |
the year. The behavior of the monetar)JOW'ng IStorical patterns, and develop-

aggregates will continue to be evaluatedn€nts exerting a more lasting moderat-
in the light of progress toward price leveling effect on inflation, such as more
stability, movements in their velocities, an_dproductive capital investment and effec-
developments in the economy and financigfje access to spare capacity overseas,
markets. could help to contain inflation for some
. . time. Against this background, the mem-
gg;?f’ {\%Dtg;]souzcé:orgo‘gﬂr]%s,es:rs#e%rﬁggr;perS. agreed on the negd to continge to
Gramlich, Kelley, McTeer, Meyer, Monitor the economy with care for signs
Moskow, Ms. Rivlin, and Mr. Stern. Votes either of a potential upturn in inflation
against this action: None. or greater softness in the expansion than
they were currently forecasting and to
In the Committee’s discussion of pol-be prepared to respond promptly in
icy for the intermeeting period ahead, alleither direction.
the members favored an unchanged pol- In light of the uncertainties and diver-
icy stance. Many were concerned thasity of risks surrounding the economic
the odds were tilted toward rising infla-outlook, most members were in favor of
tion over time, especially if the expan-retaining the existing symmetry of the
sion did not slow to a more sustain-directive. In one view, however, the
able rate. Members commented that thasks of rising inflation were strong
market unsettlement that had in largeenough to warrant consideration of an
measure prompted the Committee’sasymmetrical directive that was tilted
easing actions during the fall had nowtoward restraint. Nonetheless, since
lessened appreciably. In the view ofinflation was difficult to predict and any
some, those actions might need to beeeded adjustment to policy in the
reversed, at least in part, to restore whaieriod ahead could readily be imple-
they regarded as a policy stance thanhented even with a symmetrical direc-
seemed most likely to prove consistentive, all the members indicated that they
with desirable economic trends. Still,could accept such a directive.
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At the conclusion of this discus- will foster price stability and promote sus-
sion, the Committee voted to authorizdainable growth in output. In furtherance of

and direct the Federal Reserve Banfpese objectives, the Committee at this meet-

- . Ing established ranges for growth of M2
of New York, until it was instructed and M3 of 1 to 5 percent and 2 to 6 percent

otherwise, to execute transactions ifespectively, measured from the fourth quar-
the System Account in accordanceer of 1998 to the fourth quarter of 1999. The
with the following domestic policy range for growth of total domestic nonfinan-
directive: cial debt was set at 3 to 7 percent for the
year. The behavior of the monetary aggre-
The information reviewed at this meetinggates will continue to be evaluated in the
suggests that the economy expanded rapidlight of progress toward price level sta-
in the closing months of 1998. Nonfarmbility, movements in their velocities, and
payroll employment posted strong gainglevelopments in the economy and financial
in November and December, and the civil-markets.
ian unemployment rate fell to 4.3 percent To promote the Committee’s long-run
in December. Total industrial productionobjectives of price stability and sustainable
strengthened in the fourth quarter, owing ireconomic growth, the Committee in the
large measure to a surge in the productioimmediate future seeks conditions in reserve
of motor vehicles and parts. Total retail salegnarkets consistent with maintaining the
rose sharply in the fourth quarter, and homdederal funds rate at an average of around
sales and housing starts increased apprecid¥s percent. In view of the evidence cur-
bly. Available indicators suggest that busi-rently available, the Committee believes that
ness capital spending picked up markedly iprospective developments are equally likely
the fourth quarter after a lull in the third. In to warrant an increase or a decrease in the
November, the nominal deficit on U.S. tradefederal funds rate operating objective during
in goods and services was somewhat largéhe intermeeting period.
than in October, but the combined October—
November deficit was slightly smaller than Votes for this action: Messrs. Greenspan,
its third-quarter average. Inflation has McDonough, Boehne, Ferguson, Gram-
remained subdued despite very tight labor lich, Kelley, McTeer, Meyer, Moskow,
markets. Ms. Rivlin, and Mr. Stern. Votes against
Most short-term interest rates have this action: None.
declined somewhat on balance since the
meeting on December 22, while longer-term

rates have changed little. Share prices 5 nget Legislation Relating to

equity markets have posted further siz .
able gains on balance over the intermeetin]j'umphrey—""'J‘kaS Reports

period. In foreign exchange markets, th . .

trade-weighted value of the dollar has depree-rhe Committee discussed the Federal
ciated slightly over the period in relation Reports Elimination and Sunset Act of

to other major currencies but it has appreci1995 which provides for the termination

ated somewhat in terms of the currencies off the legal requirements for semi-

a broader group that also includes othegnnual Humphrey—Hawkins reports to

important trading partners of the United ; ;
States. M2 and M3 continued to record(-:omgr(:"SS after 1999. At this meeting,

very large increases in late 1998, but availthe members agreed that the semi-
able data pointed to some moderatioRNnual reports and associated Congres-
in January. From the fourth quarter of 1997sional hearings had been quite useful
to the fourth quarter of 1998, both aggre-and should be continued. They had
?atgs rose al‘t rates weTII f‘tl’oge thet_comm]j_tgiven the Committee an effective means
ee’s annual ranges. Total domestic nonfiz o - :
nancial debt expanded at a pace somewh 2 e>.(pla|n Its pO“C.'eS anq communicate
above the middle of its range in 1998. Its views on a variety of issues and had

The Federal Open Market Committee€nhanced its accountability to the public
seeks monetary and financial conditions thaand the Congress.
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Sale of Euro Reserves

In a notation vote completed on
March 22, 1999, the Committee unani-
mously approved an off-market sale
of approximately $4.8 billion equivalent
of the System’s euro reserves to the
Exchange Stabilization Fund (ESF). In
return, the System received $3.4 billion
in dollars and $1.4 billion equivalent of
Japanese yen from the ESF. The transac-
tion reduced the System’s overall hold-
ings of foreign currencies to the level of
those held by the ESF and left the result-
ing balances of euro and yen equal in

both the System and ESF accounts.

It was agreed that the next meeting of
the Committee would be held on Tues-

day, March 30, 1999.

The meeting adjourned at 11:40 a.m.

on February 3, 1999.

Donald L. Kohn

Secretary

Meeting Held on
March 30, 1999

A meeting of the Federal Open Market
Committee was held in the offices of the
Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, March 30, 1999, at

9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer
Mr. Meyer
Mr. Moskow
Ms. Rivlin
Mr. Stern

Messrs. Broaddus, Guynn, Jordan,
and Parry, Alternate Members
of the Federal Open Market
Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Ms. Johnson, Economist

Messrs. Cecchetti, Hooper, Hunter,
Lang, Lindsey, Slifman, Stockton,
and Rosenblum, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division
of Research and Statistics, Board
of Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Mr. Reinhart, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Ms. Pianalto, First Vice President,
Federal Reserve Bank of
Cleveland
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Ms. Browne, Messrs. Eisenbeis, The information reviewed at this
Goodfriend, Hakkio, Kos, ~ meeting suggested that the economic
Rasche, and Sniderman, Senior oy ansion remained robust early in the

\ég:ﬁergfsgjssrlgsﬁ 'ft(lj:rwrg Reserve year. Consumer spending was particu-

Richmond, Kansas City, larly strong, and housing starts climbed
New York, St. Louis, and higher. While growth of business capital
Cleveland respectively spending moderated somewhat after a
fourth-quarter surge, it was still quite
Messrs. Judd and Weber, Vice rapid. Heavy competition from imports
Presidents, Federal Reserve damped the rise of industrial produc-
Banks of San Francisco and tion; however, employment expansion
Minneapolis respectively remained brisk and labor markets tight.

Price inflation was still low.

By unanimous vote, the minutes of Nonfarm payroll employment posted
the meeting of the Federal Open Markesizable further gains in January and
Committee held on February 2—3, 1999February. Hiring in construction and re-
were approved. tail trade was notably strong, and em-

The Manager of the System Operployment in the service industries con-
Market Account reported on recenttinued to trend higher. By contrast,
developments in foreign exchange marmanufacturing suffered further job
kets. There were no open market operdesses. The civilian unemployment rate,
tions in foreign currencies for the Sys-at 4.4 percent in February, stayed in the
tem’s account in the period since thenarrow 4/ to 4%2 percent range that had
previous meeting, and thus no vote wagrevailed since spring 1998.
required of the Committee. Total industrial production was

The Manager also reported onunchanged in January and rose slightly
developments in domestic financialin February. Gas and oil extraction
markets and on System open markedlumped in January, and mild weather
transactions in government securitiesestrained utility output in February.
and federal agency obligations duringManufacturing production increased
the period February 3, 1999, throughmodestly in both months, reflecting
March 29, 1999. By unanimousstrong increases in the output of high-
vote, the Committee ratified thesetech industries that more than offset
transactions. declines in the production of aircraft

The Committee then turned to a dis-and of motor vehicles and parts. The
cussion of the economic and financiafactory operating rate fell further in the
outlook and the implementation ofJanuary—February period, as the growth
monetary policy over the intermeetingin manufacturing capacity continued to
period ahead. A summary of the ecooutpace the rise in production.
nomic and financial information avail- Consumer spending surged in the
able at the time of the meeting and ofearly months of 1999, supported by rap-
the Committee’s discussion is provideddly rising disposable personal income,
below. The domestic policy directive soaring household net worth, and buoy-
that was approved by the Committeeant consumer sentiment. Attractive pric-
and issued to the Federal Reserve Barikg and the favorable trends in income
of New York follows the summary. and wealth contributed to strong under-
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lying demand for motor vehicles, andover the past twelve months. Retail
substantial gains were recorded in mostventories increased considerably in
other categories of retail sales as wellJanuary, but with sales growing rapidly,
Expenditures on services in Januaryhe aggregate inventory—sales ratio
(latest available data) also exhibitedemained at the bottom of its range over
strength, most notably in spending forthe past year.

energy services, which picked up after The U.S. trade deficit in goods and
an unseasonably warm December. services widened substantially in Janu-

Housing demand remained elevatedary from its fourth-quarter average.
Single-family home sales were still atThe value of exports fell for a third
a very strong level in January (lateststraight month and reached its lowest
data), despite a drop from their recentevel since last August; half of the drop
record high. Housing starts increasedavas in agricultural products. The value
appreciably in the January—Februanpf imports retraced in January most of
period as builders took advantage ofts December decline, with sizable
good weather to try to catch up withincreases recorded for imported con-
backlogged demand. sumer goods, computers, and motor

Business fixed investment appearestehicles from Canada. The economies
to have decelerated noticeably from thef many of the major foreign industrial
very fast pace of the fourth quarter. Dataountries faltered in the fourth quarter.
on shipments of nondefense capitalapan recorded a fifth straight quarterly
goods in January and February sugdecline in economic activity, and growth
gested that business outlays for compuin real output weakened in the euro area
ers and motor vehicles were growingand remained sluggish in the United
less rapidly, and purchases of most otheéfingdom. By contrast, economic activ-
types of durable equipment seemed tidy rebounded in Canada. Elsewhere,
be slowing somewhat. Nonresidentialwhile economic activity continued to
construction activity was down on bal-decline in Latin America and Russia,
ance in January, though the constructiothere were indications that some Asian
of office buildings trended still higher economies might be bottoming out and
and the building of lodging facilities that recovery might be under way in
picked up. Korea.

Total business inventories changed Inflation remained subdued in early
little in January and stocks generallyl999. Both the total and core measures
were at comfortable levels, though conof consumer prices increased only
ditions varied across industries. Manuslightly in January and February, and
facturing stocks fell in January, largelycore inflation for the twelve months
reflecting further reductions in inven-ended in February was somewhat lower
tories of aircraft and parts, and thethan for the year-earlier period. At the
aggregate stock—sales ratio for the se@roducer level, prices of finished goods
tor was at the bottom of its range ovemther than food and energy changed
the past twelve months. In the wholesaldittle over January and February. For the
sector, a reduction in inventories intwelve months ended in February, core
January was concentrated in motor vehiproducer price inflation was somewhat
cles. The decline in stocks was closehhigher than for the year-earlier period,
paralleled by a drop in sales, and théut the pickup partly reflected the large
aggregate inventory—sales ratio for théncrease in tobacco prices that resulted
sector stayed around the top of its rangéom the settlement of the lawsuit
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brought by state attorneys generalMuch of the dollar's upward movement
Average hourly earnings of private pro-came against a subset of major curren-
duction or nonsupervisory workerscies. A large rise in terms of the yen
increased moderately on balance ovesccurred in response to an easing of
the January—February period. The risenonetary policy by the Bank of Japan
in average hourly earnings for thethat reduced the overnight call rate to
year ended in February was noticeablyan extremely low level and fostered a
smaller than that for the year-earlierconsiderable decline in Japanese bond
period. yields. The dollar also rose substantially
At its meeting on February 2—3, 1999,against the euro, which was weighed
the Committee adopted a directive thatlown by signs of continued weakness in
called for maintaining conditions in Germany and, late in the period, by the
reserve markets consistent with armoutbreak of hostilities in the Balkans.
unchanged federal funds rate of aboudmong the emerging countries, the
4%, percent and that did not containBrazilian real depreciated on balance
any bias relating to the direction of pos-against the dollar, although it firmed late
sible adjustments to policy during thein the period as overall financial condi-
intermeeting period. The Committeetions in that country stabilized some-
judged this policy stance to be consiswhat, and the Mexican peso appreciated
tent with its objectives of fostering high against the dollar in association with a
employment and sustained low inflatiorrebound in oil prices.
and, over the near term at least, viewed Expansion of M2 and M3 moderated
the risks to this outlook as reasonablyconsiderably on balance in the early
well balanced. months of 1999 from the rapid increases
Open market operations throughoubf the fourth quarter. The deceleration of
the intermeeting period were directedhese aggregates apparently reflected the
toward maintaining the federal fundswaning effects of the policy easings of
rate at around ¥ percent. Market inter- last autumn in narrowing the opportu-
est rates changed little immediately aftenity cost of holding M2 assets, a slow-
the February meeting because marketown in mortgage refinancing activity,
participants had expected the Commitand a bounceback in household pur-
tee’s decision. Subsequently, howeveghases of stock mutual funds as condi-
Treasury yields moved up significantlytions in financial markets brightened.
in response to incoming data suggestBoth aggregates were estimated to have
ing further robust growth in aggregateincreased over the first quarter at rates
spending, and then retraced much ofomewhat above the Committee’s
the rise after the receipt of favorableannual ranges. Total domestic nonfinan-
news on inflation. Short-term interestcial debt continued to expand at a pace
rates changed little on balance over theomewhat above the middle of its range.
intermeeting interval, and longer-term The staff forecast prepared for this
rates rose somewhat. Key indexes ofmeeting suggested that the expansion
stock market prices recorded mixedvould gradually moderate to a rate
changes. commensurate with the growth of the
The trade-weighted value of the dollareconomy’s estimated potential. Growth
in foreign exchange markets increasedf private final demand would be
somewhat over the intermeeting periodlamped by the anticipated waning of
in relation to the currencies of a broadpositive wealth effects stemming from
group of important U.S. trading partnersearlier large increases in equity prices
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and by slower growth of spending ondeveloping nations were to exhibit more
consumer durables, housing units, andigns of stabilization or improvement.
business equipment after the earlieGiven the persistence of robust growth
buildup in the stocks of these items. Theén domestic demand and the continuing
lagged effects of the earlier rise in theforward momentum in U.S. economic
foreign exchange value of the dollaractivity, many of the members com-
were expected to place continuingmented that the risks to their forecasts
though diminishing, restraint on thewere tilted toward the eventual emer-
demand for U.S. exports for some periodjence of somewhat greater inflation
ahead and to lead to further substipressures. Despite the persistence of
tution of imports for domestic prod- very tight labor markets across the
ucts. Pressures on labor resources weration, however, there currently were
likely to remain substantial. Price infla-only scattered indications of more rapid
tion was projected to rise somewhat oveincreases in wages and no evidence of
the projection horizon, largely as a resultising price inflation. The reasons under-
of an expected upward trend in energyying this remarkable economic per-
prices. formance were potentially transitory but
In the Committee’s discussion of cur-also possibly of a longer-term nature.
rent and prospective economic developtower oil and other input prices had
ments, members commented that for aplayed a role. However, it also seemed
extended period most forecasters halikely that accelerating productivity
been projecting slower economic growtthelped to account for the economy’s
and higher inflation than actually hadability to sustain not only higher rates
materialized. With regard to output, cur-of growth of output but also relatively
rent indicators provided little evidencelow levels of unemployment, at least
of any moderation in the pace of thefor a time, without generating higher
expansion from the robust growth expeinflation.
rienced on average over the last few In their review of developments
years. Even so, most members viewedcross the nation, the members reported
a slowing to a rate closer to most estisustained, and in some areas rising,
mates of the growth of the economy’soverall growth in regional economic
potential as a reasonable expectatioractivity. At the same time, some sectors
They agreed, however, that the timingvere continuing to experience varying
and extent of such moderation werelegrees of softness, notably those most
subject to a wide range of uncertaintyaffected by developments abroad such
Factors expected to foster slower growttas manufacturing, agriculture, and
in key demand sectors of the economygnergy. A number of members referred,
included the buildup of large stocks ofhowever, to signs of recent improve-
business equipment, housing units, anthent in manufacturing that appeared
durable goods by households and ato be associated primarily with the
assumption that the stock market wouldtrength of domestic demand but to
play a more neutral role than in recensome extent also with increased demand
years. The effects of domestic demanffom some developing countries.
on domestic production would continue With regard to developments in key
to be damped by further increases irexpenditure sectors of the economy,
the trade deficit, though the offset fromthe members anticipated that growth in
this source might well diminish if finan- consumer spending would retain consid-
cial markets and economies in keyerable upward momentum, given their
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expectations of favorable fundamental®uilding, members reported strong con-
such as further expansion in employstruction activity in many areas, but
ment and incomes, the rise in financiasome also noted that such construction
wealth that had continued through theappeared to have reached a peak, as
first quarter, and ready access to corevidenced in part by signs of overbuild-
sumer credit. Some also referred to théng in a few areas. Moreover, current
currently elevated level of consumerdata suggested little or no growth in
confidence. As time went on, howeverpverall expenditures on nonresidential
it seemed unlikely that growth in con-structures.
sumer spending would be sustained at Residential sales and construction
its recent exceptional pace. The accumwere described as very strong in many
lation of durable goods by consumers irparts of the country and indeed were
recent years should at some point inhibibeing held down in some areas by low
further large increases in spending foinventories of housing available for sale
such goods. Moreover, the favorableand a limited supply of qualified con-
effect of the extended run-up in stockstruction workers. Some members com-
market wealth evidently had been a facmented that housing construction back-
tor in bolstering consumer confidencdogs and unusually mild winter weather
and willingness to spend. While thein many areas had sustained a high level
course of stock market prices could nobf housing construction in recent
reliably be predicted, the market'smonths. Looking ahead, however, mem-
stimulative effect on spending was likelybers observed that residential building
to wane over time in the absence ofctivity appeared to have peaked in
further appreciable advances in pricessome areas and an oversupply of apart-
Current indications of some softening inments was reported in a few major
home sales and reduced mortgage refeities. More generally, the rise in mort-
nancing activity, should they persist,gage rates since last fall and some soft-
also augured less stimulus to consumezning of demand indicators pointed to
spending in coming quarters. less strength in the housing sector. Even
The extraordinary expansion in busi-so, the outlook for jobs and income
ness fixed investment in recent yearsand the buildup of financial wealth con-
fueled to a major extent by purchases o$tituted favorable home affordability
new equipment, was also expected téactors that appeared likely to support
moderate over time as a result of then continuing high level of housing
large buildup and reduced utilization ofdemand, especially in the single-family
capacity and the forecasted slowesector.
growth in final sales. While the prospect Relatively heavy spending on imports
of further declines in the prices of someowing to strong domestic demand and
equipment would encourage continuedow prices likely would exert a continu-
growth in spending, the lower pricesing negative effect on net exports over
were not expected to outweigh thethe next several quarters. Nevertheless,
effects of relatively low capacity usagedemand for U.S. exports could begin to
and more moderate growth in overallpick up, given what now appeared to be
demand in coming quarters. In thisimproved prospects for economic activ-
regard, some signs of deceleration couldy in several emerging market econo-
be detected in the currently availablemies. Financial market conditions had
data, though from extremely rapid ratedbecome more settled in a number of
of growth. With respect to commercialthese economies, and contagion from
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developments in Brazil now seemed tdabor markets would remain relatively
present a reduced threat to that nation'saut and at some point could trigger
trading partners. Even so, foreign-sectofaster increases in labor compensation
forecasts—for industrial as well asand, in turn, rising price inflation. More-
emerging market economies—remainedver, the dissipation or reversal of favor-
subject to considerable downside riskable supply factors—including, for
including uncertainties stemming fromexample, in addition to energy prices the
the recent flare-up of hostilities in thewaning effects of the dollar’'s earlier
Balkans. appreciation, could contribute to higher

In the Committee’s discussion of theinflation expectations and faster nomi-
outlook for inflation, members com- nal compensation increases. In the view
mented that they saw no evidence of angf some others, though, the impact on
acceleration in price inflation despite theprices of the unwinding of the favorable
continuing strength of the economicfactors might well be muted or offset
expansion and the tightness of laboby a possible further uptick in produc-
markets. Anecdotal reports from aroundivity growth. Accelerating produc-
the nation continued to underscore théivity had been spurring investment in
difficulty or inability of most business capacity and intense competition among
firms to raise prices in highly competi- businesses, and had been holding down
tive markets. There were a limited num4abor costs. Furthermore, optimism
ber of reports of relatively sizable about improving productivity was evi-
increases in wages paid to workers witldent in projections of business profits
skills in especially short supply, but onand the high level of equity prices. In
the whole employers were successful imny event, it was clear that forecasts in
holding down increases in labor com-recent years typically had overstated the
pensation and offsetting them throughise in inflation, and a great deal of
improvements in productivity. Indeed,uncertainty surrounded the extent to
increases in unit labor costs, at leasivhich productivity gains and other fac-
in the nonfinancial corporate sectortors, some unspecified, might continue
and perhaps more widely as well, hado hold down inflation in a period of
declined to a very low rate over the pastobust economic growth and relatively
yeatr. tight labor markets.

The members saw little reason to Inthe Committee’s discussion of pol-
anticipate any significant, continuingicy for the intermeeting period ahead, all
increase in inflation in the near term.the members indicated that they favored
Inflation was expected to rise, owing toan unchanged policy stance. Several
the recent hikes in oil prices, but thecommented that they saw no significant
increase should be limited. And withchanges in the tenor of recent statistical
little evidence of rising pressures onand anecdotal reports that would consti-
prices at early stages of production or otute the basis for an adjustment to policy
nominal wages, inflation should remainor a greater presumption that policy
contained for a time. However, somemight need to be changed soon. Many
members were concerned about the risteferred in particular to the absence of
that sustained rapid growth in aggregatany warning signs of accelerating infla-
demand would stretch markets evenion over the near term as a major con-
more. Even presuming that growth insideration in support of a steady policy
economic activity would moderate to aat this time. In the view of some, how-
pace close to the economy’s potentialever, the next policy action was more
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likely to be a firming than an easing.also was noted that a biased directive
They saw a greater likelihood thatwould not be consistent with the mem-
tight—and perhaps tightening—Ilaborbers’ view that a policy adjustment
markets would add to price pressuresvas unlikely in the period just ahead.
than that demand would falter or thatMoreover, while the Committee’s
inflation would decrease further. Yetdisclosure procedures do not always
they recognized that such forecastsequire the immediate announcement of
were subject to a substantial degree d shift in symmetry, the members agreed
uncertainty. This argued for a cautioughat were they to announce a shift to a
approach to any policy change, espetightening bias, it would likely have in
cially in light of an economic perfor- current circumstances a relatively pro-
mance that had not conformed to hishounced and undesired effect on finan-
torical patterns in recent years. While acial markets. In particular, the markets
number of members noted that a casmight well build in higher odds of a
might be made for unwinding part of thepolicy tightening move at the May or
Committee’s easing actions during thelune meetings than currently was con-
fall of last year, given the recovery insistent with the members’ thinking. It
financial markets and the improvementlso seemed desirable to defer any
in the economic outlook since then, theychange in the directive and await further
argued that the incoming data andlevelopments relating to the hostilities
prospects for sustained favorable econ the Balkans.
nomic performance did not support At the conclusion of this discussion,
such an action. The members concludethe Committee voted to authorize and
that the Committee was in a positiondirect the Federal Reserve Bank of New
to wait for developments to unfold, York, until it was instructed otherwise,
especially given the absence of anyo execute transactions in the System
evidence of an impending acceleratiorAccount in accordance with the follow-
of underlying inflation. If the risks of ing domestic policy directive:
higher inflation intensified, it would still
have time to take action to head off price
pressures in order to foster sustained The information reviewed at this meeting
economic growth and a high level ofsuggests that the expansion in economic
employment. Many of the membersactivity is still robust. Nonfarm payroll
. . ~employment posted sizable further gains in
emphasized, however, ’.[hat n ,SUCh C'rJanuary and February, and the civilian unem-
cumstances the Committee might neegioyment rate remained below/# percent.
to act promptly to forestall a buildup of Total industrial production edged higher over

inflationary forces that could destabilizethe first two months of the year. Total retail
the expansion. sales rose sharply further over the two

onths, and housing starts increased appre-
¢ AIItthe memberf. endorsed ? profp?rfa@i]ably from an already elevated level. Avail-
0 retain the existing symmetry ol tN€gp e indicators suggest that business capital

directive with respect to possible adjustspending decelerated in early 1999 but
ments to policy during the intermeetinggrowth was still relatively rapid. The nomi-
period. While many believed that thenal deficit on U.S. trade in goods and ser-

next policy move likely would be in the vices widened substantially in January from
ts fourth-quarter average. Inflation has

direction of some tightening, such .aiemained subdued despite very tight labor
outcome was not a foregone conclusiony,;rkets.

and in any event the timing of the next Short-term interest rates have changed
policy action was highly uncertain. It littte since the meeting on February 2-3,
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1999, while longer-term rates have risen [t was agreed that the next meeting

somewhat on balance. Key measures of shagf the Committee would be held on
prices in equity markets have registeredl—uesday May 18, 1999.

mixed changes over the intermeeting period. - . .
In foreign exchange markets, the trade- The meeting adjourned at 12:35 p.m.

weighted value of the dollar has risen some-
what over the period in relation to the curren-
cies of a broad group of important U.S.

trading partners, and the appreciation has
been a bit larger against a subset of major
currencies.

M2 and M3 continued to record large eeting Held on
increases in January and February, but avaiEﬂa 18. 1999
able data pointed to substantial moderatio y ’
in March. Both aggregates are estimated %

Donald L. Kohn
Secretary

have increased over the first quarter at rat mee_tlng of the Federal Op_en Market
somewhat above the Committee’s annuaFommittee was held in the offices of the
ranges. Total domestic nonfinancial debt haBoard of Governors of the Federal
continued to expand at a pace somewhdReserve System in Washington, D.C.,
above the middle of its range. on Tuesday, May 18, 1999, at 9:00 a.m.

The Federal Open Market Committee
seeks monetary and financial conditions that

will foster price stability and promote sus- Present:

tainable growth in output. In furtherance of

these objectives, the Committee at its meet-
ing in February established ranges for
growth of M2 and M3 of 1 to 5 percent and

2 to 6 percent respectively, measured from
the fourth quarter of 1998 to the fourth quar-
ter of 1999. The range for growth of total

domestic nonfinancial debt was set at 3 to
7 percent for the year. The behavior of the
monetary aggregates will continue to be
evaluated in the light of progress toward
price level stability, movements in their

velocities, and developments in the economy
and financial markets.

To promote the Committee’s long-run
objectives of price stability and sustainable
economic growth, the Committee in the
immediate future seeks conditions in reserve
markets consistent with maintaining the fed-
eral funds rate at an average of around
4%, percent. In view of the evidence cur-
rently available, the Committee believes that
prospective developments are equally likely
to warrant an increase or a decrease in the
federal funds rate operating objective during
the intermeeting period.

Votes for this action: Messrs. Greenspan,
McDonough, Boehne, Ferguson, Gram-
lich, Kelley, McTeer, Meyer, Moskow,
Ms. Rivlin, and Mr. Stern. Votes against
this action: None

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne

Mr. Ferguson

Mr. Gramlich

Mr. Kelley

Mr. McTeer

Mr. Meyer

Mr. Moskow

Ms. Rivlin

Mr. Stern

Messrs. Broaddus, Guynn, Jordan,
and Parry, Alternate Members
of the Federal Open Market
Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Ms. Johnson, Economist
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Messrs. Alexander, Cecchetti, Hooper, previous meeting, and thus no vote was
Hunter, Lang, Lindsey, Rolnick,  required of the Committee.
B isis_The Manager also reported on covel-

opments in domestic financial markets
and on System open market transactions
in government securities and federal
agency obligations during the period

Messrs. Madigan and Simpson, March 30, 1999, through May 17, 1999.
Associate Directors, Divisions By unanimous vote, the Committee rati-
of Monetary Affairs and Research fied these transactions.
and Statistics respectively, Board  The Committee voted unanimously to
of Governors extend for one year beginning in mid-

December 1999 the reciprocal currency

(“swap”) arrangements with the Bank

of Canada and the Bank of Mexico. The

arrangement with the Bank of Canada is

Ms. Low, Open Market Secretariat N the amount of $2 billion equivalent
Assistant, Division of Monetary ~ and that with the Bank of Mexico in the

Mr. Fisher, Manager, System Open
Market Account

Mr. Reinhart, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Affairs, Board of Governors amount of $3 billion equivalent. Both
arrangements are associated with the
Mr. Connolly, First Vice President, Federal Reserve’s participation in the

Federal Reserve Bank of Boston North American Framework Agreement,
which was established in 1994. The vote

Ms. Browne, Messrs. Goodfriend, {0 renew was taken at this meeting
Hakkio, Ms. Krieger, and rather than later in the year to give the
Mr. Sniderman, Senior Vice . Y€« 9
Presidents, Federal Reserve Committee members a timely oppor-
Banks of Boston, Richmond, tunity to discuss whether or not they
Kansas City, New York, and wanted to extend the maturity of the
Cleveland respectively agreements; the terms of the agreements

) ~ require that any decision not to renew be
Messrs. Cunningham and Gavin, Vice communicated to swap line partners at

Presidents, Federal Reserve Bank ;
of Atlanta and St. Louis least 6 months in advance of the swap

respectively maturities. _
The Committee then turned to a dis-

Mr. Trehan, Research Officer, Federal Cussion of the economic and financial
Reserve Bank of San Francisco outlook and the implementation of
monetary policy over the intermeeting
By unanimous vote, the minutes ofperiod ahead. A summary of the eco-
the meeting of the Federal Open Markehomic and financial information avail-
Committee held on March 30, 1999,able at the time of the meeting and of
were approved. the Committee’s discussion is provided
The Manager of the System Operbelow. The domestic policy directive
Market Account reported on recentthat was approved by the Committee
developments in foreign exchange marand issued to the Federal Reserve Bank
kets. There were no open market operasf New York follows the summary.
tions in foreign currencies for the Sys- The information reviewed at this
tem’s account in the period since themeeting suggested that economic activ-
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ity had continued to expand vigorously. Consumer spending has been very
Consumer spending had maintained itstrong this year, supported by rapid
strong forward momentum, and housingncome growth, soaring household net
activity generally had remained at a highworth, and buoyant consumer sentiment.
level. Growth of business capital spendRetail sales edged still higher in April
ing had slowed appreciably but was stillafter recording large gains earlier in
quite rapid. The expansion in industrialthe year. Sales of motor vehicles in
production had quickened recently whileApril again were exceptionally high, and
gains in employment had moderatedutlays for non-auto goods remained
somewhat. Inflation had remained lowrobust. In addition, spending on services
although consumer prices registered grew briskly in the first quarter (latest
sizable rise in April; labor costs weredata available), paced by sharply
still quiescent despite very tight laborincreased outlays for energy, bank and
markets. brokerage services, and recreation.
Growth in nonfarm payroll employ-  Total housing starts fell in April after
ment slowed on balance over Marchseveral months of unusually favorable
and April, but hiring was still relatively weather conditions that had allowed
rapid. Employment gains were concenbuilders to maintain a relatively high
trated in the services, retail trade, andevel of construction activity. Some of
finance, insurance, and real estate catéhe decline in starts apparently reflected
gories. By contrast, manufacturing expeshortages of labor and some types of
rienced further job losses, and construcbuilding materials. However, sales of
tion employment fell on balance overnew homes had fallen somewhat on bal-
the March—April period after having ance thus far this year, and applications
expanded briskly since last fall. Thefor mortgages to finance purchases of
civilian unemployment rate in April, at homes remained below their 1998 peak
4.3 percent, matched its first-quartedespite a recent turn upward.
average. Business capital spending decelerated
Industrial production increased sub-in the first quarter, though to a still rela-
stantially in March and April after a tively rapid pace. Growth of spending
period of sluggish growth. In manufac-on durable equipment was boosted by a
turing, the production of durable goodssurge in outlays for communications
rose rapidly in both months, paced byequipment, brisk expenditures for motor
sharp increases in the output of semiconsehicles, and continuing though less-
ductors and motor vehicles and partsened strength in purchases of comput-
The production of office automationers. Nonresidential building activity
equipment picked up from an alreadyadvanced moderately in the first quarter,
rapid pace in the March—April period, reflecting significant further increases in
and the manufacture of communicationshe construction of office buildings and
equipment surged in April. Although lodging facilities. Building activity in
growth in the output of nondurable other nonresidential categories changed
goods had increased somewhat in recefittle.
months, the level of production was still Total business inventories rose con-
below its year-earlier level. The step-upsiderably in March, mostly reflecting a
in industrial production in recent monthshuge run-up in inventories at automo-
had lifted the rate of utilization of man- tive dealerships. For the first quarter as a
ufacturing capacity, but it remainedwhole, inventory accumulation exclu-
below its long-term average. sive of motor vehicles was near the sub-
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dued pace of late 1998, and stocks geri-atin America might have bottomed
erally appeared to be at fairly low levelsout, with some countries beginning to
relative to sales. In the manufacturingrecover.
sector, inventories fell further in the first  Consumer prices rose substantially in
quarter, largely reflecting reductions ofApril. Energy prices increased sharply,
stocks of aircraft and parts, and thdood prices edged up, and the prices of
aggregate inventory—sales ratio for theonsumer items other than food and
sector in March was somewhat belowenergy rose appreciably. For the twelve
the bottom of its range over the previousnonths ended in April, core consumer
twelve months. The first-quarter rise ininflation was slightly higher than for the
non-auto wholesale inventories wagear-earlier period. Producer prices of
nearly the same as the fourth-quartefinished goods also increased in April,
increase. With sales up appreciablybut by less than consumer prices. Fin-
however, the inventory—sales ratio forished energy prices were up sharply, but
the sector dropped sharply and was nearices of finished foods declined appre-
the bottom of its range for the past yearciably, and prices of core producer
Non-auto retail inventories increasedyoods advanced only slightly. For the
considerably in the first quarter, buttwelve months ended in April, core pro-
sales grew by even more and the aggratucer inflation was up noticeably over
gate inventory—sales ratio was near théhat for the year-earlier period, reflect-
bottom of its range over the last year. ing importantly the sharp increase in
The U.S. trade deficit in goods andprices of tobacco products. In contrast to
services widened substantially in Januprice inflation, labor costs appeared to
ary and February from its fourth-quarterhave remained quiescent. The increase
average, with exports falling sharplyin average hourly earnings was the same
and imports rising strongly. The dropin April as in March, and the rise for the
in exports in the January—Februarywelve months ended in April was sig-
period nearly reversed the large fourthsificantly smaller than that for the year-
quarter increase, with substantiakarlier period.
declines occurring in aircraft, machin- At its meeting on March 30, 1999,
ery, industrial supplies, and agriculturalthe Committee adopted a directive that
products. The jump in imports wascalled for maintaining conditions in
concentrated in consumer goods, autaeserve markets that would be consistent
motive products, computers, and semiwith an unchanged federal funds rate of
conductors. Economic growth continuedabout 44 percent and that did not con-
to be sluggish in many of the majortain any bias relating to the direction of
foreign industrial countries, accordingpossible adjustments to policy during
to the limited information available the intermeeting period. The Committee
for the first quarter. Growth was weakjudged this policy stance to be consis-
on balance in the euro zone and théent with its objectives of fostering high
United Kingdom, and there were fewemployment and sustained low inflation,
signs of economic recovery in Japanwith the risks of different outcomes
However, the expansion in Canaddeing reasonably well balanced, at least
appeared to have remained strong. Elséer the near term.
where, the Korean economy grew vigor- Open market operations throughout
ously in the first quarter, and there werdghe intermeeting period were directed
indications that the slowdown in eco-toward maintaining the federal funds
nomic activity in Southeast Asia andrate at around % percent. The average
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rate for the period was in line with the M2 and M3 recorded sizable
Committee’s target level; however, subincreases in April, apparently arising
stantial fluctuations in the rate associfrom a buildup of liquid accounts by
ated with tax-season uncertainties comhouseholds to make larger-than-usual
plicated reserve management. Yield$inal tax payments. For the year through
on Treasury securities rose appreciabbpril, M2 and M3 had grown less rap-
on balance, with the largest increaseglly than in 1998; even so, M2 was
occurring in intermediate- and longer-estimated to have grown this year at a
term maturities. The climb in ratesrate somewhat above the Committee’s
reflected not only the strength of incom-annual range, and M3 at a rate slightly
ing data on the U.S. economy but als@bove its range. Total domestic non-
improved economic prospects in manyinancial debt continued to expand at a
foreign countries and higher worldpace somewhat above the middle of its
commodity prices. Increasing optimismrange.
about economic conditions in the United The staff forecast prepared for this
States and abroad apparently eased comeeting suggested that the expansion
cerns about the creditworthiness of busiwould gradually moderate to a rate com-
ness borrowers, especially firms of relamensurate with the rise in the econo-
tively low credit standing, and rates onmy’s estimated potential. Growth of
private obligations registered mixedprivate final demand would be damped
changes over the period. Most key meaby the anticipated waning of positive
sures of share prices in equity marketsvealth effects stemming from large
recorded sizable gains over the interincreases in equity prices and by slower
meeting period. growth of spending on consumer dura-
The trade-weighted value of the dol-bles, houses, and business equipment
lar in foreign exchange markets depreciafter the earlier buildup in the stocks
ated somewhat over the intermeetingf these items. The lagged effects of
period in relation to the currencies ofthe rise that had occurred in the foreign
a broad group of important U.S. tradingexchange value of the dollar were
partners. The dollar's decline partlyexpected to place continuing, though
reflected improvements in the economidiminishing, restraint on the demand
and financial outlook for many emerg-for U.S. exports for some period ahead.
ing market economies. The dollar alsd_abor markets were anticipated to
depreciated significantly against theremain tight, and inflation was projected
Canadian and Australian currencies a® increase somewhat on balance over
the prices of metals, oil, and lumberthe projection period, partly as a result
moved higher. By contrast, the dollarof some firming of import prices that,
moved up on balance in terms of then turn, would give domestic firms
euro and the Japanese yen. A reductiosomewhat more leeway to raise their
in the European Central Bank's refi-prices.
nance rate and the diminished prospects In the Committee’s discussion of cur-
for a near-term resolution of hostilitiesrent and prospective economic develop-
in the Balkans weighed on the euroments, members commented that they
The dollar's rise against the yen evi-saw few signs of any moderation in the
dently was partly a response to a declinexpansion of economic activity from the
in the yield on ten-year Japanese gowrapid pace that had prevailed in recent
ernment bonds while dollar yieldsquarters—a pace greater than the growth
moved higher. in the economy’s potential, even though
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the growth of potential was rising as aeral months of the year featured notable
result of accelerating productivity. Forgains in consumer and business expendi-
a number of reasons, they still viewedures and appreciable growth in outlays
some slowing in the expansion to aor residential construction. Underlying
growth rate more in line with that of the strength in these key sectors of the
potential as a reasonable expectatioreconomy was the marked improvement
However, the timing and extent of thein overall financial market conditions
moderation remained subject to substarsince the fall of last year, including the
tial uncertainty. And in light of the per- ample availability of financing on rela-
sistent strength in domestic demand, thévely favorable terms for many borrow-
reduced risks of economic weaknesgrs and the sharp rise in stock market
abroad, and the recovery in U.S. finanprices. Indicators of possible slowing
cial markets, most members believedn these sectors of the economy were
that for the year ahead the odds arounlimited, especially outside of housing.
their forecasts were tilted toward further Consumer expenditures were ex-
robust growth that would add to pres-pected to be well maintained in conjunc-
sures on already tight labor marketstion with projections of appreciable fur-
The latest statistical and anecdotal inforther growth in jobs and incomes and a
mation on wages and prices, whileready availability of financing. A major
somewhat more mixed than earlier, conuncertainty in the outlook for the con-
tinued on balance to present a pictursumer sector was the largely unpredict-
of benign inflation. However, the firm- able behavior of the stock market. The
ing of oil and other commodity prices, very large equity price increases in
the more frequent anecdotal reports ofecent years evidently had contributed
increases in some costs and prices, and high levels of consumer confidence
the most recent CPI statistics could bend robust consumer spending, and the
read as suggesting at least that the trerfdrther gains in those prices thus far this
toward lower inflation was coming to year would continue to bolster spending
an end and perhaps also as harbingers fifr a while. A leveling trend in stock
a less favorable inflation performancemarket prices, should one materialize,
going forward, especially if growth in likely would have a significant restrain-
demand did not slow to a more sustaining effect on consumer confidence and
able pace. A key uncertainty in the outthe growth of spending over time. In
look for inflation related to the prospectsaddition, the substantial accumulation of
for productivity, whose continued accel-durable goods by consumers in recent
eration over the past several quartergears was seen as a constraining influ-
clearly had helped to contain cost presence on spending for such goods going
sures despite widespread indications dbrward.
persistently tight labor markets. On bal- Expenditures by business firms for
ance, while an upward trend in underdurable equipment were expected to
lying inflation had not materialized post further sizable gains this year and
thus far, the members were concernedext, though probably at rates somewhat
that if recent developments continued—below those recorded in recent years.
especially if demand did not slow to aTechnical advances and ongoing com-
more sustainable pace—inflation wagpetitive pressures were likely to remain
more likely to rise over time. relatively stimulative factors, but a num-
The impressive strength in privateber of developments also were antici-
domestic spending during the first sevpated to exert a tempering influence.
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These included the large buildup into Asian markets, lent some support
equipment over the course of recento this outlook. Members commented,
years, some moderation in the growth ohowever, that financial and economic
demand for capital associated withprospects remained worrisome in sev-
slower expansion of overall spendinggeral parts of the world and that the out-
and in these circumstances more slugeok for net exports continued to be
gish growth of business profits. Thesubject to downside risks, albeit to a
behavior of stock market prices alsdesser extent than in late 1998 and early
would play a role in the cost of business1999.
finance and the level of business con- Members expressed concern about
fidence but one that could not readilywhat they now saw as a greater risk of
be predicted. According to anecdotakising inflation even though current indi-
reports, commercial and other nonresieators continued on the whole to point
dential construction activity was at highto quiescent wage and price behavior.
levels in several regions, though conThe recent performance of the CPI and
strained in a number of areas by shortindustrial commodity prices and the
ages of skilled labor and some conmore numerous anecdotal reports of
struction materials. Concerns abouprice and cost increases were reasons
overbuilding were reported in a fewfor added caution about the outlook for
parts of the country. Residential con-nflation, though these developments
struction activity also was at a highstill constituted only very tentative evi-
level, and backlogs had developed irdence of a possible change in inflation
some regions because of shortages tfends. Several members commented in
labor and some building materials.particular that substantial weight should
While these backlogs and continuechot be attached to the one-month jump
affordability of home purchases werein the just-released CPI data. Unexpect-
expected to help sustain residential coredly large gains in productivity had both
struction activity near current levels forcontributed to demand and helped out-
some period of time, statistical and surput to keep pace with the strong growth
vey indicators pointed to some loss ofin demand, but an important portion of
momentum in housing sales and newhat demand also had been met by draw-
construction, perhaps partly in responsag down the pool of available workers
to the rise in long-term interest rates.  and by rapid increases in imports. Infla-
Foreign trade on net was dampingion expectations, while perhaps deterio-
demand pressures on U.S. productiorating a bit recently, were still subdued
capacity, but its negative impact wasand undoubtedly continued to help
thought likely to diminish over time. account for restrained pricing behavior
Factors underlying this outlook includedand for relatively moderate wage
indications of stabilizing or improving demands despite the tightness in labor
financial and economic conditions inmarkets.
several East Asian and Latin American Partly because the economy contin-
countries and expectations of someled to demonstrate a marked ability to
strengthening in European economiesabsorb large increases in demand with-
The resulting impetus to exports wasout generating significant cost and price
projected to be accompanied by a lowepressures, the members did not see a
rate of growth in imports as the expan-ssizable upturn in underlying inflation as
sion of the U.S. economy slowed. Anec-a likely prospect over the next few quar-
dotal reports of rising exports, notablyters. The longer-run outlook was more
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worrisome and would depend impor-tivity were subject to a wide range of
tantly on the extent to which the expan-uncertainty, and there were reasons to
sion put pressure on labor resources. lhelieve that economic growth could well
particular, if that pressure intensified, aslow without any adjustment to policy.
some point further gains in productivity The members recognized that the recov-
would not be able to offset rising wageery in credit markets, the rise in equity
increases. Moreover, the effect on priceprices, and the turnaround in some for-
would tend to be exacerbated by theeign economies could imply that the
ebbing or reversal of temporary factordower federal funds rate established last
that had served to damp inflation;fall was no longer entirely appropriate.
notable among those factors were thélowever, they concluded that given the
upturn in energy prices and the currenprevailing uncertainties in the economic
or prospective firming of commodity outlook it was preferable to defer any
and other import prices as economigolicy action and to monitor the econ-
activity strengthened abroad. With bothomy closely for further signs that infla-
the extent of prospective pressures itionary pressures were likely to rise.
labor markets and the outlook for pro- The members nonetheless agreed
ductivity subject to considerable uncerthat their increased concerns about
tainty, a firmer assessment of the futuré¢he outlook for inflation called for the
course of inflation needed to await fur-adoption of an asymmetric directive
ther developments. that was tilted toward tightening and, in
Against this background, all the mem-keeping with the Committee’s recently
bers supported a proposal to maintaimeaffirmed policy, to announce that
an unchanged policy stance and to adomhange after this meeting. The Commit-
and announce an asymmetric directivéee had said that it would not necessarily
that was tilted toward tightening. publish every change in the symmetry
Although their concerns about the out-of its directive, but this shift to asymme-
look for inflation had increased signifi- try represented a significant change in
cantly since the previous meeting, thehe Committee’s assessment of the risks
members felt that there was still a reaof higher inflation, and its announce-
sonable chance that the current stanament would alert the financial markets
of policy would remain consistent with and the public more generally to this
containing price pressures for somelevelopment. That, in turn, should
period of time. Signs of an actual changencourage stabilizing reactions in finan-
in inflation were still quite tentative cial markets and perhaps reduce the
and anecdotal, and they did not warranbdds of an outsized response if evolving
an adjustment to policy at this meet-circumstances in the near term were to
ing. Moreover, as the experience ofrequire an adjustment to policy that had
recent years had amply demonstratedot previously been anticipated. It was
improvements in productivity growth important that the public, including
might permit the economy to continuethose who participated in financial mar-
to accommodate strong demand fokets, understood the Committee’s re-
some time without generating highersolve to keep inflation at a low level. A
inflation, especially if the growth of number of members emphasized, how-
demand were to moderate somewhat iaver, that the adoption and announce-
the months ahead. In that regard, thenent of an asymmetrical directive
prospective strength of demand presshould not be viewed as necessarily
sures and related outlook for producimplying a near-term policy change or
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indeed any change over time unless cirfinancial debt has continued to expand at a
cumstances warranted. For now, amace somewhat above the middle of its

; ; ; ange.
asymmetric directive represented thé The Federal Open Market Committee

right balance in terms of positioning thegggys monetary and financial conditions that

Committee for possible tightening atwill foster price stability and promote sus-

some point. tainable growth in output. In furtherance of
At the conclusion of this discussion,these objectives, the Committee at its meet-

the Committee voted to authorize and"d in February established ranges for

. rowth of M2 and M3 of 1 to 5 percent and
direct the Federal Reserve Bank of Ne to 6 percent respectively, measured from

York, until it was instructed otherwise, the fourth quarter of 1998 to the fourth quar-
to execute transactions in the Systener of 1999. The range for growth of total
Account in accordance with the follow- domestic nonfinancial debt was set at 3 to
ing domestic policy directive: 7 percent for the year. The behavior of the
monetary aggregates will continue to be
evaluated in the light of progress toward
The information reviewed at this meetingprice level stability, movements in their
suggests continued vigorous expansion inelocities, and developments in the economy
economic activity. Nonfarm payroll employ- and financial markets.
ment moderated on balance over March and To promote the Committee’s long-run
April, and the civilian unemployment rate objectives of price stability and sustainable
in April matched its first-quarter average.economic growth, the Committee in the
Total industrial production increased subimmediate future seeks conditions in reserve
stantially in March and April. Total retail markets consistent with maintaining the
sales edged up in April after recording largefederal funds rate at an average of around
gains earlier in the year. Housing starts feld¥s percent. In view of the evidence cur-
in April. Available indicators suggest that rently available, the Committee believes that
growth of business capital spending hagrospective developments are more likely to
remained relatively rapid. The nominal defi-warrant an increase than a decrease in the
cit on U.S. trade in goods and services widfederal funds rate operating objective during
ened substantially in January and Februarthe intermeeting period.
from its fourth-quarter average. Consumer
prices rose substantially in April, boosted Votes for this action: Messrs. Greenspan,
by a sharp increase in energy prices; labor McDonough, Boehne, Ferguson, Gram-
costs have remained quiescent thus far this lich, Kelley, McTeer, Meyer, Moskow,
year despite very tight labor markets. Ms. Rivlin, and Mr. Stern. Votes against
Interest rates on Treasury securities have this action: None
risen appreciably since the meeting on

March 30, 1999, with the largest increases It was agreed that the next meeting

concentrated in intermediate- and long-ter :
maturities; rates on private obligations showjf the Committee would be held on

mixed changes over the period. Most keylUesday—Wednesday, June 29-30, 1999.
measures of share prices in equity markets The meeting adjourned at 12:45 p.m.
have registered sizable gains over the inter-

meeting period. In foreign exchange mar- Donald L. Kohn
kets, the trade-weighted value of the dollar Secretary

has depreciated somewhat over the period
in relation to the currencies of a broad group

of important U.S. trading partners. eeting Held on
M2 and M3 recorded sizable |ncrease%/|une 29-30, 1999

in April, apparently owing to a tax-related

buildup in liquid accounts. For the year :

through April, M2 is estimated to haveA mee_ttltng of thi Flgc_iertr;lll O[i;)f_en Mafrlt<het
increased at a rate somewhat above the Corfe@MmMittee was held in the offices of the
mittee’s annual range and M3 at a rate30oard of Governors of the Federal
slightly above its range. Total domestic nonReserve System in Washington, D.C.,
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on Tuesday, June 29, 1999, at 2:30 p.m.
and continued on Wednesday, June 30,
1999, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer
Mr. Meyer
Mr. Moskow
Mr. Stern

Messrs. Broaddus, Guynn, Jordan,
and Parry, Alternate Members
of the Federal Open Market
Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Mr. Johnson, Economist

Messrs. Alexander, Cecchetti, Hooper,
Hunter, Lang, Lindsey, Rolnick,
Rosenblunt, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Portérand Reinhart, Deputy
Associate Directors, Division of
Monetary Affairs, Board of
Governors

Mr. Reifschneide® Section Chief,
Division of Research and
Statistics, Board of Governors

Mses. Edward8,and Mauskop#,and
Messrs. Lebowand Orphanides,
Senior Economists, Divisions of
Monetary Affairs, International
Finance, Research and Statistics,
and Monetary Affairs
respectively, Board of Governors

Ms. Garrett and Mr. Tetlow,
Economists, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Barron, First Vice President,
Federal Reserve Bank of Atlanta

Messrs. Beebe, Eisenbeis, Goodfriend,
Hakkio, Rasche, and Sniderman,
Senior Vice Presidents, Federal
Reserve Banks of San Francisco,
Atlanta, Richmond, Kansas City,
St. Louis, and Cleveland
respectively

Mr. Fuhrer and Ms. Perelmuter, Vice
Presidents, Federal Reserve Banks
of Boston and New York
respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on May 18, 1999, were

approved.

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research

8. Attended portions of the meeting relating to
the discussion of the policy implications of uncer-

7. Attended Tuesday’s session only.

and Statistics respectively, Board tainty about key economic variables.

of Governors 9. Attended portions of the meeting relating to
the Committee’s review of the economic outlook
and consideration of its monetary and debt ranges
for 1999 and 2000.
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The Manager of the System Opersector: payrolls in manufacturing and
Market Account reported on recentmining continued to contract, and con-
developments in foreign exchange marstruction employment changed little on
kets. There were no open market operaaet after a sizable first-quarter increase.
tions in foreign currencies for the Sys-The civilian unemployment rate edged
tem’s account in the period since thedown in May to 4.2 percent, matching
previous meeting, and thus no vote wads low for the year and for the period
required of the Committee. since 1970.

The Manager also reported on devel- Industrial production advanced some-
opments in domestic financial marketsvhat further in May despite a sharp
and on System open market transactionseather-related drop in utility services
in government securities and federabnd continued sluggishness in mining
agency obligations during the periodactivity. Manufacturing output regis-
May 18, 1999, through June 29, 1999tered another substantial advance,
The Committee ratified these transacreflecting a surge in the production
tions by unanimous vote. of motor vehicles and parts and per-

The Committee then turned to a dissisting strength in the manufacture of
cussion of the economic and financiamany other durable goods. The output
outlook, the ranges for the growth ofof nondurable goods posted another
money and debt in 1999 and 2000, andmall increase in May, with the gains
the implementation of monetary policybeing relatively broadly based. Reflect-
over the intermeeting period ahead. ing the stepped-up pace of manu-

The information reviewed at this facturing, the rate of utilization of
meeting suggested that economic activeapacity edged higher in May but con-
ity continued to expand vigorously,tinued to be below its long-run average
though at a somewhat slower pacéevel.
than earlier in the year. Consumer Growth of consumer spending ap-
outlays and construction spending hageared to have slowed somewhat from
decelerated somewhat after havingts extraordinary pace of the first quar-
grown very rapidly in the first quarter, ter; nonetheless, the underlying trend in
but the deceleration had been partly offeonsumption remained strongly upward,
set by a step-up in business purchases wfith household income and wealth con-
durable equipment and a smaller declinéinuing to expand rapidly and consumer
in net exports. Labor markets remainedgentiment remaining very high. Total
very tight, and recent wage and pricaetail sales rose substantially in May
increases had been a little larger on bafollowing large increases on average
ance; nonetheless, longer-term inflatiorarlier in the year. Gains in retail sales
trends continued generally favorable invere relatively widespread, with out-
an environment of robust improvementssized advances in the food, general mer-
in productivity. chandise, and durable goods categories.

Nonfarm payroll employment rose Housing demand remained robust in
substantially further on balance in Aprilrecent months despite the recent rise in
and May, but the increase was a littlemortgage rates. However, builders were
below the rate for the first quarter.faced with shortages of workers and
Growth in employment remained robustsome materials and were hard-pressed
in the service-producing sector in theto keep pace with the demand for new
April-May period. However, the num- homes. As a result, both single-family
ber of jobs fell in the goods-producingand multifamily housing starts fell
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somewhat on balance over April andand semiconductors, motor vehicles, and
May. industrial supplies. The value of imports
Information on shipments of non-rose somewhat more, principally owing
defense capital goods in April and Mayto larger imports of oil. The available
suggested that business investment imformation suggested that economic
durable equipment picked up substanactivity had picked up somewhat on bal-
tially in the second quarter from theance in the major foreign industrial
already brisk pace of the first quartercountries. The Japanese economy was
Shipments of high-tech equipmentreported to have expanded markedly in
notably computers, were particularlythe first quarter, recording its first quar-
robust over the April-May period. In terly rise in the past year and a half. In
addition, business demand for motolEurope, economic growth rebounded
vehicles continued to be strong, particuin Germany but slowed somewhat in
larly for medium and heavy trucks for France and the United Kingdom. Signs
which the backlog of unfilled orders wasof an improved economic performance
still quite large. By contrast, nonresiden-also were evident in Latin America and
tial construction activity weakened in Southeast Asia.
April (latest data) after a rise in the first The consumer price index was
quarter, and available information onunchanged in May following a sizable
contracts for future construction pointedncrease in April that was associated
to sluggish building activity for some in part with a jump in energy prices.
period ahead. Excluding the effects of movements
Business inventory accumulationin food and energy prices, though, con-
slowed a bit in April from the relatively sumer inflation was a little higher in the
subdued first-quarter pace, and totalpril-May period than in the first quar-
business stocks remained at fairly lowter; for the twelve months ended in May,
levels in relation to sales. In manufacturcore consumer prices rose slightly less
ing, inventories continued to decline inthan in the previous twelve-month
April, and the aggregate inventory—period. Producer prices of finished
shipment ratio for this sector stayed agoods also were affected by the volatil-
the bottom of its range for the pastity of energy prices in April and May,
twelve months. Wholesale stocks rose iut core producer prices recorded only a
April at about their average pace for thesmall rise in each month. For the twelve
early months of the year, and the ratio omonths ended in May, however, core
stocks to sales in this sector stayed iproducer inflation was up noticeably
the lower end of its range for the pasttompared with the year-earlier period,
year. Retail inventory accumulationowing in important part to sharp
slowed in April after a relatively large increases in the prices of tobacco prod-
gain in the first quarter, and the aggreucts. With regard to labor costs, average
gate inventory—sales ratio also remainetourly earnings grew a little faster in
in the lower end of its range for the pastMay than in April, but they rose less
twelve months. in the twelve months ended in May than
The nominal deficit on U.S. trade inin the previous twelve-month period.
goods and services widened somewhat At its meeting on May 18, 1999,
in April from its first-quarter average. the Committee adopted a directive that
The value of exports increased slightlycalled for maintaining conditions in
from its first-quarter average, primarily reserve markets that would be consistent
reflecting greater exports of computersvith an unchanged federal funds rate of
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about 44 percent, but the directive alsoU.S. Treasury securities. Among other
contained a bias toward a possible tightimportant trading partners, the dollar fell
ening of policy. The members’ concernsagainst the currencies of many emerging
about inflation had increased appreciaAsian economies, whose financial mar-
bly since the meeting in late March;kets had generally improved, but appre-
nonetheless, the members felt that theiated in terms of the Braziliareal in
current stance of policy could remainassociation with periods of particular
consistent with subdued inflation forstress in Brazil's financial markets.
some time, especially if productivity After having recorded sizable in-
gains continued robust and, as projectedreases in April that apparently were
the growth of aggregate demand moderassociated with tax-related buildups in
ated somewhat in the months ahead. liquid accounts, the growth of M2 and
Open market operations were directed/3 slowed sharply in May, as tax pay-
throughout the intermeeting periodments cleared, and appeared to have
toward maintaining the federal fundsremained moderate in June. The expan-
rate at around % percent, and the aver-sion of these aggregates also seemed
age rate for the period was very close t@o have been damped in recent months
the Committee’s target. Other interesby the rise in their opportunity costs
rates rose somewhat over the periodssociated with earlier increases in inter-
since the May meeting in response t@st rates. M2 was estimated to have
the combined effects of the Committee’sncreased for the year through June at a
announcement of an asymmetric direcrate somewhat above the Committee’s
tive, economic data that generally wereannual range and M3 at a rate near the
stronger than expected, and reportedpper end of its range. Although growth
comments of Federal Reserve officialsof total domestic nonfinancial debt had
With the market effects of higher inter-moderated a little recently, it continued
est rates roughly offset by brighterto expand at a pace somewhat above the
second-quarter earnings prospectsniddle of its range.
broad indexes of share prices in equity The staff forecast prepared for this
markets changed little on balance ovemeeting suggested that the expansion
the intermeeting period. would gradually moderate to a rate com-
In foreign exchange markets, themensurate with the growth of the econo-
trade-weighted value of the dollar edgedny’s estimated potential. The lagged
up over the intermeeting period in rela-effects of the earlier rise in the foreign
tion to the currencies of a broad groupexchange value of the dollar were
of important U.S. trading partners. Theexpected to place continuing, though
dollar appreciated against the eurodiminishing, restraint on the demand for
partly reflecting the contrast betweerlJ.S. exports for some period ahead. The
continuing robust growth in the Unitedincrease of private final demand would
States and generally subpar activity irbe restrained by the anticipated waning
euro-area economies. The dollar alsof positive wealth effects associated
rose against the pound in associatiowith earlier large increases in equity
with slower growth in the United King- prices; by slower growth of spending on
dom and a reduction in the Bank ofconsumer durables, houses, and busi-
England’s repo rate. By contrast, theness equipment in the wake of the pro-
dollar weakened against the yen asonged buildup in the stocks of these
yields on Japanese government dehtems; and by the rise that had already
increased sharply relative to rates omccurred in market interest rates, espe-
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cially for intermediate and longer matu-ing, given the extraordinary strength in
rities, in the expectation that higherfinal U.S. demands, which if continued
interest rates would be needed tavould show through into higher infla-
achieve a better balance between aggréen. Moreover, it remained unclear how
gate demand and aggregate supply. Prideng faster gains in productivity could
inflation was projected to rise somewhatontinue to offset increases in labor
over the projection horizon, in large partcosts and avert an intensification of price
as a result of some upturn in importinflation.
prices and a slight firming of gains in In keeping with the practice at meet-
nominal labor compensation that wouldngs just before the Federal Reserve's
not be fully offset by rising productivity. semiannual monetary policy report to
In the Committee’s discussion of thethe Congress and the Chairman’s associ-
outlook for economic activity and infla- ated testimony, the members of the
tion, members commented that theCommittee and the Federal Reserve
incoming information continued to sug-Bank presidents not currently serving as
gest a vigorous expansion but also submembers had provided individual pro-
dued inflation despite very tight laborjections of the growth in nominal and
markets. Growth in aggregate demandeal GDP, the rate of unemployment,
was estimated to have slowed somewhaind the rate of inflation for the years
in the second quarter from outsizedl999 and 2000. With regard to the
advances in the two previous quarterggrowth of nominal GDP, most of the
largely as a result of less ebullientforecasts were in ranges of 5 t&5per-
though still robust growth in consumercent for 1999 as a whole and 4 to 5 per-
spending. The members questioned;ent for 2000. The forecasts of the rate
however, whether the limited indica-of expansion in real GDP for 1999 had
tions of some moderation in the expana central tendency of}3 to 3% percent
sion in recent months were a harbingeand for 2000 they were centered on a
of a more sustainable pace of economicange of 22 to 3 percent, below the
activity that would be consistent with increases experienced over the last three
the economy’s estimated output potenyears. The civilian rate of unemploy-
tial and low inflation. Indeed, in the ment associated with these forecasts had
absence of some policy firming most ofcentral tendencies of 4 td/4 percent in
the members saw tightening labor marthe fourth quarter of 1999 and¥4 to
kets and an upward drift in measuredi¥> percent in the fourth quarter of
inflation as a significant risk. They ac-2000. Projections of the rate of inflation,
knowledged that the timing and extentas measured by the consumer price
of a potential rise in inflation were sub-index, pointed to an appreciable increase
ject to considerable uncertainty. In parin 1999, largely reflecting a swing in the
ticular, as the experience of recent yeargrice of energy, and little further change
had amply demonstrated, strengtheningn 2000; specifically, the projections
advances in productivity had reducedconverged on CPI inflation rates of
increases in unit costs to very low or2¥s to 2%2 percent in 1999 and 2 to
even slightly negative levels despite2¥> percent in 2000. The members
growing scarcities of labor and someanticipated that the effects of the century
rise in the growth of labor compensationdate change on economic activity
and in profit margins. Rising productiv- would, on balance, be limited or negli-
ity growth had not been sufficient, how-gible over the forecast period, possibly
ever, to keep labor markets from tightenadding somewhat to growth later this
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year and temporarily reducing growthin their outlays for equipment as fore-
early next year. casts of moderating expansion in aggre-
Key factors underlying the members’'gate demand materialized. Such a cut-
forecasts of appreciable moderatiorback would be abetted to an extent by
in the trend of real GDP growththe somewhat higher levels of market
included a waning of the financial stimu-interest rates that business borrowers
lus that had boosted domestic demand inow faced. While growth in spending
recent years and the buildup of stocks ofor high-technology equipment and
consumer durables, housing, and busielated products probably would remain
ness equipment after an extended periagpid in light of the accelerated pace of
of rapidly expanding purchases. How-4nnovations and declining prices for
ever, the members acknowledged thatuch equipment, a significant decelera-
the signs of slower growth in householdtion or slowdown in spending for other
and business spending were still quitéypes of capital equipment seemed likely
limited. under projected economic conditions,
In the household sector, furtherespecially given currently reduced rates
substantial increases in income an@f capacity utilization in many manufac-
financial wealth and high levels ofturing industries. In the nonresidential
consumer confidence had fosteredonstruction sector, business expendi-
continued robust growth in consumertures were expected to remain near cur-
spending in recent months, but apartent levels, reflecting ongoing strength
from exceptional strength in purchase$h many parts of the country but also
of motor vehicles, growth in real some signs of overbuilding in other
spending for durable consumer goodareas.
appeared to have moderated recently A number of recent indicators sug-
from a very rapid pace earlier in thegested that on a seasonally adjusted
year. How long the favorable factorsbasis residential building activity had
that continued to stimulate substantialowed a bit in the second quarter from
growth in consumer expenditures wouldan elevated level earlier in the year.
persist was uncertain, notably withHowever, homebuilding apparently had
regard to the outlook for stock marketbeen held back to some extent recently
prices and their effects on consumeby scarcities of labor and some building
resources and willingness to spend. Theupplies, and sizable backlogs evidently
stimulus to household spending fromhad built up. Looking ahead, the mem-
rapidly rising stock market wealth obvi- bers expected residential construction
ously would diminish should prices in expenditures to hold near current levels
the stock market tend to level out asn the second half of this year as back-
many expected. In that event, growth inogs were worked lower, but they antici-
consumer spending might be expectedated some softening subsequently. Fac-
to moderate to a pace more in line withtors bearing on this outlook included the
the expansion in disposable incomes. large additions to the stock of housing
Business investment spending, whiclin recent years and to some extent the
featured exceptional growth in expendibackup that had occurred in mortgage
tures for producers’ durable equipmentrates. At some point the higher financing
appeared to have picked up in recentosts would begin to show through to
months from an already rapid pace earhousing demand.
lier in the year. Nonetheless, business The available information indicated
firms were expected to trim the growththat U.S. exports of goods and services
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had declined on balance thus far thimmple availability of capacity in most
year, while imports had posted veryindustries and the declines that had
strong gains in line with continuing occurred in non-oil import prices.
strength in U.S. domestic spendingDespite these favorable developments,
However, improving economies in amost members had become increasingly
number of the nation’s important trad-worried about the risks of an overheat-
ing partners and the slower expansioing economy and rising inflation over
forecast for the U.S. economy weretime.
expected to have a favorable effect on The concerns about the outlook for
exports and to moderate increases imflation tended to focus on the risk that,
imports over the next several quartersin the absence of an appreciable modera-
Indeed, recent data suggested that U.8on in overall demands, very tight labor
exports had advanced slightly after havmarkets would at some point foster sig-
ing posted sizable declines during thenificantly faster increases in labor com-
first quarter while imports had contin- pensation that could no longer be offset
ued to grow strongly. On net, the mem-by stronger productivity growth. Indeed,
bers anticipated that the nation’s tradet recent rates of increase in output,
balance would continue to worsen/abor utilization was likely to continue
although more slowly and with a lessto rise, adding to pressures on costs. The
negative effect on the U.S. economyhigher labor costincreases would in turn
over the forecast period. generate more rapid price inflation.
Members commented that inflation,Members noted in this regard that
as reflected in a wide range of statisthe trend in average hourly earnings
tical measures and anecdotal report@ppeared to have tilted up in recent
remained remarkably subdued despitenonths. While this relatively recent
the persisting strength of the expansionevelopment was not yet conclusive evi-
and very tight labor markets across thelence of accelerating labor costs, espe-
nation. It seemed likely that rising pro-cially without further information about
ductivity, which appeared to have accelproductivity, anecdotal reports of faster
erated markedly of late, accounted foincreases in labor compensation also
much of the surprising combination ofappeared to have multiplied. In addition,
rapid growth in economic activity and improving economic conditions abroad,
low inflation. In particular, accelerating among other factors, had induced a firm-
labor productivity clearly had curbeding in oil and other commaodity prices,
the rise in unit labor costs and dampe@nd had supported the foreign exchange
pressures on prices. Very recent data ovalue of other currencies relative to the
underlying productivity trends were notdollar. As a consequence, the declines in
yet available, but the fact that profitcommodity and other import prices that
forecasts had continued to be marketad helped to suppress inflation and
up suggested that it might still be accelinflation expectations over the past two
erating and holding down costs. Suclyears were not likely to be repeated.
increases in productivity along with Members acknowledged that the pros-
slack in foreign economies contributedpects for rising inflation, including the
to the very strong competition in mostpotential timing of an acceleration, if
markets that was continuing generallyany, remained uncertain given the ques-
to suppress efforts to raise prices. Otheions surrounding both the ongoing
factors constraining inflation that werestrength of aggregate demand and the
cited by the members included theoutlook for productivity, but they
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viewed the risks of added price presthose ranges for 1999 and their exten-
sures as having risen further. sion to 2000 would therefore under-
In keeping with the requirements ofscore the Committee’s commitment to
the Full Employment and Balancedachieving and maintaining price sta-
Growth Act of 1978 (the Humphrey— bility over time and thereby fostering
Hawkins Act), the Committee reviewedmaximum sustainable economic growth.
at this meeting the ranges for growth ofit was noted during this discussion
the monetary and debt ranges that it hathat the apparent pickup in productiv-
established in February for 1999, and ifty, if it persisted, suggested that some-
set tentative ranges for those aggregateghat higher ranges than those adopted
for 2000. The current ranges approvedh recent years might more accurately
in February for the period from thereflect money growth under conditions
fourth quarter of 1998 to the fourth of price stability and historically typi-
quarter of 1999, which were unchangeaal velocity trends. However, the mem-
from those for the last several yearshers agreed that the marked degree
included growth of 1 to 5 percent forof uncertainty in the outlook for pro-
M2 and 2 to 6 percent for M3. An ductivity as well as velocity argued
unchanged range of 3 to 7 percent alsagainst any increases in the ranges at
was set in February for growth of totalthis point.
domestic nonfinancial debt in 1999. The Committee members were unani-
All the members favored retaining themously in favor of retaining the current
current ranges for this year and extendrange of 3 to 7 percent for growth of
ing them on a provisional basis to 2000total domestic nonfinancial debt in 1999
The members recognized that theand extending that range on a provi-
growth of both M2 and M3, while decel- sional basis to 2000. They took account
erating markedly from 1998, might still of a staff projection indicating that
exceed the ranges for the current yeagrowth of the debt aggregate was likely
and be near the upper ends of the rangés be around the middle of this range,
in 2000, assuming economic and finanperhaps somewhat above in 1999 and
cial conditions approximating their cur-somewhat below in 2000. Unlike the
rent expectations. However, as had beeranges for the monetary aggregates,
the case for many years, the memberselection of the range for debt did not
remained concerned that forecasts afeflect a price stability and sustainable
money growth were still subject to aeconomic growth rationale but was
wide range of error in terms of thebased on forecasts of actual growth in
anticipated relationships between monethis measure.
growth and aggregate economic perfor- At the conclusion of this discussion,
mance. Accordingly, they agreed thathe Committee voted to reaffirm the
those ranges should not reflect or beanges for growth of M2, M3, and total
centered on forecasts of money growtldomestic nonfinancial debt that it had
under projected economic and financiaéstablished in February for 1999 and to
conditions, but should be regarded asxtend these ranges on a tentative basis
anchors or benchmarks for moneyto 2000. In keeping with its usual proce-
growth that would be associated withdures under the Humphrey—Hawkins
approximate price stability and sus-Act, the Committee would review its
tained economic expansion, assumingreliminary ranges for 2000 early next
behavior of velocity in line with his- year. Accordingly, the Committee voted
torical experience. A reaffirmation ofto incorporate the following statement
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regarding the 1999 and 2000 ranges inof domestic demand augmented by

its domestic policy directive: increasing demand from abroad would
show through at some point to even

The Federal Open Market Committeetighter labor markets and higher infla-
seeks monetary and financial conditions thaion, which would impinge over time

will foster price stability and promote sus-gn the economy’s ability to realize its
tainable growth in output. In furtherance of

these objectives, the Committee reaﬁirmeéu” growth potential. In t_hese cireum-
at this meeting the ranges it had establishegtances, a small preemptive move at this
in February for growth of M2 and M3 of 1 to time would provide a degree of insur-
5 percent and 2 to 6 percent respectivelyance against worsening inflation later.

measured from the fourth quarter of 1998\1embers commented that the action in

to the fourth quarter of 1999. The range for : :
growth of total domestic nonfinancial debtquesuon would reverse a portion of the

was maintained at 3 to 7 percent for the yea€asing actions implemented during the
For 2000, the Committee agreed on a tentdall of 1998 that had been undertaken

tive basis to set the same ranges for growtin part to protect against the possibility
of the monetary aggregates and debt, meghat unsettled global markets would

sured from the fourth quarter of 1999 to ; ;
the fourth quarter of 2000. The behavior ofplace even greater constraints on foreign

the monetary aggregates will continue to b@Nd domestic economic activity than
evaluated in the light of progress towardwere then evident. As financial markets
price level stability, movements in theirand foreign economies stabilized and
velocities, and developments in the economyecovered, that added protection was no
and financial markets. longer required and policy needed to
Votes for this action: Messrs. Greens anmove to a less accommodative stance to
McDonough, Boehne, Ferguson‘ Gr'i,;mpromote sustainable growth in spending.
lich, McTeer, Meyers, Moskow, Kelly, One member did not agree that any
and Stern. Votes against this action: Nonetightening of policy was necessary to
Absent and not voting: Ms. Rivlin contain inflation, given the persistence

of low inflation, accelerating productiv-
In the Committee’s discussion ofity, and what in his view was an already
policy for the intermeeting period aheadsufficiently restrictive monetary policy
all but one member supported a prostance.
posal for a slight tightening of condi- The members were divided over
tions in reserve markets consistent wittwhether to retain the current asymmetri-
an increase of/a percentage point in cal directive tilted toward restraint or to
the federal funds rate to an average oddopt a symmetrical directive in con-
around 5 percent. In the view of mostunction with the contemplated tighten-
members, such a policy move repreing action. A majority endorsed a pro-
sented a desirable and cautious preempeosal to shift to a symmetrical directive.
tive step in the direction of reducing They agreed that following today’s lim-
what they saw as a significant risk ofited policy move the risks would still
rising inflation. While current indica- remain tilted toward rising inflation, and
tions of accelerating inflation were quitethey expected that the announcement
limited, the economy had been expandef a change in policy shortly after the
ing rapidly enough to put added presimeeting would include a reference to
sure on labor markets over time, andhe Committee’s ongoing concerns in
many members expressed growing corthat regard. But in light of the marked
cern that, given the current stance oflegree of uncertainty relating to the
monetary policy, the persisting strengttextent and timing of prospective infla-
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tionary pressures, they believed that fureirect the Federal Reserve Bank of New
ther firming of policy might not be nec- York, until it was instructed otherwise,
essary in the near term and in any cas® execute transactions in the System
would depend importantly on future Account in accordance with the follow-
developments. Some of these membeiag domestic policy directive:

were concerned that retention of asym-

metry might be interpreted as an indica- , , i , i
tion that the Committee was relatively The information reviewed at this meeting

. ; suggests continued vigorous expansion in
certain that it would need to take furthereonomic activity. Nonfarm payroll employ-

tightening action fairly soon, a view thatment has increased at a relatively rapid pace
tended to be reinforced by the behavioin recent months and the civilian unemploy-
of expectations in the period after thement rate, at 4.2 percent in May, matched its

; w for the year. Manufacturing output rose
Z??hoeulr\]/lcaeymrﬁgfat?r]:gé shift to asymrT](:"tr)}soubstantially further in May. Total retail sales

. increased briskly last month after recording
Members who preferred to retain angrge gains on average earlier in the year.
asymmetrical directive agreed thatHousing activity has remained robust in
although there was little likelihood of arecent months. Available indicators suggest
further policy change during the inter-?ﬁfgr%ﬁ;gﬁi gﬁﬁg%gsypeh”:s'”gécislgre;':g%gg
meeting period, such a dlrgctlve wa pring. The nominal deficit on U.S. trade
the best way to convey their concerngn goods and services widened somewhat
about the risks of rising inflation and thein April from its first-quarter average. Con-
potential need for policy tightening oversumer price inflation was up somewhat on

time. A number of those in favor of balance in April and May, boosted by a sharp

asymmetry were concerned that a syr,r.{_ncrease in energy prices; improving produc-

ical di - Id ivity has held down increases in unit labor
metrical directive would not capture cosis despite very tight labor markets.

the Committee’s thinking with regard to  |nterest rates have risen somewhat since
the most likely policy course over anthe meeting on May 18, 1999. Key mea-
extended period of time and could fostepures of share prices in equity markets are
the misleading conclusion that theunchanged to somewhat lower on balance

. . over the intermeeting period. In foreign
Committee no longer believed a furtherexchange markets, the trade-weighted value

adjustment to policy might be warrantedof the dollar has changed little over the
at some point later this year. They sawperiod in relation to the currencies of a broad
the odds as reasonably high that furthegroup of important U.S. trading partners.

tightening would be needed before the After relcordi_ng sizable inclrea%eg iqup”_"
; pparently owing to a tax-related buildup in
end of the_year_ to gain adequate assuﬁ'quid accounts, growth of M2 and M3
ance that inflation would be containedsjowed in May as tax payments cleared and
Despite their differing preferences, allappears to have remained moderate in June.
the members who supported a policyFor the year through June, M2 is estimated
tightening move also indicated thatlo have increased at a rate somewhat above
the Committee’s annual range and M3 at

they could accept a symmetrical dlrec-a rate near the upper end of its range. Total

tive because the announcement to bgymestic nonfinancial debt has continued to
released after this meeting along withexpand at a pace somewhat above the middle
the Chairman’'s Humphrey—Hawkinsof its range. .
testimony during the latter part of The Federal Open Market Committee
July could serve to correct possibleS€eks monetary and financial conditions that
. ) will foster price stability and promote sus-
misinterpretations. o . tainable growth in output. In furtherance of
At the conclusion of this discussion,these objectives, the Committee reaffirmed
the Committee voted to authorize andat this meeting the ranges it had established
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in February for growth of M2 and M3 of 1 to productivity growth has accelerated in
5 percent and 2 to 6 percent respectivelyyecent quarters. Mr. McTeer does not

measured from the fourth quarter of 199 ; ;
to the fourth quarter of 1999. The range fofr}oelleve that rapid growth based on

growth of total domestic nonfinancial debt"€W technology, rising productivity, and
was maintained at 3 to 7 percent for the yea@ther supply-side factors is inflationary,
For 2000, the Committee agreed on a tenteespecially in the current global environ-
tive basis to set the same ranges for growtihent. He would have preferred to con-

of the monetary aggregates and debt, mea; Fi
sured from the fourth quarter of 1999 to"ﬁnue fo test the growth limits of the new

the fourth quarter of 2000. The behavior ofeconomy.

the monetary aggregates will continue to be By notation vote completed on
evaluated in the light of progress towardJuly 14, 1999, available members of
price level stability, movements in theirthe Committee voted unanimously to
velocities, and developments in the econoMyje|egate responsibility to Mr. Gramlich
and financial markets. and in his absence to Mr. Ferguson for

To promote the Committee’s long-run . _ : 9 .

objectives of price stability and sustainabldNaking decisions on appeals of denials
economic growth, the Committee in theby the secretary of the Committee for
immediate future seeks conditions in reservaccess to Committee records. This
markets consistent with increasing thf@ction was taken in keeping with the

federal funds rate to an average of aroun P “
5 percent. In view of the evidence currently’ rovisions of 271.4(d) of the Commit

available, the Committee believes that prof€€’s Rules Regarding Availability of
spective developments are equally IikerlnfOfmatlon-
to warrant an increase or a decrease in the
federal funds rate operating objective during Votes for this action: Messrs. Greenspan,
the intermeeting period. McDonough, Boehne, Ferguson, Gram-
lich, Meyers, Moskow, Kelley, and Stern.
Votes for this action: Messrs. Greenspan, Votes against this action: None. Not vot-
McDonough, Boehne, Ferguson, Gram- ing: Mr. McTeer and Ms. Rivlin
lich, Meyers, Moskow, Kelley, and Stern.
Vote against this action: Mr. McTeer. It was agreed that the next meeting of
Absent and not voting: Ms. Rivlin the Committee would be held on Tues-
day, August 24, 1999.
Mr. McTeer dissented because he The meeting adjourned at 11:45 a.m.
believed that tightening was unneces-
sary to contain inflation. He noted that Donald L. Kohn
most measures of current inflation Secretary
remain low, and he saw few signs of
inflation in the pipeline. Conditions that After the meeting, the following press
called for a preemptive tightening inrelease was issued:
1994—rapidly rising commodity prices
and real short-term interest rates nearhe Federal Open Market Committee today
zero—are not present today. Wh”evoted to raise its target for the federal funds

. - -rate 25 basis points, to 5 percent. Last fall
money growth has been rapid by historithe” Committee reduced interest rates to

cal standards, market-based indicatorgounter a significant seizing-up of financial
of monetary policy suggest sufficientmarkets in the United States. Since then
restraint. Except for oil, most sensitivemuch of the financial strain has eased, for-
commodity prices have risen 0n|yeign economies have firmed, and economic

- - activity in the United States has moved for-
sllght_ly after years of decline, the. dollary,arq )a/u a brisk pace. Accordingly, the full
remains S'[I‘Ol’lg, I’ea| Short'term |nteres@egree of adjustment is Judged no |0nger

rates are near historical norms, anchecessary.
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Labor markets have continued to tighten
over recent quarters, but strengthening pro-
ductivity growth has contained inflationary
pressures.

Owing to the uncertain resolution of the
balance of conflicting forces in the economy
going forward, the FOMC has chosen to
adopt a directive that includes no predilec-
tion about near-term policy action. The Com-
mittee, nonetheless, recognizes that in the
current dynamic environment it must be
especially alert to the emergence, or poten-
tial emergence, of inflationary forces that
could undermine economic growth.

Meeting Held on
August 24, 1999

A meeting of the Federal Open Mar-
ket Committee was held in the offices
of the Board of Governors of the Fed-
eral Reserve System in Washington,
D.C., on Tuesday, August 24, 1999, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer
Mr. Meyer
Mr. Moskow
Mr. Stern

Messrs. Broaddus, Guynn, Jordan, and
Parry, Alternate Members of the
Federal Open Market Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Ms. Johnson, Economist

Messrs. Howard, Hunter, Lang,
Lindsey, Slifman, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division
of Research and Statistics,
Board of Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions
of Monetary Affairs and Research
and Statistics respectively,
Board of Governors

Mr. Whitesell, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Ms. Edwards® Senior Economist,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Stewart and Ms. Strand, First Vice

Presidents, Federal Reserve Banks

of New York and Minneapolis
respectively

Mr. Beebe, Ms. Browne, Messrs.
Eisenbeis, Hakkio, Ms. Krieger,
Messrs. Lacker, Rasche, and
Steindel, Senior Vice Presidents,
Federal Reserve Banks of
San Francisco, Boston, Atlanta,
Kansas City, New York,
Richmond, St. Louis, and
New York respectively

Mr. Weber, Senior Research Officer,
Federal Reserve Bank of
Minneapolis

Mr. Bryan, Assistant Vice President,
Federal Reserve Bank of
Cleveland

10. Attended portion of meeting relating to
issues pertaining to year-end operations.
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Mr. Viard, Senior Economist, Federal that it would be prudent to provide
Reserve Bank of Dallas the Manager with added leeway and
flexibility for a limited period. Because
By unanimous vote, the minutes ofthe plans of market participants were
the meeting of the Federal Open Markelikely to be influenced by the Federal
Committee held on June 29-30, 1999Reserve’s contemplated action and
were approved. because detailed preparations with
By unanimous vote, Christine Cum-market participants needed to begin
ming and David Howard were electedpromptly, the Committee decided to put
to serve as associate economists untihe new authorizations in place at this
the first meeting of the Committeemeeting.
after December 31, 1999, with the The new authority encompassed
understanding that in the event of theghree policy instruments that, unless
discontinuance of their official connec-renewed, would expire during the early
tion with a Federal Reserve Bank orart of 2000 and one permanent change.
with the Board of Governors, theyThe temporary authorizations included
would cease to have any official connec{l) the expansion of collateral that
tion with the Committee. could be accepted in System open mar-
The Manager of the System Operket transactions, (2) authority to use
Market Account reported on recentreverse repurchase agreements in addi-
developments in foreign exchange martion to the currently available matched
kets. There were no open market operasale-purchase transactions to absorb
tions in foreign currencies for the Sys-reserves on a temporary basis, and (3) a
tem’s account in the period since thestandby financing facility involving the
previous meeting, and thus no vote wasuction of options on repurchase agree-
required of the Committee. ments, reverse repurchase agreements,
The Manager also reported on develand matched sale—purchase transac-
opments in domestic financial marketgions that could be exercised in the
and on System open market transactiongeriod surrounding the year-end. The
in government securities and federapermanent change, which also might
agency obligations during the periodprove useful during the year-end period,
June 30, 1999, through August 23, 1999nvolved the extension of the maximum
By unanimous vote, the Committee rati-maturity on regular repurchase and
fied these transactions. matched sale-purchase transactions from
At this meeting, the Committee con-sixty days to ninety days.
sidered a number of proposals whose The broader range of collateral
purpose was to enhance the Managerapproved by the Committee for repur-
ability to counter potential liquidity chase transactions included mainly
strains in money and financing marketpass-through mortgage securities of
in the period surrounding the centuryGNMA, FHLMC, and FNMA, U.S.
date change and in the process help tdoreasury STRIPS, and “stripped” secu-
ensure the effective implementation ofiities of other federal government
the Committee’s monetary policy objec-agencies. The expanded pool would
tives. The members believed that thdacilitate the Manager’s task of address-
prospects for major liquidity problemsing what potentially could be very large
associated with the century date changeeeds to supply reserves in the months
were remote, but some strains werehead, especially in the weeks surround-
already in evidence, and they agreethg the year-end. Such transactions
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would have to be undertaken at a time ofmight be particularly desirable to have
likely heightened demand for U.S. gov-in place during the upcoming year-
ernment securities that would diminishend period. Accordingly, the Com-
the available pool of currently autho-mittee voted unanimously to add reverse
rized securities for System open marketepurchase agreements to its “Authori-
operations. The Federal Reserve Bankation for Domestic Open Market
of New York would need to establishOperations,” as shown in new para-
custody arrangements with commerciagiraph 1(c) below.
banks to manage the clearing of the The Committee also approved a
newly authorized securities on a tripartytemporary financing facility autho-
basis. Some time would be needed toizing the Federal Reserve Bank of
make these arrangements and inforlew York to sell options on repurchase
other market participants, and it wasagreements, reverse repurchase agree-
anticipated that the new arrangementments, and matched sale-purchase trans-
would not be in place before early Octo-actions. The members hoped that the
ber. To implement this decision, theavailability of such a System facility
Committee voted unanimously to suswould reduce concerns about year-end
pend until April 30, 2000, several provi- financial conditions and thus help avert
sions of the “Guidelines for the Con-the emergence of the illiquid markets
duct of System Operations in Federathat were feared by an apparently grow-
Agency Issues,” which impose limits oning number of market participants
transactions in federal agency transaand that would complicate the conduct
tions. The “Guidelines” as temporarily of open market operations. The sales
amended now read as follows: would be made on a competitive basis
to the primary government securities
1. System open market operations in Feddealers who are regular counterparties
eral agency issues are an integral part of totah the System’s open market operations.
System open market operations designed ®he details of these transactions would
influence bank reserves, money market comye \worked out during the weeks ahead.

ditions, and monetary aggregates.
2. System open market operations in Fed-. Members agreed that there was some

eral agency issues are not designed to supiSk Of unintended consequences in
port individual sectors of the market or toimplementing these untried transactions.

chann_el funds into issues of particularNonetheless, the costs stemming from a
agencies. dysfunctional financing market at year-
end, in the unlikely event that it materi-
The Committee’s decision to autho-alizes, were immeasurably greater. The
rize the use of reverse repurchase agrearembers did not question the desirabil-
ments until April 30 was intended toity of addressing the latter risks and
facilitate temporary reserve drainingproviding greater assurance that financ-
operations. These agreements are fundarg markets would retain sufficient depth
mentally equivalent to matched saleand liquidity to permit market partici-
purchase transactions, which the Manpants including the Federal Reserve to
ager already has the authority to employmake necessary portfolio adjustments at
However, the latter are not a commoryear-end. Accordingly, the Committee
instrument in financial markets. Partlyvoted unanimously to authorize the sale
as a consequence, they lack the flexaf options on temporary transactions
ibility for use to drain reserves late dur-for exercise though January 2000. This
ing the business day, a flexibility thatauthority is indicated in the temporary
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addition of paragraph 4, shown below, (c) To sell U.S. Government securities

to the Authorization for Domestic Openthat are direct obligations of, or fully guar-
Market Operations. anteed as to principal and interest by,

L . any agency of the United States to dealers
The decision to extend the maxi-o; System Open Market Account under
mum maturity on repurchase and saleagreements for the resale by dealers of
purchase transactions was intended teuch securities or obligations in 90 calen-
bring the terms of such transactions int@lar days or less, at rates that, unless other-

conformance with market practice angVise expressly authorized by the Committee,

shall be determined by competitive bidding,

the pattern of market demand, tr](:""(:"t)\ﬁl‘ter applying reasonable limitations on

enhancing the Manager's ability to Us&he volume of agreements with individual
these instruments. This maturity extendealers.

sion, which the Committee decided to 3. Inorder to ensure the effective conduct

make permanent, was likely to provefl OB% BEtel DERRA HE SO e T
particularly useful in the period of foreign and international accounts main-

unusually large reserve operations OVE@hined at the Federal Reserve Bank of New
the months ahead. The new authority isork, the Federal Open Market Committee
incorporated in paragraphs 1(b), 1(c)authorizes and directs the Federal Reserve
and 3 below. Bank of New York (a) for System Open

-+~ -Market Account, to sell U.S. Government
The paragraphs of the AUthonzatlonsecurities to such foreign and international

for Domestic Open Market Operations,ccounts on the bases set forth in paragraph
that were amended or added by the(a) under agreements providing for the
Committee, all by unanimous vote, readesale by such accounts of those securities
as follows: within 90 calendar days on terms compa-
rable to those available on such transactions
o . in the market; and (b) for New York Bank
Authorization for Domestic account, when appropriate, to undertake with
Open Market Operations dealers, subject to the conditions imposed on
. purchases and sales of securities in para-
1. The Federal Open Market Committeeyraph 1(b), repurchase agreements in U.S.
authorizes and directs the Federal Resernggyernment and agency securities, and to
Bank of New York, to the extent neces-arrange corresponding sale and repurchase
sary to carry out the most recent domestlggreemems between its own account and
policy directive adopted at a meeting of theforeign and international accounts main-
Committee: tained at the Bank. Transactions undertaken
(b) To buy U.S. Government securities,with such accounts under the provisions of
obligations that are direct obligations of, orthis paragraph may provide for a service fee
fully guaranteed as to principal and interestvhen appropriate.
by, any agency of the United States, from 4. In order to help ensure the effective
dealers for the account of the Federatonduct of open market operations during
Reserve Bank of New York under agree-the transition period surrounding the century
ments for repurchase of such securities odate change, the Committee authorizes the
obligations in 90 calendar days or less, aFederal Reserve Bank of New York to sell
rates that, unless otherwise expressly auth@ptions on repurchase agreements, reverse
rized by the Committee, shall be determinedepurchase agreements, and matched sale
by competitive bidding, after applying rea-purchase transactions for exercise no later
sonable limitations on the volume of agreethan January 2000.
ments with individual dealers; provided that
in the event Government securities or agency The Committee then turned to a dis-
issues covered by any such agreement a : : - :
not repurchased by the dealer pursuant to th ssion of the economic and fl_nanC|aI
agreement or a renewal thereof, they shall b@utlook, and the implementation of
sold in the market or transferred to the Sysimonetary policy over the intermeeting
tem Open Market Account. period ahead.
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The information reviewed at thisthe underlying trend in spending
meeting suggested that expansion afemained relatively strong as a result of
economic activity remained solid. Thecontinuing robust expansion of dispos-
growth of consumer spending and busiable incomes and household wealth thus
ness outlays for durable equipment haéar this year and very positive consumer
moderated somewhat after havingentiment. Retail sales had increased
increased rapidly earlier in the yearmoderately recently—a small decline in
Residential construction activity hadJune was more than offset by a July
weakened a little from the level of lastrebound—while consumer outlays for
winter but was still elevated. Job growthservices were buoyant in the second
was quite strong, however, and indusguarter (latest data). Housing activity
trial production appeared to be pickingremained strong in the June—July period;
up. Labor markets remained very tighthousing starts were only a little below
and recent wage and price increases hdlde very high levels of earlier months of
been a little larger on balance, thoughhe year, and home sales remained at an
price inflation continued subdued. elevated level in June (latest data).

Nonfarm payroll employment in- The limited available information
creased sharply in June and July. Jobuggested that the pace of expansion in
growth in the service-producing indus-business fixed investment had moder-
tries soared in both months, and conated somewhat after having advanced
struction employment remained on amapidly in the second quarter. Demand
upward trend. In manufacturing, thefor high-tech equipment remained
number of jobs turned up in July. Thestrong overall, even though growth of
civilian unemployment rate was 4.3 per-outlays for computers appeared to have
cent in July, matching its average for theeased a little recently; spending for
first half of the year. motor vehicles and aircraft seemed to be

Industrial production recorded a largeleveling out after a marked decrease in
increase in July after having edged up irthe first half of the year; and expendi-
June. Part of the July advance reflectedres on other types of durable equip-
surge in the output of electric utilities ment remained sluggish. Nonresidential
associated with the heat wave in theonstruction activity slipped in the sec-
eastern United States and an upturn iond quarter after sizable gains last year
mining production after a weak firstand the early part of this year.
half of the year. In manufacturing, pro- The book value of business inven-
duction advanced briskly over thetories increased moderately in the sec-
June—July period. While production ofond quarter, and in many industries the
motor vehicles and aircraft fell on bal-levels of inventory stocks were lean
ance over the two months, output ofin relation to sales. In manufacturing,
high-tech products continued to expandnventories continued to edge down in
at a rapid pace, and the manufacturthe second quarter, and the aggregate
of other goods rebounded strongly innventory—sales ratio for the sector at
July after a small decline in June. Utili-the end of the quarter was slightly below
zation of manufacturing capacity edgedhe lower end of its range for the preced-
up in July but remained below its long-ing twelve months. Wholesale stocks
run average rate. recorded another modest gain in the sec-

Growth of consumer spending slowednd quarter, and the stock—shipments
appreciably in the second quarter afteratio for this sector at quarter's end was
having surged earlier in the year; still,below the bottom of its narrow range for
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the past year. Inventory accumulation irconsumer price inflation in the twelve
the retail sector slowed in the secondnonths ended in July compared with the
quarter, but stocks kept pace with salegrevious twelve-month period. Exclud-
and the aggregate stock—sales ratio wasg food as well as the volatile energy
in the middle of its range for the pastcomponent, core consumer price infla-
twelve months. tion had remained subdued thus far in
The nominal deficit on U.S. trade in1999 and during the twelve months
goods and services widened substarended in July. Inflation was modest at
tially in the second quarter, as the valughe producer level as well, as prices of
of imports increased much more tharfinished goods other than food and
that of exports. The rise in imports wasenergy edged lower over the June—July
spread widely across the major tradgeriod. Core producer prices rose more
categories; sharply higher prices forin the twelve months ended in July than
imported oil, along with a moderatein the year-earlier period, but that
addition in the quantity imported, pickup resulted in important part from
accounted for much of the rise, but theresharp increases in the prices of tobacco
also were sizable step-ups in imports oproducts. At earlier stages of process-
computers, semiconductors, and indusng, producer prices of crude and inter-
trial supplies—notably building materi- mediate materials other than food and
als. The increase in exports was concerenergy had firmed noticeably in recent
trated in agricultural goods, automotivemonths. While the source of some of
products, industrial supplies, computersthose increases had been the pass-
and semiconductors. Recent informatiothrough of higher crude oil prices,
suggested that economic recovery immproved worldwide growth, especially
Europe was continuing to gain momenin Asia, also contributed. With labor
tum through the second quarter, whilemarkets very tight, increases in wages
the Japanese economy was showingnd total compensation had been some-
some signs of having bottomed out ovewhat larger recently. The employer cost
the first half of the year. Economic activ-index for hourly compensation of pri-
ity had remained on a strong upwardvate industry workers jumped in the
trend in Canada in recent months, andecond quarter after an unusually small
economic growth picked up during thegain in the first quarter, and increases
spring in the United Kingdom after in average hourly earnings of produc-
having stagnated over the previous twdion or nonsupervisory workers picked
quarters. The recent economic perforup in June and July. Nonetheless, year-
mance of the developing countries haaver-year changes in some measures
been mixed. Most Asian economiesof nominal compensation continued to
grew robustly in the first half of the decline.
year, but economic activity in a number At its meeting on June 29-30, 1999,
of Latin American economies, with the Committee adopted a directive that
the notable exceptions of Brazil andcalled for a slight tightening of condi-
Mexico, remained weak. tions in reserve markets consistent with
Consumer prices rose moderately iran increase o¥4 percentage point in the
July after having been unchanged irfederal funds rate to an average of
May and June; a rebound in energyaround 5 percent. The members noted at
prices contributed to the July increasethat meeting that there were few current
The strong upturn in energy prices thigndications of rising inflation; nonethe-
year accounted for all of the uptick inless, with financial markets and foreign
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economies recovering since the Com- In foreign exchange markets, the
mittee had eased policy last fall, thetrade-weighted value of the dollar depre-
persisting strength of demand wagiated slightly over the intermeeting
enough to put added pressure over timperiod in relation to the currencies of a
on already very tight labor marketsbroad group of important U.S. trading
and at some point lead to a pickup inpartners. The dollar declined against
inflation that could threaten the sustainthe currencies of the major industrial
ability of the economy’s expansion.countries in response to indications of
Because there was substantial unceimproved economic performances in
tainty relating to the extent and timingEurope and Japan and to higher long-
of prospective inflationary pressures anderm interest rates in many of those
thus the possibility that further firming countries. However, this depreciation
of policy might not be needed in thewas partially offset by a rise in relation
very near term, the directive did notto the currencies of other important trad-
contain any bias relating to the directioning partners, reflecting increased uncer-
of possible adjustments to policy in thetainty in financial markets in many
intermeeting period. Asian and Latin American countries that
Open market operations immediatelywas associated in part with concerns
after the meeting were directed towardabout rising U.S. interest rates.
implementing the desired, slightly The expansion of broad measures of
greater pressure on reserve positionsnoney had moderated in recent months.
and the federal funds rate averaged veryhe slower growth of nominal GDP and
close to the Committee’s 5 percent tarthe rise in market interest rates in the
get over the intermeeting period. Treaspring and summer likely had restrained
sury coupon yields fell early in the inter-increases in both M2 and M3. In addi-
meeting interval, as market participantgion, M3's expansion probably had been
apparently adjusted downward theitheld down by a sharp slowing in the
expectations regarding further monetargrowth of bank credit in July. For the
tightening in response to the generallyear through July, M2 was estimated to
unexpected move to a neutral directivdhave increased at a rate somewhat above
and, subsequently, the receipt of favorthe Committee’s annual range and M3
able data on inflation. Yields laterat a rate approximating the upper end
retraced their declines, however, in reacef its range. Total domestic nonfinancial
tion to the semiannual monetary policydebt had continued to expand at a pace
report and the Chairman’s associatedomewhat above the middle of its range,
testimony and to the release of datahough borrowing by nonfinancial sec-
indicating an acceleration of labortors had slowed in recent months.
costs, growing signs of a firming of The staff forecast prepared for this
activity abroad, and a weaker dollarmeeting suggested that the expansion
On net, most interest rates were abouwould gradually moderate to a rate com-
unchanged over the intermeeting intermensurate with the growth of the eco-
val. Key measures of share prices imomy’s estimated potential. The growth
equity markets, buoyed early in theof domestic final demand increasingly
period by lower interest rates andwould be held back by the anticipated
better-than-anticipated quarterly earnwaning of positive wealth effects asso-
ings reports, largely reversed those gainsiated with earlier large gains in equity
when rates backed up, and share pricgwices; the slower growth of spending
ended the period with mixed results.  on consumer durables, houses, and busi-
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ness equipment in the wake of the prodeveloped in recent months—higher
longed buildup in the stocks of thesdong-term interest rates and a flattening
items; and the higher intermediate- anaf equity prices. Given the persistent
longer-term interest rates that hadtrength of domestic demand and
evolved as markets came to expect thamproving economies abroad, many
a rise in short-term interest rates wouldnembers saw the risks to this outlook
be needed to achieve a better balances tilted to the upside, especially if
between aggregate demand and aggrehort-term interest rates were to remain
gate supply. The lagged effects of theat their current levels. Against this
earlier rise in the foreign exchangebackground, the risks in the outlook
value of the dollar were expected tofor prices also seemed to be tilted
place continuing, though diminishing,toward somewhat higher inflation. Price
restraint on U.S. exports for some periodnflation had been held in check by
ahead. Price inflation was projected taccelerating productivity and declines
rise somewhat over the forecast horizorin oil and other import prices. Evi-
in part as a result of higher import pricesdence was mixed on whether the accel-
and some firming of gains in nominaleration in productivity was persisting,
labor compensation in persistently tightout the earlier favorable developments
labor markets that would not be fullyin import prices were already dissipat-
offset by rising productivity. ing, adding to the inflation risk posed by
In the Committee’s discussion of cur-the possibility of further tightening in
rent and prospective economic developtabor markets should domestic demand
ments, members commented that thé&il to moderate.
expansion of economic activity contin- In their comments about regional
ued to display substantial underlyingeconomic developments, the members
strength with few indications of slowing reported generally favorable business
in the growth of consumer and businessonditions and further growth in all
expenditures. While the information forregions, with variations ranging from
the second quarter pointed to a markedome acceleration in a number of Fed-
deceleration from the pace in othereral Reserve Districts to modest decel-
recent quarters, the slowdown wasrationin some others. Several indicated
induced to an important extent bythat economic activity in some parts of
sharply reduced inventory investmenthe country was being held down by
that partly offset robust further growthshortages of labor. Most industries con-
in consumer and housing expendituretinued to exhibit strength, but weakness
and a surge in spending by busineswas reported in agriculture and related
for equipment. The members generallypusinesses and in manufacturing indus-
anticipated a rebound in the rate of ecotries such as textiles.
nomic expansion over the balance of With regard to the outlook for key
the year and in 2000, possibly to a pacsectors of the economy, members
averaging around the economy'’s longreferred to the favorable prospects for
run potential. Growth at this rate wouldcontinued robust growth in employment
represent a noticeable slowing fromand incomes that likely would sustain
the pace that had prevailed in recenappreciable further expansion in con-
years, and its realization dependedumer expenditures. However, substan-
importantly on the damping effects ontial uncertainty surrounded the outlook
domestic demand of the less accommder stock market prices whose sharp
dative financial conditions that hadrise and the associated increase in
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wealth over the course of recent yearshortfall in the second quarter. While the
had helped to foster a high level oflong-run trend undoubtedly remained in
consumer confidence and willingnesghe direction of declining inventory—
to spend. The absence of further largsales ratios, the shortfall of inventory
gains in stock prices, should receninvestment during the spring probably
trends persist, would remove this stimuhad on the whole lowered holdings at
lus and probably induce some moderaleast temporarily below intended levels
tion in the growth of consumer spend-as evidenced in part by anecdotal reports
ing. However, as the experience ofhat lean inventories had reduced sales
recent years had amply demonstratedn some areas. Moreover, some buildup
stock market trends were very difficultrelating to century date change concerns
to predict. Concerning the prospects foseemed likely; in this regard, anecdotal
business capital investment, memberseports suggested that some businesses
saw indications that outlays might riseplanned to accumulate inventories in the
more moderately after a surge in thdorm of imports because of questions
second quarter. Weak trends in orderabout the availability of such goods
for many types of equipment and soft-around the year-end. Members acknowl-
ness in nonresidential constructioredged that available survey and anec-
pointed to a considerable decelerationlotal evidence did not point to any
in total business investment. At the same&videspread perception of a significant
time, however, further advances inneed to build up inventories, and indeed
technology and declining prices werethere were indications of overstocking
likely to underpin continued very strongin some industries. Even so, appreciable
expenditures for computer and commuinventory accumulation was seen as the
nications equipment, thereby sustainingnost likely prospect for the balance of
still robust if reduced increases in overthe year. While such a forecast was sub-
all business investment. ject to substantial risks in both direc-
Residential construction activity wastions, it implied, if realized, a significant
expected to moderate a bit over comindpoost to GDP growth over the second
quarters as the rise that had occurrebalf of the year.
in mortgage interest rates exerted its The government sector was now
lagged effects. The deceleration wagxpected to exert somewhat less re-
likely to be limited in the near term, straint on overall demand in the econ-
however, as the backlogs that had builomy, as burgeoning budget surpluses
up earlier in the year and associatedeemed to be weakening restraints on
shortages in inventories of new homegederal government outlays and tax cuts
were worked down. Indeed, anecdotalvere a possibility. In addition, export
reports indicated currently strong housgrowth was projected to strengthen in
ing markets in several areas of the counconjunction with an improving eco-
try. Over time, the outlook for employ- nomic outlook in a number of impor-
ment and incomes should providetant U.S. trading partners, and import
support to the housing market, but likelygrowth seemed likely to moderate over
at a modestly diminished level. the next several quarters, reflecting the
The outlook for inventory investment projected deceleration in the U.S. econ-
remained characteristically uncertainpmy and the waning effects of the past
though the members commented thatppreciation of the dollar. A number of
there were reasons to anticipate sommembers commented, however, that
pickup in such investment following thethey saw downside risks to the trade
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outlook despite the improving econo-possibility of accelerating costs at cur-
mic performance in many countries.rent levels of labor resource utilization.
Adverse developments in those counThe major uncertainty was the extent to
tries remained a worrisome concern irwhich labor productivity would con-
light of unsettled political conditions tinue to accelerate and hold down the
that made it very difficult for govern- rise in unit labor costs. Recent data from
ment authorities in many of them tothe product side of the national income
implement the measures that werand product accounts suggested some
needed to solve underlying economigslowing in productivity growth and pres-
problems. sure on unit labor costs, but these ten-
In the course of the Committee’s dis-dencies were not confirmed by a close
cussion of the outlook for inflation, reading of income side data. In these
members commented that there was noircumstances, the outlook for price
persuasive evidence in recent statisticahflation remained subject to consider-
measures that price inflation was curable uncertainty.
rently picking up or that inflation expec- In the Committee’s discussion of pol-
tations were rising, though the declinescy for the period ahead, the members
in both inflation and expectations expewith one exception favored a proposal
rienced over the course of recent year®r a slight tightening of conditions in
no longer seemed to be occurring. Memreserve markets that would be consistent
bers nonetheless expressed concemith an increase in the federal funds rate
about the risks of some acceleratiorio an average of about/s percent. In
under foreseeable economic circumthe view of these members, a limited
stances. They cited a variety of statistipolicy move at this time would appropri-
cal and anecdotal signs that could bately supplement the small firming
viewed as harbingers of rising priceaction taken at midyear and at least for
inflation. Those included an upturn innow would position monetary policy
commodity prices, notably that of oil where it needed to be to foster continued
whose effects tended over time to spreasubdued inflation and good economic
relatively widely through the economy, performance. It would tend to validate
and the direct and indirect effects ofthe appreciable firming in financial mar-
the dollar’'s depreciation. Members alscets that had occurred in recent months,
reported some indications of reducedo some extent in anticipation of Com-
discounting by business firms and plansittee tightening. That firming was
for, or actual implementation of, higherimportant to hold the expansion of eco-
prices that businesses now saw as les@mic activity to a sustainable pace,
likely than earlier to be reversed forespecially as improving foreign econo-
competitive reasons. However, thesenies boosted the demand for U.S.
reports were still relatively scattered.  exports. While key measures of prices
The members’ basic concern aboutlid not at this point suggest any upturn
the outlook for inflation related to thein inflation, a failure to act would incur
possibility that continued strength ina substantial risk of increasing pressure
demand might not be accommodatedn already tight labor markets and
without placing greater pressures orhigher inflation. During the discussion,
labor compensation and prices. Thesome members observed that today’s
greatest risks would come from a furtheraction would reduce further the stimulus
tightening of labor markets, but manyprovided during the autumn of last year
members were also concerned about thte counter the global financial turmoil
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and related risks to the U.S. economyment has increased rapidly in recent months,

While not all vestiges of that turmoil 2”30' the ?Yi“%nl unentﬂpr:oxémtent rate, ?t
; : ; 4.3 percent in July, matched its average for
had disappeared, financial Condltlon?he first half of the year. Manufacturing out-

had improved markedly, foreign €Conot continued to grow moderately on aver-

mies had strengthened on balance, arigye in June and July. Total retail sales have
downside risks to economic perfor-grown less rapidly in recent months, while
mance in the United States were genefousing activity has remained robust. Avail-
ally reduced. One member indicated thagble indicators suggest that the expansion in

S . - usiness capital spending has slackened
in light of the persistence of low infla- somewhat afpter a gurge ?his spring. The

tion, a policy tightening move was notnominal deficit on U.S. trade in goods and

warranted at this time and would in factservices widened substantially in the second

incur some risk of unnecessarily curbin%uarter- Consumer price inflation has been

the expansion in economic activity. oosted in recent months b%/tﬁ” gpp;ecuablg
rise in energy prices; against the backgroun

. Al t_he me_mbers who supported Aof very tight labor markets, increases in

tightening action also favored the retenyages and total compensation have been

tion of a symmetric directive. Thesesomewhat larger.

members agreed that the Committee Most interest rates are little changed on

should keep its options open with regardalance since the meeting on June 29-30,

: : . 1999. Key measures of share prices in equity
to the next policy move, whose dIreCtIOnmarkets have posted mixed changes over the

and timing would depend on evolVingjntermeeting period. In foreign exchange
economic and financial conditions. Inmarkets, the trade-weighted value of the dol-
this regard, while agreeing that inflationlar has declined slightly over the period in
risks had been substantially reduced biglation to the currencies of a broad group of
the actions taken in June and conterdmportant U.S. trading partners.

lated day’ : M2 and M3 have grown at a moderate
plated at today's meeting, many meMyace in recent months. For the year through

bers continued to see a possible increasgly, M2 is estimated to have increased at
in inflation pressures as the main threaa rate somewhat above the Committee’s

to sustained economic expansion. Howannual range and M3 at a rate approximating

; i he upper end of its range. Total domestic
ever, they did not anticipate that furtherfwonfinancial debt has continued to expand at

tightening would be needed in the neap ;e somewhat above the middle of its
term, allowing the Committee time to range.

gather substantial additional information The Federal Open Market Commit-
about the balance of aggregate supplige seeks monetary and financial con-

and demand. The members all agreegf'tions that will foster price stability and
that a symmetric directive would I,]ijznpromote sustainable growth in output. In

. . . urtherance of these objectives, the Com-
preclude a tightening move if warrantednittee reaffirmed at its meeting in June the

by developments over the months aheadanges it had established in February for
At the conclusion of this discussion,growth of M2 and M3 of 1 to 5 percent and
the Committee voted to authorize and to 6 percent respectively, measured from

: e fourth quarter of 1998 to the fourth quar-
direct the Federal Reserve Bank of Ne er of 1999. The range for growth of total

York, until it was instructed other- gomestic nonfinancial debt was maintained
wise, to execute transactions in the Sysat 3 to 7 percent for the year. For 2000, the
tem Account in accordance with theCommittee agreed on a tentative basis in
following domestic policy directive: June to retain the same ranges for growth of
the monetary aggregates and debt, measured
from the fourth quarter of 1999 to the fourth
The information reviewed at this meetingquarter of 2000. The behavior of the mone-
suggests continued solid expansion of ecaary aggregates will continue to be evalu-
nomic activity. Nonfarm payroll employ- ated in the light of progress toward price
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level stability, movements in their velocities, ments, it might want to examine whether
and developments in the economy and finansome adjustment in its procedures would
cial markets. be helpful. The Chairman did not feel

To promote the Committee’s long-run .
objectives of price stability and sustain-that the Committee was prepared to

able economic growth, the Committee in thecome to a decision on these issues
immediate future seeks conditions in reserv®efore more experience was gained with
markets consistent with increasing the fedthe current announcement approach, but
eral funds rate to an average of arounghe pelieved it was advisable to form a

5Ya percent. In view of the evidence cur- - R
rently available, the Committee believes thapUbcommittee at this time to study the

prospective developments are equally likelyarious questions that were involved.
to warrant an increase or a decrease in the anticipated that the subcommittee
federal funds rate operating objective duringvould come back to the Committee no
the intermeeting period. later than next spring with recommen-
Votes for this action: Messrs. Greenspandatlons or at Ieast_ SOme alternatives
McDonough, Boehne, Ferguson, Gramilichfor Committee con5|derat|0n. He e_lsked
Meyers, Moskow, Ke||ey' and Stern. Vo’[eMr. Ferguson to serve as its chairman
against this action: Mr. McTeer. and to select other members after con-
sultation with his colleagues on the
Mr. McTeer dissented for essentiallyCommittee.
the same reasons he did at the June 30
meeting: low inflation and, except for |t was agreed that the next meeting
energy, minimal inflation in the pipe- of the Committee would be held on
line. He believes that positive supply-Tuesday, October 5, 1999.
side forces will continue to damp the The meeting adjourned at 1:40 p.m.
impact of strong demand on output
prices and that productivity gains will Donald L. Kohn
continue to damp the effect of higher Secretary
wages on unit labor costs.

After the meeting, the following press
release was issued:

Chairman Greenspan announced the for-

mation of a subcommittee to review theThe Federal Open Market Committee today
wording of the directive, its meaning,VOted to raise its target for the federal funds

: ate by 25 basis points to¥s percent. In
and what the Committee announceé related action, the Board of Governors

shortly after its meetings. He noted thakpproved a 25 basis point increase in the
the sentence relating to the symmetry ofliscount rate to % percent.
the directive was subject to differing With financial markets functioning more

interpretations, and the Committee'%orma't'_y’ é’"”d W(ijthfpefSiStem stre_ngtk]!_ in
Qi i ; . domestic demand, foreign economies firm-
decision to announce immediately Slging and labor markets remaining very tight,

nificant changes in the symmetry Ofihe degree of monetary ease required to
asymmetry in the directive had made itaddress the global financial market turmoil
desirable to clarify its meaning. Mem-of last fall is no longer consistent with sus-
bers also had expressed some discorfained, noninflationary, economic expansion.
fort with the way these announcements Today's increase in the federal funds rate,
) - ogether with the policy action in June and
had been interpreted. While the Comyne firming of conditions more generally in

mittee did not contemplate retreatingu.s. financial markets over recent months,
from its policy of immediate announce-should markedly diminish the risk of rising

Establishment of Subcommittee
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inflation going forward. As a consequence,
the directive the Federal Open Market Com-
mittee adopted is symmetrical with regard to
the outlook for policy over the near term.

In taking the discount rate action, the
Federal Reserve Board approved requests
submitted by the Boards of Directors of
the Federal Reserve Banks of Boston, New
York, Philadelphia, Cleveland, Richmond,
Atlanta, Chicago, St. Louis, Kansas City,
and San Francisco. The discount rate is the
interest rate that is charged depository insti-
tutions when they borrow from their district
Federal Reserve Banks.

Meeting Held on
October 5, 1999

A meeting of the Federal Open Mar-
ket Committee was held in the offices
of the Board of Governors of the Fed-
eral Reserve System in Washington,
D.C., on Tuesday, October 5, 1999, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer
Mr. Meyer
Mr. Moskow
Mr. Stern

Messrs. Broaddus, Guynn, Jordan, and
Parry, Alternate Members of the
Federal Open Market Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Ms. Fox, Assistant Secretary

Ms. Cumming, Messrs. Howard, Lang,
Lindsey, Rolnick, Rosenblum,
Slifman, and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

Messrs. Ettin and Reinhart, Deputy
Directors, Divisions of Research
and Statistics and International
Finance respectively, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions
of Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Mr. Whitesell, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Kumasaka, Assistant Economist,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Ms. Browne, Messrs. Eisenbeis,
Goodfriend, Kos, Rasche,
and Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Atlanta,
Richmond, New York,

St. Louis, and Cleveland
respectively

Messrs. Judd and Sullivan, Vice
Presidents, Federal Reserve
Banks of San Francisco and
Chicago respectively

Mr. Filardo, Assistant Vice President,
Federal Reserve Bank of
Kansas City

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on August 24, 1999,
were approved.

Mr. Gillum, Assistant Secretary
Mr. Mattingly, General Counsel
Mr. Prell, Economist

Ms. Johnson, Economist
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The Manager of the System Open Industrial production was up appre-
Market Account reported on recentciably further on balance in July and
developments in foreign exchange marAugust. Mining activity rose markedly,
kets. There were no open market operauitility output increased moderately on
tions in foreign currencies for the Sys-balance, and manufacturing production
tem’s account in the period since thaecorded a further sizable advance over
previous meeting, and thus no vote wathe two months. Within manufacturing,
required of the Committee. high-tech goods and motor vehicles

The Manager also reported on develwere sources of particular strength,
opments in domestic financial marketsvhile the production of nondurable
and on System open market transactiorgoods changed little. The rate of utiliza-
in government securities and federation of manufacturing capacity climbed
agency obligations during the periodover the two months but remained well
August 24, 1999, through October 4below its long-term average.

1999. By unanimous vote, the Commit- Total retail sales posted strong gains
tee ratified these transactions. over July and August. Increases in sales

The information reviewed at this were spread across all major categories,
meeting suggested that the expansion efith spending for nondurable goods and
economic activity was substantial in themotor vehicles notably strong. Expendi-
quarter just ended. Consumer spendinmres on services rose moderately in the
and business investment in durabléwo-month period. There were mixed
equipment remained strong, and invensignals with regard to the housing sec-
tory investment picked up from the slug-tor. Construction was at a high level, the
gish pace of the second quarter, whilénventory of unsold homes remained
residential housing activity showedquite low, and starts of multifamily units
some signs of deceleration. To meetose over the July—August period. How-
aggregate demand, industrial productioever, single-family housing starts edged
increased further and employment gainfower on balance over July and August,
continued to be relatively robust, keep-and sales of existing homes weakened.
ing labor markets taut. Inflation was The available information suggested
moderate, but somewhat above that ithat business capital spending continued
1998, owing to a sharp rebound into climb rapidly. Shipments of nonde-
energy prices. fense capital goods posted further large

Although private nonfarm payroll gains in July and August, with outlays
employment expanded relatively slowlyfor high-tech machinery and transpor-
in August, the slowdown had followedtation equipment particularly strong.
a surge in July, and growth for the twoln addition, new orders for durable
months was very close to the briskequipment turned up sharply in the two
pace of the first half of the year. Jobmonths. Nonresidential construction
gains in the service-producing sectomctivity changed little on balance in July
remained strong in the July—Augustas continued strength in the office and
period, while employment in the goods-an increase in the lodging and miscella-
producing sector continued to declineneous categories offset reductions in the
though at a slightly slower rate thanindustrial and non-office commercial
earlier in the year. The civilian unem-categories.
ployment rate dropped back to 4.2 per- Manufacturing and trade inventories,
cent in August, matching its low for the outside of motor vehicles, picked up
year. sharply in July after posting a small
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increase in the first half of the year, butin the past twelve months, the core
inventories remained lean in relationCPI rose less than in the previous
to sales. In manufacturing, stockstwelve-month period. At the producer
rebounded from a substantial Junéevel, prices of finished goods other
decline; however, the aggregate stockthan food and energy were essentially
shipments ratio remained at the bottonunchanged over the two months; more-
of its range for the past twelve monthsover, the change in core producer prices
Wholesalers also increased their invenin the past year was about the same as in
tories in July; while the inventory— the year-earlier period. At earlier stages
shipments ratio for this sector rose, itof processing, however, producer prices
was in the low end of its range for theof crude and intermediate materials
past year. In the retail sector, inventoriegxcluding food and energy had firmed
contracted somewhat in July, and thenoticeably over recent months. Average
inventory—sales ratio for this sector alsdourly earnings continued to grow at a
was near the bottom of its range over thenoderate pace over July and August,
past year. and the rise over the past year was con-
The nominal deficit on U.S. tradesiderably smaller than that for the year-
in goods and services widened in Julyearlier period.
from its second-quarter average, with At its meeting on August 24, 1999,
the value of imports rising more thanthe Committee adopted a directive that
the value of exports. The increase ircalled for a slight tightening of condi-
imports was concentrated in aircrafttions in reserve markets consistent with
consumer goods, industrial supplies, andn increase of/a percentage point in
oil. The step-up in exports occurred pri-the federal funds rate to an average of
marily in industrial machinery and semi-around %4 percent. The members noted
conductors. Among the major foreignthat this move, together with the firming
industrial countries, the limited avail-in June, should help to keep inflation
able information suggested that ecosubdued and to promote sustainable
nomic activity was strengthening ineconomic expansion. The Committee
Europe and the United Kingdom in thealso agreed that the directive should be
third quarter while economic indicatorssymmetric. A possible rise in inflation
for Japan were mixed after the strongemained the main threat to sustained
advance in the first half of the year.economic expansion, but it was not
Economic growth in Canada seemed tanticipated that further tightening
be continuing at a robust pace, and ecavould be needed in the near term and
nomic recovery in most of the Asianthere would be time to gather substan-
emerging-market economies was protially more information about the bal-
ceeding briskly. ance of risks relating to trends in aggre-
Inflation remained relatively moder- gate demand and supply.
ate, though somewhat above the pace of Open market operations after the
1998 because of a sharp rebound imeeting were directed toward imple-
energy prices. Overall consumer pricesnenting and maintaining the desired
increased in July and August at abouslight tightening of pressure on reserve
the second-quarter rate. Abstractingositions, and the federal funds rate
from the sharp advances in energy priceaveraged very close to the Committee’s
and the mild increases in food pricesb¥s percent target. Most other short-
consumer inflation continued to be relaterm market interest rates posted small
tively subdued over the two months.mixed changes on balance because the
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policy action was widely anticipated andmarket rates. For the year through
the FOMC'’s policy announcement afterSeptember, M2 was estimated to have
the August 24 meeting referenced markincreased at a rate somewhat above the
edly diminished inflation risks. How- Committee’s annual range and M3 at a
ever, longer-term yields rose somewhatate just above the upper end of its
over the intermeeting period in responseange. Total domestic nonfinancial debt
to the receipt of new information indi- continued to expand at a pace somewhat
cating both surprisingly strong spendingabove the middle of its range.
at home and abroad and higher com- The staff forecast prepared for this
modity prices. Most measures of shareneeting suggested that the expansion
prices in equity markets registered sizwould gradually moderate to a rate
able declines over the intermeetingaround or perhaps a little below the
period, apparently reflecting not onlygrowth of the economy’s estimated
higher interest rates but also concernpotential. The growth of domestic final
that U.S. stocks might be overvalueddemand increasingly would be held back
and that foreign equities were becomindy the anticipated waning of positive
relatively more attractive as economiowealth effects associated with earlier
prospects brightened abroad. large gains in equity prices; the slower
In foreign exchange markets, thegrowth of spending on consumer dura-
trade-weighted value of the dollarbles, houses, and business equipment
changed little over the period in rela-in the wake of the prolonged buildup
tion to the currencies of a broad grougn the stocks of these items; and the
of important U.S. trading partners. Thehigher intermediate- and longer-term
dollar depreciated against the currenciesiterest rates that had evolved as mar-
of the major foreign industrial countries,kets came to expect that a rise in short-
especially the Japanese yen, in responserm interest rates would be needed to
to generally stronger-than-expected inachieve a better balance between aggre-
coming data on spending and producgate demand and aggregate supply. The
tion in those countries. However, thelagged effects of the earlier rise in the
dollar rose against the currencies oforeign exchange value of the dollar
the other important trading partnerswere expected to place continuing, but
in the broad group, reflecting sizablesubstantially diminishing, restraint on
declines in the currencies of severall.S. exports for some period ahead.
countries in Latin America and Asia.  Core price inflation was projected to rise
Despite a further rise in opportunity somewhat over the forecast horizon, in
costs, M2 and M3 continued to grow atpart as a result of higher non-oil import
moderate rates in August and evidentlyprices and some firming of gains in
in September as well. Expansion ofnominal labor compensation in persis-
these two monetary aggregates was supently tight labor markets that would not
ported by further rapid expansion in thebe fully offset by rising productivity
demand for currency and strongemgrowth.
inflows to retail money market funds at In the Committee’s discussion of cur-
a time of weakness in U.S. bond andent and prospective economic condi-
equity markets. In addition, growth oftions, members commented that the
M3 was sustained by large flows intoincoming information suggested that
institution-only money market fundsthe expansion had been considerably
as the yields on those funds caughstronger in recent months than many
up to earlier increases in short-termhad anticipated, while most measures
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of inflation had remained subduedbers generally saw some risk of rising
The economy’s substantial momentuninflation going forward, but they also
seemed likely to persist over the balanceecognized that similar forecasts in
of the year, but the members continuedecent years had proved wrong and that
to expect some slackening during theonsiderable uncertainty surrounded
year ahead. This outlook was supportedxpectations of somewhat higher core
by the emergence of somewhat lesmflation.
accommodative conditions in financial In their review of developments
markets, including the increases thafcross the nation, members reported
had occurred in interest rates ovecontinued high levels of activity in all
the past several months and the steadyegions and few indications of moderat-
ing of stock market prices over theing growth, though agriculture remained
same period. On the other hand, foreigmnelatively depressed in many areas. The
economies were strengthening moranecdotal information from around the
quickly than anticipated and risingnation clearly supported the overall sta-
exports were likely to offset part of tistical evidence of persisting strength in
the slowdown in domestic demand. key components of domestic demand.
The implications of continued robustConsumer spending, notably for light
growth for the inflation outlook de- motor vehicles, was continuing to rise at
pended critically on judgments about thea brisk pace. Some of the strength in
supply side of the economy. Productiv-consumer durables was related to pur-
ity and economic potential seemed tahases associated with homebuild-
have been growing at an increasinglyng, which, though likely to slacken a
rapid rate in recent years. That accelerdittle owing to the rise in mortgage
tion had itself tended to boost consumpinterest rates, seemed to be staying at
tion and investment demand—in com-a high level. While consumer spend-
plex interactions of aggregate supplying probably would be sustained by
and demand—but it also had held dowrurther anticipated growth in employ-
increases in unit costs and prices. Anent and incomes, the pause in the
great deal of uncertainty surrounded thetock market, should it persist, and
behavior of productivity growth going the attendant effects on financial
forward, but some further pickup, andwealth were expected with some lag
the associated ability of the economy tdo damp further gains in consumer
accommodate more rapid growth with-expenditures.
out added inflation, was a possibility Business fixed investment appeared
that could not be overlooked. Howeverto have accelerated to a surprising extent
a further pickup in productivity growth in the third quarter from an already
was by no means assured, and a numbesbust pace earlier in the year. Further
of other favorable developments in supnoteworthy gains were recorded in busi-
ply and prices that had acted to restraimess expenditures for computing and
inflation in recent years had alreadycommunications equipment, evidently
begun to dissipate or reverse. Theseeflecting ongoing efforts to take advan-
included the substantial upturn in energyage of declining prices and improving
prices, the ebbing of import pricetechnology. Some of the rise in such
declines, and the pickup in health carespending could represent accelerated
costs; adverse trends in the latter tw@urchases in advance of the century
factors in particular were likely to be date change and might well tend to
extended. In these circumstances, menie offset in early 2000. Over time,
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however, ongoing efforts to enhancehat improvement was more attractive
productivity for competitive reasonsinvestment opportunities abroad and
suggested further vigorous growth insome associated weakening in the for-
spending for such equipment. Forecastsign exchange value of the dollar that
of other business investment expenimplied upward pressure on the prices
ditures were much less ebullient andf imports and to an uncertain extent on
on the whole pointed to little change.those of competing domestically pro-
Building activity currently displayed duced products. Moreover, some mem-
substantial strength in some major citbers saw the possibility of a steeper drop
ies, largely involving office and hotel in the dollar—under pressure from bur-
structures, but nonresidential construcgeoning foreign dollar portfolios as a
tion activity more generally was rela-consequence of very large U.S. current
tively sluggish. It seemed likely that account deficits—as an added source of
commercial building activity would be risk to the maintenance of sustainable
damped later as new capacity was conmgrowth and low inflation in the United
pleted and financing became less attraGtates.
tive in response to the rise that had In the Committee’s discussion of the
occurred in market interest rates. outlook for inflation, a number of mem-
The prospects for business inventoriebers emphasized that the behavior of
over coming months were difficult to prices had remained surprisingly benign
evaluate, with the usual uncertaintiesor an extended period, confounding
accentuated by century date changearlier forecasts of appreciable accelera-
effects. According to fragmentary infor-tion stemming from tight labor mar-
mation, inventory investment picked upkets and rising labor costs. That experi-
during the summer months from a veryence argued forcefully in their view for
low pace in the second quarter. To soméhe need to regard forecasts of increas-
extent, the recent strengthening mayng inflation with considerable caution.
have reflected precautionary stockbuildMost members nonetheless continued to
ing as insurance against potential supplyiew some increase in core price infla-
disruptions relating to the century dateion as a definite possibility. This view
change. Such stockbuilding might wellreflected their expectations that the cur-
intensify during the closing months ofrent expansion, even if it did moderate
the year and be reversed early next yeatp a pace approximating the economy’s
with effects of uncertain magnitude ontrend potential growth, would do so at a
overall economic activity in that period. level of resource use that, based on the
Looking beyond such a swing, businessistorical record, exceeded the econo-
inventories, which currently appeared tany’s sustainable capacity—perhaps by
be near desired levels in most industriesgven more than at present, given the
were projected to grow at a moderatevident strength of aggregate demand.
pace broadly in line with the expansionSuch an outcome seemed likely to gen-
in final sales. erate further pressures on unit labor
The strengthening of many econo-costs, which had tended in recent years
mies around the world was seen as & be contained by accelerating produc-
harbinger of increasing demand fortivity. There was no evidence that the
U.S. exports, a view that was reinforcedacceleration was coming to an end, but
by growing anecdotal indications ofthe members saw a clear risk that
improving foreign markets for a wide upward pressures on labor costs could at
range of U.S. products. An aspect ofome point outpace gains in productiv-
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ity. Members also mentioned that labodt was noted that expanding aggregate
compensation would come under greatesupply, boosted by accelerating produc-
pressures as a result of rising healthcarévity, had remained in reasonable bal-
benefit costs and possible increases iance with rapidly growing aggregate
the minimum wage. demand despite an already high level of
Other factors cited as pointing to aeconomic activity; however, substantial
less benign inflation performanceuncertainty surrounded the outlook for
involved the waning or reversal of aaggregate supply and aggregate demand
number of temporary influences that hadjoing forward, and it was unclear how
exerted a beneficial effect on prices irtheir interaction would affect the behav-
recent years. In particular, the decline ofor of inflation. In light of the uncertain-
the dollar from its recent high in July, ties surrounding these developments, the
especially if it were to continue, would members agreed that it would be desir-
mean higher import prices and reduceéble to await more evidence on the per-
price competition for a wide range offormance of the economy, and in this
domestic goods. In this regard, severalegard considerable new information on
members observed that they were heathe behavior of the economy and the
ing noticeably fewer comments by busi-outlook for inflation would become
ness contacts about their inability toavailable during the intermeeting period.
raise prices. Members also noted that, ifhe risks of waiting seemed small at
the context of apparently strengtheninghis juncture, in part because inflation
economic activity worldwide, non-oil and inflation expectations were not
commodity prices seemed poised to turtikely to worsen substantially in the near
upward, though they had risen onlyterm, and the Committee had demon-
slightly thus far. While oil prices, which strated its willingness to take needed
had increased sharply this year, hadnticipatory action to curb rising infla-
changed relatively little recently andtionary pressures that could threaten the
could move down in the future, second-overall performance of the economy.
ary effects of the earlier increase orThey also agreed that century date
costs and prices in other sectors of thehange concerns were not likely to be of
economy seemed likely. Nonethelessa kind or magnitude that would preclude
considerable uncertainty surrounded policy tightening move at the Novem-
expectations of rising inflation. Laborber meeting, should such an action seem
cost increases had not turned up, andarranted at that time.
core inflation continued to edge lower. On the issue of the tilt in the Commit-
Further improvements in productivity tee’s directive, a majority of the mem-
growth could keep price pressures irbers favored associating an unchanged
check for some time. policy stance with a directive that was
In the Committee’s discussion of pol-biased toward restraint. These members
icy for the intermeeting period ahead, alldid not anticipate that intermeeting
the members indicated that they favoredevelopments would require policy to
or could accept an unchanged policyoe tightened during the weeks immedi-
stance. Members commented that thegtely ahead, but they believed that the
saw little risk of a surge in inflation over Committee probably would need to
coming months, though some pickupmove to a less accommodative policy
from the currently subdued level of corestance in the relatively near future, pos-
price inflation was a distinct possibility sibly at the November meeting. They
under prospective economic conditionsalso believed that, given the Commit-
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tee’s recently adopted practice of immetem Account in accordance with the fol-
diately announcing its decisions tolowing domestic policy directive:
change the symmetry of the directive, an

asymmetrical directive would help con-  The information reviewed at this meet-
vey the message that policy adjustmentgg suggests that the expansion of eco-
might not yet be completed for the bal-nomic activity was substantial in the quarter
ance of this year and that the Committegust ended. Nonfarm payroll employment

remained concerned about potential inticréased briskly through August, and the
flati d | ts | . _civilian unemployment rate dropped back to
atonary developments In COMING4 > percent, matching its low for the year.

months. Other members, while generindustrial production was up appreciably fur-
ally agreeing that the risks pointed orther in July and August. Total retail sales
balance to some rise in inflation overposted sizable gains over the two months.
time, nonetheless were quite uncertaiffousing construction apparently has slowed

- e . somewhat but has remained at a high level.
about the timing of any additional firm- ay4ijaple indicators suggest that the expan-

ing in monetary policy and preferred tosjon in business capital spending has contin-
leave the Committee’s possible futureued to be rapid. The nominal deficit on U.S.
course of action more open. Even solrade in goods and services widened in July

they could accept an asymmetric direcfrom its average in the second quarter. Infla-
tive in light of the consensus that ha ion has continued at a moderate pace, albeit

. L omewhat above that in 1998 owing to a
emerged at this meeting in favor of ansharp rebound in energy prices.

unchanged policy stance. Most short-term interest rates have
With regard to the Committee’s posted small mixed changes since the meet-
announcement of its decision to adop;d/‘igl é)s” ﬁ;?gshszéﬁ 1593?]}3 \\;vvﬂg? |R/f|1c£;’1§tr'tnig2
an asymmetric directive, members ob o on o )
serveg that the recent practice of makingee of share prices in equity markets have
p Yegistered sizable declines over the inter-

such announcements had led to som@eeting period. In foreign exchange mar-
misinterpretations of the Committee’skets, the trade-weighted value of the dollar
intentions and seemed to have added feas changed little over the period in relation
volatility in financial markets. As a con- 1© the currencies of a broad group of impor-

. . _gtant U.S. trading partners.
sequence, Committee members briefly 15 214 M3 have continued to grow at

considered alte_rnative treatments 0f moderate pace. For the year through Sep-
symmetry and disclosure for this meettember, M2 is estimated to have increased
ing. Because the Committee had beguft a rate somewhat above the Committee’s
a process for examining the wording ofannual range and M3 at a rate just above the

- . . . upper end of its range. Total domestic non-
its directive and its announcement pOIi‘inancial debt has continued to expand at

icy, most of the members concluded thag pace somewhat above the middie of its
the most satisfactory alternative forrange.

now, though it was not fully satisfac- The Federal Open Market Committee
tory, was to continue with the Commit- seeks monetary and financial conditions that

) - Will foster price stability and promote sus-
tee’s recent announcement praCtlc%l\éﬂnable growth in output. In furtherance of

However, the working group chaired byihese objectives, the Committee reaffirmed
Governor Ferguson was requested t@t its meeting in June the ranges it had estab-
expedite its report, if possible. lished in February for growth of M2 and M3
At the conclusion of this discussion,of 1 to 5 percent and 2 to 6 percent respec-
the Committee voted to authorize an ively, measured from the fourth quarter of

. 998 to the fourth quarter of 1999. The range
direct the Federal Reserve Bank of Nevfy." growth of total domestic nonfinancial

York, until it was instructed other- debtwas maintained at 3 to 7 percent for the
wise, to execute transactions in the Sysyear. For 2000, the Committee agreed on a
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tentative basis in June to retain the same
ranges for growth of the monetary aggre-
gates and debt, measured from the fourth
quarter of 1999 to the fourth quarter of 2000.
The behavior of the monetary aggregates
will continue to be evaluated in the light of
progress toward price level stability, move-
ments in their velocities, and developments
in the economy and financial markets.

To promote the Committee’s long-run
objectives of price stability and sustainable
economic growth, the Committee in the
immediate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
5Ya percent. In view of the evidence cur-
rently available, the Committee believes that
prospective developments are more likely to
warrant an increase than a decrease in the
federal funds rate operating objective during
the intermeeting period.

Votes for this action: Messrs. Greenspan,
McDonough, Boehne, Ferguson, Gram-
lich, McTeer, Meyers, Moskow, Kelley,

and Stern. Votes against this action: None.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, November 16, 1999.

The meeting adjourned at 1:25 p.m.

Donald L. Kohn
Secretary

Meeting Held on
November 16, 1999

A meeting of the Federal Open Mar-
ket Committee was held in the offices
of the Board of Governors of the
Federal Reserve System in Washing-
ton, D.C., on Tuesday, November 16,
1999, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer

Mr. Meyer
Mr. Moskow
Mr. Stern

Messrs. Broaddus, Guynn, Jordan, and
Parry, Alternate Members of the
Federal Open Market Committee

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and
St. Louis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Ms. Johnson, Economist

Mr. Prell, Economist

Ms. Cumming, Messrs. Howard,
Hunter, Lang, Lindsey, Rolnick,
Slifman, and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

Messrs. Ettin and Reinhart, Deputy
Directors, Divisions of Research
and Statistics and International
Finance respectively, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions
of Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Mr. Whitesell, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Stewart and Stone, First
Vice Presidents, Federal
Reserve Banks of New York
and Philadelphia respectively
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Messrs. Beebe, Eisenbeis, Lacker, ~ what. However, industrial production
Rasche, and Sniderman, Senior \yas trending up, job growth was still
e o S e, R 5010, and the unemployment rate ha
Richmond, St. Louis, and edged down. Despite tight job markets,
Cleveland respectively labor compensation had been rising

more slowly than last year. Inflation

Messrs. Bentley, Fuhrer, and Kahn,  remained moderate, though at a pace
Vice Presidents, Federal Reserve ghove that in 1998 because of a sharp
Banks of New York, Boston, and  .oj55und in energy prices.

Kansas City respectively . .
A large increase in nonfarm payroll
Mr. Wynne, Research Officer, Federal €Mmployment in October followed a
Reserve Bank of Dallas small rise in September; the average
gain for the two months was appreciable
By unanimous vote, the minutes ofbut somewhat below the pace of earlier
the meeting of the Federal Open Markein the year. Job growth rebounded
Committee held on October 5, 1999strongly in most employment catego-
were approved. ries, but further small losses were posted
The Manager of the System Operin manufacturing and retail trade. The
Market Account reported on recentrobust expansion in the demand for
developments in foreign exchange marworkers in October led to a small
kets. There were no open market transdecline in the civilian unemployment
actions in foreign currencies for the Sys+ate, to 4.1 percent, a new low for the
tem’s account in the period since theyear.
previous meeting, and thus no vote was Industrial production recorded a
required of the Committee. strong gain in October after having
The Manager also reported on develfallen slightly in September as a result
opments in domestic financial marketof the adverse effects of Hurricane
and on System open market transactiorSloyd. Manufacturing and utilities out-
in government securities and federaput advanced strongly in October, while
agency obligations during the periodmining activity edged up. The increases
October 5, 1999, through November 15in manufacturing were widespread,;
1999. By unanimous vote, the Commit-however, production of transit equip-
tee ratified these transactions. ment, particularly aircraft and parts, and
The Committee then turned to a disfarm equipment continued to decline.
cussion of recent and prospective ecofhe utilization of total industrial capac-
nomic and financial developments, andty rebounded in October from the
the implementation of monetary policyhurricane-related production losses of
over the intermeeting period ahead.  the previous month but remained some-
The information reviewed at this what below its long-run average level.
meeting suggested that economic activ- Growth of consumer spending appar-
ity continued to expand briskly. Theently had moderated somewhat further
limited data on aggregate demand thatecently, but surveys indicated that con-
had become available since the sumsumer confidence continued to be high
mer pointed to some moderation in theand personal income rose briskly in the
growth of consumer spending and othird quarter. Total nominal retail sales
business investment in capital equip€hanged little in September and Octo-
ment and software. Residential construdser, with purchases at auto dealerships
tion appeared to have weakened soméalling in both months and sales at other
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stores growing less rapidly on balanceof its range over the past year. In the
Housing activity weakened somewhatetail sector, the pace of inventory accu-
over the summer but was still at a highmulation slowed noticeably in the third
level. Some of the drop in housing startgjuarter, reflecting a runoff of stocks at
in September probably was attributablewuto dealerships. Excluding autos, the
to unusually heavy rains in parts of therate of retail inventory accumulation
South and Northeast. In addition, saleshanged little from that of the second
of both new and existing homes declinedjuarter, and with sales rising rapidly the
appreciably in September. aggregate inventory—sales ratio fell to
The expansion of business fixedts lowest quarterly level since 1980.
investment picked up sharply in the third The deficit in U.S. trade in goods and
quarter, as a marked acceleration in ousservices widened on balance over July
lays for durable equipment and com-and August from its average for the
puter software more than offset a furthesecond quarter. The value of exports
weakening of nonresidential construcpicked up considerably over the two
tion activity. The strength in spendingmonths, with gains widely spread across
for durable equipment was concentratedthajor trade categories. The value of
in computer hardware and transportaimports surged, with large increases
tion equipment; the latter includedrecorded in all the major trade catego-
medium and heavy trucks, fleet sales ofies except food. The available informa-
light vehicles, and commercial aircraft.tion indicated that economic expansion
Outlays for computer software and comin the foreign industrial countries
munications equipment also were ugstrengthened further in the third quarter.
appreciably. Trends in orders suggesteBconomic recovery continued in Japan,
that the buoyancy in business spendinthough there were signs that consumer
for capital equipment had continued intodemand was lagging somewhat. In the
the fourth quarter. Weakness in nonresieuro area, the United Kingdom, and
dential building activity in the third Canada, economic activity appeared to
quarter was widespread, though officdhave accelerated in the third quarter.
construction remained on a solid upwarddmong the developing countries, eco-
trend. nomic activity continued to expand in
Business inventory investment inemerging Asia and parts of Latin
book value terms picked up somewhaAmerica.
in the third quarter, but with sales Consumer prices increased at a
increasing rapidly stock—sales ratioslightly faster rate in September, with a
generally remained quite low. Manufac-further large rise in energy prices a con-
turers added slightly to their stocks aftetributing factor. Core consumer inflation
two quarters of inventory liquidation. also picked up in September, in part
However, the buildup of stocks in thebecause of a sharp jump in tobacco
third quarter did not keep pace with theprices. Nonetheless, core consumer
rise in shipments, and the sector’'rices rose less over the twelve months
stock—shipments ratio was near the botended in September than over the pre-
tom of its range over the precedingceding twelve-month period. At the pro-
twelve months. Wholesalers also addeducer level, price inflation for finished
to their inventories in the third quarter,goods other than food and energy items
and with stockbuilding keeping paceslowed appreciably in October from
with sales, the inventory—sales ratio fothe elevated September rate, which
the sector remained in the lower portiorhad been boosted by the tobacco price



Minutes of FOMC Meetings, Novembe267

increase. For the year ended in Octobeproducer prices and retail sales that
core producer prices rose appreciablpoosted market concerns about unsus-
more than in the preceding year. Meatainable growth, higher inflation, and
sured on a year-over-year basis, labdiurther monetary tightening. Over the
compensation rose more slowly in thesecond half of the intermeeting period,
year ending in the third quarter than ithowever, rates largely retraced their
had in the preceding year. However, théncreases in reaction to the release of
gain in the third quarter was a little data indicating low wage and consumer
larger than the subdued average pace forice inflation. Most measures of share
the first half of the year; the step-up wagrices in equity markets registered siz-
entirely attributable to larger increasesble gains over the intermeeting period,
in benefits. Average hourly earningsapparently reflecting stronger-than-
edged up in October after a large risexpected earnings reports and greater
in September. For the twelve monthoptimism about the prospects for contin-
ended in October, average hourly earnded robust output growth and low
ings decelerated slightly from the previ-inflation.
ous twelve months. In foreign exchange markets, the
At its meeting on October 5, the Com-trade-weighted value of the dollar
mittee adopted a directive that called forchanged little over the period in relation
maintaining conditions in reserve mar-to the currencies of a broad group of
kets consistent with an unchanged fedimportant U.S. trading partners. A small
eral funds rate of around¥s percent. appreciation against the currencies of
The members noted that the behavior ahe major foreign industrial countries
prices had continued to be relativelyoffset a comparable depreciation in rela-
subdued and that the risk of a substartion to the currencies of other important
tial worsening in inflation and infla- trading partners. Among the major cur-
tion expectations over coming monthgencies, the dollar rose against the euro
seemed to be small. Nonetheless, thegnd the pound sterling despite a tight-
saw some pickup in inflation as a dis-ening of European monetary policy in
tinct possibility under anticipated eco-response to the implications for future
nomic conditions and concluded that thenflation of indications of a strong
directive should indicate that prospecpickup in economic activity. The dollar
tive developments were more likely tofell further against the yen, whose
warrant an increase than a decrease strength presumably reflected evidence
the funds rate objective in the near termof continued economic recovery in
Open market operations throughouflapan and the prospect of another sub-
the intermeeting period were directedstantial fiscal stimulus package. The
toward maintaining the federal fundsdollar’s drop in terms of the currencies
rate at around %: percent, and the rate of other important trading partners
averaged close to the Committee’s tarreflected in part optimism about contin-
get. On balance, most market interesied recovery in Asian emerging econo-
rates posted small mixed changes ovenies as well as signs of renewed politi-
the intermeeting interval. The Commit-cal stability in some Latin American and
tee’s announcement of a bias toward\sian countries.
tightening surprised many market par- M2 continued to grow at a moderate
ticipants, and interest rates rose someate in October. The recent performance
what after the meeting. Yields climbedof this aggregate likely was associated,
further in response to incoming data orat least in part, with the rise in market
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interest rates earlier in the year thabe fully offset by rising productivity
boosted the opportunity cost of holdinggrowth.
liquid balances. The expansion of M3 In the Committee’s discussion of cur-
picked up over September and Octoberent and prospective economic develop-
reflecting a strong acceleration in itsments, members commented that the
non-M2 component that was associatedtatistical and anecdotal information that
with strong inflows to institutional had become available since the October
money market funds and stepped-upneeting continued to point to robust
issuance of large time deposits to meegrowth in overall economic activity,
credit demands. For the year throughllespite some indications of softening in
October, M2 and M3 were estimated tdnterest-sensitive sectors of the econ-
have increased at rates somewhat aboweny. Although productivity develop-
their annual ranges for 1999. Totalments remained quite favorable, the
domestic nonfinancial debt continued tdaster rise in productivity itself appar-
expand at a pace somewhat above thently had tended to bolster demand more
middle of its range. than supply through its effects on equity
The staff forecast prepared for thisprices and consumption and on the
meeting suggested that the expansiodemand for capital equipment. While
would moderate gradually to a ratereal interest rates had increased to some
around, or perhaps a little below, theextent to restore balance between supply
growth of the economy’s estimatedand demand, they evidently had not
potential. The expansion of domestiaisen enough or had not been high for
final demand increasingly would be heldong enough, and growth at an unsus-
back by the anticipated waning of posi-tainable pace continued to ratchet up
tive wealth effects associated with earpressures in labor markets. Abstracting
lier large gains in equity prices; thefrom possible temporary fluctuations
slower growth of spending on consumeassociated with the upcoming century
durables, houses, and business equigate change, the members saw few signs
ment and software in the wake of theof significant slowing in aggregate
prolonged buildup in the stocks of theselemand over the next few months. Over
items; and the higher intermediate- ané somewhat longer horizon, however,
longer-term interest rates that hadhey believed that growth in aggregate
evolved as markets came to expect thatemand was likely to moderate to a
a rise in short-term interest rates wouldnore sustainable pace that would bring
be needed to achieve sustainable, noii-into closer balance with the expansion
inflationary growth. The lagged effectsin aggregate supply. Key factors cited
of the earlier rise in the foreign by the members in support of their
exchange value of the dollar wereexpectations of slower growth in overall
expected to place continuing, thoughtdomestic spending were the lagged and
substantially diminishing, restraint onto some extent already evident effects of
U.S. exports for some period aheadthe rise that had occurred in long-term
Core price inflation was projected tointerest rates, including mortgage rates,
rise somewhat over the forecast horiand the effects on business and con-
zon, partly as a result of the passsumer sentiment of a less buoyant stock
through of higher non-oil import prices market, should the latter persist. How-
and some firming of gains in nom-ever, the recent depreciation of the dol-
inal labor compensation in persis-lar and the ongoing strengthening of
tently tight labor markets that would notmany foreign economies would stimu-
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late rising export demand and perhapsumer spending, however, was the pros-
substantially reduce the drag exerted opect that the wealth effects from sharp
the economy by the foreign trade sectorarlier increases in the value of stock
The members acknowledged that theimarket holdings would wane in the
forecasts were subject to a substantialbsence of a new upsurge in stock mar-
degree of uncertainty, but the risks orket prices.
balance were seen as tilted toward Growth of business spending for
growth strong enough to put added presequipment and software was expected to
sures on already tight labor marketsmoderate in the current quarter, largely
Greater pressures on labor resources) conjunction with what was seen as a
should they materialize, would at somaemporary slowdown in purchases of
point foster larger increases in laborcomputers in the period before the cen-
costs, with potentially adverse implica-tury date change. However, the mem-
tions for price inflation over time. bers saw no significant evidence that the
With regard to the prospective perfor-strong uptrend in spending on capital
mance of key sectors of the economyequipment might otherwise be weaken-
forecasts of somewhat slower growth iring. In contrast to the pattern for busi-
consumer spending appeared to be supess fixed investment, nonfarm inven-
ported by recent reports of some modtory investment was projected to rise in
eration in sales of motor vehicles fromthe current quarter in connection with a
extraordinarily high levels. Anecdotaltemporary bulge related to the century
reports relating to recent retail saleglate change but also to bring lean inven-
around the country were mixed, buttories into better alignment with antici-
members indicated that their contacts ipated sales. Once the perturbations
the retail industry were uniformly opti- related to the century date change had
mistic about the outlook for sales duringrun their course, inventory growth was
the holiday season and recent surveysxpected to return to a more normal
suggested a very high level of consumepace during 2000.
confidence. Retail sales might be also In the housing market, rising mort-
augmented during the closing weekgage rates had fostered some declines
of the year by precautionary purchasefrom recent peaks in starts and sales,
related to century date change concernand persisting softness in housing activ-
Looking ahead, and abstracting from théty was anticipated. This expectation
unwinding in the early part of 2000 of tended to be supported by anecdotal
some transitory stockpiling of consumenreports of moderating homebuilding
goods, growth in consumer spendingactivity in several parts of the country.
seemed likely to moderate over time. IlNonetheless, the members cited a num-
part, forecasts of a less ebullient conber of factors that should tend to sus-
sumer sector reflected expectations dhin overall housing activity at a fairly
reduced demand for household goodslevated level. These included continu-
associated with a mild downturn ining though diminishing backlogs of
housing activity and the previous slow-unbuilt homes, rising incomes, and high
down in mortgage refinancings that hadevels of consumer confidence. In any
lowered household debt-servicing burevent, the outlook for housing was
dens and frequently had made accumusubject to considerable uncertainty as
lated housing equity available for con-reflected in recent surveys that had pro-
sumer expenditures. A potentially moreduced mixed results with regard to the
important factor in the outlook for con- near-term prospects for housing activity.



270 86th Annual Report, 1999

Members anticipated that the dollar'sEven so, the pool of unemployed work-
recent depreciation and the strengtherers willing to take a job had continued to
ing of foreign economies would fosterbe drawn down, and it seemed likely to
a significant further pickup in exports.many members that prospective growth
Indeed, available data and anecdotah aggregate demand might generate
reports from around the country indi-increasing pressures on the economy’s
cated that foreign demand already hadbility to produce goods and services
improved markedly for some U.S. prod-and thus add to inflationary pressures
ucts. In these circumstances, domestiover time. This concern was heightened
demand would need to decelerate corby the prospect that a number of devel-
siderably for growth to proceed at aopments that had tended to contain
sustainable pace. inflation in the last few years were now

Concerning the outlook for inflation, reversing. Members mentioned in par-
members noted that despite the longcular the likelihood that increases in
duration of very tight labor marketslabor compensation might be headed
across the nation, labor compensatiohigher in lagged response to the pickup
had increased at a slightly lower raten consumer price inflation this year.
this year while consumer price inflationAlso likely adding to labor cost pres-
had remained moderate, albeit aboveures were relatively large advances in
year-earlier levels owing to a sharp risehe cost of health care benefits and the
in energy prices. The deceleration irpossibility of a higher minimum wage.
labor compensation may have beemMoreover, the turnaround in energy
induced in large measure by the lowand import prices could tend to feed
level of consumer price inflation in through more directly into the prices of
1998. In addition, a major factor under-U.S.-produced goods by raising costs
lying the persistence of generally suband reducing competitive pressures
dued price inflation in a period of robustto hold down prices. Strengthening de-
economic expansion was the continmand around the world already seemed
ued acceleration in productivity, whichto be contributing to higher prices of
clearly was holding down increases imtmaterials and other nonlabor inputs in
unit production costs. The latter contrib-the production “pipeline.” In general,
uted to ongoing competitive pressurehiowever, the members anticipated that
that severely limited the ability of firms any pickup in inflation was likely to
to raise prices, helping to this point tobe gradual, with cost pressures quite
keep inflation at a low level. possibly continuing to be held largely

The members nonetheless remaineith check for some time by improving
concerned about the outlook for infla-productivity trends. They recognized
tion. They continued to focus especiallythat forecasts of rising inflation had
on the possibility that the anticipatedfailed to materialize in recent years,
moderation in the growth of aggregateraising questions about their understand-
demand, taking into account the outlookng of the empirical specification of the
for rising foreign demand for U.S. goodsrelationships that currently underlie the
and services, might not be sufficient tanflation process. On balance, though,
avoid added pressures on labor and othéne unsustainable pace of economic
resources. To be sure, the economy’sxpansion along with the reversal of
potential output appeared to be expandactors that previously had held down
ing briskly, with much of the impetus overall price increases suggested a
provided by accelerating productivity.significant risk that inflation would
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strengthen over time given prevailingsubsequent outlook for policy. On the
financial conditions. basis of currently available information,
Against this background, all the mem-a number of members indicated that they
bers supported raising the Committee’svere quite uncertain about the possible
target for the federal funds rate byneed for further tightening action over
25 basis points at this meeting. Viewscoming months to keep inflation within
differed to an extent on the outlook foracceptable limits. Continued favorable
inflation and policy going forward. price and unit cost data, driven in part
However, with tightening resource con-by improving productivity, suggested
straints indicating unsustainable growththat any further action should depend
only tentative signs that growth mighton incoming information about eco-
be slowing, and various factors that hachomic activity, pressures on resources,
been damping prices now turningand inflation. Other members, emphasiz-
around, all the members agreed on thimg the persistently strong growth in
need for a slight tightening at this meeteconomic activity and the unusually
ing to raise the odds on containing infla-high level of labor resource utilization,
tion and forestalling the inflationary suggested that additional firming of the
imbalances that would undercut the vengtance of policy probably would be nec-
favorable performance of the economyessary to keep inflation in check and
This view was reinforced by the pros-hence maintain the favorable backdrop
pect that the Committee might not findfor maximum economic growth. How-
it desirable to adjust policy at its Decem-ever, in view of the questions surround-
ber meeting when a tightening actioning the outlook, the amount of firming
could add to the potential financial un-already undertaken by the Committee
certainties and unsettlement surroundinthis year including at this meeting and
the century date change. Accordinglyjts uncertain effects, and the special situ-
any action might have to wait until the ation in financial markets over the year-
meeting in early February, and the memend, they supported the adoption of a
bers agreed that the risks of waiting forsymmetric directive. At the conclusion
such an extended period were unaccepbf this discussion, the Committee voted
ably high. to authorize and direct the Federal
All the members accepted a proposaReserve Bank of New York, until it was
to adopt a symmetric directive. Such dnstructed otherwise, to execute trans-
directive was viewed as consistent withactions in the System Account in accor-
the Committee’s current expectation thatlance with the following domestic
no further policy move was likely to directive:
be considered before the Committee’s
meeting in February. In the circum- The informa_tion revie_wed at this meeting
stances, a Committee decision to retaifuggests continued solid expansion of eco-
nomic activity. Nonfarm payroll employ-

the existing asymmetry toward tlghten'ment increased appreciably on average over

ing could well send a misleading signalseptember and October, and the civilian
about the probability of near-term actionunemployment rate dropped to 4.1 percent
and have an unsettling effect on finanin October, its low for the year. Industrial

cial markets at a time when concerngroduction recorded a strong gain in October

; i ywafter having been depressed in September by
relating to the century date change mlgh%e effects of Hurricane Floyd. Total retail

be adding to normal year-end pressureéggjes were flat in September and October
As noted previously, however, VIEWSowing to a drop in sales at auto dealers; sales
differed to some degree regarding that other stores were fairly robust. Housing
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activity softened somewhat over the summemarkets consistent with increasing the fed-
but has remained at a high level. Trends ireral funds rate to an average of around
orders suggest that business spending dV2 percent. In view of the evidence cur-
capital equipment has continued to increaseently available, the Committee believes that
The July—August deficit in U.S. trade in prospective developments are equally likely
goods and services was higher than its avete warrant an increase or a decrease in the
age in the second quarter, as further growtfederal funds rate operating objective during
in imports exceeded the rise in exports. Inflathe intermeeting period.
tion has continued at a moderate pace,
though above that in 1998 owing to a sharp Votes for this action: Messrs. Greenspan,
rebound in energy prices. Labor compensa- McDonough, Boehne, Ferguson, Gram-
tion rates have been rising more slowly than lich, Kelley, McTeer, Meyers, Moskow,
last year. and Stern. Votes against this action: None.
Most market interest rates have posted

small mixed changes since the meeting on At this meeting, the working group

October 5, 1999. However, measures o . -
share prices in equity markets have regis_I-:haIrEd by Mr. Ferguson provided an

tered sizable increases over the intermeetingterim report on its work to date con-
period. In foreign exchange markets, thecerning the wording of the Committee’s
trade-weighted value of the dollar hasdirectives, the Committee’s announce-
changed little over the period in relation toments after each meeting, and related

the currencies of a broad group of importan
U.S. trading partners. M2 continued to}ssues. The members expressed broad

grow at a moderate pace in October whil@gréement with the direction of the

M3 accelerated. For the year through Octoworking group’s tentative recommenda-
ber, M2 and M3 are estimated to havetions and provided feedback on specific
increased at rates somewhat above the Comssyes and wording. It was contemplated

mittee’s annual ranges for 1999. Totahnai the Committee would consider the
domestic nonfinancial debt has continued to

expand at a pace somewhat above the middf¥0rking group’s final report at a meet-
of its range. ing in the near future.

The Federal Open Market Committee It was agreed that the next meeting
seeks monetary and financial conditions thagf the Committee would be held on

will foster price stability and promote SUS- Tyesday, December 21, 1999. The meet-
tainable growth in output. In furtherance of. P . ’ )
g adjourned at 1:40 p.m.

these objectives, the Committee reaffirmed”
at its meeting in June the ranges it had estab-
lished in February for growth of M2 and M3 Donald L. Kohn
of 1 to 5 percent and 2 to 6 percent respec- Secretary
tively, measured from the fourth quarter of
1998 to the fourth quarter of 1999. The rang . .
for growth of total domestic nonfinancialeAfter the me_etlng, the following press
debt was maintained at 3 to 7 percent for théelease was issued:
year. For 2000, the Committee agreed on a
tentative basis in June to retain the samé&he Federal Open Market Committee today
ranges for growth of the monetary aggrevoted to raise its target for the federal funds
gates and debt, measured from the fourthate by 25 basis points to¥s percent. In
quarter of 1999 to the fourth quarter of 2000a related action, the Board of Governors
The behavior of the monetary aggregateapproved a 25 basis point increase in the
will continue to be evaluated in the light of discount rate to 5 percent.
progress toward price level stability, move- Although cost pressures appear generally
ments in their velocities, and developmentsontained, risks to sustainable growth per-
in the economy and financial markets. sist. Despite tentative evidence of a slowing
To promote the Committee’s long-runin certain interest-sensitive sectors of the
objectives of price stability and sustainableeconomy and of accelerating productivity,
economic growth, the Committee in thethe expansion of activity continues in excess
immediate future seeks conditions in reservef the economy’s growth potential. As a
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consequence, the pool of available workers
willing to take jobs has been drawn down
further in recent months, a trend that must
eventually be contained if inflationary imbal-
ances are to remain in check and economic
expansion continue.

Today'’s increase in the federal funds rate,
together with the policy actions in June and
August and the firming of conditions more
generally in U.S. financial markets over the
course of the year, should markedly diminish
the risk of inflation going forward. As a
consequence, the directive the Federal Open
Market Committee adopted is symmetrical
with regard to the outlook for policy over the
near term.

In taking the discount rate action, the
Federal Reserve Board approved requests
submitted by the Boards of Directors of the
Federal Reserve Banks of Boston, Cleve-
land, Richmond, and Kansas City. The dis-
count rate is the rate charged depository
institutions when they borrow short-term
adjustment credit from their District Federal
Reserve Banks.

Meeting Held on
December 21, 1999

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, December 21, 1999, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Ferguson
Mr. Gramlich
Mr. Kelley
Mr. McTeer
Mr. Meyer
Mr. Moskow
Mr. Stern

Messrs. Broaddus, Guynn, Jordan,

Mr. Hoenig, Ms. Minehan, and
Mr. Poole, Presidents of the
Federal Reserve Banks of
Kansas City, Boston, and St. Louis
respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist

Mr. Prell, Economist

Ms. Cumming, Messrs. Howard,
Hunter, Lang, Rosenblum,
Slifman, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Winn, Assistant to the Board,
Office of Board Members,
Board of Governors

Messrs. Ettin and Reinhart, Deputy
Directors, Divisions of Research
and Statistics and International
Finance respectively, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively,
Board of Governors

Ms. Roseman! Director, Division of
Reserve Bank Operations and
Payment Systems, Board of
Governors

Messrs. Dennis and Whitesell,
Assistant Directors, Divisions of
Reserve Bank Operations and
Payment Systems and Monetary
Affairs respectively, Board of
Governors

11. Attended portion of meeting relating to the
Committee’s consideration of the Report of
Examination of the System Open Market Account.

and Parry, Alternate Members
of the Federal Open Market
Committee
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Ms. Low, Open Market Secretariat the implementation of monetary policy
Assistant, Division of Monetary  gyer the intermeeting period ahead.

Affairs, Board of Governors The information reviewed at this
Mr. Moore, First Vice President meetlng suggested (FOntmL.]e.d strong
Federal Reserve Bank of expansion of economic activity. Con-
San Francisco sumer demand was particularly robust,

and business fixed investment remained
Messrs. Beebe, Eisenbeis, Goodfriendon a strong upward trend. Housing
gakklo,vRasghe,%ndtSn;gedrmaF, activity was still at an elevated level
e oo e acenie; Federal, despite some recen slippage. AS a con-
Atlanta, Richmond, Kansas City, Seduence, manufacturing production had
St. Louis, and Cleveland increased briskly in recent months, and
respectively nonfarm payrolls continued to rise rap-
idly. Despite very tight labor markets,
Ms. Perelmuter, Messrs. Rosengren anghhor compensation had been climbing
g’:st’:r:'/ev ggnigegédﬁgﬁyifgeral more slowly than last year. Aggregate
Boston, and Minneapolis price increases had been smaller in
respectively recent months, reflecting a flattening in
energy prices after a rapid run-up.

By unanimous vote, the minutes of Nonfarm payroll employment rose
the meeting of the Federal Open Markesubstantially further in October and
Committee held on November 16, 1999November. Job growth in the services
were approved. industry remained rapid in the two

The Report of Examination of the months, construction hiring continued
System Open Market Account, con-buoyant against a backdrop of project
ducted by the Board's Division of backlogs and unseasonably warm
Reserve Bank Operations and Paymenteather, and the pace of job losses in
Systems as of the close of business omanufacturing slowed further. The civil-
September 10, 1999, was accepted. ian unemployment rate fell to 4.1 per-

The Manager of the System Opercentin October, its low for the year, and
Market Account reported on recentremained at that level in November.
developments in foreign exchange mar- Industrial production continued to
kets. There were no open market operaadvance briskly in the October—
tions in foreign currencies for the Sys-November period, reflecting sizable
tem’s account in the period since thegains in manufacturing and mining out-
previous meeting, and thus no vote wagut. Within manufacturing, the produc-
required of the Committee. tion of consumer goods, construction

The Manager also reported on develsupplies, and materials was up substan-
opments in domestic financial marketgially. The further advance in manu-
and on System open market transactiorfacturing production in the two months
in government securities and federaboosted the factory operating rate, but
agency obligations during the periodcapacity utilization in manufacturing in
November 16, 1999, through DecemiNovember was still a little below its
ber 20, 1999. By unanimous vote, thdong-term average.

Committee ratified these transactions.  Total nominal retail sales rose appre-
The Committee then turned to a disciably in the first two months of the
cussion of recent and prospective ecdourth quarter. Sales gains were wide-
nomic and financial developments, andpread, but purchases of durable goods,
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especially light vehicles, were particu-ably and the inventory—sales ratio for
larly strong. Anecdotal reports sug-this sector also was near the bottom of
gested that growth in consumer outlaysts range for the last twelve months.
was remaining brisk in December. Total retail stocks changed little on bal-
Housing activity, though somewhatance in October because of the sharp
softer in recent months, continued at aunoff at automotive dealerships. The
high level. Total private housing startsinventory—sales ratio for the retail sector
slipped in November after having heldas a whole was at the bottom of its range
steady in October. In addition, sales ofor the last year.
new homes in the September—October The U.S. deficit on trade in goods and
period (latest data) were a little belowservices widened somewhat in October
the pace recorded in the spring and earlfrom its average for the third quarter.
summer months, and existing homeThe value of exports edged up in Octo-
sales registered a fourth consecutiveer from its third-quarter level but the
decline in October. value of imports rose appreciably more,
The available information on orderswith much of the increase reflecting
and shipments suggested some slovgreater imports of consumer goods and
ing in the very rapid growth of businessmachinery. The available information
spending for capital equipment. Ship-suggested that economic expansion in
ments of nondefense capital equipmerthe euro area, the United Kingdom, and
recovered only partially in October from Canada picked up sharply in the third
a large September decline. Much of theuarter. In contrast, economic activity
pickup reflected a surge in shipmentsgleclined in Japan during the third quar-
of computers and related equipment irer after a surge in the first half of the
October after a plunge in the precedingzear. Among the developing countries,
two months. Trends in orders suggestedconomic activity continued to expand
that business spending on capitain emerging Asia and parts of Latin
equipment, notably for high-tech andAmerica.
transportation equipment, probably had Inflation had remained subdued in
increased further over the balance of theecent months. Consumer price inflation
fourth quarter. Outlays and contracts foedged down in October and November
nonresidential construction slowed fur-as energy prices steadied after having
ther in October. The pace of office condincreased rapidly earlier in the year.
struction was close to its third-quarterMoreover, excluding the volatile food
average; spending for industrial build-and energy components, consumer
ings continued to drop, and outlays forprices rose slightly less in the twelve
commercial structures were unchangechonths ended in November than in the
from their low September level. previous twelve-month period. At the
Business inventory investmentproducer level, prices of finished goods
slowed in October from the third-quarterother than food and energy were
pace, primarily reflecting a sizable liqui-unchanged in November after a mod-
dation of stocks at automotive dealererate increase in October. For the
ships. Stockbuilding among manufacturyear ended in November, core producer
ers stepped up slightly in October, buprices rose somewhat more than in
the stock—sales ratio for the sector wathe preceding year. However, producer
near the bottom of its range for the lasprices at earlier stages of processing
twelve months. At the wholesale level,continued to register increases some-
inventory accumulation slowed notice-what larger than those for finished
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goods. With regard to labor costs, theAs a result, most market interest rates
rise in compensation per hour in therose somewhat in the period after the
nonfarm business sector over the fouNovember 16 meeting. Despite the
quarters ending in September was dowappreciable increase in Treasury bond
considerably from the advance in theyields, most broad stock market indexes
preceding four-quarter period. In addi-advanced further during the intermeet-
tion, average hourly earnings rose moding period.
erately in the October—November period In foreign exchange markets, the
and in the twelve months ended intrade-weighted value of the dollar
November. changed little over the period in relation
At its meeting on November 16, theto the currencies of a broad group of
Committee adopted a directive thaimportant U.S. trading partners. The dol-
called for a slight tightening of condi- lar appreciated against the euro and the
tions in reserve markets consistent wittCanadian dollar, but those movements
an increase of/a percentage point in were largely counterbalanced by de-
the federal funds rate to an average aflines against the Japanese yen and the
around %2 percent. The members noteccurrencies of other important trading
that the slight tightening would enhancepartners.
the chances for containing inflation and M2 continued to grow at a moderate
forestalling the emergence of inflation-rate in November despite strong cur-
ary imbalances that could undermingency demand that likely was associated
the economy’s highly favorable perfor-with a combination of robust holiday
mance. The members also agreed on spending and precautionary stockpiling
symmetric directive. The special sit-for the century rollover. Higher opportu-
uation in financial markets over thenity costs and currency demand appar-
year-end, along with uncertainty abouently damped growth in holdings of
the economy’s response to the firmindiquid deposits. By contrast, M3 surged
already undertaken in 1999, suggesteth November, reflecting heavy issuance
that the Committee would want to assessf large time deposits to fund increases
further developments through early nextn bank credit and vault cash and large
year before considering additional pol-inflows to institution-only money mar-
icy action. ket funds. For the year through Novem-
Open market operations during theber, M2 and M3 were estimated to have
intermeeting period were directed to-increased at rates somewhat above the
ward implementing the desired slightlyCommittee’s annual ranges for 1999.
greater pressure on reserve positiongotal domestic nonfinancial debt con-
and the federal funds rate averaged clog&ued to expand at a pace in the upper
to the Committee’s % percent target. portion of its range.
However, with the economic expansion The staff forecast prepared for this
still quite strong and in the context of meeting suggested that the expansion
the expression of concern about thevould gradually moderate from its cur-
inflationary implications of unsustain-rently elevated pace to a rate around
ably fast growth in the Committee’sor perhaps a little below the growth of
announcement of its decision at thahe economy’s estimated potential. The
November meeting, incoming economicexpansion of domestic final demand
data were viewed by market participantsncreasingly would be held back by the
as increasing, on balance, the chancesiticipated waning of positive wealth
of further monetary tightening in 2000. effects associated with large earlier
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gains in equity prices, the slower growthuncertainty related in part to the diffi-
of spending on consumer durablesgulty of anticipating trends in stock mar-
houses, and business equipment arkekt prices and their effects on business
software in the wake of the prolongedand consumer sentiment and spending.
buildup in the stocks of these items, andMembers also noted that prospective
the higher intermediate- and longer-ternslowing in domestic demand was likely
interest rates that had evolved as mato be offset, at least to some extent,
kets came to expect that a rise in shortby further growth in exports should
term interest rates would be neededoreign economies as a group con-
to achieve sustainable, noninflationaryinue to strengthen as many forecasters
growth. However, continued solid eco-anticipated.
nomic expansion abroad was expected Uncertainties about the level and
to boost the growth of U.S. exports forgrowth of potential output and the
some period ahead. Core price inflatiomlynamics of the inflation process made
was projected to rise somewhat over thé difficult to relate with confidence pro-
forecast horizon, partly as a result ofiections of demand and activity to pros-
higher non-oil import prices and somepects for inflation. Members observed
firming of gains in nominal labor com- that they saw no indications that the
pensation in persistently tight laborimpressive gains in productivity might
markets that would increasingly out-be moderating, and, indeed, the most
pace even continued rapid productivityrecent data suggested some further
growth. acceleration. Moreover, persistent dis-
In the Committee’s discussion of cur-parities between the household and
rent and prospective economic develestablishment series on employment
opments, members commented that thgrowth might be reconciled by higher
most recent statistical and anecdotaimmigration than previously estimated,
information provided further evidencefurther boosting potential growth. None-
of persisting strength in the expansiortheless, the increase in aggregate
and of relatively subdued wage anddlemand had been exceeding even the
price inflation. The economy clearly now-higher sustainable rate of growth
would carry substantial expansionaryin aggregate supply, as indicated by
momentum into the new yeatr, quite posdeclines in the pool of available but
sibly in excess of growth in the econo-unemployed workers to a very low level
my’s long-run potential, and the keyand by the rise in imports. This differ-
issue for the Committee was whetheence between the growth of demand and
growth in aggregate demand would slowpotential supply could well persist
to a more sustainable pace without furunless demand moderated. Absent a
ther tightening in the stance of monetarypossible moderation, an upturn in unit
policy. Members noted in this regardlabor costs was seen as a likely possibil-
that evidence of a slowdown in theity, with eventual adverse implications
expansion was quite marginal at thidor price inflation. Inflation pressures
point and seemed to be limited largelymight also be augmented over time by
to some softening in housing activity.a number of special factors such as the
Looking beyond the near term, membersise in energy prices, the effects on
continued to anticipate some moderaimport prices of the dollar's deprecia-
tion in the growth of domestic demand,tion and strengthening foreign econo-
though the extent of the moderationmies, and faster increases in medical
remained subject to a wide range ofosts. While several of these factors
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implied limited price level adjustments, equipment. Business spending on con-
they could become embedded to @&truction was expected to change little
degree in ongoing inflation through theiron the whole, with strength in some
effects on wage increases and inflatiosectors, such as warehouse facilities, off-
expectations. Over the nearer termset by softness in sectors such as indus-
however, subdued inflation expectationsgrial structures and office buildings.
were likely to damp any incipient Some members noted, however, that
uptrend in the rate of price inflation. public works projects would help to sup-
In their review of economic condi- port overall construction activity.
tions across the nation, several members Recent data along with anecdotal
noted that high levels of business activseports indicated some loss of vigor in
ity were severely taxing available laborthe nation’s housing markets, though
resources and appeared to be constrainverall activity was still at a high level.
ing growth in a number of industries andThe recent pace of homebuilding was
parts of the country. Rising employmentsomewhat uneven, with relative strength
and incomes, along with the advancen some areas supported by seasonally
in stock market prices to new highs infavorable weather conditions or large
recent weeks, were fostering elevatethacklogs. Rising mortgage rates were
levels of consumer confidence ancited as a key factor underlying the
would be supporting consumer spendingimited moderation in residential con-
going forward. Anecdotal reportsstruction, but other factors included the
pointed to notably brisk retail sales dur-scarcity of skilled construction workers,
ing the current holiday season in manywith some diverted to nonresidential
parts of the country. Sales of new autoeonstruction projects, and indications
mobiles had rebounded recently afteof overbuilding in some areas. Looking
moderating somewhat from an excepahead, the members anticipated that fur-
tionally rapid pace earlier. While recentther growth in incomes and the ready
developments provided little basis foravailability financing for most home-
anticipating slower growth in consumerbuyers would sustain overall housing
spending, members commented theadctivity at a relatively high level.
such spending could be vulnerable to Forecasts indicated that while real net
adverse developments in the stoclexports would continue to decline over
market and the attendant effects onhe next several quarters, the rate of
consumer wealth and confidence; andecline would moderate substantially.
spending for household durables could@he solid further expansion expected in
be damped by the anticipated softness imany foreign economies, the slower
housing activity. growth of domestic demand in the
The capital goods markets also disUnited States, and the effects of the slip-
played very little evidence of any weak-page of the foreign exchange value
ening. They continued to be characof the dollar on the relative prices of
terized by disproportionately largeU.S. goods and services were all seen
investments in high-tech business equipas contributing to this outcome. In the
ment, although demand for more concourse of their comments, members
ventional equipment, apart from farmcited a number of examples of already-
equipment, also was relatively robustimproved export markets for a variety of
Assessments of the outlook for overallJ.S. products. While expanding foreign
business capital investment pointed talemand for U.S. goods and services was
further rapid growth led by outlays for a welcome development from the per-
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spective of numerous business firmsall the members endorsed a proposal to
such demand might add to pressures omaintain an unchanged policy stance
U.S. resources with potentially inflation-consistent with a target for the federal
ary implications, depending on thefunds rate centering or¥s percent. The
extent to which the growth in domesticmembers agreed that the Committee’s
demand would slow going forward. Sev-primary near-term objective was to fos-
eral members indicated their concerrier steady conditions in financial mar-
about the burgeoning current accounkets during the period of the century
deficit and the potential that it coulddate change and to avoid any action that
lead to a considerable weakening of thenight erode the markets’ confidence that
dollar at some point, which would tendthe Federal Reserve was fully prepared
to add to upward pressure on prices antb provide whatever liquidity would be
demand. needed in this period. The members
In their comments regarding the out-generally agreed that, if necessary, their
look for inflation, a number of membersconcerns about rising inflation could be
expressed concern that the anticipatedddressed at the meeting in early Febru-
moderation in overall demand might notary. They saw little risk of a significant
be large enough or soon enough to foreacceleration in inflation over the near
stall added pressures on already-tauerm, given recent price trends and the
labor markets. Although wage growthabsence of indications that inflationary
had remained moderate to date and unéxpectations might be deteriorating, and
labor costs damped, at some point tightthus little cost in deferring consideration
ening labor markets would begin to gen-of a policy tightening action. Moreover,
erate wage gains increasingly in excesthe Committee would be in a better
of productivity gains. Indeed, a few position by early February to assess the
members were concerned that unit labodelayed effects of its earlier tightening
costs could begin to accelerate even actions.
existing labor utilization levels. In addi- On the issue of the intermeeting tilt
tion, some of the forces that had beelin the Committee’s directive, most of
restraining inflation—declining oil, the members expressed a preference for
import, and commodity prices, and sub+etaining the symmetry adopted at the
dued increases in the costs of healtNovember meeting. While a preemptive
care—had already reversed. Even sdightening move might be warranted in
resulting acceleration in price inflationthe not-too-distant future to help contain
might be held down and possiblyinflationary pressures in the economy,
averted for a time by the economy’sthese members believed that a sym-
buoyant upward trend in productivity, metrical directive would best convey the
which could support profit margins andmessage that no tightening action was
help maintain the highly competitive contemplated for the weeks immedi-
conditions in many markets that made iately ahead. Such a directive would
difficult or impossible for most businesstherefore be more consistent with their
firms to raise their prices. In addition,desire to avoid any misinterpretations
there had been no evidence of any erasf their policy intentions that might
sion in the widespread expectation thatinsettle financial markets during the
inflation would remain subdued over thesensitive century-date-change period. In
long run. this view, longer-run concerns about
In the Committee’s discussion of pol-rising inflation could be addressed in the
icy for the period immediately ahead,press statement that would be issued
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after this meeting. A few members Most market interest rates are up some-
indicated a marginal preference for anvhat since the meeting on November 16,

; ; : 999. Measures of share prices in equity
asymmetric directive that focused o markets have risen further over the inter-

the possibility of an eventual rise iNyeeting period. In foreign exchange mar-
interest rates. In their view, an asym+ets, the trade-weighted value of the dollar
metric directive would be more con-has changed little over the period in relation
sistent with the consensus among tht® the currencies of a broad group of impor-
Committee members regarding thdant U.S. trading partners.

. . M2 continued to grow at a moderate pace
most likely course of monetary pOIICyin November while M3 surged. For the year

over the next few meetings and the useyrough November, M2 and M3 are esti-

of the bias statement that had comenated to have increased at rates somewhat
to encompass this longer horizon andgbove the Committee’s annual ranges for
was understood as such by financial999. Total domestic nonfinancial debt has

e . expanded at a pace in the upper end of its
market participants and the publlc.range

Moreover, such a directive was widely "The Federal Open Market Committee
anticipated in financial markets andseeks monetary and financial conditions that
hence would incur little risk in their will foster price stability and promote sus-

view of a market disturbance in thetainable growth in output. In furtherance of
- - these objectives, the Committee reaffirmed
weeks immediately ahead. However t its meeting in June the ranges it had estab-

they could readily accept a symmetricalighe in February for growth of M2 and M3

directive in |Ight of the Contemplated of 1 to 5 percent and 2 to 6 percent respec-

press announcement. tively, measured from the fourth quarter of
At the conclusion of this discussion,1998 to the fourth quarter of 1999. The range

the members voted to authorize ande' growth of total domestic nonfinancial
ebt was maintained at 3 to 7 percent for the

direct the Federal Reserve Bank Of/jear. For 2000, the Committee agreed on a
New York, until it was instructed other- ientative basis in June to retain the same
wise, to execute transactions in the Syssanges for growth of the monetary aggre-
tem Account in accordance with the fol-gates and debt, measured from the fourth
lowing domestic directive: quarter of 1999 to the fourth quarter of 2000.
The behavior of the monetary aggregates
will continue to be evaluated in the light of
The information reviewed at this meet-progress toward price level stability, move-
ing suggests continued strong expansioments in their velocities, and developments
of economic activity. Nonfarm payroll em- in the economy and financial markets.
ployment increased substantially further in To promote the Committee’s long-run
October and November, and the civilianobjectives of price stability and sustainable
unemployment rate stayed at 4.1 percent ieconomic growth, the Committee in the im-
November, its low for the year. Manufactur-mediate future seeks conditions in reserve
ing output recorded sizable gains in Octobemarkets consistent with maintaining the fed-
and November. Total retail sales rose appreeral funds rate at an average of around
ciably over the two months. Housing activity 5%> percent. In view of the evidence cur-
has softened somewhat over recent monthently available, the Committee believes that
but has remained at a high level. Trends iprospective developments are equally likely
orders suggest that business spending ao warrant an increase or a decrease in the
capital equipment has increased further. Théederal funds rate operating objective during
U.S. nominal trade deficit in goods and serthe intermeeting period.
vices rose in October from its average in the
third quarter. Aggregate price increases have
been smaller in the past two months, reflect- Votes for this action: Messrs. Greenspan,
ing a flattening in energy prices; labor com- McDonough, Boehne, Ferguson, Gram-
pensation rates have been rising more slowly lich, Kelley, McTeer, Meyer, Moskow, and
than last year. Stern. Votes against this action: None.
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Disclosure Policy decisions, the members agreed that an
. xplanatory press release should be
The members of the Committee agreejisued before the February meeting.

at this meeting to adopt a number o :
X The Committee also accepted a pro-
proposals offered by the Working Grouloposal to codify current practice regard-

on the Directive and Disclosure Policy: ; : : .
X , -7ing policy moves in the intermeeting
chaired by Mr. Ferguson, effective with eriod by amending the Authorization

the first meeting in 2000. One proposay, . n,mestic Open Market Operations
was to Issue a press statement afte[-ﬁ February. The amendment was made

every meeting even when the Commit- :
tee decided to maintain its existing pol_necessary by the change in the language

icy stance and did not change its view on the directive. Intermeeting moves,
y ; g¢ authorized by the Chairman, would
future developments in a major way.

Another proposal was to change th remain possible but, as in recent years,

way the Committee characterizes it ould be made only in exceptional cir-
/ay Tumstances. One member expressed res-
view of future developments. A few

members wanted to retain the curren rvations about the proposed amend-
. ent, questioning its need in light of the
focus on the possible future stance o

nstruments already in place to deal with

policy because they thought that thqi uidity emergencies and its appropri-
Committee would more readily be able (tqenesys becguse it could pcl)atgntlizlly

to reach agreement on the likelihood o llow policy moves to be made, how-
future actions than on the potential rea ver rarely, without necessarily d,rawing
sons such actions might be conaderer@n the benefits of full Committee partici-
The consensus opinion, however, was t ation. The other members. however
replace the Committee’s judgment abouE ' ' f

the likelihood of an increase or decreas:a,med that the practices in place had
in the intended federal funds rate with orked well over the years, proving

description of the Committee’s perce &hemselves a useful adjunct to the regu-
P P Plar Committee decision-making process;

tion of the risks in the foreseeable futurethat the new language would maintain

to the aftainment of its long-run goals O.fthose practices, clarifying that latitude

price stability and sustainable economig "~ holicy was to be exercised
growth. Although the Committee would against ?he %ackyground of the Commit-

vote on thls'assefssment of the rISk?ee’s previous discussions and only in
together with its policy stance, the Com'unusual circumstances; and that, if nec-

mittee would no longer include its view essary, adjustments to the Authorization

of future developments in the domestlcCould be made in the future.

policy directive to the Federal Reserve It was agreed that the next meeting
Bank of New York, because the new,¢ yno"committee would be held on

wording did not refer tq an Oper.at'onalTuesday—Wednesday, February 1-2,
matter. The Committee’s new directive 000

would contain only a general statemen j
of its policy objectives, its specific oper-

ating instructions for the intermeeting

period, and in February and July a para-
graph on the yearly money and debt
ranges. To inform the public about these

The meeting adjourned at 1:30 p.m.

Donald L. Kohn
Secretary
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Litigation

During 1999, the Board of Governors1998), was a petition for review of a
was a party in ten lawsuits or appeal8oard order dated August 17, 1998, ap-
filed that year and was a party in four-proving the application by NationsBank
teen other cases pending from previou€orporation, Charlotte, North Carolina,
years, for a total of twenty-four cases; into merge with BankAmerica Corpora-
1998, the Board had been a party in @éion, San Francisco, California (§4ed-
total of thirty-three cases. One of theeral Reserve BulletirB58). The court
lawsuits or appeals filed in 1999 raiseddismissed the petition on January 19,
questions under the Bank Holding Com-1999.

pany Act. As of December 31, 1999,

twelve cases were pending.

Litigation under the Financial
Institutions Supervisory Act

: In Board of Governors v. Carras¢o
gr(‘)‘?ﬁgg‘]‘; Egt”k Holding No. 98-3474 (S.D. New York, filed
May 15, 1998), the Board sought to
Irontown Housing Corp. v. Board of freeze the assets of an individual pend-
Governors No. 99-9549 (10th Circuit, ing the administrative adjudication of
filed December 27, 1999), is a petitionan action by the Board requiring restitu-
for review of a Board order datedtion by the individual. On May 26, 1998,
December 13, 1999, approving thehe district court granted the Board's
merger of First Security Corporation andrequest for a preliminary injunction.
Zions Bancorporation, both of Salt LakeFollowing entry of the Board’'s order
City, Utah (86Federal Reserve Bulletin requiring restitution, 8%-ederal Reserve
122). Bulletin 142 (1998), the court granted
In Independent Community Bankerghe Board’s motion for judgment in the
of America v. Board of Governgrs asset freeze action and authorized a judi-
No. 98-1482 (D.C. Circuit, filed Octo- cial sale of the seized property.
ber 21, 1998), petitioners sought review In Board of Governors v. Pharagn
of a Board order dated September 23os. 98-6101 and 98-6121 (2nd Cir-
1998, conditionally approving the appli-cuit, filed May 4 and May 22, 1998),
cation of Travelers Group, Inc., Newboth parties appealed an order of the
York, New York, to become a bankU.S. District Court for the Southern
holding company by acquiring Citicorp, District of New York (No. 91-6250,
New York, New York, and its bank March 18, 1998) granting in part and
and nonbank subsidiaries (88ederal denying in part the Board’s motion for
Reserve Bulleti®85). On November 2, partial summary judgment in an action
1999, the court affirmed the Board'sto freeze the assets of an individual
order (195 F.3d 28). pending adjudication of a civil money
Attorneys Against American Apart-penalty assessment by the Board. On
heid v. Board of GovernorsNo. 98— February 24, 1999, the court of appeals
1483 (D.C. Circuit, filed October 21, affirmed the district court’s grant of a

Judicial Review of Board Orders
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10 percent surcharge on an unpaid Kerr v. Department of the Treasury
civil money penalty and reversed theNo. 99-16263 (9th Circuit, filed
district court to the extent it denied theApril 28, 1999), is an appeal of the
Board prejudgment interest on thatdistrict court’s dismissal of an action
penalty. 169 F.3d 110. The case ishallenging income taxation and Fed-
pending before the district court. eral Reserve notes.

In Banking Consultants of America v. Sedgwick v. Board of Governgrs
Board of GovernorsNo. 98-5354 (6th No. Civ 99 0701 (D. Arizona, filed
Circuit, filed March 10, 1998), plain- April 14, 1999), is an action under the
tiffs appealed an order of the U.S. Dis+Federal Tort Claims Act alleging viola-
trict Court for the Western District of tion of bank supervision requirements.
Tennessee (No. 97-2791, January 23, Gadson v. Federal Reserve Bank
1998) dismissing their action to enjoinNo. 99-0866 (N.D. Georgia, filed
an investigation by the Board, the OfficeApril 2, 1999), was dismissed as frivo-
of the Comptroller of the Currency, andlous on May 14, 1999. On Decem-
the Department of Labor. The appeaber 21, 1999, the Eleventh Circuit Court
was voluntarily dismissed on Novem-of Appeals affirmed the dismissal
ber 10, 1999. (No. 99-11608).

Towe v. Board of Governor&o. 97— Folstad v. Board of Governors
71143 (9th Circuit, filed September 15No. 1:99 CV 124 (W.D. Michigan,
1997), was a petition for review of afiled February 17, 1999), was an action
Board order dated August 18, 1997 (83inder the Freedom of Information Act.
Federal Reserve Bulleti®49), prohibit- On November 16, 1999, the district
ing Edward Towe and Thomas E. Towecourt granted the Board’s motion for
from further participation in the banking summary judgment and dismissed the
industry. On February 23, 1999, theaction. 1999 U.S. Dist. LEXIS 17852.
court affirmed the Board’s order. 1999 Hummingbird v. Greenspan et al.
U.S. App. LEXIS 3078. No. 99-D-319 (D. Colorado, filed Feb-
ruary 13, 1999), was a suit involving a
: federal tax lien. The case was dismissed
Other Actions on March 1, 1999.

Wasserman v. Board of Governors Nelson V. Greenspan No.
No. 99-6290 (2nd Circuit, filed Octo- 1:99CV00215 (EGS) (D. District of
ber 27, 1999), is an appeal by plaintiffColumbia, filed January 28, 1999), is an
of the denial of various post-dismissalemployment discrimination complaint.
motions following the voluntary dis- In Fraternal Order of Police v. Board
missal of the plaintiff's action in the of Governors No. 98-3116 (D. Dis-
United States District Court for thetrict of Columbia, filed December 22,
Southern District of New York (No. 98— 1998), plaintiff seeks a declaratory judg-
CIV-6017). ment regarding the Board's labor rela-

Artis v. GreensparNo. 1:99CV02073 tions policy.

(EGS) (D. District of Columbia, filed Hunter v. Board of Governors
August 3, 1999), is an employment disNo. 1:98CV02994 (TFH) (D. District of
crimination action. Columbia, filed December 9, 1998), is

Sheriff Gerry Ali v. U.S. State Depart-an action under the Freedom of Informa-
ment No. 99-7438 (C.D. California, tion Act, the Privacy Act, and the First
filed July 21, 1999), is an action relatingAmendment.
to impounded bank drafts. In Inner City Press/Community on
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the Move v. Board of Governgrs an appeal of a district court order grant-
No. 98-4608 (2nd Circuit, filed Decem-ing the Board’s motion for summary
ber 3, 1998), plaintiff appealed an ordejudgment on plaintiffs Freedom of
of the U.S. District Court for the South- Information Act complaint. The court of
ern District of New York (No. 98-4608, appeals affirmed the district court’s
September 30, 1998) granting theorder on March 2, 1999.
Board’s motion for summary judgment Fenili v. Davidson No. C-98-
on plaintiff's Freedom of Information 01568CW (N.D. California, filed
Act complaint. On June 23, 1999, theApril 17, 1998), was a case claiming tort
court of appeals affirmed the districtand constitutional violations arising out
court’'s dismissal. 1999 U.S. App.of the return of a check. The case was
LEXIS 3078. dismissed on September 29, 1999.
Goldman v. Department of the Trea- Logan v. GreenspanNo. 98-0049
sury, No. 98-9451 (11th Circuit, filed (D. District of Columbia, filed Jan-
November 10, 1998), was an appeabary 9, 1998), was an employment dis-
from an order of the U.S. District Court crimination action. On September 29,
for the Northern District of Georgia 1999, the case was dismissed without
(No. 1-97-CV-3798, November 2,prejudice.
1998) dismissing an action challenging Bettersworth v. Board of Governgrs
Federal Reserve notes as lawful monepo. 97-CA-624 (W.D. Texas, filed
The district court’'s judgment was August 21, 1997), is a complaint under
affirmed on August 9, 1999. the Privacy Act. =
Clarkson v. GreensparNo. 98-5349
(D.C. Circuit, filed July 29, 1998), was
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Board of Governors of the Federal Reserve System

December 31, 1999

Members Term expires January 31,
ALAN GREENSPAN, of New York, Chairmant ................ .. .ccoiviv.... 2006
RoGER W. FERGUSON, JRr., of Massachusettd/ice Chairmart .................. 2000
LAURENCE H. MEYER, Of MiSSOUIL . . ..ottt et 2002
EDWARD W. KELLEY, JR.,, Of T@XaS. .. ... i 2004
EDWARD M. GRAMLICH, of Virginia ............ ..., 2008
VA CAN CY oottt e 2010
NV AC AN CY ittt 2012
Officers

OFFICE OF BOARD MEMBERS
Lynn S. Fox,Assistant to the Board
Donald J. WinnAssistant to the Board

Winthrop P. HambleyDeputy
Congressional Liaison

Bob Stahly Moore Special Assistant
to the Board

Diane E. WernekeSpecial Assistant
to the Board

LEGAL DI1vISION

J. Virgil Mattingly, Jr., General Counsel

Scott G. Alvarez Associate General
Counsel

Richard M. AshtonAssociate
General Counsel

Oliver Ireland,Associate General
Counsel

Kathleen M. O’Day,Associate General
Counsel

Katherine H. WheatleyAssistant General
Counsel

OFFICE OF THE SECRETARY
Jennifer J. Johnsoigecretary
Robert deV. FriersonAssociate Secretary

Barbara R. LowreyAssociate Secretary
and Ombudsman

Di1vISION OF INTERNATIONAL FINANCE
Karen H. JohnsomDirector

David H. Howard,Deputy Director
Vincent R. ReinhartPeputy Director
Dale W. Hendersonmissociate Director

Thomas A. ConnorsDeputy Associate
Director

Donald B. AdamsSenior Adviser
Richard T. FreemanmAssistant Director
William L. Helkie, Assistant Director
Steven B. KaminAssistant Director
Ralph W. Tryon,Assistant Director

DivisION OF MONETARY AFFAIRS
Donald L. Kohn,Director

David E. LindseyDeputy Director
Brian F. Madigan Associate Director

Richard D. PorterDeputy Associate
Director

1. The designations as Chairman and Vice Chairmagyyiiii ;i ; ;
expire on June 20, 2000, and October 5, 2003, respe&vmlam C. Whitesell, Assistant Director

tively, unless the service of these members of the BoarlNOrmand R.V. BernardSpecial Assistant

shall have terminated sooner.

to the Board
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Board of Governors—Continued

Di1vISION OF RESEARCH

AND STATISTICS

Michael J. Prell Director

Edward C. EttinDeputy Director

David J. StocktonPeputy Director
William R. JonesAssociate Director
Myron L. Kwast, Associate Director
Patrick M. ParkinsonAssociate Director
Thomas D. Simpsonssociate Director
Lawrence SlifmanAssociate Director

Martha S. ScanlorDeputy
Associate Director

Stephen D. OlinerAssistant Director
Stephen A. Rhoadegssistant Director
Janice Shack-MarqueAssistant Director
Charles S. Struckmeye@ssistant Director
Alice Patricia White ,Assistant Director
Joyce K. Zickler,Assistant Director
Glenn B. CannerSenior Adviser

David S. JonesSenior Adviser

Di1visioN OF BANKING SUPERVISION
AND REGULATION

Richard SpillenkothenDirector
Stephen C. SchemerinBeputy Director
Herbert A. Biern,Associate Director
Roger T. ColeAssociate Director
William A. Ryback, Associate Director

Gerald A. Edwards, JrDeputy
Associate Director

Stephen M. Hoffman, JrDeputy
Associate Director

James V. HouptDeputy
Associate Director

Jack P. Jenning®eputy
Associate Director

Michael G. MartinsonDeputy
Associate Director

Sidney M. SussarDeputy
Associate Director

Molly S. WassomDeputy
Associate Director

Howard A. Amer,Assistant Director
Norah M. BargerAssistant Director

Mary Cross JacowskiAssistant Director
Richard A. Small Assistant Director

William C. Schneider, JrProject Director,
National Information Center

DivisioN oF CONSUMER

AND COMMUNITY AFFAIRS

Dolores S. SmithDirector

Glenn E. LoneyDeputy Director
Sandra F. Braunsteifssistant Director
Maureen P. EnglishAssistant Director
Adrienne D. Hurt,Assistant Director
Irene Shawn McNultyAssistant Director

DivisioN oF FEDERAL RESERVE BANK
OPERATIONS AND PAYMENT SYSTEMS
Louise L. RosemanDirector

Paul W. Bettge Assistant Director
Kenneth D. BuckleyAssistant Director
Jack Dennis, JrAssistant Director
Joseph H. Hayes, Ji\ssistant Director
Jeffrey C. MarquardtAssistant Director
Marsha W. Reidhill Assistant Director
Jeff J. StehmAssistant Director

OFFICE OF STAFF DIRECTOR
FOR MANAGEMENT

Stephen R. MalphrusStaff Director

MANAGEMENT DIVISION

Stephen J. Clarkissociate Director,
Finance Function

Darrell R. PauleyAssociate Director,
Human Resources Function

Sheila Clark,Equal Employment
Opportunity Programs Director
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Board of Governors—Continued

DIVISION OF INFORMATION DIVISION OF SUPPORT SERVICES
TECHNOLOGY Robert E. Frazieirector

Richard C. Stevendirector George M. LopezAssistant Director
Marianne M. EmersorDeputy Director David L. Williams, Assistant Director

Tillena G. Clark,Assistant Director
Maureen T. Hannarmssistant Director

Po Kyung Kim, Assistant Director Barry R. Snyder|nspector General
Raymond H. MasseAssistant Director Donald L. RobinsonDeputy Inspector
Edward T. Mulrenin Assistant Director General

Day W. Radebaugh, JiAssistant Director

OFFICE OF THE INSPECTOR GENERAL

Federal Open Market Committee

December 31, 1999

Members

ALAN GREENSPAN, Chairman,Board of Governors

WiLLIAM J. McDoONOUGH, Vice ChairmanPresident, Federal Reserve Bank of New York
EbpwaARrD G. BOEHNE, President, Federal Reserve Bank of Philadelphia
ROGER W. FERGUSON, Jr., Board of Governors

EpwarRD M. GRAMLICH, Board of Governors

EpwarD W. KELLEY, JR., Board of Governors

ROBERT D. MCTEER, JR., President, Federal Reserve Bank of Dallas
LAURENCE H. MEYER, Board of Governors

MicHAEL H. Moskow, President, Federal Reserve Bank of Chicago
GARrY H. STERN, President, Federal Reserve Bank of Minneapolis

Alternate Members

J. ALFRED BROADDUS, President, Federal Reserve Bank of Richmond

Jack GUYNN, President, Federal Reserve Bank of Atlanta

JERRY L. JORDAN, President, Federal Reserve Bank of Cleveland

ROBERT T. PARRY, President, Federal Reserve Bank of San Francisco
JAMIE B. STEWART, First Vice President, Federal Reserve Bank of New York

Officers

DoNALD L. KoHN, J. VIRGIL MATTINGLY, JR.,
Secretary and Economist General Counsel

NORMAND R.V. BERNARD, THoMAS C. BAXTER, JR.,
Deputy Secretary Deputy General Counsel

Ly~NN S. Fox, KAREN H. JOHNSON,
Assistant Secretary Economist

GARY P. GILLUM, MICHAEL J. PRELL,

Assistant Secretary Economist
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Federal Open Market Committee—Continued

CHRISTINE M. CUMMING,
Associate Economist
Davip H. HOWARD,
Associate Economist
WILLIAM C. HUNTER,
Associate Economist
RICcHARD W. LANG,
Associate Economist

ARTHUR J. ROLNICK,
Associate Economist
HARVEY ROSENBLUM,
Associate Economist
LAWRENCE SLIFMAN,
Associate Economist
DAvID J. STOCKTON,
Associate Economist

DaviD E._LINDSEY, )
Associate Economist

PETER R. FISHER, Manager, System Open Market Account

During 1999 the Federal Open Market Comings (see Minutes of Federal Open Market
mittee held eight regularly scheduled meetCommittee Meetings in thiREPORT.)

Federal Advisory Councll

December 31, 1999

Members

District 1—LawreNcE K. FisH, Chairman, President, and Chief Executive Offjcer
Citizens Financial Group, Inc., Providence, Rhode Island

District 2—DoucLAs A. WARNER III, Chairman, President, and Chief Executive Offjcer
J.P. Morgan & Co., Incorporated, New York, New York

District 3—RoNALD L. HANKEY, President and Chief Executive Officer
Adams County National Bank, Gettysburg, Pennsylvania

District 4—RoBERT W. GILLESPIE, Chairman and Chief Executive Offiger
KeyCorp, Cleveland, Ohio

District 5—KeNNETH D. LEwis, President,Bank of America, Charlotte, North Carolina
District 6—STEPHEN A. HANSEL, President and Chief Executive Officer
Hibernia National Bank, New Orleans, Louisiana
District 7—NorMAN R. BoBins, President and Chief Executive Officer
LaSalle National Bank and LaSalle National Corporation, Chicago, lllinois
District 8—KATIE S. WINCHESTER, President and Chief Executive Officer
First Citizens National Bank, Dyersburg, Tennessee
District 9—RiIcHARD A. ZoNA, Vice Chairman
U.S. Bancorp, Minneapolis, Minnesota
District 10—C.Q. CHANDLER, Chairman and Chief Executive Offiger
INTRUST Financial Corporation, Wichita, Kansas
District 11—RicHARD W. Evans, Chairman and Chief Executive Offiger
Frost National Bank, San Antonio, Texas

District 12—WALTER A. Dobs, Jr., Chairman and Chief Executive Officer,
BancWest Corporation, Honolulu, Hawaii

Officers

RoBERT W. GILLESPIE, President KeNNETH D. LEwis, Vice President
JamEs E. ANNABLE, Co—Secretary
WiLLiaM J. Korsvik, Co—Secretary
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Federal Advisory Council—Continued

Directors
STEPHEN A. HANSEL RICHARD A. ZONA

The Federal Advisory Council met on Feb-from each of the twelve Federal Reserve
ruary 4-5, May 6-7, September 9-10, andistricts, is required by the Federal Reserve
November 4-5, 1999. The Board of Gov-Actto meetin Washington at least four times
ernors met with the council on Febru-each year and is authorized by the Act to
ary 5, May 7, September 10, and Novem-<onsult with, and advise, the Board on all
ber 5, 1999. The council, which is composednatters within the jurisdiction of the Board.
of one representative of the banking industry

Consumer Advisory Council
December 31, 1999

Members

LAUREN ANDERSON, Executive DirectorNeighborhood Housing Services of New Orleans,
Inc., New Orleans, Louisiana

WALTER J. BoyERr, Chairman,The Diamond Group, Dallas, Texas

WaAYNE-KENT A. BrapsHAW, President and Chief Executive OfficEamily Savings
Bank, FSB, Los Angeles, California

MaLcoLM BusH, PresidentWoodstock Institute, Chicago, lllinois

MaRry ELLEN DOMEIER, President,State Bank and Trust Company of New Ulm,
New Ulm, Minnesota
JErReMy D. EISLER, Director of Litigation, South Mississippi Legal Services Corp.,
Biloxi, Mississippi
RO|]|3I_ERT_ F. ELLioTT, Retired Vice ChairmantHousehold International, Prospect Heights,
inois
Joun GamBoa, Executive DirectorThe Greenlining Institute, San Francisco, California

Rose Garcia, Executive DirectorTierra del Sol Housing Corporation, Las Cruces,
New Mexico

VINCENT J. GIBLIN, Chief Executive Officetnternational Union of Operating Engineers,
West Caldwell, New Jersey

Karra S. IrVINE, Executive DirectorHousing Opportunities Made Equal of Greater
Cincinnati, Inc., Cincinnati, Ohio

WiLLIE JoNEs, Deputy Director,The Community Builders, Inc., Boston, Massachusetts
JANET C. KOEHLER, President,Koehler Associates, Ponte Vedra Beach, Florida
GWENN S. KYZER, Vice PresidentExperian, Inc., Allen, Texas

Jonn C. Lawms, Senior Staff CounseDepartment of Consumer Affairs, Sacramento,
California

ANNE S. L1, Executive DirectorNew Jersey Community Loan Fund, Trenton, New Jersey
MarTHA W. MILLER, President,Choice Federal Credit Union, Greensboro, North Carolina

DaNIEL W. MorToN, Vice President and Senior Couns&he Huntington National Bank,
Columbus, Ohio

CAROL J. PARRY, Retired Executive Vice Presidei@hase Manhattan Bank, New York,
New York

PHiLIP PrICE, JR., Executive DirectorThe Philadelphia Plan, Philadelphia, Pennsylvania
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Consumer Advisory Council—Continued

MARTA Ramos, Vice President and Community Reinvestment Act Offigamco Popular
de Puerto Rico, San Juan, Puerto Rico

Davip L. Ramp, Assistant Attorney Generdbtate of Minnesota, St. Paul, Minnesota

MARILYN Ross, Executive DirectorHoly Name Housing Corporation, Omaha, Nebraska

RoBeRT G. SchweEmM, Ashland Professor of Law)niversity of Kentucky, Lexington,
Kentucky

Davip J. SHIRK, Senior Managerlending Systems Framework, Tarrytown, New York

GaIL M. SmALL, Executive DirectorNative Action, Lame Deer, Montana

GARY S. WASHINGTON, Senior Vice Presiden&ABN AMRO, Chicago, lllinois

RoBeERrT L. WYNN II, Financial Education OfficeiVisconsin Department of Financial
Institutions, Madison, Wisconsin

Officers

YVONNE SPARKS STRAUTHER, Chair DwicHT GoLANN, Vice Chair
Vice President, Bank of America Professor of Law,
Community Development Banking, Suffolk University Law School,
St. Louis, Missouri Boston, Massachusetts

The Consumer Advisory Council met with tatives of consumer and community inter-

members of the Board of Governors onests. It was established pursuant to the 1976
March 25, June 24, and October 21, 1999amendments to the Equal Credit Opportunity
The council is composed of academics, statAct to advise the Board on consumer finan-

and local government officials, representaeial services.

tives of the financial industry, and represen-

Thrift Institutions Advisory Council

December 31, 1999

Members

GaroLD R. Basg, President and Chief Executive Offic€ommunity Credit Union,
Plano, Texas

James C. BLAINE, President State Employees’ Credit Union, Raleigh, North Carolina

Davip A. Bocanowski, Chairman, President, and Chief Executive Offjdeeoples Bank,
SB, Munster, Indiana

LawreNcE L. Boupreaux III, President and Chief Executive Officétidelity Homestead
Association, New Orleans, Louisiana

RicHARD P. CouGHLIN, Former President and Chief Executive OfficBtoneham
Co-operative Bank, Stoneham, Massachusetts

WiLLiaM A. FitzGeraLD, Chairman and Chief Executive OfficgEommercial Federal
Bank, Omaha, Nebraska

BaBETTE E. HEMBUCH, President and Chief Executive Officdiirst Federal Bank of
California, FSB, Santa Monica, California

Traomas S. JounsoN, Chairman and Chief Executive OfficgereenPoint Bank,
Manhattan, New York

WiLLiam A. LoNGBRAKE, Vice Chair and Chief Financial Officeashington Mutual
Bank, Seattle, Washington
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Thrift Institutions Advisory Council—Continued

KATHLEEN E. MARINANGEL, Chair, President, and Chief Executive OfficétcHenry
Savings Bank, McHenry, lllinois

F. WELLER MEYER, President and Chief Executive Officécacia Federal Savings Bank,
Falls Church, Virginia

ANTHONY J. Popp, President and Chief Executive Officéarietta Savings Bank,
Marietta, Ohio

Officers

WiLLiaM A. FITZGERALD, President F. WELLER MEYER, Vice President
The members of the Thrift Institutionsings and loan associations, and savings
Advisory Council met with the Board of banks, consults with, and advises, the Board
Governors on April 2, July 23, and Decem-on issues pertaining to the thrift industry and
ber 3, 1999. The council, which is composedn various other matters within the Board’s
of representatives from credit unions, savjurisdiction.

Officers of Federal Reserve Banks and Branches
December 31, 1999

Chairmari President Vice President

BANK or Branch

Deputy Chairman

First Vice President

in charge of Branch

BOSTON? ............. William C. Brainard Cathy E. Minehan
William O. Taylor Paul M. Connolly
NEW YORKZ2..........| John C. Whitehead William J. McDonough
Peter G. Peterson Jamie B. Stewart, Jr.
Buffalo .................L BaDixit Carl W. Turnipseed

PHILADELPHIA

Joan Carter
Charisse R. Lillie

Edward G. Boehne

William H. Stone, Jr.

CLEVELAND?Z? ......... G. Watts Jerry L. Jordan
Humphrey, Jr. Sandra Pianalto

David H. Hoag
Cincinnati.............. George C. Juilfs Barbara B. Henshaw
Pittsburgh.............. John T. Ryan IlI Robert B. Schaub
RICHMOND? .......... Claudine B. Malone  J. Alfred Broaddus, Jr.

Jeremiah J. Sheehan Walter A. Varvel
Baltimore .............. Daniel R. Baker William J. Tignanehi

Charlotte ...............

Joan H. Zimmerman

Dan M. Bechfer
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Officers of Federal Reserve Banks and Branches—

Continued

BANK or Branch

Chairmart
Deputy Chairman

President
First Vice President

Vice President
in charge of Branch

ATLANTA ..............
Birmingham
Jacksonville
Miami
Nashville
New Orleans

CHICAGO?

Detroit

ST. LOUIS.

Little Rock..............
Louisville
Memphis

MINNEAPOLIS

Denver..................
Oklahoma City.........,
Omaha

DALLAS

SAN FRANCISQ......
Los Angeles.
Portland
Salt Lake City...........
Seattle

John F. Wieland
Paula Lovell
V.Larkin Martin
Marsha G. Rydberg
. Mark T. Sodders
Whitney Johns Martin
Glenn Pumpelly

Lester H.
McKeever, Jr.
Arthur C. Martinez
. Florine Mark

Susan S. Elliott
Charles W. Mueller
Diana T. Hueter
Roger Reynolds
Mike P. Sturdivant, Jr.

David A. Koch
James J. Howard
. TonMarkle

JoMarie Dancik
Terrence P. Dunn
. Kathryn A. Paul
Larry W. Brummett
. Gladys Styles Johnston

Roger R.
Hemminghaus
James A. Martin
.. dfricia Z. Holland-Bran
. Edward O. Gaylord
Rtty Puig Mueller

Gary G. Michael
Nelson C. Rising
Lonnie Kane
. Nancy Wilgenbusch
Barbara L. Wilson
. Richard R. Sonstelie

Jack Guynn
Patrick K. Barron

Michael H. Moskow
William C. Conrad

William Poole
W. LeGrande Rives

Gary H. Stern
Colleen K. Strand

Thomas M. Hoenig
Richard K. Rasdall

Robert D. McTeer, Jr.
Helen E. Holcomb

ch

Robert T. Parry
John F. Moore

James M. McKee

Andre T. Anderson
Robert J. Slack
James T. Curry lll
Melvyn K. Purcéll
Robert J. Mus3o

David R. Allardicé

Robert A. Hopkins
Thomas A. Boone
Martha Perine Beard

Samuel H. Gane

Carl M. Gamiss
Kelly J. Dubbert
Steven D. Evans

Sammie C. Clay
Robert Smith AI
James L. Stall

Mark L. Mullinix®
Raymond H. Laurerice
Andrea P. Wolcott
Gordon R.G.
Werkemg

Note. A current list of these officers appears eachYork; East Rutherford, New Jersey; Columbus, Ohio;

month in theFederal Reserve Bulletin

1. The Chairman of a Federal Reserve Bank serves, bindianapolis,

statute, as Federal Reserve Agent.
2. Additional offices of these Banks are located at 3. Senior Vice President
Windsor Locks, Connecticut; Utica at Oriskany, New 4. Executive Vice President

Charleston, West Virginia; Columbia, South Carolina;

Indiana; Milwaukee, Wisconsin;

Des

Moines, lowa; and Peoria, lllinois.



Federal Reserve System Organizatidzf7

Conference of Chairmen sas City, served as its vice chair. Niel D.

) Willardson, of the Federal Reserve Bank of
The chairmen of the Federal Reserve Ba”kf‘é'linneapolis, served as its secretary, and
are organized into the Conference of Chairy gegq M. Guyton, of the Federal Reserve

men, which meets to consider matters oBank of Kansas City, served as its assistant
common interest and to consult with, andsecretary.

advise, the Board of Governors. Such meet- o Qctober 5, 1999, the conference
ings, attended also by the deputy chairmensjected Richard K. Rasdall, Jr., as its chair

were held in Washington on June 2 and 3jor 2000-2001, and Paul M. Connolly, First

and on December 1 and 2, 1999. _ Vice President of the Federal Reserve Bank

The members of the Executive Commit-q¢ Boston, as its vice chair.
tee of the Conference of Chairmen during
1999 were G. Watts Humphrey, Jr., chair;

Jo Marie Dancik, vice chair; and Claudine B-Directors
Malone, member.

On December 2, 1999, the conferencdhe following list of directors of Federal
elected its Executive Committee for 2000;Reserve Banks and Branches shows for each
it named Jo Marie Dancik as chair, John Fdirector the class of directorship, the direc-
Wieland as vice chair, and Peter G. Petersoi®r’s principal organizational affiliation, and
as the third member. the date the director's term expires. Each

Federal Reserve Bank has a nine-member

. board: three Class A and three Class B direc-

Conference of Presidents tors, who are elected by the stockholding
The presidents of the Federal Reserve Bankrgember banks, and three Class C directors,

; . \Who are appointed by the Board of Gover-
are organized into the Conference of Presi ors of the Federal Reserve System.

dents, which meets periodically to consider” Class A directors represent the stockhold-

matters of common interest and to Consulltn member banks in each Federal Reserve
with, and advise, the Board of Governors. 9

Jerry L. Jordan, President of the FederaP'Str'Ct' Class B and Class C directors repre-

Reserve Bank of Cleveland, served as chaffol' 1@ PL0IC S 8 S0ael e ELE, B
of the conference in 1999, and J. Alfred ’

. f agriculture, commerce, industry, services
Broaddus, Jr., President of the Feder(l) ’ o ’ .
Reserve Bank of Richmond, served as i%abor, and consumers; they may not be offi-

vice chair. Stephen J. Ong, of the Feder ers, direqtors, or employees Qf. any bank or
Reserve Bank of Clevelana, served as ifgank holding company. In addition, Class C
secretary, and Claudia N. MacSwain, of th
Federal Reserve Bank of Richmond, serve
as its assistant secretary.

irectors may not be stockholders of any
ank or bank holding company.

For the election of Class A and Class B
directors, the Board of Governors classifies
the member banks of each Federal Reserve
Conference of First District into;hreke groaps. Elach groupl), which

; ; comprises banks with similar capitalization,
Vice Presidents elects one Class A director and one Class B
The Conference of First Vice Presidents ofdirector. Annually, the Board of Governors
the Federal Reserve Banks was organized itlesignates one of the Class C directors as
1969 to meet periodically for the consider-chair of the board of each District Bank, and
ation of operations and other matters. it designates another Class C director as

Colleen K. Strand, First Vice President ofdeputy chair.
the Federal Reserve Bank of Minneapolis, Federal Reserve Branches have either five
served as chair of the conference in 1999%r seven directors, a majority of whom are
and Richard K. Rasdall, Jr., First Vice Presi-appointed by the parent Federal Reserve
dent of the Federal Reserve Bank of KanBank; the others are appointed by the Board
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of Governors. One of the directors appointed For the name of the chair and deputy chair
by the Board is designated annually as chaiof the board of directors of each Reserve
of the board of that Branch in a mannerBank and of the chair of each Branch, see
prescribed by the parent Federal Reservihe preceding table, “Officers of Federal
Bank. Reserve Banks and Branches.”

Directors of Federal Reserve Banks and Branches

Term expires

Dec. 31

DISTRICT 1—BOSTON

Class A

G. Kenneth Perine.......... President and Chief Executive Officer, 1999
National Bank of Middlebury,
Middlebury, Vermont

Edwin N. Clift ................ President and Chief Executive Officer, 2000
Merrill Merchants Bank, Bangor, Maine

Terrence Murray............. Chairman and Chief Executive Officer, 2001
FleetBoston Corporation,
Boston, Massachusetts

Class B

VacanCy ......ocovvvivniiinnnnn. 1999

Edward Dugger Il .......... President and Chief Executive Officer, 2000
UNC Partners, Inc., Boston, Massachusetts

Robert R. Glauber........... Adjunct Lecturer, John F. Kennedy School of 2001
Government, Harvard University,
Cambridge, Massachusetts

Class C

William O. Taylor ........... Chairman Emeritus, The Boston Globe, 1999
Boston, Massachusetts

James J. Norton............. President, Graphic Communications 2000
International Union, Washington, D.C.

William C. Brainard......... Professor of Economics, Yale University, 2001
New Haven, Connecticut

DISTRICT 2—NEW YORK

Class A

George W. Hamlin IV ...... President and Chief Executive Officer, 1999
The Canandaigua National Bank and Trust
Company, Canandaigua, New York

Walter V. Shipley............ Chairman, The Chase Manhattan Corporation, 2000
New York, New York

Richard L. Carrion........... Chairman, President, and Chief Executive 2001

Officer, Banco Popular de Puerto Rico,
San Juan, Puerto Rico
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Term expires

Dec. 31
DISTRICT 2,NEW YORK—Continued
Class B
Ann M. Fudge................ Executive Vice President, Kraft Foods, Inc., 1999

and President, Coffee & Cereals Division,
Tarrytown, New York
Eugene R. McGrath......... Chairman, President, and Chief Executive Officer, 2000
Consolidated Edison Company of New York, Inc.,
New York, New York

Ronay Menschel............. President, Phipps Houses, New York, New York 2001

Class C

John C. Whitehead......... Former Chairman, Goldman, Sachs & Co., Inc., 1999
New York, New York

Charles A. Heimbold, Jr... Chairman and Chief Executive Officer, 2000
Bristol-Myers Squibb Co., New York, New York

Peter G. Peterson........... Chairman, The Blackstone Group, New York, 2001
New York

BUFFALO BRANCH

Appointed by the Federal Reserve Bank

Louise Woerner.............. Chairman and Chief Executive Officer, 1999
HCR, Rochester, New York

Maureen Torrey Marshall ...Co-owner, Torrey Farms, Inc., Elba, New York 2000

William E. Swan............. President and Chief Executive Officer, Lockport 2000
Savings Bank, Lockport, New York

Kathleen R. Whelehan..... Executive Vice President, Consumer Finance 2001

Division, HSBC, Buffalo, New York

Appointed by the Board of Governors

Patrick P. Lee................! Chairman and Chief Executive Officer, 1999
International Motion Control, Inc.,
Buffalo, New York

John E. Friedlander......... President and Chief Executive Officer, 2000
Kaleida Health, Buffalo, New York
Bal Dixit ..............o..el President and Chief Executive Officer, 2001

Newtex Industries, Inc., Victor, New York

DISTRICT 3—PHILADELPHIA

Class A

David B. Lee ................. President and Chief Executive Officer, 1999
Omega Bank, N.A.,,
State College, Pennsylvania

Harry Elwell Il .............. President and Chief Executive Officer, 2000
First National Bank of Absecon,
Absecon, New Jersey
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Term expires

Dec. 31

DISTRICT 3, Class A—Continued

Rufus A. Fulton, Jr.......... Chairman, President, and Chief Executive Officer, 2001
Fulton Financial Corporation,
Lancaster, Pennsylvania

Class B

J. Richard Jones............. President and Chief Executive Officer, 1999
Insignia/ESG Jackson-Cross Company,
Philadelphia, Pennsylvania

Robert D. Burris............. President and Chief Executive Officer, 2000
Burris Foods, Inc., Milford, Delaware

Howard E. Cosgrove....... Chairman and Chief Executive Officer, 2001
Conectiv, Wilmington, Delaware

Class C

Joan Carter................... President and Chief Operating Officer, 1999
UM Holdings Ltd., Haddonfield, New Jersey

Glenn A. Schaeffer.......... President, Pennsylvania Building and 2000

Construction Trades Council,
Harrisburg, Pennsylvania

Charisse R. Lillie............. Rrtner Ballard Spahr Andrews & Ingersoll, 2001
Philadelphia, Pennsylvania

DISTRICT 4—CLEVELAND

Class A

Tiney M. McComb........... Chairman and President, Heartland BancCorp, 1999
Gahanna, Ohio

David S. Dahlmann......... President and Chief Executive Officer, 2000

Southwest Bank,
Greensburg, Pennsylvania

John R. Cochran............ Chairman and Chief Executive Officer, 2001
FirstMerit Corporation, Akron, Ohio

Class B

David L. Nichols............. Cincinnati, Ohio 1999

Cheryl L. Krueger-Horn.... President and Chief Executive Officer, 2000
Cheryl & Co., Westerville, Ohio

Wayne R. Embry............. President and Chief Operating Officer, 2001

Cleveland Cavaliers, Cleveland, Ohio
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Term expires

DISTRICT 4, CLEVELAND—Continued

Class C

Robert Y. Farrington........ Executive Secretary-Treasurer, Emeritus,
Ohio State Building and Construction Trades
Council, Columbus, Ohio

G. Watts Humphrey, Jr..... President, GWH Holdings, Incorporated,
Pittsburgh, Pennsylvania

David H. Hoag............... Former Chairman, The LTV Corporation,
Cleveland, Ohio

CINCINNATI BRANCH

Appointed by the Federal Reserve Bank

Judith G. Clabes............. President and Chief Executive Officer,
Scripps Howard Foundation,
Cincinnati, Ohio

Phillip R. COX ... President and Chief Executive Officer,
Cox Financial Corporation,
Cincinnati, Ohio

Stephen P. Wilson........... President and Chief Executive Officer,
Lebanon Citizens National Bank,
Lebanon, Ohio

Jean R. Hale................. President and Chief Executive Officer,
Community Trust Bancorp, Inc.,
Pikeville, Kentucky

Appointed by the Board of Governors

George C. Juilfs.............. President and Chief Executive Officer,
SENCORP, Newport, Kentucky

Wayne Shumate............. Chairman and Chief Executive Officer,
Kentucky Textiles, Inc., Paris, Kentucky

Thomas Revely lll........... President and Chief Executive Officer,

Cincinnati Bell Supply Co., Cincinnati, Ohio

PITTSBURGH BRANCH

Appointed by the Federal Reserve Bank

Georgia Berner............... President, Berner International Corp.,

New Castle, Pennsylvania
Peter N. Stephans.......... Chairman and Chief Executive Officer,

Trigon Incorporated, McMurray, Pennsylvania
Thomas J. O’'Shane........ Senior Executive Vice President,

Sky Financial Group,
New Castle, Pennsylvania

Edward V. Randall, Jr...... Management Consultant, Babst Calland
Clements & Zomnir, Pittsburgh, Pennsylvania

Dec. 31

1999

2000

2001

1999

1999

2000

2001

1999

2000

2001

1999

1999

2000

2001
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Term expires
Dec. 31

DISTRICT 4, PiTTsBURGH BRANCH—Continued

Appointed by the Board of Governors

Charles E. Bunch............ Senior Vice President, Strategic Planning and 1999
Corporate Services, PPG Industries, Inc.,
Pittsburgh, Pennsylvania

John T. Ryan Il ............. Chairman and Chief Executive Officer, 2000
Mine Safety Appliances Company,
Pittsburgh, Pennsylvania

Gretchen R. Haggerty...... Vice President—Accounting and Finance, 2001
U.S. Steel Group, Pittsburgh, Pennsylvania

DISTRICT 5—RICHMOND

Class A

J. Walter McDowell......... Executive Vice President, Wachovia Corporation, 1999
Winston-Salem, North Carolina

Elizabeth A. Duke........... President and Chief Executive Officer, 2000

The Bank of Tidewater,
Virginia Beach, Virginia

James M. Culberson, Jr... Chairman Emeritus, First National Bank & 2001
Trust Company, Asheboro, North Carolina

Class B

Wesley S. Williams, Jr....... Rartner, Covington & Burling, Washington, D.C. 1999

James E. Haden............. President and Chief Executive Officer, Martha 2000
Jefferson Hospital, Charlottesville, Virginia

Craig A. Ruppert............ President, Ruppert Nurseries, Inc., 2001
Laytonsville, Maryland

Class C

Jeremiah J. Sheehan....... Chairman and Chief Executive Officer, 1999
Reynolds Metals Company, Richmond, Virginia

Claudine B. Malone......... President, Financial & Management 2000
Consulting, Inc., McLean, Virginia

Irwin Zazulia ................| President and Chief Executive Officer, Hecht's, 2001

Arlington, Virginia

BALTIMORE BRANCH

Appointed by the Federal Reserve Bank

Morton |. Rapoport.......... President and Chief Executive Officer, 1999
University of Maryland Medical System,
Baltimore, Maryland

William L. Jews.............. President and Chief Executive Officer, 2000
Blue Cross Blue Shield of Maryland,
Owings Mills, Maryland
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Term expires

DISTRICT 5, BALTIMORE BRANCH
Appointed by the Federal Reserve Barentinued

Virginia W. Smith ........... President and Chief Executive Officer,
Union National Bank, Westminster, Maryland
Jeremiah E. Casey.......... Director and Former Chairman, Allfirst

Financial, Inc., Baltimore, Maryland

Appointed by the Board of Governors

George L. Russell, Jr........ Rartner, Piper & Marbury, L.L.P.,
Baltimore, Maryland

Betty Bednarczyk............ International Secretary—Treasurer, Service
Employees International Union, AFL-CIO,
CLC, Washington, D.C.

Daniel R. Baker.............. President & Chief Executive Officer,
Tate Access Floors, Inc., Jessup, Maryland

CHARLOTTE BRANCH

Appointed by the Federal Reserve Bank

Lucy J. Reuben.............. Dean, School of Business, South Carolina State
University, Orangeburg, South Carolina
Elleveen T. Poston.......... President, Quality Transport, Inc.,
Lake City, South Carolina
Cecil W. Sewell, Jr.......... Chairman and Chief Executive Officer, Centura
Banks, Inc., Rocky Mount, North Carolina
William H. Nock ............. President and Chief Executive Officer, Sumter

National Bank, Sumter, South Carolina

Appointed by the Board of Governors

Dennis D. Lowery........... Chief Executive Officer and Chairman,
Continental Chemicals,
Charlotte, North Carolina

Joan H. Zimmerman........ President, Southern Shows, Inc.,
Charlotte, North Carolina
James O. Roberson........ President, Research Triangle Foundation of

North Carolina, Research Triangle
Park, North Carolina

DISTRICT 6—ATLANTA

Class A
Howard L. McMillan, Jr. .... Wealth Management & Investments, Morgan
Stanley Dean Witter, Jackson, Mississippi

Dec. 31

2000

2001

1999

2000

2001

1999

2000

2000

2001

1999

2000

2001

1999
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Dec. 31

DISTRICT 6, Class A—Continued

D. Paul Jones, Jr............ Chairman and Chief Executive Officer, Compass 2000
Bancshares, Inc., Birmingham, Alabama

Waymon L. Hickman....... Chairman and Chief Executive Officer, 2001
First Farmers and Merchants National Bank,
Columbia, Tennessee

Class B

Juanita P. Baranco.......... Executive Vice President, Baranco Automotive 1999
Group, Morrow, Georgia

John Dane lll................! Chairman, President, and Chief Operating 2000
Officer, Friede Goldman Halter, Inc.,
Gulfport, Mississippi

Suzanne E. Boas............ President, Consumer Credit Counseling
Service, Inc., Atlanta, Georgia 2001

Class C

John F. Wieland............. Chief Executive Officer and Chairman, 1999
John Wieland Homes and Neighborhoods, Inc.,
Atlanta, Georgia

Paula Lovell ................. President, Lovell Communications, Inc., 2000
Nashville, Tennessee

Maria Camila Leiva......... Executive Vice President, Miami Free Zone 2001
Corporation, Miami, Florida

BIRMINGHAM BRANCH

Appointed by the Federal Reserve Bank

W. Charles Mayer Il ....... President, Alabama Banking Group, 1999
AmSouth Bank, Birmingham, Alabama

Roland Pugh.................. Chairman, Roland Pugh Construction, Inc., 2000
Northport, Alabama

Hundley Batts, Sr............ Owner and Managing Agent, Hundley Batts & 2000
Associates, Huntsville, Alabama

Robert M. Barrett............ President, Union Planters National Bank, 2001
Wetumpka, Alabama

Appointed by the Board of Governors

V. Larkin Martin ............. Managing Partner, Martin Farm, 1999
Courtland, Alabama

D. Bruce Carr...............\ Labor-Relations Liaison, Laborers’ District 2000
Council of Alabama, Gadsden, Alabama

Catherine Sloss Crenshaw ...President, Sloss Real Estate Group, 2001

Birmingham, Alabama
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Term expires

DISTRICT 6, ATLANTA—Continued
JACKSONVILLE BRANCH

Appointed by the Federal Reserve Bank

William G. Smith, Jr. ....... President and Chief Executive Officer,
Capital City Bank Group,
Tallahassee, Florida

Terry R.West ................ President and Chief Executive Officer,
Jax Navy Federal Credit Union,
Jacksonville, Florida

Michael W. Poole............ Principal, Poole Carbone Capital Partners, Inc.,
Winter Park, Florida
Harvey R. Heller............. President, Heller Bros. Packing Corp.,

Winter Garden, Florida

Appointed by the Board of Governors

Marsha G. Rydberg.......... Rirtner, Foley & Lardner, Tampa, Florida

William E. Flaherty ......... Chairman, Blue Cross and Blue Shield of
Florida, Inc., Jacksonville, Florida

Julie K. Hilton................ Vice President and Partner,

Paradise Found Resorts & Hotels,
Panama City Beach, Florida

MiaMi BRANCH

Appointed by the Federal Reserve Bank

D. Keith Cobb................ Chairman, Laundromax, Inc.,
Ft. Lauderdale, Florida
James W. Moore............. Managing Partner, Riverside Capital, LLC,
Fort Myers, Florida
Carlos A. Migoya............ Regional President, Dade and Monroe Counties,

First Union National Bank of Florida,
Miami, Florida
Vacancy .......oovvvevniiannnn.

Appointed by the Board of Governors

Mark T. Sodders............. President, Lakeview Farms, Inc.,
Pahokee, Florida

Kaaren Johnson-Street.... President, Kaaren Street Associates, Inc.,
Miami, Florida

Gregg Borgeson............. President and Chief Executive Officer,
Hellmann International Forwarders, Inc.,
Miami, Florida

Dec. 31

1999

2000

2000

2001

1999
2000

2001

1999

1999

2000

2001

1999

2000

2001
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Term expires
Dec. 31

DISTRICT 6, NASHVILLE BRANCH

Appointed by the Federal Reserve Bank

Leonard A. Walker, Jr...... Chairman and Chief Executive Officer, 1999
First National Bank and Trust Company,
Athens, Tennessee

James E. Dalton, Jr......... President and Chief Executive Officer, 2000
Quorum Health Group, Inc.,
Brentwood, Tennessee

John E. Seward, Jr......... President and Chief Executive Officer, PLC, Inc., 2000
Piney Flats, Tennessee
Dale W. Polley............... President, First American National Bank, 2001

Nashville, Tennessee

Appointed by the Board of Governors

Michael E. Bennett........... Past UAWManufacturing Adviser, 1999
Saturn Corporation, Spring Hill, Tennessee

Whitney Johns Martin...... Chairman and Chief Executive Officer, 2000
Capital Across America, Nashville, Tennessee

Frances F. Marcum......... Director, Micro Craft, Inc., Tullahoma, Tennessee 2001

NEWwW ORLEANS BRANCH

Appointed by the Federal Reserve Bank

Howard C. Gaines.......... President, Military Division, First USA Partners, 1999
Bank One, New Orleans, Louisiana

Teri G. Fontenot............. President and Chief Executive Officer, Woman’s 2000
Health Foundation, Baton Rouge, Louisiana

David Guidry ................. President and Chief Executive Officer, 2000
Guico Machine Works, Inc., Harvey, Louisiana

Howell N. Gage.............. Chairman, Vicksburg Advisory Group, 2001

BankCorp South, Vicksburg, Mississippi

Appointed by the Board of Governors

Glenn Pumpelly.............. President and Chief Executive Officer, 1999
Pumpelly Oil, Inc., Sulphur, Louisiana

Ben Tom Roberts............ Senior Executive Vice President, 2000
Roberts Brothers, Inc., Mobile, Alabama

Dwight H. Evans............. President and Chief Executive Officer, 2001

Mississippi Power Company,
Gulfport, Mississippi
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Term expires

DISTRICT 7—CHICAGO

Class A
Verne G. Istock.............. President, Bank One Corporation,
Chicago, lllinois
Robert R. Yohanan........ .Managing Director and Chief Executive Officer,

First Bank & Trust of Evanston,
Evanston, lllinois

Alan R. Tubbs................ President, Maquoketa State Bank and Ohnward
Bancshares Inc., Maguoketa, lowa

Class B
Migdalia Rivera.............. Former Executive Director, Latino Institute,
Chicago, lllinois
Jack B. Evans................ President, The Hall-Perrine Foundation,
Cedar Rapids, lowa
James H. Keyes............. Chairman and Chief Executive Officer,
Johnson Controls, Inc., Milwaukee, Wisconsin
Class C
Robert J. Darnall............ President and Chief Executive Officer,

Ispat North America, Chicago, lllinois
Lester H. McKeever, Jr.... Managing Partner, Washington, Pittman &
McKeever, Chicago, lllinois
Arthur C. Martinez........... Chairman and Chief Executive Officer,
Sears, Roebuck and Co.,
Hoffman Estates, lllinois

DETROIT BRANCH

Appointed by the Federal Reserve Bank

Denise llitch................. President, Olympia Development, Inc.,

Detroit, Michigan
Irma B. Elder................| President, Troy Motors, Inc., Troy, Michigan
David J. Wagner............. Chairman, President, and Chief Executive Officer,

Old Kent Financial Corporation,
Grand Rapids, Michigan

Richard M. Bell.............. President and Chief Executive Officer,
The First National Bank of Three Rivers,
Three Rivers, Michigan

Appointed by the Board of Governors

Florine Mark................. President and Chief Executive Officer,
The WW Group, Inc.,
Farmington Hills, Michigan

Timothy D. Leuliette........ Senior Managing Director and Chief Executive
Officer, Heartland Industrial Partners, LP,
Bloomfield Hills, Michigan

Stephen R. Polk............. Chairman and Chief Executive Officer,
R.L. Polk & Co., Southfield, Michigan

Dec. 31

1999

2000

2001

1999

2000

2001

1999

2000

2001

1999
1999
2000

2001

1999

2000

2001
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Term expires

Dec. 31

DISTRICT 8—ST. Louis

Class A

W.D. Glover .................. Chairman and Chief Executive Officer, 1999
First National Bank of Eastern Arkansas,
Forrest City, Arkansas

Michael A. Alexander....... Chairman and President, First National Bank, 2000
Mt. Vernon, lllinois

Thomas H. Jacobsen....... Chairman, Firstar Corporation, 2001
St. Louis, Missouri

Class B

Joseph E. Gliessner, Jr.... Executive Director, New Directions Housing Corp., 1999
Louisville, Kentucky

Robert L. Johnson.......... Chairman and Chief Executive Officer, 2000
Johnson Bryce, Inc., Memphis, Tennessee

Bert Greenwalt................ Brtner, Greenwalt Company, Hazen, Arkansas 2001

Class C

Veo Peoples, Jr............... RArtner, Haverstock, Garrett and Roberts, 1999
St. Louis, Missouri

Susan S. Elliott............... Chairman and Chief Executive Officer, 2000

Systems Service Enterprises, Inc.,
St. Louis, Missouri

Charles W. Mueller.......... Chairman, President, and Chief Executive Officer, 2001
Ameren Corporation, St. Louis, Missouri

LiTTLE ROCK BRANCH

Appointed by the Federal Reserve Bank

Mark Simmons............... Chairman, Simmons Foods, Inc., 1999
Siloam Springs, Arkansas

Ross M. Whipple............ Chairman, Horizon Bank of Columbia County, 1999
Magnolia, Arkansas

Lunsford W. Bridges........ President and Chief Executive Officer, 2000

Metropolitan National Bank,
Little Rock, Arkansas

Lawrence A. Davis, Jr...... Chancellor, University of Arkansas at Pine BIuff, 2001
Pine Bluff, Arkansas

Appointed by the Board of Governors

Janet M. Jones............... President, The Janet Jones Company, 1999
Little Rock, Arkansas

Diana T. Hueter.............. Hueter and Associates, Inc., 2000
Little Rock, Arkansas

Vick M. Crawley ............ Plant Manager, Baxter Healthcare Corporation, 2001

Mountain Home, Arkansas
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Term expires

Dec. 31

DISTRICT 8, LoulsvILLE BRANCH

Appointed by the Federal Reserve Bank

Larry E. Dunigan............ Chairman and Chief Executive Officer, 1999
Holiday Management Corp., Evansville, Indiana

Edwin K. Page............... Vice President, External Affairs, 1999
AP Technoglass Co., Elizabethtown, Kentucky

Frank J. Nichols............. Chairman, President, and Chief Executive Officer, 2000
Bank of Benton, Benton, Kentucky

Orson Oliver................. President, Mid-America Bank of Louisville, 2001

Louisville, Kentucky

Appointed by the Board of Governors

J. Stephen Barger........... Executive Secretary—Treasurer, Kentucky State 1999
District Council of Carpenters, AFL-CIO,
Frankfort, Kentucky

Debbie Scoppechio......... Chairman and Chief Executive Officer, 2000
Creative Alliance, Inc., Louisville, Kentucky
Roger Reynolds.............. President and Chief Executive Officer, 2001

Reynolds Coatings, LLC, Louisville, Kentucky

MEMPHIS BRANCH

Appointed by the Federal Reserve Bank

Katie S. Winchester......... President, Chief Executive Officer, and Director, 1999
First Citizens National Bank,
Dyersburg, Tennessee

John C. Kelley, Jr............ President, Memphis Banking Group, 1999
First Tennessee Bank, Memphis, Tennessee

E.C. Neelly Il ............... Chief Executive Officer, First American 2000
National Bank, luka, Mississippi

Walter L. Morris, Jr.......... PresidentH & M Lumber Co., Inc., 2001

West Helena, Arkansas

Appointed by the Board of Governors
Mike P. Sturdivant, Jr........ Rartner, Due West, Glendora, Mississippi 1999
Carol G. Crawley............ Senior Vice President, Community Development, 2000
Memphis Area Chamber of Commerce,
Memphis, Tennessee
Gregory M. Duckett......... Senior Vice President and Corporate Counsel, 2001
Baptist Memorial Health Care Corporation,
Memphis, Tennessee
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Term expires

Dec. 31

DISTRICT 9—MINNEAPOLIS

Class A

Lynn M. Hoghaug........... President, Ramsey National Bank and Trust Co., 1999
Devils Lake, North Dakota

Bruce Parker................. President, Norwest Bank Montana, 2000
Billings, Montana

W.W. LaJoie ..........c..... ! Chief Executive Officer and Chairman, 2001
Central Savings Bank,
Sault Ste. Marie, Michigan

Class B

Rob L. Wheeler.............. Vice President, Wheeler Manufacturing Co., Inc., 1999
Lemmon, South Dakota

Kathryn L. Ogren............ Owner, Bitterroot Motors, Missoula, Montana 2000

Jay F. Hoeschler............. President and Owner, Hoeschler Corporation, 2001
La Crosse, Wisconsin

Class C

David A. Koch ............... Chairman, Graco, Inc., Plymouth, Minnesota 1999

Ronald N. Zwieg............. President, United Food & Commercial Workers, 2000
Local 653, Plymouth, Minnesota

James J. Howard............ Chairman, President, and Chief Executive Officer, 2001
Northern States Power Company,
Minneapolis, Minnesota

HELENA BRANCH

Appointed by the Federal Reserve Bank

Richard E. Hart.............. President, Mountain West Bank, 1999
Great Falls, Montana

Emil W. Erhardt.............. Chairman and President, Citizens State Bank, 2000
Hamilton, Montana

Sandra M. Stash, P.E...... Vice President, Environmental Services, 2001
ARCO Environmental Remediation, L.L.C.,
Anaconda, Montana

Appointed by the Board of Governors

Thomas O. Markle.......... President and Chief Executive Officer, 1999
Markle’s Inc., Glasgow, Montana

William P. Underriner....... General Manager, Selover Buick Inc., 2000

Billings, Montana
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Term expires

Dec. 31

DISTRICT 10—KanNsas City

Class A

Dennis E. Barrett............ Vice Chairman, FirstBank Holding Company 1999
of Colorado, Lakewood, Colorado

Bruce A. Schriefer........... President, Bankers’ Bank of Kansas, 2000
Wichita, Kansas

Jeffrey L. Gerhart............ President and Chief Executive Officer, 2001
First National Bank,
Newman Grove, Nebraska

Class B

Charles W. Nichols.......... Managing Partner, Davison & Sons Cattle Company, 1999
Arnett, Oklahoma

Hans Helmerich.............. President and Chief Executive Officer, 2000
Helmerich & Payne, Inc., Tulsa, Oklahoma

Frank A. Potenziani......... M & T Trust, Albuquerque, New Mexico 2001

Class C

Colleen D. Hernandez..... Executive Director, Kansas City Neighborhood 1999
Alliance, Kansas City, Missouri

Terrence P. Dunn............ President and Chief Executive Officer, 2000

J.E. Dunn Construction Company,
Kansas City, Missouri

Jo Marie Dancik............. Area Managing Partner, Ernst & Young, LLP, 2001
Minneapolis, Minnesota

DENVER BRANCH

Appointed by the Federal Reserve Bank

C.G. Mammel................ President and Chief Executive Officer, 1999
The Bank of Cherry Creek, N.A.,
Denver, Colorado

Robert M. Murphy........... President, Sandia Properties Ltd., Co., 2000
Albuquerque, New Mexico

John W. Hay Ill.............. President, Rock Springs National Bank, 2000
Rock Springs, Wyoming

Albert C. Yates............... President, Colorado State University, 2001

Ft. Collins, Colorado

Appointed by the Board of Governors

Teresa N. McBride.......... Chief Executive Officer, McBride and 1999
Associates, Inc., Albuquerque, New Mexico
Kathryn A. Paul.............. President, Western Operations (Retired), 2000

Kaiser Permanente,
Denver, Colorado

James A. King................ Chief Executive Officer, BT, Incorporated, 2001
Riverton, Wyoming
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Dec. 31

OkLAHOMA CITY BRANCH

Appointed by the Federal Reserve Bank

William H. Braum ........... President, Braum Ice Cream Co., 1999
Oklahoma City, Oklahoma

Michael S. Samis............ President and Chief Executive Officer, 2000
Macklanburg—Duncan Co.,
Oklahoma City, Oklahoma

Betty Bryant Shaull......... President-Elect and Director, Bank of Cushing 2001
and Trust Company, Cushing, Oklahoma

W. Carlisle Mabrey IlI...... President and Chief Executive Officer, Citizens 2001
Bank & Trust Co., Okmulgee, Oklahoma

Appointed by the Board of Governors

Larry W. Brummett.......... Chairman, President, and Chief Executive Officer, 1999
ONEOK, Inc., Tulsa, Oklahoma

Patricia B. Fennell........... Executive Director, Latino Community 2000

Development Agency,
Oklahoma City, Oklahoma

David L. Kruse Il ............ Senior Vice President, American Airlines, Inc., 2001
Tulsa, Oklahoma

OMAHA BRANCH

Appointed by the Federal Reserve Bank

Bruce R. Lauritzen.......... Chairman and President, First National Bank of 1999
Omaha, Omaha, Nebraska

Frank L. Hayes............... President, Hayes & Associates, L.L.C., 2000
Omaha, Nebraska

H.H. Kosman................. Chairman, President, and Chief Executive Officer, 2000

Platte Valley National Bank,
Scottsbluff, Nebraska

Bill L. Fairfield ............... Chairman, Inacom Corp., Omaha, Nebraska 2001

Appointed by the Board of Governors

Bob L. Gottsch............... Vice President, Gottsch Feeding Corporation, 1999
Hastings, Nebraska

A.F. Raimondo............... Chairman and Chief Executive Officer, 2000

Behlen Manufacturing Company,
Columbus, Nebraska

Gladys Styles Johnston.... Chancellor, University of Nebraska at Kearney, 2001
Kearney, Nebraska
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Term expires

DISTRICT 11—DALLAS

Class A

Gayle M. Earls............... President and Chief Executive Officer,
The Independent Bankers Bank,
Dallas, Texas

Kirk A. McLaughlin ......... President and Chief Executive Officer,
Security Bank, Ralls, Texas

Dudley K. Montgomery.... President and Chief Executive Officer,
The Security State Bank of Pecos,
Pecos, Texas

Class B

Dan Angel ................... President, Stephen F. Austin State University,
Nacogdoches, Texas

Judy Ley Allen................ Brtner, Allen Investments, Houston, Texas

Julie S. England............. Vice President, Texas Instruments, Dallas, Texas

Class C

James A. Martin............. Second General Vice President (Retired),

International Association of Bridge, Structural,
Ornamental, and Reinforcing Iron Workers,
Austin, Texas
H.B. Zachry, Jr............... Chairman and Chief Executive Officer,
H.B. Zachry Company, San Antonio, Texas
Roger R. Hemminghaus... Chairman, Ultramar Diamond Shamrock Corp.,
San Antonio, Texas

EL PAso BRANCH

Appointed by the Federal Reserve Bank

James D. Renfrow.......... President and Chief Executive Officer,
The Carlsbad National Bank,
Carlsbad, New Mexico

Melissa W. O’Rourke....... President, Charlotte’s Inc., El Paso, Texas
CeCil E. NiX ....ooooiiinnn Member, IBEW Local 460,

Midland, Texas
Lester L. Parker............... El Rso, Texas

Appointed by the Board of Governors

Patricia Z. Holland-Branch ..President and Chief Executive Officer,
HB/PZH Commercial Environments, Inc.,
El Paso, Texas

Gail S. Darling ............... President, Gail Darling, Inc.,
El Paso, Texas

Beauregard Brite White.... Rancher, J.E. White, Jr. & Sons, Marfa, Texas

Dec. 31

1999

2000

2001

1999

2000
2001

1999

2000

2001

1999

1999
2000

2001

1999

2000

2001
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Term expires

DISTRICT 11,HousToN BRANCH

Appointed by the Federal Reserve Bank

Judith B. Craven............. Physician and Administrator, Houston, Texas
Ray B. Nesbitt................ President (Retired), Exxon Chemical Company,
Houston, Texas

Alan R. Buckwalter Il .....Chairman and Chief Executive Officer,
Chase Bank of Texas, N.A., Houston, Texas
Richard W. Weekley........ Chairman, Weekley Development Company,

Houston, Texas

Appointed by the Board of Governors

Peggy Pearce Caskey...... President, PPC Holding, L.L.C., Houston, Texas

Malcolm Gillis ............... President, Rice University, Houston, Texas

Edward O. Gaylord......... Chairman, Jacintoport Terminal Company,
Houston, Texas

SAN ANTONIO BRANCH

Appointed by the Federal Reserve Bank

Juliet V. Garcia............... President, The University of Texas at Brownsville,
Brownsville, Texas

Douglas G. MacDonald.... President, South Texas National Bank,
Laredo, Texas

Arthur R. Emerson.......... Vice President and General Manager,
KVDA-TV 60, San Antonio, Texas
R. Tom Roddy ............... Chairman, CaminoReal Bank,

San Antonio, Texas

Appointed by the Board of Governors

Patty P. Mueller.............. Vice President, Mueller Energetics Corp.,
Corpus Christi, Texas

Marvin L. Ragsdale......... President, Iron Workers District Council of the
State of Texas, Austin, Texas

Ron R. Harris................] President and Chief Executive Officer,

Pervasive Software, Austin, Texas

Dec. 31

1999
1999

2000

2001

1999
2000
2001

1999

1999

2000

2001

1999

2000

2001
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Term expires

DISTRICT 12—SAN FRANCISCO

Class A

E. Lynn Caswell............. Chairman and Chief Executive Officer,
Pacific Community Banking Group,
Laguna Hills, California

John V. Rindlaub............ President, Northwest Region, Bank of America,
Seattle, Washington

Warren K.K. Luke........... Chairman and Chief Executive Officer,
Hawaii National Bank,
Honolulu, Hawaii

Class B

Robert S. Attiyeh............ Senior Vice President and Chief Financial

Officer (Retired), Amgen, Inc.,
Thousand Oaks, California

Krestine Corbin.............. President and Chief Executive Officer,
Sierra Machinery, Inc., Sparks, Nevada

Vacancy ..........c.ceeveiiinnnn.

Class C

Gary G. Michael............. Chairman and Chief Executive Officer,
Albertson’s, Inc., Boise, ldaho

Nelson C. Rising............. President and Chief Executive Officer,

Catellus Development Corporation,
San Francisco, California

Sheila D. Harris.............. Consultant, Harris Consulting,
Litchfield Park, Arizona

Los ANGELES BRANCH

Appointed by the Federal Reserve Bank

John H. Gleason............. Executive Vice President, Del Webb Corporation,
Phoenix, Arizona

Liam E. McGee.............. President, Bank of America Southern California,
Los Angeles, California

Linda Griego ................] President and Chief Executive Officer,

Los Angeles Community Development Bank,
Los Angeles, California

Russell Goldsmith........... Chairman and Chief Executive Officer,
City National Bank, Beverly Hills, California

Appointed by the Board of Governors

LoriR. Gay .....ccoovviienn President, Los Angeles Neighborhood Housing
Service, Los Angeles, California

Lonnie Kane.................. President, Karen Kane, Inc.,
Los Angeles, California

William D. Jones............ Chairman, President, and Chief Executive Officer,

CityLink Investment Corporation,
San Diego, California

Dec. 31

1999

2000

2001

1999

2000

2001

1999

2000

2001

1999

2000

2000

2001

1999

2000
2001
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Dec. 31

DISTRICT 12,PORTLAND BRANCH

Appointed by the Federal Reserve Bank

Phyllis A. Bell ................ President, Oregon Coast Aquarium, 1999
Newport, Oregon

Martin Brantley .............. President and General Manager, 1999
Oregon Television, Inc., KPTV-12,
Portland, Oregon

Guy L. Williams ............. President and Chief Executive Officer, 2000
Security Bank, Coos Bay, Oregon

Gary T. DUim................. Vice Chairman, U.S. Bancorp, Portland, Oregon 2001

Appointed by the Board of Governors

Nancy Wilgenbusch......... President, Marylhurst University, 1999
Marylhurst, Oregon

Patrick Borunda.............. Director, Oweesta Fund, First Nation’s 2000

Development Institute,
Vancouver, Washington

Karla S. Chambers.......... Vice President, Stahlbush Island Farms, Inc., 2001
Corvallis, Oregon

SALT LAKE CiTy BRANCH

Appointed by the Federal Reserve Bank

J. Pat McMurray............. President, First Security Bank, N.A., 1999
Boise, ldaho

Maria Garciaz................ Executive Director, Salt Lake Neighborhood 1999
Housing Services, Salt Lake City, Utah

R.D.Cash.........ccovven.n Chairman, President, and Chief Executive 2000

Officer, Questar Corporation,
Salt Lake City, Utah
Curtis H. Harris.............. Chairman, President, and Chief Executive 2001
Officer, Barnes Banking Company,
Kaysville, Utah

Appointed by the Board of Governors

Nancy S. Mortensen........ Vice President—Marketing Services, ZCMI, 1999
Salt Lake City, Utah

Barbara L. Wilson........... ldaho and Regional Vice President, U.S. West, 2000
Boise, Idaho

Jon M. Huntsman, Jr....... Vice Chairman, Huntsman Corporation, 2001

Salt Lake City, Utah



Federal Reserve System Organizatidil7

Term expires

DISTRICT 12,SEATTLE BRANCH

Appointed by the Federal Reserve Bank

Tomio Moriguchi ............ Chairman and Chief Executive Officer,
Uwajimaya, Inc., Seattle, Washington

James C. Hawkansan...... Managing Director and Chief Executive Officer,
The Commerce Bank of Washington, N.A.,
Seattle, Washington

Betsy Lawer.................Vice Chair and Chief Operating Officer,
First National Bank of Anchorage,
Anchorage, Alaska

Peter H. van Oppen........ Chairman and Chief Executive Officer,
Advanced Digital Information Corp.,
Redmond, Washington

Appointed by the Board of Governors

Boyd E. Givan............... Senior Vice President and Chief Financial Officer
(Retired), The Boeing Company,
Seattle, Washington

Richard R. Sonstelie........ Chairman, Puget Sound Energy, Inc.,
Bellevue, Washington
Helen M. Rockey............ President and Chief Executive Officer,

Just for Feet, Inc.,
Seattle, Washington

Dec. 31

1999

1999

2000

2001

1999

2000

2001
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Membership of the Board of Governors, 1913-99

Appointed Members

Name

Federal Reserve Date initially took

Other dates

District oath of office
Charles S. Hamlin Boston Aug. 10, 1914 Reappointed in 1916 and 1926. Served
until Feb. 3, 1936.
Paul M. Warburg New York Aug. 10, 1914 Term expired Aug. 9, 1918.
Frederic A. Delano Chicago Aug. 10, 1914 Resigned July 21, 1918.
W.P.G. Harding Atlanta Aug. 10, 1914 Term expired Aug. 9, 1922.
Adolph C. Miller San Francisco Aug. 10, 1914 Reappointed in 1924. Reappointed in 1934

Albert Strauss
Henry A. Moehlenpah
Edmund Platt

David C. Wills

John R. Mitchell
Milo D. Campbell
Daniel R. Crissinger
George R. James

Edward H. Cunningham
Roy A. Young

Eugene Meyer
Wayland W. Magee
Eugene R. Black

M.S. Szymczak

J.J. Thomas
Marriner S. Eccles

Joseph A. Broderick
John K. McKee
Ronald Ransom
Ralph W. Morrison
Chester C. Davis

Ernest G. Draper
Rudolph M. Evans
James K. Vardaman, Jr.
Lawrence Clayton
Thomas B. McCabe
Edward L. Norton
Oliver S. Powell

Wm. McC. Matrtin, Jr.

A.L. Mills, Jr.

J.L. Robertson

New York Oct. 26, 1918
Chicago Nov. 10, 1919
New York June 8, 1920
Cleveland Sept. 29, 1920
Minneapolis  May 12, 1921
Chicago Mar. 14, 1923
Cleveland May 1, 1923
St. Louis May 14, 1923
Chicago May 14, 1923
Minneapolis  Oct. 4, 1927
New York Sept. 16, 1930
Kansas City May 18, 1931
Atlanta May 19, 1933
Chicago June 14, 1933
Kansas City

from the Richmond District. Served
until Feb. 3, 1936.
Resigned Mar. 15, 1920.
Term expired Aug. 9, 1920.
Reappointed in 1928. Resigned Sept. 14,
1930.
Term expired Mar. 4, 1921.
Resigned May 12, 1923.
Died Mar. 22, 1923.
Resigned Sept. 15, 1927.
Reappointed in 1931. Served until Feb. 3,
19363
Died Nov. 28, 1930.
Resigned Aug. 31, 1930.
Resigned May 10, 1933.
Term expired Jan. 24, 1933.
Resigned Aug. 15, 1934.
Reappointed in 1936 and 1948. Resigned
May 31, 1961.

June 14,1933 Served until Feb. 10,21936.

San Francisco Nov. 15, 1934 Reappointed in 1936, 1940, and 1944.

New York Feb. 3, 1936
Cleveland Feb. 3, 1936
Atlanta Feb. 3, 1936
Dallas Feb. 10, 1936
Richmond
New York Mar. 30, 1938
Richmond Mar. 14, 1942
St. Louis Apr. 4, 1946
Boston Feb. 14, 1947
Philadelphia  Apr. 15, 1948
Atlanta Sept. 1, 1950
Minneapolis  Sept. 1, 1950
New York April 2, 1951

San Francisco Feb. 18, 1952

Kansas City Feb. 18, 1952

Resigned July 14, 1951.

Resigned Sept. 30, 1937.

Served until Apr. 4, 1946.

Reappointed in 1942. Died Dec. 2, 1947.
Resigned July 9, 1936.

June 25,1936 Reappointed in 1940. Resigned Apr. 15,

1941.

Served until Sept. 1, 2950.
Served until Aug. 13, 2954.
Resigned Nov. 30, 1958.
Died Dec. 4, 1949.
Resigned Mar. 31, 1951.
Resigned Jan. 31, 1952.
Resigned June 30, 1952.

Reappointed in 1956. Term expired

Jan. 31, 1970.

Reappointed in 1958. Resigned Feb. 28,
1965.

Reappointed in 1964. Resigned Apr. 30,
1973.
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Appointed Members—Continued

Name

Federal Reserve Date initially took Other dates

District oath of office
C. Canby Balderston Philadelphia  Aug. 12,1954 Served through Feb. 28, 1966.
Paul E. Miller Minneapolis  Aug. 13, 1954 Died Oct. 21, 1954.
Chas. N. Shepardson Dallas Mar. 17, 1955 Retired Apr. 30, 1967.
G.H. King, Jr. Atlanta Mar. 25,1959 Reappointed in 1960. Resigned Sept. 18,
1963.
George W. Mitchell Chicago Aug. 31,1961 Reappointed in 1962. Served until
Feb. 13, 19786.
J. Dewey Daane Richmond Nov. 29, 1963 Served until Mar. 8, 2974.

Sherman J. Maisel
Andrew F. Brimmer
William W. Sherrill

Arthur F. Burns

John E. Sheehan
Jeffrey M. Bucher
Robert C. Holland
Henry C. Wallich
Philip E. Coldwell
Philip C. Jackson, Jr.
J. Charles Partee
Stephen S. Gardner
David M. Lilly

G. William Miller
Nancy H. Teeters
Emmett J. Rice
Frederick H. Schultz
Paul A. Volcker

Lyle E. Gramley
Preston Martin
Martha R. Seger
Wayne D. Angell
Manuel H. Johnson
H. Robert Heller
Edward W. Kelley, Jr.
Alan Greenspan
John P. LaWare
David W. Mullins, Jr.
Lawrence B. Lindsey
Susan M. Phillips
Alan S. Blinder
Janet L. Yellen
Laurence H. Meyer
Alice M. Rivlin
Roger W. Ferguson, Jr.
Edward M. Gramlich

San Francisco Apr. 30, 1965 Served through May 31, 1972.

Philadelphia  Mar. 9, 1966  Resigned Aug. 31, 1974.
Dallas May 1, 1967  Reappointed in 1968. Resigned Nov. 15,
1971.
New York Jan. 31,1970 Term began Feb. 1, 1970. Resigned
Mar. 31, 1978.
St. Louis Jan. 4, 1972 Resigned June 1, 1975.

San Francisco June 5,1972  Resigned Jan. 2, 1976.

Kansas City June 11, 1973 Resigned May 15, 1976.
Boston Mar. 8, 1974  Resigned Dec. 15, 1986.
Dallas Oct. 29, 1974  Served through Feb. 29, 1980.
Atlanta July 14,1975 Resigned Nov. 17, 1978.
Richmond Jan. 5, 1976 Served until Feb. 721986.
Philadelphia  Feb. 13,1976 Died Nov. 19, 1978.
Minneapolis  June 1, 1976  Resigned Feb. 24, 1978.

San Francisco Mar. 8,1978  Resigned Aug. 6, 1979.

Chicago Sept. 18, 1978 Served through June 27, 1984.
New York June 20, 1979 Resigned Dec. 31, 1986.
Atlanta July 27,1979  Served through Feb. 11, 1982.
Philadelphia ~ Aug. 6, 1979  Resigned August 11, 1987.
Kansas City May 28, 1980 Resigned Sept. 1, 1985.

San Francisco Mar. 31,1982 Resigned April 30, 1986.
Chicago July 2, 1984 Resigned March 11, 1991.
Kansas City Feb.7,1986  Served through Feb. 9, 1994.
Richmond Feb.7,1986  Resigned August 3, 1990.
San Francisco Aug. 19, 1986 Resigned July 31, 1989.
Dallas May 26, 1987 Reappointed in 1990.

New York Aug. 11, 1987 Reappointed in 1992.

Boston Aug. 15, 1988 Resigned April 30, 1995.
St. Louis May 21, 1990 Resigned Feb. 14, 1994.
Richmond Nov. 26, 1991 Resigned Feb. 5, 1997.
Chicago Dec. 2,1991  Served through June 30, 1998.
Philadelphia ~ June 27,1994 Term expired Jan. 31, 1996.

San Francisco Aug. 12,1994 Resigned Feb. 17, 1997.

St. Louis June 24, 1996
Philadelphia ~ June 25,1996 Resigned July 16, 1999.
Boston Nov. 5, 1997
Richmond Nov. 5, 1997

Note. Under the original Federal Reserve Act, theto twelve years. The Banking Act of 1935 changed the
Federal Reserve Board was composed of five appointesame to the Board of Governors of the Federal Reserve
members, the Secretary of the Treasury (ex-officio chairSystem and provided that the Board be composed of
man of the Board), and the Comptroller of the Currencyseven appointed members; that the Secretary of the Trea-
The original term of office was ten years; the five originalsury and the Comptroller of the Currency continue to
appointed members had terms of two, four, six, eight, anderve until Feb. 1, 1936; that the appointed members in
ten years. In 1922 the number of appointed members wasfice on Aug. 23, 1935, continue to serve until Feb. 1,
increased to six, and in 1933 the term of office was raised 936, or until their successors were appointed and had
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CHAIRMEN3
Charles S. Hamlin
W.P.G. Harding
Daniel R. Crissinger
Roy A. Young
Eugene Meyer
Eugene R. Black
Marriner S. Eccles
Thomas B. McCabe
Wm. McC. Matrtin, Jr.
Arthur F. Burns

G. William Miller
Paul A. Volcker
Alan Greenspan

VICE CHAIRMEN 3
Frederic A. Delano
Paul M. Warburg
Albert Strauss
Edmund Platt

J.J. Thomas

Ronald Ransom

C. Canby Balderston
J.L. Robertson
George W. Mitchell
Stephen S. Gardner
Frederick H. Schultz
Preston Martin
Manuel H. Johnson
David W. Mullins, Jr.
Alan S. Blinder

Alice M. Rivlin

Roger W. Ferguson, Jr.

Aug. 10, 1914-Aug. 9, 1916
Aug. 10, 1916-Aug. 9, 1922
May 1, 1923-Sept. 15, 1927
Oct. 4, 1927-Aug. 31, 1930
Sept. 16, 1930-May 10, 1933
May 19, 1933-Aug. 15, 1934
Nov. 15, 1934-Jan. 31, 1948
Apr. 15, 1948—-Mar. 31, 1951
Apr. 2, 1951-Jan. 31, 1970
Feb. 1, 1970-Jan. 31, 1978
Mar. 8, 1978-Aug. 6, 1979
Aug. 6, 1979-Aug. 11, 1987
Aug. 11, 1987—

Aug. 10, 1914-Aug. 9, 1916
Aug. 10, 1916-Aug. 9, 1918
Oct. 26, 1918-Mar. 15, 1920
July 23, 1920-Sept. 14, 1930
Aug. 21, 1934—Feb. 10, 1936
Aug. 6, 1936-Dec. 2, 1947
Mar. 11, 1955-Feb. 28, 1966
Mar. 1, 1966—-Apr. 30, 1973
May 1, 1973-Feb. 13, 1976
Feb. 13, 1976—-Nov. 19, 1978
July 27, 1979-Feb. 11, 1982
Mar. 31, 1982—-Apr. 30, 1986
Aug. 4, 1986-Aug. 3, 1990
July 24, 1991-Feb. 14, 1994
June 27, 1994-Jan. 31, 1996
June 25, 1996-July 16, 1999
Oct. 5, 1999—

Ex-Officio Members
SECRETARIES OF THE TREASURY

W.G. McAdoo

Carter Glass

David F. Houston
Andrew W. Mellon
Ogden L. Mills
William H. Woodin
Henry Morgenthau, Jr.

Dec. 23, 1913-Dec. 15, 1918
Dec. 16, 1918-Feb. 1, 1920
Feb. 2, 1920-Mar. 3, 1921
Mar. 4, 1921—Feb. 12, 1932
Feb. 12, 1932—Mar. 4, 1933
Mar. 4, 1933-Dec. 31, 1933
Jan. 1, 1934-Feb. 1, 1936

COMPTROLLERS OF THE CURRENCY

John Skelton Williams
Daniel R. Crissinger
Henry M. Dawes
Joseph W. Mclintosh
J.W. Pole

J.F.T. O’Connor

Feb. 2, 1914—Mar. 2, 1921
Mar. 17, 1921-Apr. 30, 1923
May 1, 1923-Dec. 17, 1924
Dec. 20, 1924—Nov. 20, 1928
Nov. 21, 1928—Sept. 20, 1932
May 11, 1933-Feb. 1, 1936

qualified; and that thereafter the terms of members be 3. Before Aug. 23, 1935, Chairmen and Vice Chair-

fourteen years and that the designation of Chairman anchen were designated Governor and Vice Governor.

Vice Chairman of the Board be for four years. 4. Served as Chairman Pro Tempore from February 3,
1. Date following “Resigned” and “Retired” denotes 1948, to April 15, 1948.

final day of service. 5. Served as Chairman Pro Tempore from March 3,
2. Successor took office on this date. 1996, to June 20, 1996.
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Board of Governors Financial Statements

The financial statements of the Board for 1999 and 1998 were audited by Deloitte &
Touche LLP, independent auditors.

Deloitte &
Touche

A

INDEPENDENT AUDITORS’ REPORT

To the Board of Governors of the
Federal Reserve System

We have audited the accompanying balance sheets of the Board of Governors of
the Federal Reserve System (the Board) as of December 31, 1999 and 1998, and
the related statements of revenues and expenses and fund balance, and of cash
flows for the years then ended. These financial statements are the responsibility of
the Board’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing stan-
dards and the standards applicable to financial audits contain@bwernment
Auditing Standardéssued by the Comptroller General of the United States. Thosg
standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and dis¢lo-
sures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluat-
ing the overall financial statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

In our opinion, the accompanying financial statements present fairly, in al
material respects, the financial position of the Board as of December 31, 1999 gnd
1998, and the results of its operations and its cash flows for the years then ended in
conformity with generally accepted accounting principles.

As discussed in Note 5 to the financial statements, in 1999 the Board changed|its
method of accounting for the costs of software obtained for internal use.

In accordance withGovernment Auditing Standardae have also issued our
report dated February 18, 2000, on our consideration of the Board'’s internal control
over financial reporting and on our tests of its compliance with certain provisiors
of laws, regulations, contracts, and grants. That report is an integral part of an audit
performed in accordance witBovernment Auditing Standardsd should be read
in conjunction with this report in considering the results of our audit.

Delocttr ¢ Tonchs cer

February 18, 2000

Deloitte Touche
Tohmatsu
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
BALANCE SHEETS

As of December 31,

1999 1998
ASSETS
CURRENT ASSETS
CaS L $31,072,908 $20,111,430
ACCOUNS rECEIVADIE . . ... 873,148 910,282
Prepaid expenses and other assets. . ............coviiiiiiiiiiiiiiaannns 794,000 1,215,277
Total CUMTENt @SSELS. . . .o vttt 32,740,056 22,236,989
PROPERTY, BUILDINGS, AND EQUIPMENT, NET (NOt€ 5)............cooovviviinnn 63,928,406 58,438,555
TOtAl @SSOIS. . .o ettt ettt $96,668,462 $80,675,544
LIABILITIES AND FUND BALANCE
CURRENT LIABILITIES
Accounts payable and accrued liabilities. ............. ... ..o $12,360,089 $ 8,231,187
Accrued payroll and related taxes . ................oo... 7,090,754 7,745,624
Accrued annualleave. ...t 8,063,655 7,493,533
Capital lease payable (current portion). ................ 172,058 135,205
Unearned revenues and other liabilities. ... 2,347,303 2,034,129
Total current liabilities. . ... 30,033,859 25,639,678
CAPITAL LEASE PAYABLE (NON-CUrrent portion). . ...........ooovvvvuenannnann.. 366,464 406,773
ACCUMULATED RETIREMENT BENEFIT OBLIGATION (NOt€ 2)...........ccvvnn.. 747,717 773,177
ACCUMULATED POSTRETIREMENT BENEFIT OBLIGATION (Note 3) ................ 3,614,828 20,721,869
ACCUMULATED POSTEMPLOYMENT BENEFIT OBLIGATION (Note 4) ............... 2,581,079 2,183,602
Total liabilities . .. ... 37,343,947 49,725,099
FUND BALANCE .« .t e 59,324,515 30,950,445
Total liabilities and fund balance. ..............ccooiiiiii i, $96,668,462 $80,675,544

See notes to financial statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENTS OF REVENUES AND EXPENSES

AND FUND BALANCE

For the years ended December 31,

1999 1998

BoARD OPERATING REVENUES

Assessments levied on Federal Reserve Banks for Board
operating expenses and capital expenditures....................
Other revenues (NOte B). .. .....oviti i

Total operating reVeNUES . .. ... .v vttt

BoOARD OPERATING EXPENSES

SaAlANES . . et
Retirement and insurance contributions . ........... ...
Contractual services and professionalfees......................oo.e.
Depreciation and net losses on disposals. ...................
Postage and supplies. ...
Utilities

Equipment and facilitiesrental. . ............ ..o i

Software. ...l
Repairs and maintenance .. .
Printingand binding .............co i .
Other expenses (NOtE.B) . . ... .uu it

Total operating eXPEeNSES. . . ..o .v vt
BOARD OPERATING REVENUES OVER (UNDER) EXPENSES .. .................

ISSUANCE AND REDEMPTION OF FEDERAL RESERVE NOTES

Assessments levied on Federal Reserve Banks

fOr CUITENCY COSES. .. vttt ettt e
Expenses for currency printing, issuance,

retirement, and shipping. ...

CURRENCY ASSESSMENTS OVER (UNDER) EXPENSES ... .vvvvviiiininnnnnnnn.

ToTAL REVENUE OVER (UNDER) EXPENSES . .......coiuiiiiiiiinninnnnnnn.
FuND BALANCE, Beginning ofyear. ...

TRANSFERS TO THE U.S. TREASURY

Transfers and accrued transfers from surplus Federal Reserve Bank
earnings (NOte 1) .. ..ot e
Transfers and accrued transfers to the U.S. Treasury (Nate 1)........

FUND BALANCE, End of year. ...

See notes to financial statements.

$213,789,510 $ 178,008,900

8,661,435 8,345,087
222,450,945 186,353,987
115,618,738 110,455,527
16,012,513 18,684,301
15,642,464 17,913,599
8,124,505 13,013,690
6,879,584 6,843,836
6,109,935 4,798,940
5,970,437 5,170,630
4,761,618 4,257,297
4,189,644 4,344,064
3,662,547 3,280,615
2,387,568 2,138,315
4,717,322 3,931,877
194,076,875 194,832,691
28,374,070 (8,478,704)
484,959,221 408,544,472
484,959,221 408,544,472
0 0
28,374,070 (8,478,704)
30,950,445 39,429,149

0 18,438,855,572
0 (18,438,855,572)

99,324,515 $ 30,950,445
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENTS OF CASH FLOWS

For the years ended December 31,

1999 1998
CAsH FLOWS FROM OPERATING ACTIVITIES
Board operating revenues over (Under) eXpenses. .. .......ovvuerneenaen... $28,374,070 $ (8,478,704)
Adjustments to reconcile operating revenue over (under) expenses
to net cash provided by operating activities:
Depreciation and net losses on disposals. ..................ccoiiniint 8,124,505 13,013,690
(Increase) decrease in accounts receivable, prepaid expenses
and Other asSets. . ...ttt 458,411 (62,185)
(Increase) decrease in transfers receivable—surplus Federal Reserve
Bank @arnings . . .. ..uiui s 0 652,913,560
Increase (decrease) in accounts payable and accrued liabilities . . . .. .. 4,128,902 (1,566,642)
Increase (decrease) in accrued payroll and related taxes.............. (654,870) 135,843
Increase (decrease) in transfers payable—surplus Federal Reserve Bank
J== U 11T 0 (652,913,560)
Increase (decrease) in accrued annual leave.......................... 570,122 16,346
Increase (decrease) in capital lease payable .................... (3,456) (73,022)
Increase (decrease) in unearned revenues and other liabilities . . . . 313,174 17,939
Increase (decrease) in accumulated retirement benefit obligation. ... . .. (25,460) 32,680
Increase (decrease) in accumulated postretirement benefit obligation. (17,107,041) 528,835
Increase (decrease) in accumulated postemployment benefit obligatian 397,477 413,956
Net cash provided by operating activities. .....................coooia. 24,575,834 3,978,736
CasH FLOWS FROM INVESTING ACTIVITIES
Proceeds from diSpoSsalS. . .......ouiuii i e 88,292 16,400
Capital eXpenditures . ... ... (13,702,648) (7,248,540)
Net cash used in investing activities (13,614,356) (7,232,140)
NET INCREASE (DECREASE) IN CASH .+ .ot ettttee e e et aieaeaeeeeaes 10,961,478 (3,253,404)
CASH BALANCE, Beginning of year ...t 20,111,430 23,364,834
CASH BALANCE, ENd Of year. ... ... $31,072,908 $ 20,111,430
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Capital lease obligations incurred . ............cooiiiiiiiiiiiii $123,020 $ 0

See notes to financial statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

NOTES TO FINANCIAL STATEMENTS FOR THE Reserve System (System Plan). The System Plan is a
YEARS ENDED DECEMBER 31, 1999 AND 1998 multiemployer plan which covers employees of the Fed-
eral Reserve Banks, the Board, and the Plan Administra-
tive Office. Employees of the Board who entered on duty
prior to 1984 are covered by a contributory defined bene-
Organization—The Federal Reserve System wasfits program under the System Plan. Employees of the
founded by Congress in 1913 and consists of the Board ddoard who entered on duty after 1983 are covered by a
Governors (Board) and twelve regional Reserve Banksnon-contributory defined benefits program under the Sys-
The Board was established as a federal governmertem Plan. Contributions to the System Plan are actuarially
agency and is supported by Washington staff numberingetermined and funded by participating employers at
about 1,700, as it carries out its responsibilities in conamounts prescribed by the System Plan’s administrator.
junction with other components of the Federal ReservdBased on actuarial calculations, it was determined that
System. The accompany financial statements include onlgmployer funding contributions were not required for the
the operations and activities for the Board and are preyears 1999 and 1998, and the Board was not assessed a
pared in accordance with generally accepted accountingontribution for these years. Excess Plan assets will con-
principles. tinue to fund future years’ contributions. The Board is not
Board Operating Revenues and Expenrses accountable for the assets of this plan.
Assessments made on the Federal Reserve Banks forA relatively small number of Board employees partici-
Board operating expenses and capital expenditures apate in the Civil Service Retirement System (CSRS) or
calculated based on expected cash needs. These assébs-Federal Employees’ Retirement System (FERS). The
ments, other operating revenues, and operating expensBeard matches employee contributions to these plans.
are recorded on the accrual basis of accounting. These defined benefits plans are administered by the
Issuance and Redemption of Federal Reserve Netes Office of Personnel Management. The Board'’s contribu-
The Board incurs expenses and assesses the Fedetiahs to these plans totaled $244,000 and $233,000 in
Reserve Banks for the costs of printing, issuing, shipping1999 and 1998, respectively. The Board has no liability
and retiring Federal Reserve Notes. These assessmefits future payments to retirees under these programs, and
and expenses are separately reported in the statementsitos not accountable for the assets of the plans.
revenues and expenses because they are not Board operatemployees of the Board may also participate in the
ing transactions. Federal Reserve System’s Thrift Plan. Under the Thrift
Property, Buildings and EquipmentThe Board’s Plan, members may contribute up to a fixed percentage
property, buildings and equipment are stated at cost les¥f their salary. Board contributions are based upon a
accumulated depreciation. Depreciation is calculated on ixed percentage of each member’'s basic contribution
straight-line basis over the estimated useful lives of theand were $4,966,000 and $4,794,000 in 1999 and 1998,
assets, which range from 4 to 10 years for furniture andespectively.
equipment and from 10 to 50 years for building equip- Effective January 1, 1996, Board employees covered
ment and structures. Upon the sale or other disposition ainder the System Plan are also covered under a Benefits
a depreciable asset, the cost and related accumulatédjualization Plan (BEP). Benefits paid under the BEP
depreciation are removed from the accounts and any gamre limited to those benefits that cannot be paid from the
or loss is recognized. System Plan because of limitations imposed by Sections
Federal Reserve Bank Surplus EarningBhe Omni-  401(a)(17), 415(b), and 415(e) of the Internal Revenue
bus Budget Reconciliation Act of 1993 required thatCode of 1986. Pension costs attributed to the BEP reduce
surplus Federal Reserve Bank earnings be transferrgtle pension costs of the System Plan. Activity for 1999
from the Banks to the Board and then to the U.S. Treasurand 1998 is summarized in the following table:
for the period October 1, 1996, to September 30, 1998.

(1) SIGNIFICANT ACCOUNTING POLICIES

Prior to October 1, 1996, and after September 30, 1998, 1999 1998

the Federal Reserve Banks made their transfers directly t©hange in benefit obligation

the Treasury. The Board accounted for these transfemBenefit obligation at

when earned and due, which may have resulted in trans-  beginning of year...... $897,822  $527,980

fers receivable and payable as of the balance sheet dateService cost ............... 12,206 65,357
Estimates—The preparation of financial statements inNt€restcost............... 37,840 21,296

conformity with generally accepted accounting principlesPlan C%?{S%ﬁ?gfs 0 0

requires management to make estimates and assumptiogg,, amendrr:ents' o 0 0

that affect the reported amounts of assets and liabilitiedctuarial (gain)/loss. . . . ... .. (234,999) 319,002

and the disclosure of contingent assets and liabilitie®enefits paid............... (81,605)  (35,813)

at the date of the financial statements and the reported

amounts of revenues and expenses during the reportirgenefit obligation at

period. Actual results could differ from those estimates. endofyear............
Reclassifications-Certain 1998 amounts have been

reclassified to conform with the 1999 presentation.

$631,264  $897,822

(2) RETIREMENT BENEFITS

Substantially all of the Board’s employees patrticipate
in the Retirement Plan for Employees of the Federal
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1999 1998
Change in plan assets
Fair value of plan assets

at beginning

ofyear............ $ 0o 3 0
Actual return on plan

assets. ............ 0 0
Employer contributions . 81,605 35,813
Plan participants’

contributions . ......
Benefits paid...........
Fair value of plan assets

atendof year...... $ 0o 3 0

0 0
(81,605) (35,813)

Reconciliation of funded
status at end of year
Funded status..........
Unrecognized net
actuarial (gain)/

$(631,264)  $ (897,822)

(320,381) (109,357)
Unrecognized prior
service cost.......
Unrecognized net
transistion
obligation
Prepaid/(accrued)
postretirement
benefitcost........

(851,331) (923,851)

1,055,259 1,157,853

$(747,717)  $ (773,177)

Amounts recognized
in the Statement of
Financial Position
consist of:
Prepaid benefitcost.... $ 0o 3 0
Accrued benefit

liability (747,717) (844,000)
Intangible asset. ....... 0 70,823
Accumulated other

comprehensive

income............ 0 0

Net amount recognized . $ (747,717)$ (773,177)

Weighted-average
assumptions as of
December 31

Discountrate........... 7.50% 6.25%
Expected asset return ... N/A N/A
Salary scale. 5.00% 4.25%
Corridor ............... 10.00% 10.00%
Components of net

periodic expense

for year

Service cost........... $ 12,206 $ 65,357
Interestcost ........... 37,840 21,296

Expected return
on plan assets.. ... 0 0
Amortization of

prior service cost .. (72,520) (72,520)
Recognized net

actuarial gain. ...... (23,975) (48,234)
Amortization of

net liability ........ 102,594 102,594
Net periodic benefit

expense. .......... $ 56,145 $ 68,493

(3) POSTRETIREMENT BENEFITS

The Board provides certain defined benefit health bene-

fits (through 1998) and life insurance programs for its
active employees and retirees. Activity for 1999 and 1998
is summarized in the following table:

1999 1998

Change in benefit
obligation
Benefit obligation at

beginning of year .. $22,946,312 $22,973,898
Servicecost ........... 162,487 133,733
Interestcost ........... 265,565 1,397,922
Plan participants’

contributions.. .. .. 0 195,272
Plan amendments.. . ... (1,384,322) 0
Actuarial (gain)/loss.... (1,703,601) (549,800)
Benefits paid........... (16,190,030) (1,204,713)
Benefit obligation

atend of year...... $4,096,411 $22,946,312
Change in plan assets
Fair value of plan

assets at beginning

ofyear............ $ 0o $ 0
Actual return on

plan assets........ 0 0
Employer contributions . 16,190,030 1,009,441
Plan participants’

contributions ...... 0 195,272
Benefits paid. .......... (16,190,030)  (1,204,713)
Fair value of plan

assets at end

ofyear............ $ 0 $ 0

Reconciliation of

funded status

at end of year

Funded status..........

Unrecognized net
actuarial
(gain)/loss. ........

Unrecognized prior
service cost....... 0 0

Unrecognized net
transition
obligation

Prepaid/(accrued)
postretirement
benefitcost........

§(4,096,411) $(22,946,312)

481,583 2,224,443

%3,614,828) $(20,721,869)

Components of net
periodic expense

for year
Servicecost ........... $ 162,487 $ 133,733
Interestcost ........... 265,565 1,397,922

Amortization of prior
service cost....... 0 0
Amortization of

(gains)/losses...... 39,259 6,621
Total net periodic

expense........... 467,311 1,538,276
Othercredit............ (1,384,322) 0

$ (917,011) $ 1,538,276
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1999 1998 (4) POSTEMPLOYMENT BENEFIT PLAN
~ The Board provides certain postemployment benefits to
Egggn?;geoggim eligible employees after employment but before retire-
increase in ment. Effective January 1, 1994, the Board adopted
health care cost Statement of Financial Accounting Standards No. 112,
trend rate on: Employers’ Accounting for Postemployment Bengfits
Year-end benefit which requires that employers providing postemployment
obligation ......... N/A $2,382,383  penefits to their employees accrue the cost of such
Tmala%fdsﬁt\gr(::st cost benefits. Prior to January 1994, postemployment benefit
components N/A 97,751 expenses were recognized on a pay-as-you-go basis. The
"""" ' postemployment benefit expense was $628,000 and
Effect of a one- $614,000 for 1999 and 1998, respectively.
percentage point
ggg‘?haigrg cost (5) PROPERTY, BUILDINGS AND EQUIPMENT
trend rate on: The following is a summary of the components of the
Year-end benefit Board’s property, buildings, and equipment, at cost, net of
Total’:)gfllggﬂ/?ge --------- N/A $(1,885,077)  accumulated depreciation.
and interest cost As of December 31,
components....... N/A (156,553) 1999 1998
il ; Land and
The liability and costs for the postretirement benefit improvements ... $ 1,301,314 $ 1,301,314

plan were determined using discount rates of 7.50 percent o
as of December 31, 1999, and 6.25 percent as of Decenﬂ_.—ur
ber 31, 1998. Unrecognized losses of $481,583 and :

! : equipment....... 49,187,837 42,723,644
$2,224,443 as of December 31, 1999 and 1998, respegoﬁwgre? ____________ 5.047.293 3.400.767
tively, result from changes in the discount rate used tQ-gnstruction in T T
measure the liabilities. Under Statement of Financial

dings ............ 43,661,936 41,147,334
niture and

; X process......... 4,699,571 2,014,706
Accounting Standards No. 10&mployers’ Accounting 103.897.951 90596 765
for Postretirement Benefits Other Than Pensjott® | a5s accumulated T R
Board may have to record some of these unrecognized depreciation. . ... (39,969,545)  (32,158,210)

losses in operations in future years. The assumed Sa|al‘-)foperty, buildings,
trend rate for measuring the increase in postretirement and equipment,
benefits related to life insurance was an average of npet.............. $63,928,406 $ 58,438,555
6 percent.
The above accumulated postretirement benefit obli- Furniture and equipment and accumulated deprecia-
gation is related to the Board sponsored health benefitson include $738,000 and $225,000, and $615,000 and
(through 1998) and life insurance programs. During 1997$102,500 as of December 31, 1999 and 1998, respec-
a special retirement program was offered to employeesvely, for capitalized leases.
who were eligible to retire by May 31, 1998. This resulted The Board began the Eccles Building Infrastructure
in a curtailment loss of $1,174,489 for 1997, comprisedEnhancement Project in July 1999. This $12.5 million
of $1,044,096 for 62 employees covered by the Boargroject, scheduled for nineteen phases over three and a
sponsored health benefits plan, and $130,393 for 78 enmalf years, includes ashestos removal, lighting and plumb-
ployees covered by the Board sponsored life insurancig improvements, cabling and other enhancements. Mul-
plan. The Board has no liability for future payments totiple phases will be in process at the same time.
employees who continue coverage under the federally During 1998 the Board increased the threshold for
sponsored programs upon retiring. Contributions forcapitalization of furniture and equipment from $1,000 to
active employees participating in federally sponsored pro$5,000 per item. The Board expensed the undepreciated
grams totaled $4,482,000 and $3,839,000 in 1999 andalue of previously capitalized furniture and equipment
1998, respectively. not meeting the new capitalization threshold. The Board
The medical component of the benefit obligation at endalso simplified the method of capitalizing major building
of year 1998 was $18,538,000. Pursuant to the Federahodifications, eliminating the previously used deprecia-
Employees Health Care Act of 1998, on January 1ltion recovery method of reporting. For 1998, these
1999, the Board paid the Office of Personnel Manageehanges increased depreciation expense $4,033,000,
ment $16,100,000 to compensate the Employee Healttlecreased cost by $44,112,000, and decreased accumu-
Benefits Fund for the costs of providing future health cardated depreciation by $40,079,000.
benefits. Coverage for Board employees and retirees Effective January 1, 1999, in accordance with AICPA
enrolled in the Federal Reserve System Health Plan termBtatement of Position 98-Bccounting for the Costs of
nated involuntarily on December 31, 1998. Therefore Computer Software Developed or Obtained for Internal
data for the effect of a one-percentage point increase dyse the Board began to capitalize the costs of computer
decrease in health care cost trend rate is not applicable toftware developed or obtained for internal use. Prior to
1999. 1999, the Board capitalized purchased software only. For
1999, these changes increased software assets and
decreased expenses by $1,691,000. For 1999, these
changes did not affect accumulated depreciation.
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(6) OTHER REVENUES AND OTHER EXPENSES

(7) COMMITMENTS

The following are summaries of the components of The Board has entered into several operating leases to
Other Revenues and Other Expenses.

Other revenues
Data processing

National Information
Center..........
Subscription

Reimbursable
services to

other agencies ...

Miscellaneous ... .. ..

Total Other
Revenues.......

Other expenses
Tuition, registration,
and membership

fees..............

Cafeteria operations,

net ...............

Subsidies and

contributions. . .. ..
Miscellaneous. .. ......

Total Other

Expenses.........

As of December 31,

secure office, training, and warehouse space for periods
ranging from one to ten years. Minimum future commit-
ments under those leases having an initial or remaining

1999 1998 noncancelable lease term in excess of one year at Decem-
ber 31, 1999, are as follows:
$4,073,910 $4,332,513
1,937,206 2,052,273 2000, ... ittt 4,851,000
2001, .. 4,846,000
1,240,032 1,248,121 2002.................. 4,820,000
2003. . 0 4,578,000
2004, . o 4,932,000
609,442 147,491After2004 ... 6,247,000
800,845 564,689 $30,274,000
$8,661,435 $8,345,087 Rental expenses under the operating leases were
$4,334,000 and $3,873,000 in 1999 and 1998,
respectively.
$1,352,849 $1,428,717 (8) FEDERAL FINANCIAL INSTITUTIONS
ExamiNaTioN COUNCIL
857,435 756,548 The Board is one of the five member agencies of the
Federal Financial Institutions Examination Council (the
1?52?)?32 1067696'78;93 “Council”). During 1999 and 1998, the Board paid
L] et $327,000 and $249,000, respectively, in assessments for
operating expenses of the Council. These amounts are
$4,717,322  $3,931,877 included in other expenses for 1999 and 1998. During

1998, the Board paid $159,000 for office space sub-leased
from the Council, and the Board did not sub-lease office
space from the Council in 1999. []
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Deloitte &
Touche

A
INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL OVER

FINANCIAL REPORTING AND COMPLIANCE BASED UPON THE AUDIT
PERFORMED IN ACCORDANCE WITH GOVERNMENTAUDITING STANDARDS

To the Board of Governors of the
Federal Reserve System

We have audited the financial statements of the Board of Governors of the Federal

Reserve System (the Board) as of and for the year ended December 31, 1999,
have issued our report thereon dated February 18, 2000. We conducted our aud
accordance with generally accepted auditing standards and the standards applic
to financial audits contained iGovernment Auditing Standardsssued by the
Comptroller General of the United States.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the Board’s internal contr
over financial reporting in order to determine our auditing procedures for the purpol

and
tin
able

of expressing our opinion on the financial statements and not to provide assurance on

the internal control over financial reporting. Our consideration of the internal contr
over financial reporting would not necessarily disclose all matters in the intern
control over financial reporting that might be material weaknesses. A materi

weakness is a condition in which the design or operation of one or more of the

internal control components does not reduce to a relatively low level the risk th

misstatements in amounts that would be material in relation to the financial state-

ments being audited may occur and not be detected within a timely period by

employees in the normal course of performing their assigned functions. We noted

matters involving the internal control over financial reporting and its operation tha

we consider to be material weaknesses.

Compliance

no

-

As part of obtaining reasonable assurance about whether the Board's finangial

statements are free of material misstatement, we performed tests of its complial
with certain provisions of laws, regulations, contracts, and grants, noncomplian
with which could have a direct and material effect on the determination of financi

statement amounts. However, providing an opinion on compliance with those

nce
ce
al

provisions was not an objective of our audit and accordingly, we do not express such

an opinion. The results of our tests disclosed no instances of noncompliance that
required to be reported undéovernment Auditing Standards

This report is intended solely for the information and use of the Members and

management of the Board and the Inspector General of the Board of Governors
the Federal Reserve System, and is not intended to be and should not be useg
anyone other than these specified parties.

Delsctte ¢ Tonche cor
February 18, 2000

Deloitte Touche
Tohmatsu

are

of
by
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Federal Reserve Banks
Combined Financial Statements

The combined financial statements of the Federal Reserve Banks were audited by
PricewaterhouseCoopers LLP, independent accountants, for the years ended
December 31, 1999 and 1998.

PRICEAATERHOUSE(COPERS

REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Governors of The Federal Reserve System
and the Board of Directors of each of The Federal Reserve Banks:

We have audited the accompanying combined statements of condition of The
Federal Reserve Banks (the “Reserve Banks”) as of December 31, 1999 and 1998,
and the related combined statements of income and changes in capital for the years
then ended. These financial statements are the responsibility of the Reserve Bapks’
management. Our responsibility is to express an opinion on the financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States. Those standards require that we plan and perfprm
the audits to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.|An
audit also includes assessing the accounting principles used and significant gsti-
mates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 3, the combined financial statements were prepared in
conformity with the accounting principles, policies, and practices established by
the Board of Governors of The Federal Reserve System. These principles, policies,
and practices, which were designed to meet the specialized accounting and regort-
ing needs of The Federal Reserve System, are set forth Fitlh@cial Accounting
Manual for Federal Reserve Bankand constitute a comprehensive basis of
accounting other than accounting principles generally accepted in the United
States.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the combined financial position of the Reserve Banks as| of
December 31, 1999 and 1998, and combined results of their operations for the
years then ended, on the basis of accounting described in Note 3.

W% S

D

Washington, D.C.
March 15, 2000
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THE FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF CONDITION
December 31, 1999 and 1998

(in millions)

ASSETS 1998
GOld CBMIfICALES. . . .ottt et $ 11,046
Special drawing rights certificates . ...................... 9,200
[0 358
Items in process of collection.................... 6,933
Loans to depository institutions. . . ... 17
Securities purchased under agreements to resell (tri-party). ............ ..o L
U.S. government and federal agency securities,.net. ... 483,902 488,911
Investments denominated in foreign currencies 19,768
Accrued interestreceivable . ... 4,680
Bank premises and equipment, net 1,787
Other assets......... 1,942
Total assets $544,642
LIABILITIES AND CAPITAL
LIABILITIES
Federal Reserve notes outstanding, NEt .............ooiiviiiiiiieieiaiaann. $600,662 $491,657
Deposits
Depository INSHIULIONS. . . .. .. e e 24,027 26,306
U.S. Treasury, general account. ... 6,086
Other deposits. ................. .. 413
Deferred credit itEmMS. . ... ... 5,924
Surplus transfer due U.S. Treasury............ 1,373
Accrued benefit cost 780
Other liabilities. ...................oooint 199
Total labilities . ... 532,738
CAPITAL
Capital PAIT-iN. . ... 5,952
Surplus . 5,952
Total capital. . . ... 11,904
Total liabilities and capital $544,642

The accompanying notes are an integral part of these financial statements.
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THE FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF INCOME
for the years ended December 31, 1999 and 1998

(in millions)

1999 1998
Interest income
Interest on U.S. government and federal agency securities $26,842
Interest on foreign CUMenCIes. . .........ovieieieiiainennn, 435
Interest on loans to depository institutions . . ...............ccoviin 9
Total INtereSt INCOME. .. ..o o e e et 27,286
Other operating income (loss)
INCOME frOM SEIVICES. . . o vttt ettt et e et e 836 816
Reimbursable services to government agencies 295 299
Foreign currency (I0SSeS) gains, MeL. .. ... ...iu it (504) 1,870
Government securities (I0SSes) gains, Net. ........uiuie it (22) 44
Other INCOME. . . e e e e s 83 72
Total other operating income 688 3,101
Operating expenses
Salaries and other benefits . . ... ... 1,446 1,358
OCCUPANCY EXPENSE. ..\t veit it eieeenes 189 181
EqUIPMENt EXPEeNSE ... ..ot 242 244
Cost of unreimbursed Treasury services 8 8
Assessments by Board of GOVEINOLS. .. ...t 699 587
Other EXPENSES. . . .ottt et et e e e 294 374
Total OPErating EXPENSES . . . ..o\ttt ettt et et 2,878 2,752
Net income prior to distribution. . ............ e $26,262 $27,635
Distribution of net income
Dividends paid to member banks. ......... ..o $ 374 $ 343
Transferred t0 SUIPIUS . . .. .ot 479 732
Payments to U.S. Treasury as interest
on Federal Reserve notes. 8,774
Payments to U.S. Treasury as required by statute . ...t o 17,786
Total distribUtioN . .. ... $27,635

The accompanying notes are an integral part of these financial statements.
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THE FEDERAL RESERVE BANKS
COMBINED STATEMENTS OF CHANGES IN CAPITAL
for the years ended December 31, 1999 and 1998

(in millions)
Capital Total
paid-in Surplus capital
Balance at January 1, 1998
(109 Mllion ShAres) .. ...t $5,433 $5,220 $10,653
Net income transferred to surplus. ..., L 732 732
Net change in capital stock issued
(L0 MIlliON SNArES) . . .. v et 519 L 519
Balance at December 31, 1998
(129 MIllioN SNAIES) . .. .ttt $5,952 $5,952 $11,904
Net income transferred tosurplus. ...t C 479 479
Net change in capital stock issued
O million shares). .........ooiiiiii 479 L. 479
Balance at December 31, 1999
(128 MIllioN SNAIES) . . . . ettt $6,431 $6,431 $12,862

The accompanying notes are an integral part of these financial statements.

NOTES TO THE COMBINED FINANCIAL STATEMENTS OF THE FEDERAL RESERVE BANKS

(1) ORGANIZATION AND BASIS OF PRESENTATION Board of Directors

The twelve Federal Reserve Banks (Reserve Banks) afEhe Federal Reserve Act specifies the composition of the
part of the Federal Reserve System (System) created liyoard of directors for each of the Reserve Banks. Each
Congress under the Federal Reserve Act of 1913 (Federbbard is composed of nine members serving three-year
Reserve Act), which established the central bank of theerms: three directors, including those designated as
United States. The Reserve Banks are chartered by théhairman and Deputy Chairman, are appointed by the
federal government and possess a unique set of goverBoard of Governors, and six directors are elected by
mental, corporate, and central bank characteristics. Othenember banks. Of the six elected by member banks, three
major elements of the System are the Board of Governonepresent the public and three represent member banks.
of the Federal Reserve System (Board of Governors), thMlember banks are divided into three classes according
Federal Open Market Committee (FOMC), and the Fedto size. Member banks in each class elect one director
eral Advisory Council. The FOMC is composed of mem-representing member banks and one representing the pub-
bers of the Board of Governors, the president of thdic. In any election of directors, each member bank
Federal Reserve Bank of New York (FRBNY), and, on areceives one vote, regardless of the number of shares of
rotating basis, four other Reserve Bank presidents. Reserve Bank stock it holds.

Although the Reserve Banks are chartered as indepen-
dent organizations overseen by the Board of Governors,
the Reserve Banks work jointly to carry out their statu-
tory responsibilities. The majority of the assets, liabilities,(2) OPERATIONS AND SERVICES
and income of the Reserve Banks is derived from central
bank activities and responsibilities with regard to mone-The System performs a variety of services and operations.
tary policy and currency. For this reason, the accompanyFunctions include formulating and conducting monetary
ing combined set of financial statements for the twelvepolicy; participating actively in the payments mechanism,
independent Reserve Banks is prepared, adjusted to elinipcluding large-dollar transfers of funds, automated clear-

nate interdistrict accounts and transactions. inghouse operations, and check processing; distribution
of coin and currency; fiscal agency functions for the U.S.
Structure Treasury and certain federal agencies; serving as the

federal government’s bank; providing short-term loans to
The Reserve Banks serve twelve Federal Reserve Dislepository institutions; serving the consumer and the
tricts nationwide. In accordance with the Federal Reserveommunity by providing educational materials and infor-
Act, supervision and control of each Reserve Bank igmation regarding consumer laws; supervising bank hold-
exercised by a Board of Directors. Banks that are meming companies, state member banks, and U.S. offices of
bers of the System include all national banks and anyoreign banking organizations; and administering other
state-chartered bank that applies and is approved foegulations of the Board of Governors. The Board of
membership in the System. Governors’ operating costs are funded through assess-

ments on the Reserve Banks.
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NOTES TO THE COMBINED FINANCIAL STATEMENTS OF THE FEDERAL RESERVE BANKS — CONTINUED

The FOMC establishes policy regarding open market The preparation of the financial statements in con-
operations, oversees these operations, and issues authdarmity with the Financial Accounting Manuatequires
zations and directives to the FRBNY for its execution ofmanagement to make certain estimates and assumptions
transactions. Authorized transaction types include directhat affect the reported amounts of assets and liabilities
purchase and sale of U.S. government and federal agenayd disclosure of contingent assets and liabilities at the
securities, matched sale—purchase transactions, the pufate of the financial statements and the reported amounts
chase of securities under agreements to resell, and tled income and expenses during the reporting period.
lending of U.S. government securities. Additionally, the Actual results could differ from those estimates. Unique
FRBNY is authorized by the FOMC to hold balances ofaccounts and significant accounting policies are explained
and to execute spot and forward foreign exchange anbelow.
securities contracts in fourteen foreign currencies, main-
tain reciprocal currency arrangements (F/X swaps) wit{A) Gold Certificates
various central banks, and “warehouse” foreign curren-
cies for the U.S. Treasury and Exchange StabilizationThe Secretary of the Treasury is authorized to issue gold
Fund (ESF) through the Reserve Banks. certificates to the Reserve Banks to monetize gold held by

the U.S. Treasury. Payment for the gold certificates by the
Reserve Banks is made by crediting equivalent amounts
in dollars into the account established for the U.S. Trea-
(3) SIGNIFICANT ACCOUNTING POLICIES sury. These gold certificates held by the Reserve Banks
are required to be backed by the gold of the U.S. Trea-
Accounting principles for entities with the unique powerssury. The U.S. Treasury may reacquire the gold certifi-
and responsibilities of the nation’s central bank have notates at any time, and the Reserve Banks must deliver
been formulated by the Financial Accounting Standardshem to the U.S. Treasury. At such time, the U.S. Trea-
Board. The Board of Governors has developed speciakury’s account is charged, and the Reserve Banks' gold
ized accounting principles and practices that it believegertificate account is lowered. The value of gold for
are appropriate for the significantly different nature andpurposes of backing the gold certificates is set by law at
function of a central bank as compared to the privateb42%5s a fine troy ounce.
sector. These accounting principles and practices are
documented in thEinancial Accounting Manual for Fed- (B) Special Drawing Rights Certificates
eral Reserve BankgFinancial Accounting Manug|
which is issued by the Board of Governors. All ReserveSpecial drawing rights (SDRs) are issued by the Interna-
Banks are required to adopt and apply accounting policiedonal Monetary Fund (Fund) to its members in propor-
and practices that are consistent with tR&ancial tion to each member's quota in the Fund at the time of
Accounting Manual issuance. SDRs serve as a supplement to international

The financial statements have been prepared in accomonetary reserves and may be transferred from one
dance with thd=inancial Accounting ManuaDifferences  national monetary authority to another. Under the law
exist between the accounting principles and practices gfroviding for U.S. participation in the SDR system, the
the System and generally accepted accounting principleSecretary of the U.S. Treasury is authorized to issue
(GAAP). The primary differences are the presentation ofSDR certificates, somewhat like gold certificates, to the
all security holdings at amortized cost, rather than at th&keserve Banks. At such time, equivalent amounts in
fair value presentation requirements of GAAP, and thedollars are credited to the account established for the U.S.
accounting for matched sale—purchase transactions &seasury, and the Reserve Banks’ SDR certificate account
separate sales and purchases, rather than secured borrdsvincreased. The Reserve Banks are required to purchase
ings with pledged collateral, as is required by GAAP. INSDRs, at the direction of the U.S. Treasury, for the
addition, the Board of Governors and the Reserve Bankpurpose of financing SDR certificate acquisitions or for
have elected not to include a Statement of Cash Flows dinancing exchange stabilization operations.

a Statement of Comprehensive Income. The Statement of

Cash Flows has not been included as the liquidity andC) Loans to Depository Institutions

cash position of the Reserve Banks are not of primary

concern to users of these financial statements. The Stat€he Depository Institutions Deregulation and Monetary
ment of Comprehensive Income, which comprises ne€ontrol Act of 1980 provides that all depository institu-
income plus or minus certain adjustments, such as the fations that maintain reservable transaction accounts or
value adjustments for securities, has not been includedonpersonal time deposits, as defined in Regulation D
because as stated above the securities are reportediggued by the Board of Governors, have borrowing privi-
amortized cost and there are no other adjustments in tHeges at the discretion of the Reserve Banks. Borrowers
determination of Comprehensive Income applicable texecute certain lending agreements and deposit suffi-
the Reserve Banks. Other information regarding theient collateral before credit is extended. Loans are evalu-
Reserve Banks’ activities is provided in, or may be de-ated for collectibility, and currently all are considered
rived from, the Statements of Condition, Income, andcollectible and fully collateralized. If any loans were
Changes in Capital. Therefore, a Statement of Cash Flondeemed to be uncollectible, an appropriate reserve would
or a Statement of Comprehensive Income would nobe established. Interest is recorded on the accrual basis
provide any additional useful information. There are noand is charged at the applicable discount rate established
other significant differences between the policies outlinedt least every fourteen days by the boards of directors of
in the Financial Accounting Manuaand GAAP. the Reserve Banks, subject to review by the Board of
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NOTES TO THE COMBINED FINANCIAL STATEMENTS OF THE FEDERAL RESERVE BANKS — CONTINUED

Governors. However, Reserve Banks retain the optiomith each strip consisting of the right to exercise over-
to impose a surcharge above the basic rate in certainight repurchase agreements for up to five consecutive
circumstances. business days. In general, the options could only be
The Board of Governors established a Special Liquidexercised at strike price of 150 to 250 basis points above
ity Facility (SLF) to make discount window credit readily the most recently announced FOMC Federal funds target
available to depository institutions in sound financialrate.
condition around the century date change (October 1, Effective April 26, 1999 the FRBNY was given the
1999, to April 7, 2000) in order to meet unusual liquidity sole authorization by the FOMC to lend U.S. government
demands and to allow institutions to confidently commitsecurities held in the SOMA to U.S. government securi-
to supplying loans to other institutions and businesseties dealers and to banks participating in U.S. government
during this period. Under the SLF, collateral requirementsecurities clearing arrangements, in order to facilitate the
are unchanged from normal discount window activity andeffective functioning of the domestic securities market.
loans are made at a rate of 150 basis points above tHEhese securities-lending transactions are fully collateral-
FOMC's target federal funds rate. ized by other U.S. government securities. The FOMC
policy requires FRBNY to take possession of collateral in
amounts in excess of the market values of the securities
(D) U.S. Government and Federal Agency Securities antpaned. The market values of the collateral and the securi-
Investments Denominated in Foreign Currencies  ties loaned are monitored by FRBNY on a daily basis,
with additional collateral obtained as necessary. The secu-
The FOMC has designated the FRBNY to execute openities loaned continue to be accounted for in the SOMA.
market transactions on its behalf and to hold the resultPrior to April 26, 1999, all Reserve Banks were autho-
ing securities in the portfolio known as the System Operrized to engage in such lending activity.
Market Account (SOMA). In addition to authorizing and  Foreign exchange contracts are contractual agreements
directing operations in the domestic securities marketbetween two parties to exchange specified currencies, at a
the FOMC authorizes and directs the FRBNY to executespecified price, on a specified date. Spot foreign contracts
operations in foreign markets for major currencies innormally settle two days after the trade date, whereas the
order to counter disorderly conditions in exchange marsettlement date on forward contracts is negotiated
kets or other needs specified by the FOMC in carrying oubetween the contracting parties but will extend beyond
the System’s central bank responsibilities. two days from the trade date. The FRBNY generally
Purchases of securities under agreements to resell aseters into spot contracts, with any forward contracts
matched sale—purchase transactions are accounted for ganerally limited to the second leg of a swap/warehousing
separate sale and purchase transactions. Purchases urig@nsaction.
agreements to resell are transactions in which the FRBNY The FRBNY, on behalf of the Reserve Banks, main-
purchases a security and sells it back at the rate specifigdins renewable, short-term F/X swap arrangements with
at the commencement of the transaction. Matched saleauthorized foreign central banks. The parties agree to
purchase transactions are transactions in which thexchange their currencies up to a pre-arranged maximum
FRBNY sells a security and buys it back at the rateamount and for an agreed upon period of time (up to
specified at the commencement of the transaction. twelve months), at an agreed upon interest rate. These
In addition to the aforementioned purchases of securiarrangements give the FOMC temporary access to foreign
ties under agreements to resell and matched sale—purchaggrencies that it may need for intervention operations to
transactions, the FRBNY also through FOMC's tempo-support the dollar and give the partner foreign central
rary authorization engages in tri-party repurchase anéiank temporary access to dollars it may need to support
reverse repurchase agreements (“tri-party agreements”jts own currency. Drawings under the F/X swap arrange-
Tri-party agreements are conducted with two custodiaments can be initiated by either the FRBNY or the partner
banks that manage the clearing and settlement of collafereign central bank, and must be agreed to by the
eral. Acceptable collateral under tri-party repurchasedrawee. The F/X swaps are structured so that the party
agreements primarily includes U.S. Government andnitiating the transaction (the drawer) bears the exchange
agency securities, pass-through mortgage securities @dite risk upon maturity. The Bank will generally invest
GNMA, FHLMC, and FNMA, STRIP securities of the the foreign currency received under an F/X swap in
U.S. Government and “stripped” securities of other gov-interest-bearing instruments.
ernment agencies. The tri-party repurchase and reverse Warehousing is an arrangement under which the
repurchase transactions are accounted for as financifgOMC agrees to exchange, at the request of the Treasury,
transactions with the associated interest income and inteld.S. dollars for foreign currencies held by the Treasury or
est expense recorded over the period of the agreemertSF over a limited period of time. The purpose of the
Tri-party operations commenced in October 1999 andvarehousing facility is to supplement the U.S. dollar
have been approved by the FOMC through April 2000. resources of the Treasury and ESF for financing pur-
Another tool employed by the FRBNY to addresschases of foreign currencies and related international
potential reserve shortages was the ability to sell optionsperations.
on overnight repurchase agreements. The FRBNY has the In connection with its foreign currency activities, the
temporary authority to sell European options to primaryFRBNY, on behalf of the Reserve Banks, may enter into
dealers that give the dealers the right to enter into repureontracts that contain varying degrees of off-balance-
chase agreements with the FRBNY on the exercise datsheet market risk because they represent contractual com-
The options were auctioned in three week long “strips” mitments involving future settlement and counter-party
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credit risk. The FRBNY controls credit risk by obtaining Federal Reserve agents to the Reserve Banks upon
credit approvals, establishing transaction limits, and perdeposit with such agents of certain classes of collateral
forming daily monitoring procedures. security, typically U.S. government securities. These notes
While the application of current market prices to theare identified as issued to a specific Reserve Bank. The
securities currently held in the SOMA portfolio and Federal Reserve Act provides that the collateral security
investments denominated in foreign currencies may resutendered by the Reserve Bank to the Federal Reserve
in values substantially above or below their carryingagent must be equal to the sum of the notes applied for
values, these unrealized changes in value would have oy such Reserve Bank. In accordance with the Federal
direct effect on the quantity of reserves available to theReserve Act, gold certificates, special drawing rights
banking system or on the prospects for future Reserveertificates, U.S. government and agency securities, loans
Bank earnings or capital. Both the domestic and foreigrallowed under section 13, and investments denominated
components of the SOMA portfolio from time to time in foreign currencies are pledged as collateral for net
involve transactions that can result in gains or losse§ederal Reserve notes outstanding. The collateral value is
when holdings are sold prior to maturity. However, deci-equal to the book value of the collateral tendered, with the
sions regarding the securities and foreign currencies trangxception of securities, whose collateral value is equal
actions, including their purchase and sale, are motivatetb the par value of the securities tendered. Tri-party
by monetary policy objectives rather than profit. Accord-agreements, which received temporary authorization
ingly, earnings and any gains or losses resulting from théhrough April 2000, however, are valued at the contract
sale of such currencies and securities are incidental to themount. The Board of Governors may, at any time, call
open market operations and do not motivate its activitiesipon a Reserve Bank for additional security to adequately
or policy decisions. collateralize the Federal Reserve notes. To satisfy the
U.S. government and federal agency securities andbligation to provide sufficient collateral for outstanding
investments denominated in foreign currencies comprisFederal Reserve notes, the Reserve Banks have entered
ing the SOMA are recorded at cost, on a settlement-datto an agreement that provides that certain assets of the
basis, and adjusted for amortization of premiums or accreReserve Banks are jointly pledged as collateral for the
tion of discounts on a straight-line basis. Interest incomd-ederal Reserve notes of all Reserve Banks. In the event
is accrued on a straight-line basis and is reported athat this collateral is insufficient, the Federal Reserve Act
“Interest on U.S. government and federal agency securiprovides that Federal Reserve notes become a first and
ties” or “Interest on foreign currencies,” as appropriate. paramount lien on all the assets of the Reserve Banks.
Income earned on securities lending transactions ifinally, as obligations of the United States, Federal
reported as a component of “Other income.” Gains andReserve notes are backed by the full faith and credit of
losses resulting from sales of securities are determined kthe U.S. government.
specific issues based on average cost. Gains and losses ohe “Federal Reserve notes outstanding, net” account
the sales of U.S. government and federal agency secuniepresents Federal Reserve notes reduced by cash held
ties are reported as “Government securities gains, net.in the vaults of the Reserve Banks of $221,297 million
Foreign currency denominated assets are revalueahd $120,030 million at December 31, 1999 and 1998,
monthly at current market exchange rates in order toespectively.
report these assets in U.S. dollars. Realized and unreal- At December 31, 1999 and 1998, all gold certificates,
ized gains and losses on investments denominated il special drawing rights certificates, and domestic
foreign currencies are reported as “Foreign currencysecurities with par values of $583,414 million and
gains (losses), net.” Foreign currencies held through F/X$471,411 million, respectively, were pledged as collat-
swaps, when initiated by the counter party, and warehouseral. At December 31, 1999 and 1998, no loans or invest-
ing arrangements are revalued monthly, with the unrealments denominated in foreign currencies were pledged as
ized gain or loss reported as a component of “Othercollateral.
assets” or “Other liabilities,” as appropriate.

(G) Capital Paid-In
(E) Bank Premises and Equipment The Federal Reserve Act requires that each member bank
subscribe to the capital stock of the Reserve Bank in an
Snount equal to 6% of the capital and surplus of the
straight-line basis over estimated useful lives of asset%emk‘)er bank. As a member bank's capital and surplus

Ehanges, its holdings of the Reserve Bank’s stock must be

ranging from 2 to 50 years. New assets, major alteratlonsatdjusted. Member banks are those state-chartered banks

renqyations, and improvements are capitalized at t_:ost 4Rt apply and are approved for membership in the Sys-
additions to the asset accounts. Maintenance, repairs, als and all national banks. Currently, only one-half of the

minor replacements are charged to operations in the ye%rubscwiption is paid-in and the remainder is subject to

incurred. call. These shares are nonvoting with a par value of $100.
They may not be transferred or hypothecated. By law,
each member bank is entitled to receive an annual
(F) Federal Reserve Notes dividend of 6% on the paid-in capital stock. This cumula-
tive dividend is paid semiannually. A member bank is
Federal Reserve notes are the circulating currency of thiable for Reserve Bank liabilities up to twice the par
United States. These notes are issued through the varioualue of stock subscribed by it.
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(H) Surplus (J) Taxes

The Board of Governors requires Reserve Bank§he Reserve Banks are exempt from federal,
to maintain a surplus equal to the amount oftate, and local taxes, except for taxes on real
capital paid-in as of December 31. This amounproperty, which are reported as a component of
is intended to provide additional capital and“Occupancy expense.”
reduce the possibility that the Reserve Banks
would be required to call on member banks for) ys Government AN FEDERAL AGENCY
additional capital. Reserve Banks are required by * spcurrries
the Board of Governors to transfer to the U.S.
Treasury excess earnings, after providing for the&ecurities bought outright and held under agreements to
costs of operations, payment of dividends, andesell are held in the SOMA at the FRBNY.
reservation of an amount necessary to equate » )

Total securities held in the SOMA at December 31,

surplus with capital paid-in. Payments made aﬁeEQQQ and 1998, that were bought outright were as follows

September 30, 1998, represent payment of intef: millions):
est on Federal Reserve notes outstanding. '

The Omnibus Budget Reconciliation Act of 1999 1998
1993 (Public Law 103-66, Section 3002) codi-
fied the existing Board surplus policies as statuPagg’gé‘f,gl agency. ..., s 181 0§ 337

tory surplus transfers, rather than as payments of y's, government
interest on Federal Reserve notes, for federal Bills .................... 176,518 194,772
government fiscal years 1998 and 1997 (which ~ Notes 218,467 187,895

ended on September 30, 1998 and 1997, respec- 2°"ds 82978 69,474
tively). In addition, the legislation directed the Total par value....... 478,144 452,478
Reserve Banks to transfer to the U.S. Treasurynamortized premiums. .. ... 0,098 7,387
additional surplus funds of $107 million and Unaccreted discounts........ (3,340) (3,198)
$106 million during fiscal years 1998 and 1997 Total ... $483,902  $456,667

respectively. Reserve Banks were not permitted
to replenish surplus for these amounts during this
time. Payments to the U.S. Treasury made after the maturities of U.S. government and federal agency
September 30, 1998, represent payment of integecurities bought outright, which were held in the SOMA

est on Federal Reserve notes outstanding. at December 31, 1999, were as follows (in millions):
The Consolidated Appropriations Act of 1999

(Public Law 106-113, Section 302) directed the Par value

Reserve Banks to transfer to the U.S. Treasury U.s. Federal

additional surplus funds of $3,752 million during Maturities of ~ government  agency
the Federal Government's 2000 fiscal year. Thesecurities held  securities  obligations  Total

Reserve Banks will make this payment prior towihin 15 days ... $ 4,632 $. . $ 4632
September 30, 2000. 16 daysto 90 days. 91,919 31 91,950
In the event of losses, payments to the U.S91 da{s to 1tyear .. 139,866 20 139,886
; ver 1 year to
Treasury are suspended until such losses afd Syears...... 124,169 10 124,179
recovered through subsequent earnings. Weekbyer 5 years to
payments to the U.S. Treasury vary significantly. ~ 10years..... 51,107 120 51,227
Over 10 years.... 66,270 ce 66,270
Total ........ $477,963 $181 $478,144

() Income and Cost Related to Treasury
Services

Total securities held under agreements to resell at
Reserve Banks are required by the Federabecember 31 1999 were $140,640 million that consisted
Reserve Act to serve as fiscal agents and deposgintirely of agreements through third party custodial
tories of the United States. By statute, the Dearrangements and are reported as “Securities purchased
partment of the Treasury is permitted, but nopnder agreements to resell (tri-party).” Securities held
requed, 1o pay ot these senvices, The costs Gfdef Eeemers o el i Dscenber 51, 1999 ot
prowdlng fiscal agency and depOS|t0ry serwpe nd federal agency securities, net.” In August 1999, the
to the Treasury Department that have been billeomc extended the maximum pemissible maturity for
but will not be paid are reported as the “Cost ofsecurities purchased under agreements to resell from
unreimbursed Treasury services.” 60 days to 90 days.
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At December 31, 1999 and 1998, matched sale— The maturities of investments denominated in foreign
purchase transactions involving U.S. governmenturrencies at December 31, 1999, were as follows (in
securities with par values of $39,182 million and millions):
$20,297 million, respectively, were outstanding. Matched
sale—purchase transactions are generally overnigidaturities of Investments Denominated

arrangements. in Foreign Currencies
At December 31, 1999 and 1998, U.S. governmenig\i}gri“ljglé’g?{é-s- Years $15~OZ§L6
s_ecurltles W|_th par values of $2,061 million and $325 m"'Over 5 years to 10 years 573
lion, respectively, were loaned.
Total ..o $16,140

Option contracts that were held on overnight repur-
chase agreements at December 31, 1999 were as followsAt December 31, 1999 and 1998, there were no open

(in millions): foreign exchange contracts or outstanding F/X swaps.
At December 31, 1999 and 1998 the warehousing
12/30/1999— 01/06/1999— facility was $5,000 million, with nothing outstanding.
01/05/2000 01/12/2000

(6) BANK PREMISES AND EQUIPMENT

Outstanding options. . .. $222,950 $144,000 . .

A summary of bank premises and equipment at Decem-
ber 31 is as follows (in millions):

1999 1998
(5) INVESTMENTS DENOMINATED IN — I
FOREIGN CURRENCIES Bank premises and equipment
Land................c $ 191 $ 191
The FRBNY, on behalf of the Reserve Banks, holds BUldings ...................... 1222 1177

foreign currency deposits with foreign central banks and Bu'ldég%i?r%g:p?y.ér?g ......... 287 271

the Bank for International Settlements and invests in  cConstruction in progress. . .... . 98 41
foreign government debt instruments. Foreign govern- Furniture and equipment. ... ... 1,238 1,244
ment debt instruments held include both securities bought 3036 2924

outright and securities held under agreements to resell.
These investments are guaranteed as to principal and Accumulated depreciation. . . . . . (1,175) (1,137)
interest by the foreign governments. .
Bank premises and
equipment, net........ $1,861 $1,787

Total investments denominated in foreign currencies, Depreciation expense was $183 million and $184 mil-

valued at current exchange rates at December 31, were fSn for the years ended December 31, 1999 and 1998
follows (in millions): ' '

respectively.
1999 1998 Bank premises and equipment at December 31 include
German marks lthe folllow!nlg amounts for leases that have been capital-
Foreign currency deposits.... $ . . . $10,451  ized (in millions):
Government debt instruments
including agreements 1999 1998
toresell.................. R 2,373 . .
Bank premises and equipment. ....... $33 $89
European Union euros Accumulated depreciation. ............ (ig) (778)
Foreign currency deposits.... 4,333 s itali
Govegr]nme_nt degt ingtruments Capitalized leases, net......... %4 %11
Itr;crlggérrlg agreements _____ 2538 . Certain of the Reserve Banks lease unused space to
' outside tenants. Those leases have terms ranging from 1
Japanese yen to 16 years. Rental income from such leases totaled
Foreign currency deposits. . .. 323 666 $17 million for each of the years ended Decem-
Government debt instruments ber 31, 1999 and 1998. Future minimum lease payments
including agreements under agreements in existence at December 31, 1999,
toresell.................. 8,898 6,196 \ere (in millions):
Accrued interest................ T 000 $15
Total .....oooviiiiiin $16,140 $19,783 2001 ...ttt 14
2002 .. 13
In addition to the balances reported above, $15 milliornR003 . ... ... 9
in unearned interest collected on certain foreign currenc A 8

holdings were also reported as “Investments denomi-
nated in foreign currencies” at December 31, 1998.
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(7) CoMMITMENTS AND CONTINGENCIES related to the participation of employees of the 12 Reserve
Banks, the Board of Governors, and the Plan Administra-

At December 31, 1999, the Reserve Banks were oblitive Office in the plan.

gated under noncancelable leases for premises and equip-Following is a reconciliation of the beginning and

ment with terms ranging from 1 year to approximatelyending balances of the System Plan benefit obligations (in

24 years. These leases provide for increased rentals baseillions):

upon increases in real estate taxes, operating costs, or 1999 1998

selected price indices. ) ] o o

Rental expense under operating leases for certain opgrstimated actuarial present value
ating facilities, warehouses, and data processing and of projected benefit

office equipment (including taxes, insurance, and mainteserv?c%“%ggfﬂgéggggaerg#e’d' - 82,774 $2,476

nance when included in rent), net of sublease rentals, wasquring the period.............. 39 79
$66 million and $64 million for the years ended Decem-|nterest cost of projected
ber 31, 1999 and 1998, respectively. Certain of the  benefit obligation............. 169 169
Reserve Banks' leases have options to renew. Actuarial (gain) loss. ... LEE (330) 140
Contrfl_tt)utlor_l; by plan participants .. (129)3 (125)4
. enefitspaid .....................
Future minimum rental payments under noncancelabl lan amepndments __________________ ) a1

operating leases, net of sublease rentals, with terms™ ) —_
of 1 year or more, at December 31, 1999, were (inEstimated actuarial present value
millions): of projected benefit
obligation at December 31... $2,576 $2,774

Operating

Following is a reconciliation showing the beginning
and ending balance of the System Plan assets, the funded
status, and the prepaid pension benefit cost (in millions):

1999 1998
Estimated fair value of plan
assets at January.1l.......... $5,798 $5,031
Actual return on plan assets. ...... 484 888
- Contributions by employer. ....... ce .
At December 31, 1999, the Reserve Banks had contra&ontributions by plan participants .. 3 4
enefitspaid...................... (129) (125)

tual commitments through the year 2007 totaling $391° Gl =l
million for the maintenance of currency and check pro-Estimated fair value of plan

cessing machines, none of which has been recognized. —assets at December 31...... $6,156  $5,798
One Reserve Bank contracts for maintenance for thesg

machines on behalf of the System and allocates the costsUnded st_atu;_. amer $3,580  $3,024
Ily, to each other Reserve Bank. hrecognized initial net
annualy, transition (obligation)......... (91) (136)

The Reserve Banks are involved in certain legal actiongnrecognized prior service cost.. 136 152
and claims arising in the ordinary course of businessUnrecognized net actuarial (gain) (1,767) (1,549)
Although it is difficult to predict the ultimate outcome of
these actions, in management’s opinion, based on discu
sions with counsel, the aforementioned litigation andprepaid pension benefit cost is reported as a component
claims will be resolved without material adverse effectof «Other assets.”
on the financial position or results of operations of the

g_repaid pension benefit cost .. ... 1,858 1,491

Reserve Banks. The weighted-average assumptions used in developing
the pension benefit obligation for the System Plan are as
follows:

(8) RETIREMENT AND THRIFT PLANS 1999 1998

) Discountrate.......................7.50% 6.25%

Retirement Plans Expected long-term rate of

return on plan assets.......... 9.00% 9.00%

The Reserve Banks currently offer two defined benefiRate of compensation increase ... 5.00%  4.25%
retirement plans to their employees, based on length of
service and level of compensation. Substantially all of the
Reserve Banks’ employees participate in the Retirement
Plan for Employees of the Federal Reserve System (Sys-
tem Plan) and the Benefit Equalization Retirement Plans
offered by each individual Reserve Bank (BEPs).

The System Plan is a multi-employer plan with contri-
butions fully funded by participating employers. No sepa-
rate accounting is maintained of assets contributed by the
participating employers. FRBNY acts as the sponsor of
this plan. The prepaid pension cost includes amounts
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The components of net periodic pension benefit credit Following is a reconciliation of beginning and ending
for the System Plan as of December 31 are shown belowalances of the benefit obligation (in millions):
(in millions):

1999 1998
1999 1998
- - Accumulated postretirement benefit
Service cost—benefits earned obligation at January 1..........$645 $588
during the period.............. $ 89 ¢ 79 Service cost—benefits earned during
Interest cost on projected theperiod................... ... 18 15
benefit obligation ............. 169 169 Interest cost of accumulated
Amortization of initial net benefit obligation................ 39 39
transition obligation. .......... (45) (45) Actuarial loss (gain)...... e (73) 41
Amortization of prior service Contributions by plan participants. . .. 3 3
e 16 15 Benefitspaid......................... (25) (24)
Recognized net (gain)............. (76) (59) Plan amendments.................... ) (17)
Expected return on plan assets....  (520)  (448)  Accumulated postretirement benefit
Net periodic pension benefit (credit) $(367)  $(289) obligation at December 31....... $600  $645

Net periodic pension benefit (credit) is reported as dollowing is a reconciliation of the beginning and ending

component of “Other expense.” balance of the plan assets, the unfunded postretirement
benefit obligation, and the accrued postretirement benefit
cost (in millions):

The Reserve Banks’ projected benefit obligation and 1999 1998
net pension costs for the BEP at December 31, 1999 and I I
1998, and for the years then ended, are not material. ~ Fair value of plan assets at January 1 . ....% Y

Actual return on plan assets.......... L s
Contributions by the employer..... ... 22 21
: Contributions by plan participants. . .. 3 3
Thrift Plan Benefits paid. ... ...rvvve oo 25  (24)
Employees of the Reserve Banks may also participate ifrair value of plan assets at
the defined contribution Thrift Plan for Employees of the December3L.................... % 8-

Federal Reserve System (Thrift Plan). The Reserv

Banks’ Thrift Plan contributions totaled $45 million and ?Jnfundgd postretirement benefit

bligation . ..............oooo.i. 600 645
$43 million for the years ended December 31, 1999 an(@_,me%olg%?zlgg prior service cost. ... ... . 99 $100
1998, respectively, and are reported as a component @fnrecognized net actuarial gain/(loss) . (23) (50)

Salaries and other benefits. Accrued postretirement benefit cost. . $722 $695

Accrued postretirement benefit cost is reported as a com-
(9) POSTRETIREMENT BENEFITS OTHER THAN PENSIONS ponent of “Accrued benefit cost.”

AND POSTEMPLOYMENT BENEFITS

The weighted-average assumption used in developing

Postretirement Benefits Other Than Pensions the postretirement benefit obligation as of December 31,
1999 and 1998, was 7.50% and 6.25%, respectively.
In addition to the Reserve Banks’ retirement plans, em- For measurement purposes, an 8.75% annual rate of
ployees who have met certain age and length of servicicrease in the cost of covered health care benefits was
requirements are eligible for both medical benefits anchssumed for 2000. Ultimately, the health care cost trend
life insurance coverage during retirement. rate is expected to decrease gradually to 5.50% by 2006,
The Reserve Banks fund benefits payable under thand remain at that level thereafter.

medical and life insurance plans as due and, accordingly,
have no plan assets. Net postretirement benefit cost
is actuarially determined, using a January 1 measurement
date.
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Assumed health care cost trend rates have a significafostemployment Benefits

effect on the amounts reported for health care plans. A

1 percentage point change in assumed health care coshe Reserve Banks offer benefits to former or inactive

trend rates would have the following effects for the yearemployees. Postemployment benefit costs are actuarially

ended December 31, 1999 (in millions): determined and include the cost of medical and dental

insurance, survivor income, disability benefits, and those

1 Percentage 1 Percentage vx{orkers’ compensation expenses self—i_nsured by indi-
Point Increase  Point Decrease Vidual Reserve Banks. Costs were projected using the

same discount rate and health care trend rates as were

Effect on aggregate used for projecting postretirement costs. The accrued
of service and postemployment benefit costs recognized by the Reserve
interest cost Banks at December 31, 1999 and 1998, were $93 million
components of and $84 million, respectively. This cost is included as
net{)e?odlc ; a component of “Accrued benefit cost” Net periodic
Bgﬁéﬁtlrc%rgtéﬁ ....... $ 12 $ (9) postemployment benefit costs included in 1999 and 1998

Effect on accumulated operating expenses were $20 million and $19 million,
postretirement respectively.
benefit obligation ... 94 (77)

The following is a summary of the components of net
periodic postretirement benefit cost for the years ended
December 31 (in millions):

1999 1998
Service cost—benefits earned during
theperiod...................ooiat $18 $15
Interest cost of accumulated benefit
obligation...................ooe 39 39
Amortization of prior service cost. ... ... 9) (8)

Recognized net actuarial loss ........... . .

Net periodic postretirement benefit cost ... $48  $46
Net periodic postretirement benefit cost is reported as a
component of “Salaries and other benefits.”
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1. Statement of Condition of the Federal Reserve Banks,

by Bank, December 31, 1999 and 1998

Millions of dollars

Total Boston
Item
1999 1998 1999 1998
ASSETS
Gold certificate account...............ccviiiiiina.. . 11,048 11,046 533 582
Special drawing rights certificate account. . 6,200 9,200 307 530
COIN o 207 358 4 23
Loans
To depository institutions. .. ... . 233 17 91 0
BT .. 0 0 0 0

Securities purchased under agreements

to resell (tri-party) . ... . 140,640 0
Federal agency obligations
Bought outright. . ... - 181 338 9 18
Held under repurchase agreements. ................. . 0 10,702 0 0
U.S. Treasury securities
Bought outright ............. .. 477,963 452,141 24,717 24,625
Held under repurchase agreements. ................. . 0 19,674 0 0

Total loans and securities ....................... . 619,017 482,872 24,817 24,643
Items in process of collection.......................| . 7,278 7,582 383 539
Bank premises. . .......oviiiii .. 1,365 1,301 93 94
Other assets
Denominated in foreign currencies. 16,140 19,769 725 958
Allother3 ... .. . 17,300 16,628 778 683
Interdistrict settlement account....................... . 0 0 9,921 1,172
Total @SSEtS. ..ttt .. 678,556 548,756 37,562 29,225

LIABILITIES

Federal Reserve notes. ............c.covviiiiininnn.. .. 600,662 491,657 34,764 26,417
Deposits
Depository institutions. . ... . 24,027 26,306 1,545 1,568
U.S. Treasury, general account 28,402 6,086 0 0
Foreign, official accounts................ 71 167 1 7
Othert ... . . 1,270 1,619 34 68

Total deposSitS .. ..vvvve v .. 53,770 34,179 1,580 1,643
Deferred credit items. ... .. 6,871 6,574 400 392
Other liabilities and accrued dividentds 4,390 4,442 240 238
Total liabilities ... .. 665,694 536,852 36,985 28,690

CAPITAL ACCOUNTS
Capital paid in ... .. 6,431 5,952 289 267
Surplus .. 6431 5,952 289 267
Other capital accounts..................ooooieennn. . 0 0 0 0
Total liabilities and capital accounts ................. . 678,556 548,756 37,562 29,225
FEDERAL RESERVE NOTE STATEMENT
Federal Reserve notes outstanding (issued to Bank). 821,959 611,688 42,799 30,296
Less: Held by Bank..............coooiiiiiiinn. . 221,297 120,030 8,034 3,879

Federal Reserve notes, net.................coovunn. . 600,662 491,657 34,764 26,417
Collateral for Federal Reserve notes
Gold certificate account...............covieiiin... . 11,048 11,046
Special drawing rights certificate account............ 6,200 9,200
Other eligible assets.................c.ooin v 0 0
U.S. Treasury and federal agency securities......... 583,414 471,412
Total collateral .......... ... i .. 600,662 491,657

For notes see end of table.
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1.—Continued
New York Philadelphia Cleveland Richmond
1999 1998 1999 1998 1999 1998 1999 1998
4,435 4,206 319 323 566 643 834 807
2,431 3,202 187 282 299 574 516 792
9 15 8 23 11 16 38 53
0 0 1 0 0 0 12 0
0 0 0 0 0 0 0 0
140,640 0 0 0
72 125 5 10 10 22 14 27
0 10,702 0 0 0 0 0 0
190,346 167,582 14,316 13,145 27,667 29,386 35,957 35,617
0 19,674 0 0 0 0 0 0
331,059 198,083 14,322 13,155 27,677 29,408 35,983 35,644
941 745 282 266 401 527 493 624
164 158 50 50 158 158 125 125
3,277 4,002 479 1,034 1,081 1,271 3,356 3,066
8,056 8,465 522 475 900 815 1,218 1,083
-69,615 -5,656 8,761 2,181 3,273 -4,170 646 4,985
280,757 213,219 24,930 17,790 34,366 29,242 43,209 47,179
236,509 194,182 23,437 16,456 31,757 26,164 36,876 41,577
10,035 7,533 592 433 1,118 1,574 1,957 1,898
28,402 6,086 0 0 0 0 0 0
47 53 1 8 2 9 6 22
564 484 15 147 26 89 74 188
39,048 14,156 608 588 1,145 1,672 2,037 2,109
973 809 326 242 315 334 566 676
1,575 1,654 159 151 259 275 347 342
278,106 210,802 24,531 17,437 33,477 28,445 39,826 44,704
1,325 1,208 199 177 444 399 1,691 1,238
1,325 1,208 199 177 444 399 1,691 1,238
0 0 0 0 0 0 0 0
280,757 213,219 24,930 17,790 34,366 29,242 43,209 47,179
326,492 239,794 30,931 18,434 38,915 29,535 54,760 50,920
89,983 45,611 7,493 1,978 7,158 3,370 17,884 9,343
236,509 194,182 23,437 16,456 31,757 26,164 36,876 41,577
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1. Statement of Condition of the Federal Reserve Banks,
by Bank, December 31, 1999 and 1998 —Continued

Millions of dollars

Atlanta Chicago
Item
1999 1998 1999 1998
ASSETS
Gold certificate account..............cooiiiiiiia. . 724 717 993 998
Special drawing rights certificate account. . 450 602 549 900
G0N e 20 44 32 35
Loans
To depository institutions. .. .............coovviuinn . 14 4 34 3
Other .. .. 0 0 0 0
Securities purchased under agreements
to resell (tri-party) . ........cooiiiiii i . 0 L 0
Federal agency obligations
Bought outright. . ... - 11 21 17 32
Held under repurchase agreements. ................. . 0 0 0 0
U.S. Treasury securities
Bought outright ......... ... o .. 29,093 27,504 44,890 43,406
Held under repurchase agreements. ................. . 0 0 0 0
Total loans and securities ....................... . 29,118 27,529 44,942 43,442
Items in process of collection.......................| . 603 1,050 753 794
Bank premises. . ... ...oviiiii . 146 82 107 107
Other assets
Denominated in foreign currencies. X 1,134 1,295 1,581 1,911
Allother3 ... .. . R 945 807 1,379 1,185
Interdistrict Settlement Account...................... . 13,643 4,780 23,292 1,838
Total @SSEtS. ..ttt .. 46,784 36,906 73,628 51,210
LIABILITIES
Federal Reserve notes. ............cooviiviiininnn.. .. 43,852 33,103 68,385 44,608
Deposits
Depository institutions. . ... . 899 1,769 2,970 4,282
U.S. Treasury, general account . 0 0 0 0
Foreign, official accounts................ . 2 9 3 14
Othert ... . .. 36 81 56 121
Total deposSitS .. ..vvve v .. 937 1,860 3,029 4,416
Deferred credit items. ... L. 772 821 637 609
Other liabilities and accrued dividentds 302 285 420 410
Total liabilities ... .. 45,863 36,069 72,471 50,044
CAPITAL ACCOUNTS
Capital Paid iN ..o .. 460 418 578 583
Surplus ... .. 460 418 578 583
Other capital accounts . 0 0 0 0
Total liabilities and capital accounts ................. . 46,784 36,906 73,628 51,210
FEDERAL RESERVE NOTE STATEMENT
Federal Reserve notes outstanding (issued to Bank) . 62,089 44,429 79,306 54,114
Less: Held by Federal Reserve Bank.............. 18,237 11,326 10,920 9,506
Federal Reserve notes, net...............ccocvvvnnn. . 43,852 33,103 68,385 44,608

Norte. Differences may exist between amounts reported Components may not sum to totals because of
in these statistical tables and amounts reported in theounding.
audited Federal Reserve Bank financial statements because. . . Not applicable.
of intercompany eliminations, reclassifications, and round- 1. Includes securities loaned—fully guaranteed by U.S.
ing required for presentation of the audited data on théfreasury securities pledged with Federal Reserve
basis of generally accepted accounting principles (GAAP).Banks—and excludes securities sold and scheduled to be
bought back under matched sale—purchase transactions.
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1.—Continued
St. Louis Minneapolis Kansas City Dallas San Francisco
1999 1998 1999 1998 1999 1998 1994 1998 1949 1998
337 358 140 128 313 289 575 530 1,279 1,465
175 340 78 123 175 247 341 367 692 1,241
10 19 13 16 17 24 16 40 30 52
37 7 10 0 11 2 10 0 12 1
0 0 0 0 0 0 0 0 0 0
0 0 0 0 0
6 12 2 4 5 9 9 15 19 42
0 0 0 0 0 0 0 0 0 0
15,722 15,889 5,716 4,967 14,333 12,543 23,816 20,558 51,389 56,919
0 0 0 0 0 0 0 0 0
15,765 15,908 5,729 4,971 14,350 12,554 23,835 20,574 51,421 56,962
471 516 599 510 474 496 296 392 1,581 1,123
32 31 128 130 51 54 146 149 165 162
327 462 549 710 381 456 616 1,029 2,635 3,574
498 444 209 169 457 362 743 583 1,594 1,558
5176  -1,841  -3,050 1,381 3,969 1,324 -9,087 1,679 13,071 -7,673
22,792 16,235 4,395 8,139 20,186 15,806 17,481 25,343 72,468 58,463
21,575 14,701 2,766 6,136 18,829 14,256 15,269 23,072 66,641 50,984
440 692 482 1,039 480 652 1,246 1,166 2,263 3,700
0 0 0 0 0 0 0 0 0 0
1 3 1 5 1 3 1 7 5 26
20 32 5 33 18 50 49 105 374 222
461 727 488 1,077 499 706 1,297 1,278 2,641 3,948
272 398 584 442 340 414 269 334 1,419 1,102
168 168 87 79 160 149 226 205 446 486
22,476 15,994 3,925 7,734 19,828 15,525 17,060 24,889 71,147 56,520
158 121 235 202 179 140 211 227 660 972
158 121 235 202 179 140 211 227 660 972
0 0 0 0 0 0 0 0 0 0
22,792 16,235 4,395 8,139 20,186 15,806 17,481 25,343 72,468 58,463
26,444 17,290 11,348 7,690 24,597 17,214 36,681 33,678 87,597 68,294
4,869 2,589 8,581 1,554 5,769 2,958 21,412 10,606 20,956 17,310
21,575 14,701 2,766 6,136 18,829 14,256 15,269 23,072 66,641 50,984

2. Valued monthly at market exchange rates.

tory institution overdrafts of $22 million for 1999 and

$11 million for 1998.

deposits are held solely by the Federal Reserve Bank of
3. The Federal Reserve System total includes deposNew York.

5. Includes exchange-translation account reflecting the

monthly revaluation at market exchange rates of foreign-
4. Includes international organization deposits ofexchange commitments.
$139 million for 1999 and $104 million for 1998. These



350 86th Annual Report, 1999

2. Federal Reserve Open Market Transactions, 1999
Millions of dollars
Type of security and transaction Jan. Feb. Mar. Apr.
U.S. TREASURY SECURITIES
Outright transactions (excluding matched transactions)
Treasury bills
Gross purchases. 0 0 0 0
Grosssales............. 0 0 0
Exchanges ........... 35,069 36,862 35,065 48,142
Newbills ............. ... 35,069 36,862 35,065 48,142
Redemptions . ... .. 0 0 0
Others within 1 year
GrosSsS puUrchases . ...... ..o .. 0 2,103 1,060 1,677
Grosssales................. 0 0 0
Maturity shift 2,865 5,578 3,015 3,768
Exchanges ............... -400 -7,458 -5,956 -3,370
Redemptions 492 0 726
Oto 5 years
GrOSS PUICNASES. . ..ottt .. 0 2,752 2,428 3,362
Grosssales................. 0 0 0
Maturity shift .. 2,865 -4,928 -3,015 -3,768
EXChanges ...... ..o .. 0 4,778 5,956 3,020
5to 10 years
Gross purchases. 0 335 346 945
Grosssales................. 0 0 0
Maturity shift ........... .. 0 -650 0 0
EXChanges .. ..ot .. 400 1,340 0 0
More than 10 years
Gross purchases. 615 0 2404 262
Grosssales................. 0 0 0 0
Maturity shift .. 0 0 0 0
EXChanges . ... ..o .. 0 1,340 0 350
All maturities
GrOSS PUICNASES. . ..o it .. 615 5,190 6,238 6,246
Grosssales................. 0 0 0 0
Redemptions 492 0 726
Matched transactions
Gross purchases ..357,544 317,833 393,267 365,078
GrOSS SAIES . . .ottt .. 355,369 316,424 394,865 362,716
Repurchase agreements
GrOSS PUICNASES. . . .o\t e et .. 21,968 26,098 62,878 45,067
GrOSS SAIES . .. ettt e ... 37,157 27,025 53,706 48,867
Net change in U.S. Treasury securities................. . -12,891 5,672 13,812 4,082
FEDERAL AGENCY OBLIGATIONS
Outright transactions
GrosSS pUrChases. .......o.iuii i .. 0 0 0
Grosssales........... 0 0 0
Redemptions. 2 0 25 0
Repurchase agreements
Gross purchases .. 23,577 37,416 35,731 20,623
GroSS SaAlBS . ..ot ... 31,744 36,067 34,009 22,937
Net change in agency obligations. .....................}| . -8,169 1,349 1,697 -2,314
Total net change in System Open Market Account .......... -21,060 7,021 15,509 1,768

Note. Sales, redemptions, and negative figures reducigures increase such holdings. Components may not sum

holdings of the System Open Market Account; all otherto totals because of rounding.
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2.—Continued
May June July Aug. Sept. Oct. Nov. Dec. Total
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
37,107 35,045 42,037 37,052 42,643 35,844 36,882 42,468 464,218
37,107 35,045 42,037 37,052 42,643 35,844 36,882 42,468 464,218
0 0 0 0 0 0 0 0 0
1,421 880 951 429 960 0 964 1,450 11,895
0 0 0 0 0 0 0 0 0
3,768 2,740 3,279 7,669 3,468 3,831 6,675 3,936 50,590
—-4,607 -5,540 -368 -10,798 -2,125 -368 -10,150 -2,175 -53,315
0 0 41 0 0 170 0 0 1,429
4,442 948 0 1,272 0 0 1,014 3,514 19,731
0 0 0 0 0 0 0 0 0
-3,768 2,740 -3,279 -4,751 -3,468 -3,831 -3,685 -3,936 —44,032
2,562 5,540 0 8,433 2,125 0 8,015 2,175 42,604
1,584 65 0 447 0 0 0 581 4,303
0 0 0 0 0 0 0 0 0
0 0 0 -2,918 0 0 -2,273 0 -5,841
2,045 0 373 1,290 0 0 2,135 0 7,583
2,890 0 0 1,075 0 0 925 1,257 9,428
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 =717 0 =717
0 0 0 1,075 0 374 0 0 3,139
10,337 1,893 951 3,223 960 0 2,903 6,802 45,357
0 0 0 0 0 0 0 0 0
0 0 41 0 0 170 0 0 1,429
356,960 379,534 347,067 374,032 346,904 329,213 317,537 488,845 4,373,815
358,362 379,126 346,747 373,159 349,041 327,361 318,294 510,605 4,392,070
27,605 17,710 27,707 23,097 29,369 30,600 48,145 73,995 434,239
30,531 14,614 33,612 23,717 24,337 24,437 35,895 42,090 395,988
6,008 5,397 -4,675 3,476 3,855 7,846 14,396 16,946 63,924
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
0 52 10 11 0 50 7 0 157
38,167 32,786 46,941 61,968 53,224 47,197 33,205 81,583 512,418
36,962 32,104 48,840 56,053 47,963 52,863 18,575 22,288 440,406
1,205 630 -1,909 5,904 5,261 -5,716 14,623 59,295 71,856
7,213 6,028 -6,584 9,380 9,116 2,130 29,019 76,241 135,780
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3. Federal Reserve Bank Holdings of U.S. Treasury and Federal Agency Securities,
December 31, 1997-99

Millions of dollars

December 31 Change
Description 1998 ti 1997 t
0 (0]
1999 1998 1997 1999 1998

U.S. TREASURY SECURITIES

Held outright® ... ... ... i ..517,145 473,068 447,762 44,077 25,306
By remaining maturity
Bills
190 dAYS -+ o vee e ..124,294 106,996 112,892 17,298 -5,896
9l dayStolyear. .....ovvviiiriiiiiniiinns . 91,405 108,703 101,257 -17,298 7,446
Notes and bonds
lyearorless.......ovuvuiiiiiiiiiiiiannn. .. 59,899 49,149 49,370 10,750 -221
More than 1 year through 5 yeats............. 124,169 107,730 95,028 16,439 12,702
More than 5 years through 10 years........... 51,107 44,822 40,907 6,285 3,915
More than 10 years..........c.covvvvniennnn.. . 66,270 55,668 48,308 10,602 7,360
By type
Bills . ..215,699 215,699 214,149 0 1,550

..218,467 187,895 174,206 30,572 13,689
.. 82,978 69,474 59,407 13,504 10,067

57,925 19,674 21,188 38,251 -1,514
MSPs, foreign accounts, . 39,182 20,927 17,027 18,255 3,900
MSPs, inthemarket............................ . 0 0 0 0 0

Repurchase agreements

FEDERAL AGENCY SECURITIES

Held outright® ......... .. i, .. 181 338 685 -157 =347
By remaining maturity

lyear orless . .o. v .. 51 102 252 =51 -150
More than 1 year through 5years................ . 10 61 153 =51 -92
More than 5 years through 10 years............. 120 175 255 =55 -80
More than 10years............cooviiiinnnnnn.. . 0 0 25 0 -25
By issuer

Federal Farm Credit Banks ...................../| . 0 10 10 -10 0
Federal Home Loan Banks. . 6 38 57 -32 -19
Federal Land Banks............ccooviiiiennnnn . 0 0 0 0 0
Federal National Mortgage Association........... 175 290 618 -115 -328
Repurchase agreements........................ . 82,715 10,702 2,652 72,013 8,050

Note. Components may not sum to totals because of 1. Excludes the effects of temporary transactions—
rounding. repurchase agreements and matched sale—purchase agree-
ments (MSPs).
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4. Number and Annual Salaries of Officers and Employees of the Federal Reserve Banks,
December 31, 1999

President Other officers Employees Total
Federal Reserve
Bank (including ) Number ) )
Branches) Salary Num- Salaries Salaries Num- Salaries
(dollars) ber (dollars) Full- Part- (dollars) ber (dollars)
time time

Boston.......... 211,700 61 7,268,971 1,083 153 53,157,926 1,298 60,638,597
New York ...... 270,100 257 37,747,467 3,280 77 172,176,688 3,615 210,194,255
Philadelphia. . ... 236,000 55 6,589,300 1,169 39 48,117,573 1,264 54,942,873
Cleveland....... 212,700 49 5,445,100 1,271 45 48,343,035 1,366 54,000,835
Richmond........ 212,700 85 9,115,800 1,958 162 76,911,285 2,206 86,239,785
Atlanta.........| 227,750 92 10,218,800 2,472 56 92,431,469 2,621 102,878,019
Chicago........\ 238,000 84 9,847,650 1,996 66 90,283,184 2,147 100,368,834
St. Louis ........ 200,300 70 7,044,134 1,147 83 43,248,765 1,301 50,493,199
Minneapolis. .. .. 223,200 47 5,336,700 1,065 112 45,138,755 1,225 50,698,655
Kansas City. ... . 211,200 59 6,278,800 1,466 66 56,683,548 1,592 63,173,548
Dallas.......... 211,000 62 5,653,052 1,416 87 47,458,436 1,566 53,322,488
San Francisco .. 291,300 92 11,796,830 2,271 94 111,920,269 2,458 124,008,399
Federal Reserve

Information

Technology 0 25 3,059,930 593 11 36,623,080 629 39,683,010
Total .......... 2,745,950 1,038 125,402,534 21,187 1,051 922,494,013 23,288 1,050,642,497
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5. Income and Expenses of the Federal Reserve Banks, by Bank, 1999

Thousands of dollars

Item Total Boston New York Philadelphia Cleveland
CURRENT INCOME
Loans........cooeuiiiiiiiiind . 11,117 962 921 104 114
U.S. Treasury and federal
agency securities. ....... | 28,216,124 1,436,150 11,537,044 813,464 1,637,471
Foreign currencies........... 224,804 10,221 45,641 7,457 14,958
Priced services............... 835,895 44,326 91,661 40,904 54,289
Other .........ooooviiiiiiit . 58,896 1,460 35,035 994 1,866
Total ... 29,346,836 1,493,119 11,710,303 862,923 1,708,698
CURRENT EXPENSES
Salaries and other personnel
EXPENSES. ..o veeeien... 1,140,657 63,601 233,164 57,027 58,560
Retirement and other benefits | .. 305,175 18,012 67,968 14,098 15,489
Net periodic pension costs. . .. -366,765 0 -366,870 10 -1
Fees ...t . 43,902 2,357 7,804 842 2,289
Travel ..., . 50,813 2,402 7,693 2,249 3,093
Software expenses........... 71,252 3,806 7,481 2,144 5,217
Postage and other shipping
COSES .. veiiiiiaiens . 83,819 1,735 6,212 1,869 2,406
Communications............. 11,431 380 2,761 365 683
Materials and supplies........ 55,261 2,577 9,980 3,577 3,152
Building expenses
Taxes on real estate......... 31,071 4,469 4,041 1,522 2,632
Property depreciation.........\ 66,215 4,379 12,986 2,808 5,927
Utilities ............ooeinnt. . 27,700 2,333 5,720 2,122 2,068
Rent ...t 35,128 711 14,152 276 281
Other ......oviiiiiiiinn 29,284 754 6,961 1,550 1,978
Equipment
Purchases.................... . 10,137 599 1,608 743 352
Rentals....................... . 31,393 218 2,043 314 171
Depreciation.................. . 116,649 6,250 19,245 5,598 5,630
Repairs and maintenance. . ... 83,778 4,824 10,581 4,232 5,167
Earnings-credit costs.......... 320,605 17,157 55,848 10,605 30,942
Other ......coooviiiiiiiinn . 67,734 4,526 12,740 1,948 4,417
Shared costs, nét............ 0 5,592 23,196 12,003 13,995
Recoveries................... X -65,613 -10,756 -8,699 -2,643 -2,768
Expenses capitalizéd. ...... ... -2,015 -250 0 -198 -117
Total ... . 2,147,611 135,677 136,616 123,061 161,562
Reimbursements. . -295,449 -16,495 -55,999 -24,611 -28,080
Net expenses............ 1,852,162 119,182 80,618 98,450 133,482

For notes see end of table.
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5.—Continued
Richmond Atlanta Chicago St. Louis  Minneapolis Kansas City Dalla San Francisco
556 772 2,124 1,886 1,490 1,284 35 868
2,085,871 1,666,120 2,586,694 917,220 320,192 804,292 1,331,753 3,079,855
44,893 15,629 21,973 4,665 7,709 5,286 9,067 37,305
65,624 153,058 97,391 41,989 44,797 59,957 56,028 85,871
3,242 3,984 3,652 1,008 659 741 1,136 5,219
2,200,185 1,839,563 2,711,733 966,768 374,848 871,560 1,398,019 3,209,117
133,931 112,018 108,375 52,629 51,726 68,288 68,047 133,291
36,098 30,282 29,927 15,810 13,606 15,439 17,327 31,120
19 20 21 20 0 20 -2 -2
14,515 4,387 3,526 2,242 1,456 890 855 2,740
6,286 4,816 5,231 2,417 3,034 3,325 3,285 6,982
31,052 4,839 3,994 2,279 1,689 1,632 2,322 4,797
3,890 43,051 5,276 2,845 3,104 4,276 2,668 6,486
988 970 1,511 573 478 900 919 902
6,340 6,299 5,426 3,381 1,920 3,323 3,742 5,542
2,032 1,606 3,773 343 5,303 600 1,876 2,874
5,670 4,123 5,712 3,124 4,005 4,120 5,565 7,795
2,337 1,551 2,459 1,460 1,567 1,313 1,763 3,008
10,360 6,197 1,473 721 61 244 378 274
2,752 1,989 5,191 1,220 1,228 989 2,259 2,413
1,711 1,081 617 313 403 566 649 1,495
26,021 625 769 323 214 126 106 464
29,329 11,386 8,991 4,322 4,336 5,343 5,464 10,754
16,346 10,717 8,804 3,093 3,090 3,035 4,327 9,562
44,777 17,234 46,171 15,649 7,373 13,447 21,921 39,481
8,661 7,077 7,000 2,838 2,763 4,371 4,901 6,491
-147,498 5,872 21,451 14,552 8,978 18,064 14,084 9,710
-19,202 -3,169 -5,881 -1,803 -758 -1,000 -4,946 -3,988
-117 -625 -325 -83 0 -208 -49 -43
216,296 272,345 269,493 128,269 115,580 149,103 157,461 282,148
-31,174 -15,347 -21,867 -18,939 -20,555 -21,576 -10,968 -29,840
185,122 256,999 247,626 109,330 95,025 127,527 146,493 252,308
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5. Income and Expenses of the Federal Reserve Banks, by Bank, 1999— Continued

Thousands of dollars

Item Total Boston New York Philadelphia Cleveland
PROFIT AND LoOss
Current net income........... 27,494,674 1,373,937 11,629,685 764,473 1,575,216
Additions to and deductions
from (=) current net incomé
Other additions. .............. 168 0 18 2 1
Total additions........ 168 0 18 2 1
Losses on sales of U.S. Treasury
and federal agency
Securities. ............... -21,564 -1,110 -8,640 -648 -1,235
Losses on foreign exchange
transactions ............. -504,465 -22,664 -102,424 -14,959 -33,778
Other deductions. ............ -48 -1 -6 -2 -2
Total deductions.... ... -526,076 -23,775 -111,071 -15,609 -35,015
Net addition to or
deduction from )
current net income...... -525,909 -23,775 -111,052 -15,607 -35,014
Cost of unreimbursed Treasur
SEIVICES ..\ viviiianns ! 7,649 232 557 3,650 608
Assessments by Board
Board expenditures 213,790 9,626 43,670 6,388 14,282
Cost of currency... .. 484,959 26,057 191,537 16,232 25,808
Net income before payment to
US. Treasury............ 26,262,368 1,314,248 11,282,869 722,596 1,499,504
Dividends paid............... 373,579 16,974 78,159 11,483 24,890
Payments to U.S. Treasury
(interest on Federal
Reserve notes).......... 25,409,736 1,276,090 11,087,629 688,190 1,428,727
Transferred to surplus........ . 479,053 21,184 117,081 22,923 45,887
Surplus, January 1........... 5,952,024 267,411 1,208,394 176,503 398,543
Surplus, December 31......., 6,431,077 288,595 1,325,475 199,425 444,429

Notke. Also see note to table 1.

rounding.

1. Reflects the effect of Financial Accounting Stan-

3. Includes expenses for labor and materials tempo-
Components may not sum to totals because ofarily capitalized and charged to activities when the prod-
ucts are consumed.

4. Includes reimbursement from the U.S. Treasury for

dards Board Statement of Financial Accounting Stanuncut sheets of Federal Reserve notes, gains and losses on

dards No. 87Employers’ Accounting for PensioSFAS

the sale of Reserve Bank buildings, counterfeit currency

87). The System Retirement Plan for employees ighat is not charged back to the depositing institution, and
recorded on behalf of the System on the books of thetale Reserve Bank checks that are written off.
Federal Reserve Bank of New York, resulting in a reduc- 5. For details, see the chapter “Board of Governors

tion in expenses of $366,994 thousand. The Retiremerfinancial Statements.”

Benefits Equalization Plan is recorded by each Federal

Reserve Bank.

2. Includes distribution of costs for projects performed
by one Reserve Bank for the benefit of one or more other

Reserve Banks.



Statistical Tables 357

5.—Continued

Richmond Atlanta Chicago St. Louis  Minneapolis Kansas City Dalla San Francisco
2,015,063 1,582,564 2,464,107 857,438 279,823 744,033 1,251,525 2,956,810
69 18 5 0 0 0 15 37
69 18 5 0 0 0 15 37

-1,615 -1,313 -2,021 -705 -260 -651 -1,083 -2,283
-104,887 -35,450 -49,412 -10,229 -17,150 -11,902 -19,262 -82,348
-10 -3 ~ -2 - -4 -6 0
-106,512 -36,766 -51,442 -10,936 -17,412 -12,556 -20,351 -84,631
-106,443 -36,747 -51,437 -10,936 -17,412 -12,556 -20,336 -84,594
350 280 593 123 258 427 263 306
44,415 14,964 20,840 4,479 7,292 5,174 7,956 34,704
41,011 32,652 44,000 14,501 6,052 14,062 22,758 50,289
1,822,844 1,497,920 2,347,236 827,399 248,808 711,814 1,200,212 2,786,917
85,629 25,823 35,775 8,692 12,806 9,827 13,009 50,512
1,283,329 1,429,976 2,316,040 781,446 203,418 663,528 1,203,828 3,047,536
453,887 42,122 -4,578 37,261 32,584 38,459 -16,624 -311,131
1,237,545 418,268 583,009 120,692 202,353 140,425 227,270 971,612
1,691,431 460,390 578,431 157,954 234,937 178,884 210,646 660,481
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6. Income and Expenses of the Federal Reserve Banks, 1914-99

Thousands of dollars

Federal Reserve Bank

Current

Net

Net additions

Assessments by
Board of Governors

: b or

and period income expenses | 4.4 ctions ot Board Costs

expenditures| of currency

All Banks
1914-15.. ..o . 2,173 2,018 6 302
1916 . 00 5,218 2,082 -193 192
1917 o 16,128 4,922 -1,387 238
1918 . . 67,584 10,577 -3,909 383
1919 . i 102,381 18,745 -4,673 595
1920 ..o 181,297 27,549 -3,744 710 -
1921 .. 122,866 33,722 -6,315 741 -
1922 i 50,499 28,837 4,442 723 -
1923 . 50,709 29,062 -8,233 703 .
1924, oo 38,340 27,768 -6,191 663 .
1925 . i 41,801 26,819 -4,823 709 -
1926 . i 47,600 24,914 -3,638 722 1,714
1927 o 43,024 24,894 2,457 779 1,845
1928 ... 64,053 25,401 -5,026 698 806
1929 . i 70,955 25,810 -4,862 782 3,099
1930 . .0 36,424 25,358 -93 810 2,176
193L . 29,701 24,843 311 719 1,479
1932 . 50,019 24,457 -1,413 729 1,106
1933 . 49,487 25,918 -12,307 800 2,505
1934 48,903 26,844 -4,430 1,372 1,026
1935 42,752 28,695 -1,737 1,406 1,477
1936 0o 37,901 26,016 486 1,680 2,178
1937 41,233 25,295 -1,631 1,748 1,757
1938 .. 36,261 25,557 2,232 1,725 1,630
1939 . i 38,501 25,669 2,390 1,621 1,356
1940 . ..o 43,538 25,951 11,488 1,704 1,511
1941 ..o 41,380 28,536 721 1,840 2,588
1942 i 52,663 32,051 -1,568 1,746 4,826
1943 . 69,306 35,794 23,768 2,416 5,336
1944, . oo 104,392 39,659 3,222 2,296 7,220
1945 . .o 142,210 41,666 -830 2,341 4,710
1946, ..o 150,385 50,493 -626 2,260 4,482
1947 o 158,656 58,191 1,973 2,640 4,562
1948 ... 304,161 64,280 -34,318 3,244 5,186
1949 . i 316,537 67,931 -12,122 3,243 6,304
1950, . i 275,839 69,822 36,294 3,434 7,316
1951 i 394,656 83,793 -2,128 4,095 7,581
1952 i 456,060 92,051 1,584 4,122 8,521
1953 ... 513,037 98,493 -1,059 4,100 10,922
1954 ..o 438,486 99,068 -134 4,175 6,490
1955 . i 412,488 101,159 -265 4,194 4,707
1956, . i 595,649 110,240 -23 5,340 5,603
1957, i 763,348 117,932 7,141 7,508 6,374
1958 . .o 742,068 125,831 124 5,917 5,973
1959 . i 886,226 131,848 98,247 6,471 6,384
1960 ... ciiiia e 1,103,385 139,894 13,875 6,534 7,455
196L ... 941,648 148,254 3,482 6,265 6,756
1962 ... 1,048,508 161,451 -56 6,655 8,030
1963 ... 1,151,120 169,638 615 7,573 10,063
1964 ..o 1,343,747 171,511 726 8,655 17,230
1965 .. i 1,559,484 172,111 1,022 8,576 23,603
1966.. ..o 1,908,500 178,212 996 9,022 20,167
1967, .o 2,190,404 190,561 2,094 10,770 18,790
1968 .. i . 2,764,446 207,678 8,520 14,198 20,474
1969 .. i . 3,373,361 237,828 -558 15,020 22,126

For notes see end of table.
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6.—Continued
Payments to U.S. Treasury
L Transferred Transferred
D'V'g?dnds Interest on to surplus to surplus
p Statutory Federal Reserve (section 13b) (section 7)
transferg
notes
217 .
1,743 L C
6,804 1,134 1,134
5,541 A 48,334
5,012 2,704 70,652
5.654 60,725 82,916
6,120 59,974 15,993
6,307 10,851 -660
6,553 3,613 2,546
6,682 114 -3,078
6,916 59 2,474
7,329 818 8,464
7,755 250 5,044
8,458 2,585 21,079
9,584 4,283 22,536
10,269 17 L -2,298
10,030 - L -7,058
9,282 2,011 . 11,021
8,874 R S -917
8,782 R -60 6,510
8,505 298 28 607
7,830 227 103 353
7,941 177 67 2,616
8,019 120 -419 1,862
8,110 25 -426 4,534
8,215 82 -54 17,617
8,430 141 -4 571
8,669 198 50 3,554
8,911 245 135 40,327
9,500 327 201 48,410
10,183 248 262 81,970
10,962 67 L 28 81,467
11,523 36 75,284 87 8,366
11,920 .. 166,690 .. 18,523
12,329 193,146 21,462
13,083 196,629 21,849
13,865 254,874 28,321
14,682 291,935 46,334
15,558 342,568 40,337
16,442 276,289 35,888
17,712 251,741 32,710
18,905 401,556 53,983
20,081 542,708 61,604
21,197 524,059 59,215
22,722 910,650 -93,601
23,948 896,816 42,613
25,570 687,393 70,892
27,412 799,366 45,538
28,912 879,685 55,864
30,782 1,582,119 -465,823
32,352 1,296,810 27,054
33,696 1,649,455 18,944
35,027 1,907,498 29,851
36,959 2,463,629 30,027
39,237 3,019,161 39,432
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6. Income and Expenses of the Federal Reserve Banks, 1914-99— Continued
Thousands of dollars

Assessments by
Federal Reserve Bank Current Net Net agrdltlons Board of Governors
and period income expenses | oquctions f1 Board Costs
expenditures | of currency
3,877,218 276,572 11,442 21,228 23,574
3,723,370 319,608 94,266 32,634 24,943
3,792,335 347,917 -49,616 35,234 31,455
5,016,769 416,879 -80,653 44,412 33,826
6,280,091 476,235 78,487 41,117 30,190
6,257,937 514,359 -202,370 33,577 37,130
6,623,220 558,129 7,311 41,828 48,819
6,891,317 568,851 -177,033 47,366 55,008
. 8,455,309 592,558 -633,123 53,322 60,059
1979 ... . 10,310,148 625,168 -151,148 50,530 68,391
1980 ..o . 12,802,319 718,033 -115,386 62,231 73,124
198L ..o . 15,508,350 814,190 -372,879 63,163 82,924
1982 ... . 16,517,385 926,034 —68,833 61,813 98,441
1983 ... . 16,068,362 1,023,678 —400,366 71,551 152,135
1984 ... . 18,068,821 1,102,444 —412,943 82,116 162,606
1985 .. . 18,131,983 1,127,744 1,301,624 77,378 173,739
1986 ... . 17,464,528 1,156,868 1,975,893 97,338 180,780
1987 . . 17,633,012 1,146,911 1,796,594 81,870 170,675
1988 .. ... . 19,526,431 1,205,960 -516,910 84,411 164,245
1989 ... . 22,249,276 1,332,161 1,254,613 89,580 175,044
1990 ..o . 23,476,604 1,349,726 2,099,328 103,752 193,007
1991 ..o . 22,553,002 1,429,322 405,729 109,631 261,316
1992 ... . 20,235,028 1,474,531 —987,788 128,955 295,401
1993 ... . 18,914,251 1,657,800 —230,268 140,466 355,947
1994 ... . 20,910,742 1,795,328 2,363,862 146,866 368,187
1995 ... . 25,395,148 1,818,416 857,788 161,348 370,203
1996 ... . 25,164,303 1,947,861 -1,676,716 162,642 402,517
1997 oo . 26,917,213 1,976,453  -2,611,570 174,407 364,454
1998 ... . 28,149,477 1,833,436 1,906,037 178,009 408,544
1999 ... . 29,346,836 1,852,162 -533,557 213,790 484,959
Total, 1914-99........... 501,822,364 36,209,032 4,846,682 2,880,460 5,647,091
Aggregate for each Bank,
1914-99
Boston................... . 27,098,102 2,451,609 159,416 110,190 327,542
New York ................ . 165,137,721 5,843,173 1,506,510 737,121 1,838,198
Philadelphia.............. 18,789,099 1,999,002 125,768 131,917 219,058
Cleveland................ 32,313,902 2,292,337 221,671 198,873 349,259
Richmond................ 39,975,264 3,152,765 354,007 225,573 488,382
Atlanta................... . 24,133,136 3,492,233 388,007 235,960 325,334
Chicago.................. . 64,255,429 4,673,235 566,581 362,681 675,717
St.Louis...........ovutn . 17,413,129 1,863,842 85,701 77,962 211,406
Minneapolis . . 8,941,714 1,705,734 142,188 84,082 94,216
Kansas City . . 19,277,304 2,323,259 139,176 109,520 217,218
Dallas.......... . 24,988,909 2,344,656 441,460 183,240 271,408
San Francisco 59,498,657 4,067,186 716,198 423,341 629,352
Total ...............oo.l . 501,822,364 36,209,032 4,846,682 2,880,460 5,647,091
Norte. Also see note at the end of table 1. on Bank premises (1927), $139,300 thousand for contri-
Components may not sum to totals because obutions to capital of the Federal Deposit Insurance Corpo-
rounding. ration (1934), $4 thousand net upon elimination of sec-
... Not applicable. tion 13b surplus (1958), and $106,000 thousand (1996)

1. For 1987 and subsequent years, includes the cost ahd $107,000 thousand (1997) transferred to the Treasury
services provided to the Treasury by Federal Reservas statutorily required; and was increased by transfer of
Banks for which reimbursement was not received. $11,131 thousand from reserves for contingencies (1955),

2. Represents transfers made as a franchise tax frofeaving a balance of $6,431,077 thousand on Decem-
1917 to 1932; transfers made under section 13b of thber 31, 1999.

Federal Reserve Act from 1935 to 1947; and transfers 4. This amount is reduced $1,773,208 thousand, which
made under section 7 of the Federal Reserve Act for 1998 related to the System Retirement Plan. See note 1,
and 1997. table 5.

3. The $6,772,749 thousand transferred to surplus was

reduced by direct charges of $500 thousand for charge-off
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6.—Continued
Payments to U.S. Treasury
- Transferred Transferred
Dividends Interest on to surplus to surplus
pai Statutory Federal Reserve (section 13b) (section 7)
transfers notes
41,137 L 3,493,571 L 32,580
43,488 . 3,356,560 L 40,403
46,184 s 3,231,268 L 50,661
49,140 R 4,340,680 L 51,178
52,580 . 5,549,999 L 51,483
54,610 L 5,382,064 L 33,828
57,351 L 5,870,463 L 53,940
60,182 L 5,937,148 L 45,728
63,280 L 7,005,779 L 47,268
67,194 L 9,278,576 L 69,141
70,355 s 11,706,370 . 56,821
74,574 L 14,023,723 s 76,897
79,352 . 15,204,591 . 78,320
85,152 L 14,228,816 R 106,663
92,620 L 16,054,095 . 161,996
103,029 L 17,796,464 L 155,253
109,588 A 17,803,895 A 91,954
117,499 P 17,738,880 P 173,771
125,616 P 17,364,319 R 64,971
129,885 L 21,646,417 A 130,802
140,758 A 23,608,398 L 180,292
152,553 L 20,777,552 L 228,356
171,763 L 16,774,477 L 402,114
195,422 L 15,986,765 L 347,583
212,090 L 20,470,011 L 282,122
230,527 L 23,389,367 L 283,075
255,884 5,517,716 14,565,624 S 635,343
299,652 20,658,972 0 A 831,705
343,014 17,785,942 8,774,994 s 731,575
373,579 0 25,409,736 L 479,053
4,665,159 44,113,958 406,380,601 -4 6,772,749
189,267 2,579,504 21,292,012 135 307,258
1,206,982 17,307,161 138,296,614 -433 1,415,416
224,873 1,312,118 14,802,417 291 225,191
334,645 2,827,043 26,062,046 -10 471,380
391,942 3,083,928 31,274,256 =72 1,712,496
364,317 2,713,230 16,904,129 5 485,935
575,069 4,593,811 53,322,604 12 618,880
127,527 1,833,837 13,215,931 =27 168,351
134,564 416,227 6,405,077 65 243,937
173,416 1,249,703 15,152,229 -9 191,144
279,700 1,510,802 20,613,022 55 227,484
662,857 4,686,594 49,040,263 -17 705,278

4,665,159 44,113,958 406,380,601 -4 6,772,749
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7. Acquisition Costs and Net Book Value of Premises of the Federal Reserve Banks
and Branches, December 31, 1999

Thousands of dollars

Acquisition costs
Federal Reserve Net Other
Bank or Buildings | Building ma- book real
Branch Land (including | chinery and Total? value estaté
vaults) equipment
BOSTON ............ 22,074 95,845 14,401 132,320 92,989
NEW YORK ......... 20,330 161,882 46,894 229,107 159,202
Buffalo ............... 888 4,761 3,144 8,793 5,202
PHILADELPHIA ...... 2,380 63,104 9,004 74,488 50,279
CLEVELAND ......... 3,073 119,607 24,452 147,132 128,810
Cincinnati............ 2,247 17,345 8,499 28,091 13,082
Pittsburgh............ 1,658 12,533 8,062 22,253 16,158
RICHMOND .........}| 6,375 64,721 25,294 96,390 71,879
Baltimore ............ 6,478 27,101 4,929 38,509 25,740
Charlotte.............. 3,130 27,541 4,750 35,421 27,289
ATLANTA 4 ... 17,689 77,436 0 95,125 95,120 5,939
Birminghamt .........| 4,852 0 0 4,852 4,852 L
Jacksonville.......... 1,730 17,226 2,945 21,901 16,387 48
Miami ............... 3,839 14,188 3,790 21,817 14,812 s
Nashville............. 629 3,171 2,724 6,523 3,426
New Orleans.........| 3,497 7,958 4,076 15,532 10,908
CHICAGO ........... 5,044 123,078 14,878 143,001 99,004
Detroit ............... 798 6,363 3,722 10,883 8,082
ST.LOUIS........... 700 21,599 6,415 28,714 17,181
Little Rock ........... 1,148 4,632 1,272 7,053 5,428
Louisville ............ 700 4,281 1,502 6,483 4,494
Memphis............. 1,136 4,571 2,792 8,499 5,069
MINNEAPOLIS ....... 11,193 99,947 13,301 124,441 117,922
Helena............... 1,978 9,419 788 12,185 10,218
KANSAS CITY 2,048 18,826 8,379 29,253 15,922
Denver . 3,188 7,436 3,700 14,325 8,833
Oklahoma City 646 11,243 3,493 15,382 11,151
Omaha 6,535 11,058 1,401 18,993 14,905
DALLAS ............ 29,049 104,271 19,700 153,020 130,881
ElPaso ............. . 262 2,911 1,018 4,191 2,842 -
Houston.............. 2,205 4,840 2,045 9,090 6,321 679
San Antonio.......... 482 5,506 2,707 8,696 6,012 C
SAN FRANCISCO.... 15,600 77,529 18,727 111,855 77,772 s
Los Angeles.......... 3,892 53,609 9,875 67,377 49,303 952
Portland........ 2,884 11,421 2,598 16,903 14,331 s
Salt Lake City......... 495 9,439 2,587 12,520 9,944
Seattle ............... 325 13,450 3,542 17,316 13,672
Total ................ 191,177 1,319,848 287,409 1,798,434 1,365,423 7,618
Notke. Also see note to table 1. 3. Covers acquisitions for banking-house purposes and
Components may not sum to totals because oBank premises formerly occupied and being held pending
rounding. sale.
... Not applicable. 4. The Atlanta and Birmingham offices sold their
1. Includes expenditures for construction at somebuildings and building machinery and equipment in 1997
offices, pending allocation to appropriate accounts. and 1998 respectively. These offices are leasing back their

2. Excludes charge-offs of $17,699 thousand beforduildings pending completion of their new facilities.
1952.
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8. Operations in Principal Departments of the Federal Reserve Banks, 1996—99

Operation 1999 1998 1997 1996

Millions of pieces (except as noted)
Loans (thousand®)..................coevune. L 4 7 6
Currency processed 29,031 26,341 24,510 23,436
Currency destroyed 7,303 7,251 7,769 8,686
Coinreceived .............. . ... i, 6,719 8,454 9,603 8,654
Checks handled

U.S. government checks. .................. . 288 321 378 436

Postal money orders...................... . 226 213 204 206

Allother ..................... 17,075 16,573 15,949 15,487
Government securities transfers .. . 13 14 13 13
Transfer of funds......................ooool . 103 98 90 83
Automated clearinghouse transactions

Commercial. ... 3,344 2,966 2,603 2,372

Government . ... 809 753 677 625
Food stamps redeemed. ....................}| . 1,158 1,843 2,854 3,637
Millions of dollars
Loans ...t L 20,431 39,863 25,350
Currency processed 444,234 409,166 399,080 375,399
Currency destroyed 85,259 94,858 123,359 148,394
Coinreceived .............iiiiiiiiiiit 778 1,001 1,212 1,175
Checks handled

U.S. government checks. ..................| 306,077 343,670 401,989 462,647

Postal money orders. ..................... . 29,118 28,469 26,464 25,831

Allother ... 13,788,037 13,076,097 12,169,087 11,584,276
Government securities transfers............. 179,486,282 197,781,609 174,949,330 160,637,460
Transfer of funds....................ooooee. . 343,381,658 328,748,912 288,419,808 249,140,021
Automated clearinghouse transactions

Commercial. ... . 10,862,424 10,338,376 9,128,779 8,287,711

Government . ... . 2,233,279 1,988,335 1,581,552 1,250,472
Food stamps redeemed. ....................}| . 6,221 9,278 15,054 18,669

1. Collection of data discontinued effective 1999.
2. For 1999, does not include coin activity at Federal

Reserve off-site coin terminals.
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9. Federal Reserve Bank Interest Rates on Loans to Depository Institutions,
December 31, 1999

Extended credit .
Special
Adjustment Seasonal Liquidit
Reserve Bank (]:reditl credit? First thirty After thirty F%cilit)y
days of days of credit*
borrowing borrowing
All Federal Reserve Banks..... 5.00 5.70 5.00 6.20 7.00

1. Adjustment credit is available on a short-term basisnvolve only a particular institution or when an institution
to help depository institutions meet temporary needs fois experiencing difficulties adjusting to changing market
funds that cannot be met through reasonable alternativeonditions over a longer period of time. See section
sources. Adjustment credit is usually provided at the201.3(c) of Regulation A.
basic discount rate, but under certain circumstances a Extended-credit loans outstanding more than thirty
special rate or rates above the basic discount rate may lakays will be charged a flexible rate somewhat above rates
applied. See section 201.3(a) of Regulation A. on market sources of funds; the rate will always be at

2. Seasonal credit is available to help smaller deposileast 50 basis points above the discount rate applicable to
tory institutions meet regular, seasonal needs for fundadjustment credit. The flexible rate is reestablished on the
that cannot be met through special industry lenders anfirst business day of each two-week reserve maintenance
that arise from a combination of expected patterns operiod. At the discretion of the Federal Reserve Bank, the
movement in their deposits and loans. The discount ratflexible rate may be charged on extended-credit loans that
on seasonal credit takes into account rates on markeire outstanding less than thirty days.
sources of funds and ordinarily is reestablished on the 4. Special Liquidity Facility credit became available
first business day of each two-week reserve maintenanam October 1, 1999, to help depository institutions in
period; however, it is never lower than the discount ratesound financial condition meet unusual needs for funds in
applicable to adjustment credit. See section 201.3(b) ahe period around the century date change. The interest
Regulation A. rate on loans from the special facility is the Federal Open

3. Extended creditis available to depository institutions Market Committee’s intended federal funds rate plus 150
if similar assistance is not reasonably available from othebasis points.
sources, when exceptional circumstances or practices
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10. Reserve Requirements of Depository Institutions, December 31, 1999

Requirements
Type of deposit
Percentage of deposits Effective date

Net transaction accounts

$0 million—-$44.3 millior® .................. ... . 3 12-30-99
More than $44.3 millioR .......................o.e. . 10 12-30-99
Nonpersonal time deposits. ................ooivennn . 0 12-27-90
Eurocurrency liabilitie8 ..................... . ... . 0 12-27-90

NotE. Required reserves must be held in the form ofliabilities subject to a zero percent reserve requirement
deposits with Federal Reserve Banks or vault cash. Noreach year for the succeeding calendar year by 80 percent
member institutions may maintain reserve balances with af the percentage increase in the total reservable liabilities
Federal Reserve Bank indirectly, on a pass-through basisf all depository institutions, measured on an annual basis
with certain approved institutions. For previous reserveas of June 30. No corresponding adjustment is made in
requirements, see earlier editions of thenual Reporbr  the event of a decrease. The exemption applies only to
the Federal Reserve Bulletirunder the Monetary Con- accounts that would be subjeat & 3 percent reserve
trol Act of 1980, depository institutions include commer- requirement. Effective with the reserve maintenance
cial banks, savings banks, savings and loan associationseriod beginning December 30, 1999, for depository
credit unions, agencies and branches of foreign bankspstitutions that report weekly, and with the reserve main-
and Edge Act corporations. tenance period beginning January 20, 2000, for institu-

1. Transaction accounts include all deposits againgions that report quarterly, the exemption was raised from
which the account holder is permitted to make withdraw-$4.9 million to $5.0 million.
als by negotiable or transferable instruments, payment 3. The reserve requirement was reduced from 12 per-
orders of withdrawal, or telephone or preauthorized transeent to 10 percent on April 2, 1992, for institutions that
fers for the purpose of making payments to third personseport weekly, and on April 16, 1992, for institutions that
or others. However, accounts subject to the rules thateport quarterly.
permit no more than six preauthorized, automatic, or 4. For institutions that report weekly, the reserve re-
other transfers per month (of which no more than threejuirement on nonpersonal time deposits with an original
may be by check, draft, debit card, or similar ordermaturity of less than % years was reduced from 3 per-
payable directly to third parties) are savings deposits, natent to %2 percent for the maintenance period that began
transaction accounts. December 13, 1990, and to zero for the maintenance

2. The Monetary Control Act of 1980 requires that theperiod that began December 27, 1990. For institutions
amount of transaction accounts against which the 3 pethat report quarterly, the reserve requirement on nonper-
cent reserve requirement applies be modified annually bgonal time deposits with an original maturity of less than
80 percent of the percentage change in transactiof¥> years was reduced from 3 percent to zero on Jan-
accounts held by all depository institutions, determined asiary 17, 1991.
of June 30 each year. Effective with the reserve mainte- The reserve requirement on nonpersonal time deposits
nance period beginning December 30, 1999, for deposiwith an original maturity of ¥> years or more has been
tory institutions that report weekly, and with the reservezero since October 6, 1983.
maintenance period beginning January 20, 2000, for insti- 5. The reserve requirement on Euroccurency liabilities
tutions that report quarterly, the amount was decreasedas reduced from 3 percent to zero in the same manner
from $46.5 million to $44.3 million. and on the same dates as the reserve requirement on

Under the Garn-St Germain Depository Institutionsnonpersonal time deposits with an original maturity of
Act of 1982, the Board adjusts the amount of reservabléess than ¥z years (see note 4).
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11. Initial Margin Requirements under Regulations T, U, and X
Percent of market value

" Margin Convertible Short sales,

Effective date stocks bonds T only?

1934, 0Ct. 1...ovviiiiiiiiii e . 25-45

1936, Feb. 1.. ) 25-55
APEL L oo . 55
1937, NOV. 1. . 40 R 50
1945, Feb. 5. ..o . 50 R 50
JUly 5 o . 75 oL 75
1946, Jan. 21. ... . 100 L 100
1947, Feb. 21. ... . 75 A 75
1949, Mar. 3. ..o . 50 A 50
1951, Jan. 17. ..o . 75 R 75
1953, Feb. 20..........oiiiii . 50 L 50
1955, Jan. 4 ... . 60 L 60
APr. 23 . 70 70
1958, JaNn. 16. . .cvieii . 50 L 50
AU 5 o 70 70
Oct. 16 ..o . 90 A 90
1960, July 28 ... . 70 A 70
1962, July 10 . ... . 50 R 50
1963, NOV. 6. .o . 70 R 70
1968, Mar. 11.......cvvviiiiiiininnn . 70 50 70
June 8. ... . 80 60 80
1970, May 6 ......ovviiii . 65 50 65
1971, D€C. 6. vvviii i . 55 50 55
1972, NOV. 24. ..o . 65 50 65
1974, 0an. 3 ..o . 50 50 50

Note. These regulations, adopted by the Board ofadopted effective October 15, 1934; Regulation U, effec-
Governors pursuant to the Securities Exchange Act ofive May 1, 1936; and Regulation X, effective Novem-
1934, limit the amount of credit to purchase and carryber 1, 1971. The former Regulation G, which was adopted
“margin securities” (as defined in the regulations) wheneffective March 11, 1968, was merged with Regulation U,
such value is collateralized by securities. Margin require-effective April 1, 1998.
ments on securities are the difference between the market 1. From October 1, 1934, to October 31, 1937, the
value (100 percent) and the maximum loan value ofrequirement was the margin “customarily required” by
collateral as prescribed by the Board. Regulation T washe brokers and dealers.
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12. Principal Assets and Liabilities and Number of Insured Commercial Banks
in the United States, by Class of Bank, June 30, 1999 and 1998

Millions of dollars, except as noted

Member banks N b
onmember
Item Total . banks
Total National State
1999
ASSETS
Loans and investments................. . 3,963,401 3,134,072 2,373,265 760,807 829,328
Loans, gross .{. 2,972,232 2,376,913 1,827,078 549,835 595,319
Net ..2,969,585 2,375,445 1,825,931 549,514 594,141
Investments......................... . 991,169 757,159 546,187 210,972 234,010
U.S. Treasury and federal agency

securities 307,786 205,988 140,704 65,284 101,798
[ 683,383 551,171 405,482 145,688 132,212

Cash assets, total 236,968 196,509 149,177 47,331 40,459

LIABILITIES

Deposits, total. ...l . 3,060,565 2,353,313 1,755,358 597,956 707,251

Interbank .............. ...l . 54,663 47,321 36,797 10,524 7,342
Other transaction .................... . 650,167 496,439 371,086 125,353 153,728
Other nontransaction................ . 2,355,734 1,809,553 1,347,475 462,079 546,181
Equity capital ...l . 457,393 367,684 271,058 96,626 89,709

Number of banks......................| . 8,654 3,409 2,409 1,000 5,245

1998
ASSETS
Loans and investments. . 3,644,645 2,870,285 2,193,860 676,425 774,360
Loans, gross .|. 2,763,384 2,199,633 1,720,549 479,083 563,752
Net........ ..2,760,379 2,197,968 1,719,181 478,787 562,411
Investments . 881,261 670,653 473,311 197,342 210,608
U.S. Treasury and federal agency
securities 301,052 198,655 127,701 70,954 102,397
Other................ 580,208 471,998 345,609 126,388 108,211
Cash assets, total 243,481 203,091 155,526 47,564 40,390
LIABILITIES

Deposits, total. ... . 2,933,832 2,263,347 1,708,186 555,161 670,485
Interbank ... . 56,032 48,506 38,083 10,423 7,526
Other transaction . ................... . 696,993 538,011 408,923 129,088 158,982
Other nontransaction................ . 2,180,808 1,676,831 1,261,180 415,651 503,977
Equity capital ...l . 437,465 349,619 258,305 91,313 87,847

Number of banks. .....................| . 8,962 3,534 2,547 987 5,428

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

r. Data have been revised.



368 86th Annual Report, 1999

13. Reserves of Depository Institutions, Federal Reserve Bank Credit, and Related Items—
Year-End 1918-99, and Month-End 1999

Millions of dollars

Factors supplying reserve funds
Federal Reserve Bank credit outstanding
Spe-
U.S. Treasury and cial Trea-
Peri federal agency securities draw- | sury
eriod Gold ing cur-
Other 09 | rights | renc
Held Loans | Float | Al | Federal 1, stocke Cgmf' OUt'y
Bought ;’e”pduif other! Reserve icate | stand-
- asse - ing?
Total outrightt | chase cgﬁm "o
agree-
ment?
1918.... 239 239 0 1,766 199 294 0 2,498 2,873 1,795
1919.... 300 300 0 2,215 201 575 0 3,292 2,707 1,707
1920..... 287 287 0 2687 119 262 0 3,355 2,639 1,709
1921.... 234 234 0 1,144 40 146 0 1,563 3,373 1,842
1922 ... 436 436 0 618 78 273 0 1,405 3,642 1,958
1923.... 134 80 54 723 27 355 0 1238 3,957 2,009
1924.. ... 540 536 4 320 52 390 0 1,302 4,212 2,025
1925..... 375 367 8 643 63 378 0 1,459 4,112 1,977
1926..... 315 312 3 637 45 384 0 1,381 4,205 1,991
1927..... 617 560 57 582 63 393 0 1655 4,092 ... 2,006
1928..... 228 197 31 1,056 24 500 0 1,809 3,854 ... 2,012
1929.... 511 488 23 632 34 405 0 1583 3997 ... 2,022
1930..... 739 686 43 251 21 372 0 1,373 4306 ... 2,027
1931.... 817 775 42 638 20 378 0 1853 4,173 ... 2,035
1932....| 1,855 1,851 4 235 14 41 0 2,145 4226 ... 2,204
1933....| 2,437 2,435 2 98 15 137 0 2,688 4,036 ... 2,303
1934.....| 2,430 2,430 0 7 5 21 0 2,463 8,238 . 2,511
1935.....| 2,431 2,430 1 5 12 38 0 2,486 10,125 ... 2,476
1936.....| 2,430 2,430 0 3 39 28 0 2,500 11,258 ... 2,532
1937..... 2,564 2,564 0 10 19 19 0 2,612 12,760 ... 2,637
1938.... 2,564 2,564 0 4 17 16 0 2,601 14,512 ... 2,798
1939.... 2,484 2,484 0 7 91 11 0 2,593 17,644 ... 2,963
1940..... 2,184 2,184 0 3 80 8 0 2,274 21,995 ... 3,087
1941....| 2,254 2,254 0 3 94 10 0 2,361 22,737 ... 3,247
1942....| 6,189 6,189 0 6 471 14 0 6,679 22,726 . 3,648
1943....| 11,543 11,543 0 5 681 10 0 12,239 21,938 . 4,094
1944..... 18,846 18,846 0 80 815 4 0 19,745 20,619 . 4,131
1945.....| 24,252 24,252 0 249 578 2 0 15,091 20,065 ... 4,339
1946..... 23,350 23,350 0 163 580 1 0 24,093 20529 ... 4562
1947..... 22,559 22,559 0 85 535 1 0 23,181 22,754 ... 4,562
1948 ....| 23,333 23,333 0 223 541 1 0 24,097 24,244 . .. 4,589
1949..... 18,885 18,885 0 78 534 2 0 19,499 24,427 R 4,598
1950..... 20,778 20,725 53 67 1,368 3 0 22,216 22,706 ... 4,636
1951.... 23,801 23,605 196 19 1,184 5 0 25,009 22,695 ... 4,709
1952..... 24,697 24,034 663 156 967 4 0 25,825 23,187 ... 4812
1953.... 25,916 25,318 598 28 935 2 0 26,880 22,030 ... 4,894
1954..... 24,932 24,888 44 143 808 1 0 25,885 21,713 ... 4,985
1955.....| 24,785 24,391 394 108 1,585 29 0 26,507 21,690 ... 5,008
1956.....| 24,915 24,610 305 50 1,665 70 0 26,699 21,949 ... 5,066
1957.....| 24,238 23,719 519 55 1,424 66 0 25,784 22,781 ... 5,146
1958.... 26,347 26,252 95 64 1,296 49 0 27,755 20,534 ... 5,234
1959..... 26,648 26,607 41 458 1,590 75 0 28,771 19,456 . .. 5,311

For notes see end of table.
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13.—Continued

Factors absorbing reserve funds

Deposits, other
than reserves, with Mfgsté?\;ebgank
Federal Reserve Bankg Other
rCerL:{:_ Trea- Other Ei(raéd Federal
in Yl sury Federal %Iear- Reserve
: cash Reserve, ™ lia- )
€ | hold- ac- N9 | pilitles | With | Cur-
cula- | ; Trea- | For- bal- Federal renc: Re- Ex-
h ings® ( Other | counts and Yy :
tion sury | eign ances | capitak |Reserve and | quired | cesst
Banks | coint©
4,951 288 51 96 25 118 0 0 1,636 0 1,585 51
5,091 385 51 73 28 208 0 0 1,890 0 1,822 68
5,325 218 57 5 18 298 0 0 1,781 0 0 0
4,403 214 96 12 15 285 0 0 1,753 0 1,654 99
4,530 225 11 3 26 276 0 0 1,934 0 0 0
4,757 213 38 4 19 275 0 0 1,898 0 1,884 14
4,760 211 51 19 20 258 0 0 2,220 0 2,161 59
4,817 203 16 8 21 272 0 0 2,212 0 2,256 -44
4,808 201 17 46 19 293 0 0 2,194 0 2.250 -56
4,716 208 18 5 21 301 0 0 2,487 0 2,424 63
4,686 202 23 6 21 348 0 0 2,389 0 2,430 -41
4,578 216 29 6 24 393 0 0 2,355 0 2,428 -73
4,603 211 19 6 22 375 0 0 2,471 0 2,375 96
5,360 222 54 79 31 354 0 0 1,961 0 1,994 -33
5,388 272 8 19 24 355 0 0 2,509 0 1,933 576
5,519 284 3 4 128 360 0 0 2,729 0 1,870 859
5536 3,029 121 20 169 241 0 0 4,096 0 2,282 1,814
5,882 2,566 544 29 226 253 0 0 5,587 0 2,743 2,844
6,543 2,376 244 99 160 261 0 0 6,606 0 4,622 1,984
6,550 3,619 142 172 235 263 0 0 7,027 0 5815 1,212
6,856 2,706 923 199 242 260 0 0 8,724 0 5519 3,205
7,598 2,409 634 397 256 251 0 0 11,653 0 6,444 5,209
8,732 2,213 368 1,133 599 284 0 0 4,026 0 7,411 6,615
11,160 2,215 867 774 586 291 0 0 12,450 0 9,365 3,085
15,410 2,193 799 793 485 256 0 0 13,117 0 11,129 1,988
20,499 2,303 579 1,360 356 339 0 0 12,886 0 11,650 1,236
25,307 2,375 440 1,204 394 402 0 0 14,373 0 12,748 1,625
28,515 2,287 977 862 446 495 0 0 15,915 0 14,457 1,458
28,952 2,272 393 508 314 607 0 0 16,139 0 15577 562
28,868 1,336 870 392 569 563 0 0 17,899 0 16,400 1,499
28,224 1,325 1,123 642 547 590 0 0 20,479 0 19,277 1,202
27,600 1,312 821 767 750 106 0 0 16,568 0 15550 1,018
27,741 1,293 668 895 565 714 0 0 17,681 0 16,509 1,172
29,206 1,270 247 526 363 746 0 0 20,056 0 19,667 389
30,433 1,270 389 550 455 777 0 0 19,950 0 20,520-570
30,781 761 346 423 493 839 0 0 20,160 0 19,397 763
30,509 796 563 490 441 907 0 0 18,876 0 18,618 258
31,158 767 394 402 554 925 0 0 19,005 0 18,903 102
31,790 775 441 322 426 901 0 0 19,059 0 19,089 -30
31,834 761 481 356 246 998 0 0 19,034 0 19,091 -57
32,193 683 358 272 391 1,122 0 0 18,504 0 18,574 -70
32,591 391 504 345 694 841 0 0 18,174 310 18,619-135
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13. Reserves of Depository Institutions, Federal Reserve Bank Credit, and Related Items—
Year-End 1918-99 and Month-End 1999— Continued

Millions of dollars

Factors supplying reserve funds

Federal Reserve Bank credit outstanding
Spe-
U.S. Treasury and cial Trea-
: federal agency securities draw- | sury
Period Gold ing cur-
Other 09 | rights | renc
H%ld Loans| Floaz | Al | Federal rop stocke Cgmf' OUt'y
Bought ;’e”puif other Resetr;/e icate | stand-
- asse - ing?
Total outrightt | chase cgﬁm ing
agree-
ment
1960.....| 27,384 26,984 400 33 1,847 74 0 29,338 17,767 ... 5,398
1961 .... 28,881 30,478 159 130 2,300 51 0 31,362 16,889 ... 5,585
1962 .... 30,820 28,722 342 38 2,903 110 0 33,871 15978 ... 5,567
1963....| 33,593 33,582 11 63 2,600 162 0 36,418 15513 ... 5,578
1964.....| 37,044 36,506 538 186 2,606 94 0 39,930 15388 ... 5,405
1965..... 40,768 40,478 290 137 2,248 187 0 43,340 13,733 ... 5,575
1966.....| 44,316 43,655 661 173 2,495 193 0 47,177 13,159 ... 6,317
1967..... 49,150 48,980 170 141 2,576 164 0 52,031 11,982 ... 6,784
1968.....| 52,937 52,937 0 186 3,443 58 0 56,624 10,367 ... 6,795
1969..... 57,154 7,154 0 183 3,440 64 2,743 64,584 10,367 . 6,852
1970.....| 62,142 62,142 0 335 4,261 57 1,123 67,918 10,732 400 7,147
1971....| 70,804 69,481 1,323 39 4,343 261 1,068 76,515 10,132 400 7,710
1972.....| 71,230 71,119 111 1,981 3,974 106 1,260 78,551 10,410 400 8,313
1973....| 80,495 80,395 100 1,258 3,099 68 1,152 86,072 11,567 400 8,716
1974.....| 85,714 84,760 954 299 2,001 999 3,195 92,208 11,652 400 9,253
1975.....| 94,124 92,789 1,335 211 3,688 1,126 3,312 102,461 11,599 500 10,218
1976...../104,093 100,062 4,031 25 2,601 991 3,182 110,892 11,598 1,200 10,810

1977..... 111,274 108,922 2,352 265 3,810 954 2,442 118,745 11,718 1,250 11,331
1978...../118,591 117,374 1,217 1,174 6,432 587 4,543 131,327 11,671 1,300 11,831
1979..... 126,167 124,507 1,660 1,454 6,767 704 5,613 140,705 11,172 1,800 13,083

1980..... 130,592 128,038 2,554 1,809 4,467 776 8,739 146,383 11,160 2,518 13,427
1981..../140,348 136,863 3,485 1,601 1,762 195 9,230 153,136 11,151 3,318 13,687
1982 ....148,837 144,544 4,293 717 2,735 1,480 9,890 63,659 11,148 4,618 13,786
1983..../160,795 159,203 1,592 918 1,605 418 8,728 172,464 11,121 4,618 15,732

1984...../169,627 167,612 2,015 3,577 833 0 12,347 186,384 11,096 4,618 16,418
1985..../191,248 186,025 5,223 3,060 988 0 15,302 210,598 11,090 4,718 17,075
1986...../221,459 205,454 16,005 1,565 1,261 0 17,475 241,760 11,084 5,018 17,567
1987..... 231,420 226,459 4,961 3,815 811 0 15,837 251,883 11,078 5,018 18,177
1988...../ 247,489 240,628 6,861 2,170 1,286 0 18,803 269,748 11,060 5,018 18,799
1989..... 235,417 233,300 2,117 481 1,093 0 39,631 276,622 11,059 8,518 19,628
1990...../259,785 241,431 18,354 190 2,566 0 39,880 302,421 11,058 10,018 20,404
1991....288,429 272,531 15,898 218 1,026 0 34,524 324,197 11,059 10,018 21,017
1992 ..../308,517 300,423 8,094 675 3,350 0 30,278 342,820 11,056 8,018 21,452
1993 ..../349,866 336,654 13,212 94 963 0 33,394 384,317 11,053 8,018 22,101
1994...../378,746 368,156 10,590 223 740 0 33,441 413,150 11,051 8,018 23,001
1995...../394,693 380,831 13,862 135 231 0 33,483 428,543 11,050 10,168 24,011
1996...../414,715 393,132 21,583 85 5,297 0 32,222 452,319 11,048 9,718 24,981
1997...../455,260 431,420 23,840 2,035 561 0 32,044 489,901 11,047 9,200 25,606
1998 ..../482,854 452,478 30,376 1 1,009 0 37,692 521,573 11,046 9,200 26,270
1999...../618,784 478,144 140,640 233 407 0 34,799 654,223 11,048 6,200 28,013
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13.—Continued

Factors absorbing reserve funds

Deposits, other
than reserves, with Mfgjsté?\;ebgank
Federal Reserve Bankg Other

Cur- Re-

rency Trea- Other quired Federal

in sury Federal| o, | Reserve

: cash Reserve, ™ lia- )

€ | hold- ac- N9 | pilitles | With | Cur-

cula- | ; Trea- | For- bal- Federal renc: Re- Ex-

h ings® ( Other | counts and Yy :

tion sury | eign ances | capitas |Reserve and | quired |cesgti?

Banks | coint©

32,869 377 485 217 533 941 0 0 17,081 2,544 18,988 637
33,918 422 465 279 320 1,044 0 0 17,387 2,544 18,988 96
35,338 380 597 247 393 1,007 0 0 17,454 3,262 20,071 645
37,692 361 880 171 291 1,065 0 0 17,049 4,099 20,677 471
39,619 612 820 229 321 1,036 0 0 18,086 4,151 21,663 574
42,056 760 668 150 355 211 0 0 18,447 4,163 22,848238
44,663 1,176 416 174 588 -147 0 0 19,779 4,310 24,321 -232
47,226 1,344 1,123 135 563 -773 0 0 21,092 4,631 25,905 -182
50,961 695 703 216 747 -1,353 0 0 21,818 4,921 27,439 -700
53,950 596 1,312 134 807 0 0 1,919 22,085 5,187 28,173901
57,903 431 1,156 148 1,233 0 0 1,986 24,150 5,423  30,033460
61,068 460 2,020 294 999 0 0 2,131 27,788 5,743 32,496 1,035
66,516 345 1,855 325 840 0 0 2,143 25,647 6,216 32,044 1298
72,497 317 2,542 251 1,419 0 0 2,669 27,060 6,781 35,2681,360
79,743 185 2,113 418 1,27 0 0 2,935 25843 7,370 37,0113,798
86,547 483 7,285 353 1,090 0 0 2,968 26,052 8,036 35,:471034
93,717 460 10,393 352 1,357 0 0 3,063 25,158 8,628 35,441535
103,811 392 7,114 379 1,187 0 0 3,292 26,870 9,421 37,615265
114,645 240 4,196 368 1,256 0 0 4,275 31,152 10,538 42,694893
125,600 494 4,075 429 1,412 0 0 4,957 29,792 11,429 44,227835
136,829 441 3,062 411 617 0 0 4,671 27,456 13,654 40,558 675
144,774 443 4,301 505 781 0 117 5,261 25,111 15576 42,34%42
154,908 429 5,033 328 1,033 0 436 4,990 26,053 16,666 41,391 1,328
171,935 479 3,661 191 851 0 1,013 5,392 20,413 17,821 39,17945
183,796 513 5,316 253 867 0 1,126 5,952 20,693

197,488 550 9,351 480 1,041 0 1,490 5,940 27,141

211,995 447 7,588 287 917 0 1,812 6,088 46,295

230,205 454 5,313 244 1,027 0 1,687 7,129 40,097

247,649 395 8,656 347 548 0 1,605 7,683 37,742

260,456 450 6,217 589 1,298 0 1,618 8,486 36,713

286,965 561 8,960 369 242 0 1,962 8,147 36,696
307,759 636 17,697 968 1,706 0 3,949 8,113 25,4642 n.a n.a.
334,706 508 = 7,492 206 372 0 5,898 7,984 26,181

365,277 377 14,809 386 397 0 6,332 9,292 28,619
403,851 335 7,161 250 876 0 4,197 11959 26,592
424,253 270 5,979 386 932 0 5167 12,342 24,444
450,663 249 7,742 167 892 0 6,601 13,829 17,923
482,390 225 5,444 457 900 0 6,666 15,500 24,172
517,484 85 6,086 167 1,605 0 6,784 16,354 19,522
628,359 109 28,402 71 1,261 0 7,483 17,256 16,544
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13. Reserves of Depository Institutions, Federal Reserve Bank Credit, and Related Items—
Year-End 1918-99, and Month-End 1999— Continued

Millions of dollars

Factors supplying reserve funds

Federal Reserve Bank credit outstanding
Spe-
U.S. Treasury and cial Trea-
Period federal agency securities draw- | sury
ing cur-
Other Gold | ionts | renc
Held stocke | NN y
under | Loans| Float 0{?‘1!”4 Eggg\i Total Ciigtlvfs_ s?alljrg_d—
Total Bought | repur- assets ac- ing?
outright gggs:_ count
ment
1999
Jan. ..| 461,795 454,775 7,020 60 376 0 36,700 498,930 11,048 9,200 26,397

Feb. ..] 468,814 461,372 7,442 16 184 0 34,317 503,331 11,047 9,200 26,508
Mar. ... 484,333 465,997 18,336 246 -19 0 32,600 517,159 11,049 8,200 26,638
Apr. .../ 486,106 473,884 12,222 68 -106 0 33,680 519,747 11,050 8,200 26,757
May ... 493,342 482,841 10,501 121 416 0 32,339 526,218 11,048 8,200 26,874
June ..| 499,404 485,125 14,279 220 413 0 33,018 533,056 11,046 8,200 27,004
July ... 492,827 486,352 6,475 348 -44 0 34,547 527,678 11,048 8,200 27,151
Aug. ... 502,206 490,436 11,770 338 317 0 32,622 535,483 11,045 8,200 27,298
Sept. ..| 511,338 489,275 22,063 480 231 0 34,305 546,353 11,047 7,200 27,457
Oct. ...[513,486 490,926 22,560 173 -182 0 35,273 548,750 11,049 7,200 27,636
Nov. ... 542,532 493,092 49,440 78 693 0 32,942 576,244 11,049 7,200 27,831
Dec. .., 618,784 478,144 140,640 233 407 0 34,799 654,223 11,048 6,200 28,013

Note. For a description of figures and discussion ofcapital accounts, and other liabilities and accrued divi-
their significance, seBanking and Monetary Statistics, dends, less the sum of bank premises and other assets,
1941-1970(Board of Governors of the Federal Reserveand is reported as “Other Federal Reserve accounts”;
System, 1976), pp. 507-23. Components may not sum tthereafter, “Other Federal Reserve assets” and “Other

totals because of rounding. Federal Reserve liabilities and capital” are shown
... Not applicable. separately.
r. Revised. 6. Before January 30, 1934, includes gold held in
n.a. Not available. Federal Reserve Banks and in circulation.

1. Beginning in 1969, includes securities loaned— 7. Includes currency and coin (other than gold) issued
fully guaranteed by U.S. government securities pledgedirectly by the Treasury. The largest components are
with Federal Reserve Banks—and excludes securitieBactional and dollar coins. For details see “Currency and
sold and scheduled to be bought back under matche@oin in Circulation,” Treasury Bulletin
sale—purchase transactions. 8. Coin and paper currency held by the Treasury, as

2. Beginning December 1, 1966, includes federalell as any gold in excess of the gold certificates issued
agency obligations held under repurchase agreements atalthe Reserve Bank.
beginning September 29, 1971, includes federal agency 9. Beginning in November 1979, includes reserves
issues bought outright. of member banks, Edge Act corporations, and U.S. agen-

3. Beginning in 1960, figures reflect a minor change incies and branches of foreign banks. Beginning on
concept; seéederal Reserve Bulletirvol. 47 (February November 13, 1980, includes reserves of all depository
1961), p. 164. institutions.

4. Principally acceptances and, until August 21, 1959, Beginning in 1984, data on “Currency and coin” and
industrial loans, authority for which expired on that date. “Required” and “Excess” reserves changed from daily

5. For the period before April 16, 1969, includes theto biweekly basis.
total of Federal Reserve capital paid in, surplus, other
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Factors absorbing reserve funds

Deposits, other
than reserves, with Mfgsté?\;ebgank

Federal Reserve Bankg Other
Cur- Re-
renc Trea- Other uired Federal
in Yl sury Federal %Iear- Reserve
: cash Reserve, ™ lia-
Cﬂ{";l' hold. Trea For: ac tl)r;?’ bilities F\Qgg]ral rgg::y Re Ex
h ings8 - or- count® and e -
tion 9 sury eign Other ances i Reserve and | quired! |cesgl1?

capital Banks | coint©

505,528 98 7,623 234 246
511,709 120 4,538 200 225
517,790 135 5374 166 235
519,751 167 10,040 260 263
528,042 145 5,056 157 223
532,026 90 6,720 410 241

533,517 57 4,984 257 229
538,466 84 5,559 166 225
544,101 93 6,641 243 191
555,720 94 4,527 189 202
583,103 85 5,025 501 221
628,359 109 28,402 71 1,261

6,510 16,269 9,067
6,576 16,460 10,259
6,443 16,805 16,098
6,458 17,214 11,603
6,576 17,575 14,564
6,630 17,662 15,526

18389 9,872
6725 18728 12075
6815 19105 14.869
6796 18401 8706
6924 18618 7847
7483 17056 16,544

000000 CoocooO
i
~
N
o

10. Between December 1, 1959, and November 23, 13. For the period before July 1973, includes certain
1960, part was allowed as reserves; thereafter all wadeposits of domestic nonmember banks and foreign-
allowed. owned banking institutions held with member banks and

11. Estimated through 1958. Before 1929, data wereedeposited in full with Federal Reserve Banks in connec-
available only on call dates (in 1920 and 1922 the calkion with voluntary participation by nonmember institu-
date was December 29). Beginning on September 12ions in the Federal Reserve System program of credit
1968, the amount is based on close-of-business figures foestraint.
the reserve period two weeks before the report date. As of December 12, 1974, the amount of voluntary

12. Beginning with week ending November 15, 1972,nonmember bank and foreign-agency and branch deposits
includes $450 million of reserve deficiencies on whichat Federal Reserve Banks that are associated with mar-
Federal Reserve Banks are allowed to waive penalties faginal reserves are no longer reported. However, two
a transition period in connection with bank adaptation toamounts are reported: (1) deposits voluntarily held as
Regulation J as amended, effective November 9, 1972eserves by agencies and branches of foreign banks oper-
Allowable deficiencies are as follows (beginning with ating in the United States and (2) Eurodollar liabilities.
first statement week of quarter, in millions): 1973—Q1, 14. Adjusted to include waivers of penalties for re-
$279; Q2, $172; Q3, $112; Q4, $84; 1974—Q1, $67; Q2serve deficiencies, in accordance with change in Board
$58. The transition period ended with the second quartepolicy effective November 19, 1975.
of 1974.
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14. Banking Offices and Banks Affiliated with Bank Holding Companies in the United
States, December 31, 1998 and 1999

Commercial banks
State-
) chartered
Type of office Total Member savings
Total Nonmembel  banks
Total National State
All banking offices
BANKS
Number, Dec. 31, 1998 . 9,189 8,729 3,401 2,408 993 5,328 460
Changes during 1999
New banks............. 259 237 86 53 33 151 22
Banks converted
into branches. ...... -411 -394 -193 -129 -64 -201 -17
Ceased banking
operatio .......... -50 -45 -16 -13 -3 -29 -5
Other ......... 2 43 -7 50 -41 -2
Net change -202 -200 -80 -96 16 -120 -2
Number, Dec. 31, 1999.. 8,987 8,529 3,321 2,312 1,009 5,208 458
BRANCHES AND
ADDITIONAL OFFICES
Number, Dec. 31, 1998 . 65,916 62,648 45,995 35,337 10,658 16,653 3,268
Changes during 1999
New branches.......... 2,197 2,040 1,309 901 408 731 157
Branches converted
from banks......... 411 397 223 150 73 174 14
Discontinued .. -1,210 -1,158 -934 -768 -166 -224 -52
Other ......... 0 129 433 193 240 -304 -129
Net change 1,398 1,408 1,031 476 555 377 -10
Number, Dec. 31, 1999 . 67,314 64,056 47,026 35,813 11,213 17,030 3,258
Banks affiliated with bank holding companies
BaANKs
Number, Dec. 31, 1998 . 6,988 6,850 2,817 1,984 833 4,033 138
Changes during 1999
BHC-affiliated
new banks.........| 281 264 110 66 44 154 17
Banks converted
into branches....... -365 -352 -173 -117 -56 -179 -13
Ceased banking
operatior? .......... -46 -42 -15 -12 -3 =27 -4
Other® ......... 0 2 33 -7 40 -31 -2
Net change -130 -128 -45 =70 25 -83 -2
Number, Dec. 31, 1999.. 6,858 6,722 2,772 1,914 858 3,950 136

1. For purposes of this table, banks are entities thatlefined as an insured bank in section 3(h) of the FDIC
are defined as banks in the Bank Holding Company Acict. Covers entities in the United States and its territories
as amended and implemented in Federal Reserve Reguland possessions (affiliated insular areas).
tion Y. Generally, a bank is any institution that accepts 2. Institutions that no longer meet the Regulation Y
demand deposits and is engaged in the business dEfinition of bank.
making commercial loans or any institution that is 3. Interclass changes and sales of branches.
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15. Mergers, Consolidations, and Acquisitions of Assets or Assumptions of Liabilities
Approved by the Board of Governors, 1999

A. Mergers Approved Involving Wholly Owned Subsidiaries of Different Holding
Companies

The following transactions involve banks thaton competition. Also, in each case the Federal
are subsidiaries of different bank holding compaReserve determined that the banking factors and
nies. In each case tfuMmARY REPORT BY THE  considerations relating to the convenience and
ATTORNEY GENERAL indicated that the transac- needs of the community to be served were consis-
tion would not have a significant adverse effectent with approval.

o Assets Date Date of Board of
Institution® (millions Summary | Governors
of dollars) |Report issued approva comment

People First Bank, Hennessey,
Oklahoma...........ccoooviiiiiiit . 394  12-15-98 1-4-99 The parties
to merge with operate in the
First State Bank, Hobart, Oklahoma. . 37 same market
Centura Banks, Inc., Rocky Mount,
North Carolina........................ . 7,000 12-30-98 1-8-99 The parties
to acquire assets and liabilities of operate in the
First Coastal Bank, Virginia Beach, same market
Virginia (20 branches)................. . 582
First State Bank, Brunsville, lowa. . ... 14 1-14-99 1-8-99 The parties
to merge with operate in the
Farmers State Bank, Merrill, lowa.. ... 25 same market
Anadarko Bank and Trust Company,
Anadarko, Oklahoma.................. . 39 1-14-99 1-12-99 The parties
to acquire assets and liabilities of operate in the
BanckFirst, Oklahoma City, Oklahoma same market
(X branch) ......ccoooviiiiiiiiinina... . 17
Mobile County Bank, Grand Bay,
Alabama.........coooiiiiiiii . 23 1-14-99 1-22-99 The parties
to acquire assets and liabilities of operate in the
Union Planters Bank, N.A., Memphis, same market
Tennessee (1 branch)................. . 9
F&M Bank—Northern Virginia,
Fairfax, Virginia....................... . 658 1-28-99 2-17-99 The parties
to merge with operate in the
Security Bank Corporation, Manassas, same market
Virginia ... .. 60
Manufacturers and Traders
Trust Company, Buffalo, New York...| 19,000 2-11-99 2-22-99 The parties
to acquire assets and liabilities of operate in the
First National Bank of Rochester, same market
Rochester, New York (4 branches)... 568
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- Assets Date Date of Board of
Institution® (millions Summary | Governors
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Compass Bank (Arizona Bank),
Tucson, ArizoNa.........coveeveeinnn.. . 803 12-15-98 3-3-99 The parties
to acquire assets and liabilities of do not operate
Norwest Bank Arizona, N.A., Phoenix, in the same
Arizona (14 branches)................. . 597 market
Compass Bank, Birmingham,
Alabama. ... 17,700 3-15-99 3-3-99 The parties
to merge with do not operate
Compass Bank—Colorado, Englewood, in the same
Colorado. ... . 291 market
Bank of Oakfield, Oakfield,
WIiSCONSIN . ...iiiiiii e 28 3-15-99 3-4-99 The parties
to merge with operate in the
M&I Central State Bank, same market
Ripton, Wisconsin (1 branch)......... 8
Premier Bank, Lenexa, Kansas....... 117 4-6-99 3-30-99 The parties
to merge with do not operate
Bank of Craig, Craig, Missouri........ 8 in the same
market
Northwestern Bank, Chippewa Falls,
WISCONSIN ... 177 3-30-99 3-30-99 The parties
to merge with operate in the
M&I Community State Bank, same market
Eau Claire, Wisconsin (1 branch)..... 11,400
WestStar Bank, Vail, Colorado........ 294 4-20-99 4-12-99 The parties
to acquire assets and liabilities of operate in the
World Savings Bank and World Savings same market
and Loan, Oakland, California........ 43
First Interstate Bank, Billings,
Montana..........oveiiiiiiiii e .. 1,608 4-6-99 4-15-99 The parties
to acquire assets and liabilities of operate in the
First National Bank of Montana, Libby, same market
Montana (2 branches)................. . 2
Union Colony Bank, Greeley,
Colorado. ......covviiiiiiii .. 249 4-20-99 4-23-99 The parties
to acquire assets and liabilities of operate in the
World Savings and Loan Association, same market
Brighton, Colorado (1 branch)......... a7
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Central Savings Bank, Sault Saint
Marie, Michigan ......................[. 120 5-3-99 5-7-99 The parties
to acquire assets and liabilities of operate in the
North Country Bank & Trust, same market
Mainstique, Michigan (2 branches)... 12
Summit Bank, Bethlehem,
Pennsylvania.......................... . 2,900 5-24-99 5-17-99 The parties
to merge with operate in the
Prime Bank, Philadelphia, same market
Pennsylvania........................ .. . 1,000
Eaton Bank, Eaton, Colorada........ 248 5-24-99 5-19-99 The parties
to acquire assets and liabilities of operate in the
World Savings Bank and World Savings same market
and Loan Association, Oakland,
California..........ooooiiiiiiiiiiin L. 47
FCNB Bank, Frederick, Maryland..... 1,300 6-4-99 5-19-99 The parties
to merge with operate in the
First Bank of Frederick, Frederick, same market
Maryland ..o 122
Republic Security Bank, West Palm
Beach, Florida........................ . 3,000 6-4-99 5-26-99 The parties
to merge with operate in the
First National Bank of Central Florida same market
Longwood, Florida..................... . 137
Old Kent Bank, Grand Rapids,
Michigan ..........ccooiiiiiiiii.n. 16,000 6-4-99 5-27-99 The parties
to merge with do not operate
Community First Bank, Lansing, in the same
Michigan ... 900 market
Chemical Bank Bay Area, Bay City,
Michigan ... 214 6-22-99 6-9-99 The parties
to acquire assets and liabilities of operate in the
National City Bank Michigan/lllinois, same market
Bannockburn, lllinois (2 branches)... 32
Laurel Bank, Johnstown,
Pennsylvania.......................... . 1,900 6-22-99 6-10-99 The parties
to merge with operate in the
First Philson Bank, N.A., Berlin, same market
Pennsylvania.......................... . 212




378 86th Annual Report, 1999

15. Mergers, Consolidations, and Acquisitions of Assets or Assumptions of Liabilities
Approved by the Board of Governors, 1999—Continued

A. Mergers Approved Involving Wholly Owned Subsidiaries of Different Holding

Companies—Continued

- Assets Date Date of Board of
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Citizens Banking Company,
Salineville, Ohio ....................... . 1,800 6-4-99 6-17-99 The parties
to acquire assets and liabilities of operate in the
First Western Bank, N.A., New Castle same market
Pennsylvania (43 branches).......... 2,000
Mid American National Bank and
Trust Company, Toledo, Ohio........, 2,000 6-4-99 6-17-99 The parties
to acquire assets and liabilities of operate in the
First Federal Bank, F.S.B., same market
Bowling Green, Ohio (4 branches).... 168
First American Bank & Trust Compan
Purcell, Oklahoma..................... . 98 6-4-99 6-18-99 The parties
to acquire assets and liabilities of do not operate
Dewey County State Bank, Taloga, in the same
Oklahoma (1 branch).................. . 16 market
F&M Bank—Winchester, Winchester,
Virginia . ... .. 802 6-30-99 6-28-99 The parties
to acquire assets and liabilities of operate in the
Wachovia Bank, N.A., Winston—Salem, same market
North Carolina (2 branches).......... 26
Bank of Utah, Ogden, Utah........... 330 7-15-99 7-16-99 The parties
to acquire assets and liabilities of do not operate
First Commerce Bank, in the same
Logan, Utah (19 branches)........... 30 market
Old Kent Bank, Grand Rapids,
Michigan ... 16,600 7-29-99 7-28-99 The parties
to merge with do not operate
Pinnacle Bank, Cicero, lllinois......... 870 in the same
market
Clear Lake Bank and Trust Company.
Clear Lake, lowa..............c..oooeed . 141 7-29-99 7-30-99 The parties
to acquire assets and liabilities of operate in the
Liberty Bank, F.S.B. (Liberty), same market
Arnolds Park, lowa (1 branch)........| 22
Glacier Bank, Kalispell, Montana..... 370 8-12-99 8-6-99 The parties
to acquire assets and liabilities of do not operate
Washington Mutual Bank, FSB, in the same
Salt Lake City, Utah (2 branches)..... 82 market
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Orrstown Bank, Orrstown,
Pennsylvania.......................... . 239 9-2-99 8-9-99 The parties
to acquire assets and liabilities of do not operate
Sovereign Bank, Wyomissing, in the same
Pennsylvania (1 branch).............. 5 market
Pullman Bank and Trust Company,
Chicago Illinois ............c..oooeeee 494 9-2-99 8-13-99 The parties
to merge with operate in the
Chicago City Bank and Trust Company, same market
Chicago lllinois ............cooooveeei . 169
Manufacturers & Traders Trust
Company, Buffalo, New York.......... 20,000 7-15-99 8-16-99 The parties
to acquire assets and liabilities of operate in the
Chase Manhattan Bank, same market
New York, New York (33 branches)...| 291,000
Bank lowa, Red Oak, lowa........... 20 7-29-99 8-18-99 The parties
to acquire assets and liabilities of operate in the
US Bank, N.A., Minneapolis, same market
Minnesota (1 branch).................| 20
Citizens Bank, Flint, Michigan......... 4,000 9-2-99 8-19-99 The parties
to acquire assets and liabilities of operate in the
Bank One Michigan, Detroit, same market
Michigan (15 branches)............... 23,000
Sky Bank, Salineville, Ohio........... 1,800 9-2-99 8-19-99 The parties
to merge with operate in the
Mahoning National Bank of same market
Youngstown, Youngstown, Ohia...... 808
Banco Popular North America,
New York, New York ..................| 4,000 7-29-99 8-20-99 The parties
to merge with do not operate
Banco Popular, N.A. (Texas), in the same
Houston, Texas....................... . 125 market
Texas State Bank, McAllen, Texas... 2,000 7-29-99 8-23-99 The parties
to merge with do not operate
Harlingen National Bank, in the same
Harlingen, Texas............cccoviienn . 212 market
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Compass Bank, Birmingham,
Alabama...........oiiiiiiiiii .. 16,400 9-2-99 8-26-99 The parties
to merge with operate in the
Hartland Bank, National Association, same market
AuStin, TeXas.......ovvvvvrerinnnnnnn. . 294
Cumberland Bank, Carthage,
TEeNNESSee. .....ovvviiieiiiiieeee . 158 9-23-99 9-3-99 The parties
to acquire assets and liabilities of do not operate
American City Bank, in the same
Tullahoma, Tennessee (2 branches). 104 market
United Bank of Philadelphia,
Philadelphia, Pennsylvania........... 114 7-29-99 9-7-99 The parties
to acquire assets and liabilities of operate in the
First Union National Bank, same market
Charlotte, North Carolina
(4branches)........cccooviiiiiiiian . 230,000
Citizens Bank & Trust Company,
Okmulgee, Oklahoma................. . 83 9-2-99 9-14-99 The parties
to acquire assets and liabilities of operate in the
Bank of Oklahoma, N.A., same market
Tulsa, Oklahoma (3 branches).......| 2
Fifth Third Bank of Indiana,
Indianapolis, Indiana.................. . 1,380 9-2-99 9-14-99 The parties
to merge with operate in the
Civitas Bank, St. Joseph, Michigan. .. 7,700 same market
Fifth Third Bank of Kentucky,
Louisville, Kentucky ................... . 1,960 9-2-99 9-14-99 The parties
to acquire assets and liabilities of operate in the
Civitas Bank, Louisville, same market
Kentucky (4 branches)................ . 1
Ohio Bank, Findlay, Ohia............. 1,200 9-23-99 9-15-99 The parties
to acquire assets and liabilities of do not operate
National City Bank, in the same
Kenton, Ohio (1 branch).............. 31 market
Sky Bank, Salineville, Ohio........... 1,800 9-23-99 9-15-99 The parties
to acquire assets and liabilities of do not operate
National City Bank, Wellsville, in the same
Ohio (L branch).................ooet . 7 market
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Southern Financial Bank,
Warrenton, Virginia.................... . 272 9-2-99 9-15-99 The parties
to merge with operate in the
Horizon Bank of Virginia, same market
Merrifield, Virginia ....................[. 135
Fifth Third Bank—Indiana,
Indianapolis, Indiana.................. . 1,384 9-23-99 9-20-99 The parties
to merge with operate in the
Peoples Bank & Trust Company, same market
Indianapolis, Indiana.................. . 672
First Bank of Philadelphia,
Philadelphia, Pennsylvania........... 71 7-29-99 9-21-99 The parties
to merge with operate in the
Pennsylvania Savings Bank, same market
Philadelphia, Pennsylvania........... 182
Pinnacle Bank, Papillion,
Nebraska................ooooiii . 259 9-2-99 9-24-99 The parties
to merge with do not operate
Waverly Bank, Waverly, Missourri..... 22 in the same
market
Union Colony Bank, Greeley,
Colorado..........coovvviiiiiin .. 279  10-13-99 10-18-99 The parties
to merge with do not operate
First National Bank of Johnstown, in the same
Johnstown, Colorado.................. . 34 market
Compass Bank, Birmingham,
Alabama............ccooiiiiiiiii .. 18,000 10-27-99 11-5-99 The parties
to acquire assets and liabilities of do not operate
Western Bank, Albuquerque, in the same
New Mexico (10 branches)........... 274 market
UnionBank, West, Macomb, lllinois... 141 10-27-99 11-5-99 The parties
to acquire assets and liabilities of do not operate
Associated Bank, Illinois N.A., in the same
Rockford, lllinois (1 branch).......... 2,700 market
Peapack Gladstone Financial
Corporation, Gladstone, New Jersey. 409 10-27-99 11-12-99 The parties
to merge with operate in the
Chatham Savings, F.S.B., same market
Chatham, New Jersey................. . 81
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Valencia Bank & Trust,
Santa Clarita, California............... 185 10-13-99 11-16-99 The parties
to acquire assets and liabilities of operate in the
First Valley National Bank, same market
Lancaster, California (2 branches).... 38
Provident Bank, Cincinnati, Ohia..... 8,000 11-10-99 11-17-99 The parties
to acquire assets and liabilities of operate in the
Centennial Bank, Cincinnati, Ohio same market
(8branches)..........coovvvviiiiiian . 803
Midwest Bank of Western lllinois,
Monmouth, lllinois..................... . 143 10-10-99 12-3-99 The parties
to acquire assets and liabilities of do not operate
Associated Bank lllinois, N.A., in the same
Rockford, lllinois (1 branch).......... 17 market
Republic National Bank of New York,
New York, New York .................. 49,000 9-2-99 12-6-99 The parties
to merge with operate in the
HSBC Bank USA, Buffalo, same market
New YOrk ........ccoovviiiiiininnand.. 34,000
First Security Bank of Nevada,
Las Vegas, Nevada................... .. 1,500 12-10-99 12-16-99 The parties
to acquire assets and liabilities of operate in the
Nevada State Bank, same market
Las Vegas, Nevada (42 branches).... 1,200
Grant County Bank,
Medford, Oklahoma................... . 51 12-22-99 12-22-99 The parties
to acquire assets and liabilities of operate in the
First Capital Bank, same market
Guthrie, Oklahoma (1 branch)......... 389
Bank of Colorado, Fort Lupton,
Colorado. ......covvviiiiiii .. 445  12-22-99 12-31-99 The parties
to acquire assets and liabilities of do not operate
Burns National Bank, in the same
Durango, Colorado (1 branch)........ 145 market
Effingham State Bank,
Effingham, Illinois .....................[. 193 12-22-99 12-31-99 The parties
to acquire assets and liabilities of do not operate
Associated Bank lllinois, National in the same
Association, Rockford, Illinois market
(A branch).....ccoooiviiiii 25

Footnotes appear at the end of table 15, C.
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B. Mergers Approved Involving Wholly Owned Subsidiaries of the Same Bank Holding
Company

The following transactions involve banks that areof the Board of Governors, whichever approved
subsidiaries of the same bank holding company. Ithe application, determined that the competitive
each case, thBummaRrYy REPORT By THE ATTOR-  effects of the proposed transaction, the financial
NEY GENERAL indicated that the transaction would and managerial resources and prospects of the
not have a significantly adverse effect on competibanks concerned, as well as the convenience and
tion because the proposed merger is essentially rieeds of the community to be served were consis-
corporate reorganization. The Board of Govertent with approval.

nors, the Federal Reserve Bank, or the Secretary

Assets
Institutiont (millions aDatﬁ)\?;
of dollars) PP

Union Bank & Trust Company, Bowling Green, Virginia.......... 420 1-28-99
Merger
King George State Bank, King George, Virginia................... . 73
Baylake Bank, Sturgeon Bay, Wisconsin.....................o..... . 486 2-5-99
Merger
Baylake Bank, N.A., Poy Sippi, Wisconsin........................ . 98
First Virginia Bank—Southwest, Roanoke, Virginia................. . 821 2-11-99
Merger
First Virginia Bank—Clinch Valley, Tazewell, Virginia.............. 266
First Virginia Bank—Piedmont, Lynchburg, Virginia................ . 222
First Virginia Bank—Franklin County, Rocky Mount, Virginia....... 139
First Liberty Bank & Trust, Jermyn, Pennsylvania................. . 352 2-12-99
Merger
NBO National Bank—Olyphant, Olyphant, Pennsylvania.......... 164
NBO National Bank—Scranton, Scranton, Pennsylvania.......... 69
NBO National Bank—Pittston, Pittston, Pennsylvania.............. . 32
First Community Bank, Glasgow, Montana........................ . 112 3-4-99
Merger
First Community Bank of Froid, Froid, Montana ................... . 12
Pinnacle Bank—Torrington, Torrington, Wyoming.................. . 87 3-18-99
Merger
Pinnacle Bank of Cheyenne, Cheyenne, Wyoming................ . 19
Citizens Bank and Trust Company, Van Buren, Arkansas........ 187 3-19-99
Merger
River Bank & Trust Company, Lavaca, Arkansas.................. . 81
Adams Bank, Ogallala, Nebraska ..................ocoiiiiiiinid . 230 3-24-99
Merger
Bank of Indianola, Indianola, Nebraska............................ - 22
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Assets
Institutiont (millions aDat%\?Ll
of dollars) PP

Pinnacle Bank, Papillion, Nebraska.....................oooooiiin . 242 3-25-99
Merger
Gretna State Bank, Gretna, Nebraska ............................. . 25
Farmers Bank of Maryland, Annapolis, Maryland.................. . 887 4-6-99
Merger
First Virginia Bank—Maryland, Upper Marlboro, Maryland.......... 290
Fifth Third Bank, Florida, Naples, Florida.......................... . 240 4-27-99
Merger
South Florida Bank, Fort Myers, Florida........................... . 90
BANKFIRST, Sioux Falls, South Dakota........................... . 221 5-12-99
Merger
Minnesota BANKFIRST, Minneapolis, Minnesota. ................. . 135
First Security Bank of Nevada, Las Vegas, Nevada............... . 1,100 5-14-99
Merger
Nevada Banking Company, Stateline, Nevada.................... . 128
Comstock Bank, Reno, Nevada....................ooooinnnnn .. 223
Community First Bank & Trust, Celina, Ohio...................... . 645 5-21-99
Merger
Union Trust Bank, Union City, Indiana.......................oo. .. .. 45
Pullman Bank and Trust Company, Chicago, lllinois.............. . 914 5-21-99
Merger
Regency Savings Bank—Chicago Branch, Chicago, lllinois....... 44
Regency Savings Bank-Dolton Branch, Dolton, lllinois........... 146
Regency Savings Bank—Sauk Village Branch, Sauk Village, lllingis .. 21
Regency Savings Bank-Lansing Branch, Lansing, lllinais........ 61
Regency Savings Bank—Chicago Branch, Chicago, lllinois....... 78
F&M Bank—lowa Central, Marshalltown, lowa.....................| . 350 6-14-99
Merger
F&M—lowa South Central, Grinnell, lowa.......................... . 121
F&M-lowa Story County, Story County, lowa..................... . 91
First Virginia Bank of Tidewater, Norfolk, Virginia.................. . 534 6-16-99
Merger
First Virginia Bank—Commonwealth, Newport News, Virginia.... . 253
lowa State Bank, Calmar, lowa..............cooviiiiiiiiieinnann. .. 22 6-16-99
Merger
Ossian State Bank, Ossian, [oWa. .............coviviiiiiiiiiiaa.., . 23
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Fifth Third Bank of Central Kentucky, Inc., Cynthiana, Kentucky. . 61 6-17-99
Merger
Fifth Third Bank of Central Kentucky, Inc., Louisville, Kentucky. . . 1,870
Civitas Bank, St. Joseph, Michigan................ooiiiiiiiiinn, .. 7,200 7-14-99
Merger
First Indiana Bank, F.S.B., Indianapolis, Indiana (5 branches).... 132
WestStar Bank, Vail Colorado. ............c.cooiiiiiiiiiiiiiiinans . 290 7-15-99
Merger
Bank of Telluride, Telluride, Colorado...............covvvviiiaa.... .. 86
Western Colorado Bank, Montrose, Colorado. .................... . 58
County Bank, Merced, California...............coooiiiiiiiiiiiaooy . 441 7-16-99
Merger
Town and Country Finance and Thrift, Turlock, California........ a7
First American Bank, Carpentersville, lllinois...................... . 1,142 7-27-99
Merger
First American Bank, Joliet, lliN0is................ccooeviii.n. . 126
First American Bank, Kankakee, lllinois............................ . 133
Compass Bank, Birmingham, Alabama............................ .. 16,400 7-28-99
Merger
Arizona Bank, TUCSON, AMNZONA. . ......cuueiiieiieeieeiieannnns .. 833
First Interstate Bank, Billings, Montana............................ - 1,561 7-29-99
Merger
Security State Bank and Trust Company, Polson, Montana...... 62
Fort Madison Bank & Trust Co., Fort Madison, lowa.............. A 113 8-5-99
Merger
Bank of Dallas City, Dallas City, lllinois...............ccooovveeen. . 14
Effingham State Bank, Effingham, Illinois.......................... . 162 8-6-99
Merger
State Bank of Farina, Farina, lllinois.....................oooes. .. 29
Fifth Third Bank of Lexington, Inc., Lexington, Kentucky.......... 203 8-19-99
Merger
Fifth Third Bank, Kentucky, Inc., Louisville, Kentucky............. 1,973
Fifth Third Kentucky, Inc., Louisville, Kentucky..................... . 1,973 8-19-99
Merger
Fifth Third Bank of Lexington, Inc., Lexington, Kentucky.......... 201
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Assets
Institutiont (millions Date Ofl
of dollars) approva
Pinnacle Bank, Papillion, Nebraska.....................oooooiiin . 259 10-14-99
Merger
Pinnacle Bank, Palmer, Nebraska................coooviiiiiiiin. . 18
Pinnacle Bank, N.A., Central City, Nebraska...................... . 33
Provident Bank, Cincinnati, OhiQ.............cooveiiiiiieiiinnn, .. 8,071 10-25-99
Merger
Oak Hill Savings and Loan Company, Cincinnati, Ohia........... 277
The Bank of Orange, County, Fountain Valley, California......... 95 10-27-99
Merger
Security First Bank, Fullerton, California........................... . 51
CalWest Bank, Downey, California................cooooiiiiiiainn, . 62 10-27-99
Merger
National Business Bank, Torrance, California..................... . 13
AmSouth Bank, Birmingham, Alabama............................ .. 20,500 11-2-99
Merger
First American National Bank, Nashville, Tennessee.............. . 21,300
SunTrust Bank, Atlanta, Atlanta, Georgia..............ccoovveeenn. . 20,100 11-18-99
Merger
SunTrust Bank, Alabama, N.A., Florence, Alabama............... . 374
SunTrust Bank, Central Florida, N.A., Orlando, Florida........... 8,619
SunTrust Bank, East Central Florida, Daytona Beach, Flarida. ... 1,268
SunTrust Bank, Gulf Coast, Sarasota, Florida.................... . 2,249
SunTrust Bank, Miami, N.A., Miami, Florida....................... . 5,405
SunTrust Bank, Mid-Florida, Lakeland, Florida..................... . 1,050
SunTrust Bank, Nature Coast, Brooksville, Florida................ . 1,775
SunTrust Bank, North Central Florida, Ocala, Florida............. ! 1,034
SunTrust Bank, North Florida, N.A., Jacksonville, Florida........ 1,137
SunTrust Bank, South Florida, N.A., Fort Lauderdale, Florida..... 4,725
SunTrust Bank, Southwest Florida, Fort Myers, Florida............ 1,614
SunTrust Bank, Northwest Florida, Tallahassee, Florida.......... 1,199
SunTrust Bank, Tampa, Florida. ............ccoooviiiiiiiinn. .. 2,835
SunTrust Bank, Northeast Georgia, N.A., Athens, Georgia....... 694
SunTrust Bank, Southeast Georgia, N.A., Brunswick, Georgia... . 573
SunTrust Bank, West Georgia, N.A., Columbus, Georgia......... 551
SunTrust Bank, Augusta, N.A., Evans, Georgia. ................... . 586
SunTrust Bank, South Georgia, N.A., Leesburg, Georgia........ 721
SunTrust Bank, Middle Georgia, N.A., Macon, Georgia........... 675
SunTrust Bank, Northwest Georgia, N.A., Rome, Georgia....... 365
SunTrust Bank, Savannah, N.A., Savannah, Georgia............. ) 710
SunTrust Bank, Chattanooga, N.A., Chattanooga, Tennessee.... 1,570
SunTrust Bank, East Tennessee, N.A., Knoxville, Tennessee..... 2,210
SunTrust Bank, Nashville, N.A., Nashville, Tennessee............ 4,947
SunTrust Bank, South Central Tennessee, N.A., Pulaski, Tennessee .. 337
Crestar Bank, Richmond, Virginia.............oooiiiiiiinn, .. 25,659
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SunTrust Bank, Atlanta, Atlanta, Georgia. .............c.cooveeenn. . 20,701 11-24-99
Merger
STI Capital Management, N.A., Orlando, Florida.................. . 9
F&M Bank Northeast, Pulaski, Wisconsin......................... . 355 12-2-99
Merger
F&M Bank—Algoma, Algoma, Wisconsin............c.oevevvnannn. . 94
F&M Bank—Appleton, Appleton, Wisconsin........................ . 76
F&M Bank-Brodhead, Brodhead, Wisconsin...................... . 37
F&M Bank—Central, Stevens Point, Wisconsin....................| . 138
F&M Bank-Darlington, Darlington, Wisconsin..................... . 112
F&M Bank—Elkhorn, Elkhorn, Wisconsin........................... . 96
F&M Bank-East Troy, East Troy, Wisconsin...................... . 57
F&M Bank—Grant County, Fennimore, Wisconsin................. . 134
F&M Bank—Hilbert, Hilbert, Wisconsin....................coooee... . 34
F&M Bank-Jefferson, Jefferson, Wisconsin....................... . 97
F&M Bank—Kiel, Kiel, Wisconsin. ...........ccoviiiiiiiiiinannn.. . 45
F&M Bank—Kaukauna, Kaukauna, Wisconsin..................... . 149
F&M Bank-Lakeland, Woodruff, Wisconsin....................... . 197
F&M Bank-Landmark, Hudson, Wisconsin........................ . 47
F&M Bank—New London, New London, Wisconsin................ . 38
F&M Bank—Prairie du Chien, Prairie du Chien, Wisconsin........ 98
F&M Bank—Superior, Superior, WiSconsin.............cccvuieenn. . 35
F&M Bank—Waushara County, Waucoma, Wisconsin............. A 107
F&M Bank-Winnegago County, Omro, Wisconsin................. . 102
Wesbanco Bank Wheeling, Wheeling, West Virginia.............. . 1,111 12-7-99
Merger
Wesbanco Bank Charleston, Charleston, West Virginia............ 144
Wesbanco Bank Fairmont, Fairmont, West Virginia................ . 575
Wesbanco Bank Parkersburg, Parkersburg, West Virginia......... 426
Columbia Bank, Tampa, Florida..............ccoooiiiiiiiiieaan . 78 12-8-99
Merger
Southern Exchange Bank, Tampa, Florida........................ . 220
Gold Bank, Leawood, Kansas. ...........c.c.cooiiiiiiiiiiieiiiinnns . 329 12-22-99
Merger
Citizens State Bank & Trust Company, Seneca, Kansas.......... 67
Peoples National Bank, Clay Center, Kansas..................... . 133
Farmers National Bank, Oberlin, Kansas.......................... . 52
First National Bank in Alma, Alma, Kansas........................ . 31
Farmers State Bank, Sebetha, Kansas.......................o.ee . 58
Peoples State Bank, Colby, Kansas. ...............ccceviiiiid . 26
The First State Bank & Trust Company, Pittsburg, Kansas....... 115

Footnotes appear at the end of table 15, C.
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C. Mergers Approved Involving a Non-Operating Institution with an
Existing Bank

The following transactions have no significantpany, the merger would have no effect on competi-
effect on competition; they merely facilitate thetion. The Board of Governors, the Federal Reserve
acquisition of the voting shares of a bank (orBank, or the Secretary of the Board, whichever
banks) by a holding company. In such cases, thapproved the application, determined that the pro-
SUMMARY REPORT BY THE ATTORNEY GENERAL posal would, in itself, have no adverse competitive
indicates that the transaction will merely combineeffects and that the financial factors and consider-
an existing bank with a non-operating institution;ations relating to the convenience and needs of the
in consequence, and without regard to the acquiscommunity were consistent with approval.

tion of the surviving bank by the holding com-

Assets
Institutiont (millions
of dollars}

Date of
approval

First American Bank and Trust Company, Purcell, Oklahama........ 96 1-21-99
Merger
First American Bank (Interim Branch), Maysville, Oklahoma.........

Frontier Bank of Laramie County, Cheyenne, Wyoming.............. . 21 3-18-99
Merger
Pinnacle Bank of Cheyenne (Interim Branch), Cheyenne, Wyoming.

Minster Bank, Minster, Ohi0.........coovviiiiii i 181 5-6-99
Merger
MSB Interim Bank, Minster, Ohio. ............cccoiiiiiiiiiie i ..

Lemay Bank and Trust Company, St. Louis, MissouUfi................. . 561 5-25-99
Merger
LBT Interim Bank, St. Louis, MiSSOUN. ..........coiiiiiiiiiiieeinnn, .

Community First Bank, Lansing, Michigan............................. . 900 5-27-99
Merger
CFSB Acquisition Corp., Lansing, Michigan. .......................... .

State Bank of Remington, Inc., Remington, Virginia................... . 70 7-7-99
Merger
JRB Acquisition Bank, Inc., Suffolk, Virginia...................oooee. .

Main Street Bank, Reading, Pennsylvania............................. .. 1,291 8-2-99
Merger
Main Street Bank New Jersey (in formation), Lambertville, New Jersey ..

Harlingen National Bank, Harlingen, Texas................ooviiiian . 212 8-23-99
Merger
Texas Regional Acquisition Corp., Delaware. ......................... .

The Vintage Bank, Napa, California................coooiiviiiiiiina.. .. 191 10-4-99
Merger
The Vintage Merger Co., Napa, California......................ooooe ..
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15.—Continued

C.—Continued
Assets
Institutiont (millions aDat%\?Ll
of dollars) PP

First National Bank of Johnstown, Johnstown, Colorado.......... 34 10-18-99
Merger
FN Acquisition Corp., Johnstown, Colorado....................... .
Potomac Valley Bank, Petersburg, West Virginia.................. . 92 11-26-99
Merger
Potomac Interim Bank, Inc., Petersburg, West Virginia............
First State Bank, Oklahoma City, Oklahoma...................... . 112 11-30-99
Merger
First State Bank, Oklahoma City, Oklahoma...................... .

1. Each proposed transaction was to be effected under 2. Where no assets are listed, the bank is newly orga-
the charter of the first named bank. The entries are imized and not in operation.
chronological order of approval. Some transactions
include the acquisition of certain assets and liabilities of
the affiliated bank.
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Index

1st Source,98

Account Management Agent software,
163
Agreement corporations, 127
Agriculture, U.S. Department of, 98, 162
Applications, processing of, 143
Assets and liabilities
Banks, insured commercial, by class,
367
Board of Governors, 324
Federal Reserve Banks, 334, 346-9
Auditing, banks and savings associations,
132
Automated clearinghouse services, 156
Automated teller machines, 105
Availability of Funds and Collection of
Checks SeeRegulations: CC)

Balance sheet, Federal Reserve priced
services,167
Balance sheets, Board of Governors, 324
Bank examiners, training, 106
Bank holding companies
Applications, 110
Gramm-Leach-Bliley Act, 175
Inspections, 121
Municipal securities dealers and
securities subsidiaries, 123

Banking organizations, U.S.—Continued
Internal control, accounting, and
disclosure, 132
Overseas investments, 143
Proposals, 144
Recourse obligations, 129
Risk-focused supervision of large, 124,
136
Structure, regulation of, 140-5
Surveillance, 125
Banks and savings associations, external
auditing, 132
Basel Capital Accord, 118
Basel Committee on Banking Supervision
Reports, 133
Review of Capital Accord, 117
Board of GovernorsSee alsd-ederal
Reserve System)
Bank mergers, consolidations, and
acquisitions, list, 375-89
Consumer Advisory Council, 99, 293
Financial statements, 323-31
Members and officers, lists, 289-91,
318-20
Policy actions, 185-94
Testimony and recommendations to the
Congress, 104
Book-entry securities, Fedwire, 155
Branch closings, policy statement, 132, 191

Reports to the Federal Reserve, 134, 13Brazilianreal, 23, 62, 87

Risk-focused supervision of small, 125
Stock repurchases by, 143
Transfer agents, 123
Bank Holding Companies and Change in
Bank Control SeeRegulations: Y)
Bank Holding Company Act, 140, 283
Bank Merger Act, 141
Bank mergers, consolidations, and
acquisitions, list, 375-89
Bank mergers, Regulation CC, 188

Bank Secrecy Act, Anti-money laundering,

145
Banking Organization National Desktop
(BOND), 125, 136
Banking organizations, U.S.
Capital adequacy, 129
Examinations and inspections, 121-8

Business spending, investment, and finance,

9-12, 42-4, 73-6
BusinessLINC Initiative, 96

CAESAR (SeeComplaint Analysis

Evaluation System and Reports)
Call Reports, revisions to, 135
Capital

Accounts, Federal Reserve Banks, 346—9

Changes in, Federal Reserve Banks, 336
Markets, supervision of activities, 129
Standards, 128-9

Cash flows, Board of Governors, 326

Cash services, Federal Reserve Banks, 156

Century date changeéeYear 2000)
Century Date Change Special Liquidity
Facility, 87, 182, 185, 192, 193



398 86th Annual Report, 1999

Change in Bank Control Act, 142 Directors, Federal Reserve Banks and
Check collection, Federal Reserve Banks, Branches, list, 297-317
152 Disclosures, consumer, 178-9
Commercial banks, number of, 367, 374  Disclosures, electronic, proposed rule, 103,
Community banks, risk-focused 181
supervision, 124, 136 Discount rate $ee alsdnterest rates), 6,
Community Reinvestment Act, 99, 106, 192-4, 255, 272
110, 179
Complaint Analysis Evaluation System andEconomic projections,36, 37, 68—70
Reports, 113 Economies, foreign, 23-8, 61-6, 87-92
Compliance examinations, 101, 105 Argentina, 24, 63, 88
Consolidated Appropriation for Fiscal Asia, 23, 24, 61-3, 89, 90
Year 2000, 180 Brazil, 23, 24, 62, 63, 87, 88
Consumer Advisory Council, 99, 293 Canada, 27, 65, 90
Consumer and community affairs, 95-115  china, 24, 63, 89
Consumer and Economic Development Europe, 26, 64-5, 91
Research and Information Center, 98 Indonesia, 61
Consumer Complaint Manual, 13 Japan, 25-7, 29, 30, 64
Consumer complaints, 113-5 Korea. 24. 89
Consumer LeasingSgeRegulations: M) Mexico. 24 63. 88
Consumer policies program, 102 Russia,’ 23,’ 25,’ 61, 63, 87, 88

Consumer regulations, compliance, 106-11
Consumers, privacy protection, 99, 178
Credit risk, recourse obligations, 129

United Kingdom, 26, 65, 91
Venezuela, 63

i Economy, U.S.
Curreney and coin, 156 Business sector, 9-12, 42-4, 73-6
Debit cards, 105 Capital account, 14, 48, 78

Debt and depository intermediation, 21, 57, Debt, 21, 57, 83

83 Equity prices, 20, 56, 86
Debt, U.S. economy, 21, 57, 83 Foreign exchange operations, 28
Delegation of Authority, 190 Government sector, 12, 13, 44-7, 76
Deposit accounts, electronic statements, ~ Household sector, 7-9, 40-2, 71-3
104 Interest rates, 19, 52-6, 85
Depository institutions Labor market, 157, 49, 78-80
Branch closings, 132, 191 Monetary aggregates, 22, 57-60, 83-5
Century Date Change Special Liquidity =~ Monetary policy, 3-6, 31-9, 66-71
Facility, 87, 182, 185, 192, 193 Prices, 17, 50-2, 80-3
Debt, 21, 57, 83 Trade and the current account, 14, 47,
Deposits, 334, 346-9 7
Electronic disclosures, 189 Edge Act corporations, 126, 127
Exemption threshold, 104 Electronic banking, 103
Management Official Interlocks, 188 Electronic disclosures, 99, 103, 181
Reporting categories, century data Electronic fund transfersSee also
change, 191 Regulations: E), 105, 154, 155, 158,
Reserve requirements, 185, 365 162
Reserves, 368-73 Electronic Transfer Accounts, Dallas Fed,
Risk-based capital standards, 187 162
Deposits Encryption, Federal Reserve data, 163
Federal Reserve Banks, 346-9, 369, 371Enforcement actions, Federal Reserve
373 System, 124
Insured commercial banks, 367 Enterprise information architecture (EIA),

Direct deposit, 105 137
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Equal Credit OpportunitySee
Regulations: B)
Euro, 26, 64, 92
Euro reserves, 216
European Economic and Monetary Union,
Stage Three, 64, 92
Examinations and inspections
Bank holding companies, 121
Compliance with consumer protection
laws, 101, 105, 106-11
Fair lending, 100
Federal Reserve Banks, 164
Frequency guidelines, 131
International banking activities, 126-8
Specialized
Fiduciary activities, 122
Government and municipal securities
dealers and brokers, 123
Information technology activities, 122
Securities clearing agencies, 122, 123
Securities subsidiaries, 123
Transfer agents, 123
Year 2000 compliance, 122
State member banks, 121
Supervisory policy, 128-36

Fair lending examinations, 100
Federal Advisory Council, 292
Federal agency securities
Federal Reserve Banks, 346-9, 352,
368-73
Federal Reserve open market
transactions, 350
Federal Financial Institutions Examination
Council, 106, 135, 139
Federal funds rate, 4, 6, 59, 243, 255, 272
Federal Home Loan Bank System, 98, 179
Federal Open Market Committee
Authorizations, 195, 197, 203, 204, 247
Directives and instructions, 196, 199,
206, 215, 223, 232, 241, 242, 254,
255, 263, 271, 280
Disclosure policy, 281
Meetings, minutes of, 200, 216, 224,
232, 244, 256, 264, 273
Members and officers, list, 291
Federal Reserve Act, amendment, 180
Federal Reserve Banks
Assessments by Board of Governors,
356
Audits of, 164

Federal Reserve Banks—Continued

Branches
Directors, list, 297-317
Officers, list, 295
Premises, 166, 362
Vice presidents in charge, list, 295
Community development activities, 95-9
Condition statements, 334, 346—9
Conferences of chairmen, presidents, and
first vice presidents, 297
Deposits, 346-9
Directors, list, 297-317
Discount rate, 255, 272, 364
District Banks
Atlanta, 96, 166
Boston, 98, 160
Chicago, 96, 98
Cleveland, 98
Dallas, 96, 98, 162
Kansas City, 96, 98, 166
Minneapolis, 98, 160, 161, 166
New York, 98, 166
Philadelphia, 159
Richmond, 98, 161, 166
St. Louis, 98, 161
Examinations of, 164
Financial statements, combined, 164,
333-44
Holdings of loans and securities, 165,
346-9, 352, 354-7, 368-73
Income and expenses, 164, 335, 354-7,
358-61
Officers and employees, number and
salaries, 353, 354
Officers, list, 295
Operations, volume, 363
Payments to the U.S. Treasury, 356, 359,
361
Premises, 166—7, 334, 341, 346-9, 362
Priced services, 152-7, 164, 1674,
354-7
Salaries of officers and employees, 353,
354
Securities and loan holdings, 165
Services
Automated clearinghouse, 156
Book-entry securities, 155
Cash, 156
Check collection, 152
Depository, 161-2
Fedwire funds transfer, 154
Fiscal agency, 158-61, 162
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Federal Reserve Banks—Continued Glass—Steagall Act of 1933101, 175
Services—Continued Gold certificate account of Reserve Banks
Float associated with, 157 and gold stock, 346-9, 368—73
Food coupon, 162, 363 Government
Noncash collection, 156 Depository services, Federal Reserve
Postal money order, 163 Banks, 158-61
Federal Reserve notes, 156, 356 Sector, 12, 44-7, 76
Federal Reserve Retirement Portability Act, securities dealers and brokers,
180 examination of, 123
Federal Reserve SysterSde alsdoard of  Goyernment Performance and Results Act
Governors) of 1993, 171-3
Applications and proposals, 140-5 Gramm-Leach-Bliley Act, 101, 1178,
Decisions, public notice of, 144 175-80

Enforcement actions and civil money
penalties, 124
Examinations and inspections, 121
Maps, 392
Membership, 147, 186
Staff training, 138
Supervision and regulation
responsibilities, 117-47
Technical assistance, 128
Federal tax payments, 161
Fedline for Windows, 163
Fednet, 163
Fedwire, 154, 155, 158
FFIEC (SeeFederal Financial Institutions

Guangdong International Trust and
Investment Corporation, 89

Guide to the Interagency Country Exposure
Review Committee Procesk31

Home Mortgage Disclosure(See
Regulations: C)

Home Mortgage Disclosure Act, data on
loan transactions, 100, 111-3

Home Owners’ Loan Act, 178

Home ownership initiatives, 97

Household sector, 7-9, 40-2, 71-3

Housing and Urban Development,
Department of, complaint referrals,

Examination Council) 115
E:g:ﬁgz activities, supervision of, 122 Humphrey—Hawkins Reports, sunset

Disclosure, state member banks, 145 legislation, 215

Holding companies, 101, 117-8, 175-80
Statements

Board of Governors, 323—-31

Federal Reserve Banks, combined,

Income and expenses
Board of Governors, 325
Federal Reserve Banks, 164, 335, 3547,
358

333-44
. . Federal Reserve priced services, 152—7,
Fedelrgliz;agerve priced services, 164, 16770, 354—7
Subsidiaries, 176 Information technology
Fiscal agency services, Federal Reserve Initiatives, 163
Banks, 158-61 Project management, 137
Float, Federal Reserve, 157 Risk initiatives, guidance, 125
Flood insurance violations, state member  Supervision of, by Federal Reserve
banks, 103 Banks, 122
Food coupon services, 162, 363 Supervisory Information Technology
Foreign (SIT), 136-8
Banking organizations, U.S. activities,  Insurance underwriting activities, GLB Act,
105, 126, 127, 142 178
Currencies, 23-9, 61-5, 87-92, 354-7 Insured commercial banks, assets and
Economies $eeEconomies, foreign) liabilities, 367
Exchange operations, 28 Interagency Country Exposure Review

Trade, 14, 47, 77 Committee, 131
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Interest ratesSee alsdiscount ratesand

Loan

Federal funds rate), 19, 52-6, 85, 364 Applicants, characteristics of, proposed

International Banking Act, applications
under, 142, 190

International banking activities, supervision

of (See alsdRegulations: K), 126-8
International Banking OperationS¢e
Regulatons: K)
International economic developments,
23-8, 61-6, 87-92
Investments
Commercial banks, 367
Federal Reserve Banks, 346—9

Overseas, by U.S. banking organizations

143

Keys to Vehicle Leasingpublications, 103
“Know Your Customer” programs, 186

Labor market, 15-7, 49, 78-80
Lending, subprime, 99, 131
Litigation involving the Board of
Governors
Ali, Sheriff Gerry, 284
Artis, 284
Attorneys against American Apartheid,
283
Banking Consultants of America, 284
Bettersworth, 285
Carrasco, 283
Clarkson, 285
Fenili, 285
Folstad, 284
Fraternal Order of Police, 284
Gadson, 284
Goldman, 285
Hummingbird, 284
Hunter, 284
Independent Community Bankers of
America, 283
Inner City Press/Community on the
Move, 284
Irontown Housing Corporation, 283
Kerr, 284
Logan, 285
Nelson, 284
Pharaon, 283
Sedgwick, 284
Towe, 284
Wasserman, 284

rules, 103
Applications, practice of discrimination,
100, 111-3
Loss reserves, 132, 177
Write-up standards, 130
Loans
Federal Reserve Banks
Holdings of and income from, 346-9,
354, 363, 368-73
Interest rates for depository
institutions, 364
Insured commercial banks, by, 367
Long-Term Capital Management, hedge
fund, 53-5
Looking for the Best Mortgage: Shop,
Compare, Negotiatedgrochure, 102

Management Official Interlocks (See
Regulations: L)
Maps, Federal Reserve System, 392
Margin requirements, 366
Margin stocks, 145, 366
Member banks$%ee alsdState member
banks)
Assets and liabilities, 367
Number of, 367, 374
Membership of State Banking Institutions
in the Federal Reserve Syste®ee
Regulations: H)
Mergers, consolidations, and acquisitions,
list, 375-89
Mint, U.S. 50 State Quarters program, 157
Monetary aggregates (M1, M2, M3), 21-3,
57-60, 83-5
Monetary policy, 3—6, 31-6, 66—8
Monetary policy reports to the Congress
February 23, 1999, 31-66
July 22, 1999, 66-92
Money and debt growth, 21-3, 37-9,
57-60, 70, 83-5
Money laundering, 145-7
Mortgage lending, 104, 111-3
Municipal securities dealers, explanation
of, 123

National Flood Insurance Act, 103

National Information Center (NIC), 136

Noncash collection services, Federal
Reserve Banks, 156

Nonmember banks, 367, 374
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One-Stop Mortgage Initiative, 98
Overseas investments, 143

Payday loans,104

Payments system risk, policy statement,
190

Point-of-sale systems, 105

Regulations—Continued
U, Credit by Banks for the Purpose of
Purchasing or Carrying Margin
Stocks, 366
X, Borrowers of Securities Credit, 366
Y, Bank Holding Companies and Change
in Bank Control, 186-7

Policy statements and other actions, 190-2 Z, Truth in Lending, 99, 103-4, 108,

Postal money order, services, 163
Predatory lending, 99, 101

Premises, Federal Reserve Banks, 166, 334

341, 346-9, 362

Priced services, Federal Reserve Banks,
152-7, 164, 167-70, 354

Prices, 17, 50-2, 80-3

Privacy, consumer, 99, 102

Profit and loss, Federal Reserve Banks, 354

Publications

Consumer Complaint Manual13

Guide to the Interagency Country
Exposure Review Committee
Process 131

Keys to Vehicle Leasind.03

Looking for the Best Mortgage: Shop,
Compare, Negotiatel 02

Trading and Capital Markets Activities
Manual 129

Quarters program, 50 states 157

Real estate lending standards130
Regulations
A, Extensions of Credit by Federal
Reserve Banks, 182, 185
B, Equal Credit Opportunity, 99, 100,
103, 107, 181
C, Home Mortgage Disclosure, 100,
111-3

181
AA, Unfair or Deceptive Acts or
Practices, 109
"CC, Availability of Funds and Collection
of Checks, 109, 188-9
DD, Truth in Savings, 99, 103-4, 110,
181, 189
Report of Assets and Liabilities of U.S.
Branches and Agencies of Foreign
Banks, revision, 135
Reports of Condition and Incom&éeCall
Reports)
Reports, consumer regulation, compliance,
106-11
Reserve Requirements of Depository
Institutions SeeRegulations: D)
Reserves of depository institutions, 368—73
Revenue and income
Board of Governors, 325, 330
Federal Reserve Banks, 164, 335, 354-7,
358
Federal Reserve priced services, 164,
167-70, 354
Risk-based capital standards, 128
Risk-focused supervision program, 124-5
Rural Local Initiatives Support
Corporation, 98

Salaries, Federal Reserve Bank officers
and employees353
Savings associations, external auditing, 132

D, Reserve Requirements of Depository Savings bonds, 160

Institutions, 185, 365

Securities $ee alsdlreasury securities)

E, Electronic Fund Transfers, 99, 103-4, Activities, GLB Act, 177

108, 181

H, Membership of State Banking
Institutions in the Federal Reserve
System, 186—7

K, International Banking Operations,
186-7, 190

L, Management Official Interlocks, 188

M, Consumer Leasing, 99, 103—4, 108,

181
T, Credit by Brokers and Dealers, 366

Book-entry, 162
Clearing agencies, supervision of, 123
Credit, regulation of, 145, 366
Dealers and brokers, supervision of, 123
Holdings by Federal Reserve Banks, 165
Subsidiaries of bank holding companies,
supervision of, 122
Securitization activities, retained interest,
130
Sell Direct, 160
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Settlement services, 154, 190, 191
Small businesses, 95-7
Social insurance tax receipts, 45
Social security, expenditures and revenue,
12, 45, 76
Special drawing rights certificates, 346-9,
368, 370, 372
Special Liquidity Facility GeeCentury
Date Change Special Liquidity
Facility)
State member banks
Applications by, 143
Complaints against, 113
Examinations of, 105, 121-2
Financial disclosure by, 145
Flood insurance violations, 103
Foreign branches, 126
Information technology, 122
Loans to executive officers, 147
Number, 367, 374
Securities clearing agencies, 123
Securities dealers and brokers, 123
Transfer agents, 123
Stock repurchases, bank holding
companies, 143
Subprime lending, 99, 131
Supervision and regulation, Federal
Reserve System, responsibilities,
117-47, 176
Supervisory Education Program, 138
Supervisory Information Technology (SIT),
136-8
Synthetic securitizations, 130

Technical assistance, Federal Reserve
System 128

Technology, risk-focused supervision
program, 125

Testimony and recommendations, Board of
Governors, 104

Thrift Institutions Advisory Council, 294

TILA (SeeTruth in Lending Act)

FRB1/1-1250-0500

Trading activities, supervision of, 129
Training, 106, 138-40
Transfer agents, supervision of, 123
Transfers of fundsSee also
Regulations: E), 363
Treasury Direct, 159, 162
Treasury Investment Program, 161
Treasury securities
Depository institution holdings,
by class of bank,
368-73
Federal Reserve Banks
Holdings, 346-9, 352, 354-7
Marketable, 158
Walk-in services, 160
Open market transactions, 350
Repurchase agreements, 346-9, 350,
352, 368-73
Yields on, 19, 52, 85
Treasury, U.S. Department of the, 158-62,
165, 356, 359, 361
Triple DES, encryption standard, 163
Truth in Lending SeeRegulations: Z)
Truth in Lending Act, 101, 104
Truth in Savings $eeRegulations: DD)

Unfair or Deceptive Acts or Practices
(SeeRegulations: AA)

Uniform Retail Credit Classification and
Account Management Policy, 135

Unregulated banking practices, 114

Year 2000

Board of Governors, 87

Century Date Change Special Liquidity
Facility, 87, 182, 193

Federal Reserve Banks, 87, 149-52

FFIEC supervision program, 135

Interagency Guidelines Establishing
Year 2000 Standards for Safety and
Soundness, 186

Readiness of banking institutions, 122
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