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Record of Policy Actions
of the Board of Governors

Regulation B
Equal Credit Opportunity
[Docket No. R-1008]

On February 19, 2003, the Board
approved amendments that, among other
things, retain the general prohibition
against inquiring about or noting appli-
cant characteristics (such as race,
national origin, religion, age, or sex) in
nonmortgage credit transactions and
create an exception when such data are
collected as part of a creditor’s self-test
to determine compliance with the Equal
Credit Opportunity Act. The amend-
ments also require creditors to retain
certain records related to prescreened
credit solicitations for twenty-five
months. The amendments are effective
April 15, 2003, with mandatory compli-
ance by April 15, 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Olson, Bernanke, and
Kohn. Absent and not voting: Governor
Bies.

Regulation D
Reserve Requirements of
Depository Institutions
[Docket No. R-1163]

On October 1, 2003, the Board approved
amendments to reflect the annual index-
ing of the low reserve tranche and of
the reserve requirement exemption for
use in reserve requirement calculations
in 2004. The amendments increase the
3 percent low reserve tranche for net
transaction accounts to $45.4 million
(from $42.1 million in 2003) and
increase the reserve requirement exemp-
tion to $6.6 million (from $6 million in
2003).

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation H
Membership of State Banking
Institutions in the Federal Reserve
System
[Docket No. R-1129]

On January 23, 2003, the Board
approved amendments to administer and
enforce several reporting, disclosure,
and corporate-governance provisions of
the Sarbanes–Oxley Act of 2002, which
are applicable to state member banks
that have securities registered under the
Securities Exchange Act of 1934 (regis-
tered banks). The amendments generally
require registered banks to comply with
the rules, regulations, and forms adopted
by the Securities and Exchange Com-
mission to implement the provisions of

Note. Full texts of the policy actions are avail-
able from the electronic reading room on the
Board’s Freedom of Information Act web page
(www.federalreserve.gov/generalinfo/foia/) by
using the ‘‘Policy Statements and Staff Manuals’’
link or on request from the Board’s Freedom
of Information Office (Tel: 202-452-3684; TDD:
202-263-4869; Fax: 202-872-7565). Internet
access to the Board’s public web site is also avail-
able during regular business hours at the Free-
dom of Information Office, Martin Building,
Room M-P-500, 20th and C Streets NW, Washing-
ton, DC 20551.
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the Sarbanes–Oxley Act specified in
section 12(i) of the Securities Exchange
Act of 1934, unless those requirements
are modified by the Board. The amend-
ments are effective April 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation H
Membership of State Banking
Institutions in the Federal Reserve
System

Regulation K
International Banking Operations
[Docket No. R-1127]

On April 21, 2003, the Board, acting
with the Department of the Treasury and
the federal financial institutions regu-
latory agencies, approved interagency
amendments to implement section 326
of the USA Patriot Act of 2001 con-
cerning customer identification pro-
grams. The amendments require that
banks, savings associations, credit
unions, private banks, and trust compa-
nies (1) implement reasonable proce-
dures to verify the identity of any per-
son who seeks to open an account, to
the extent reasonable and practicable;
(2) maintain records of the information
used to verify the person’s identity;
and (3) determine whether the person
appears on any lists of known or sus-
pected terrorists or terrorist organiza-
tions provided to the financial institu-
tion by any government agency. The
amendments are effective June 9, 2003,
with mandatory compliance by Octo-
ber 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and
Governors Bies, Olson, Bernanke, and

Kohn. Absent and not voting: Governor
Gramlich.

Regulation H
Membership of State Banking
Institutions in the Federal Reserve
System

Regulation Y
Bank Holding Companies and
Change in Bank Control
[Docket No. R-1156]

On September 12, 2003, the Board, act-
ing with the federal bank and thrift regu-
latory agencies, approved interim inter-
agency amendments (with a request for
comment) that provide an interim capi-
tal treatment for assets in asset-backed
commercial paper programs that are
consolidated on the balance sheets of
sponsoring banks, bank holding compa-
nies, and thrifts as a result of a recently
issued Financial Accounting Standards
Board Interpretation (FASB No. 46).
The interim capital treatment is in effect
only for the regulatory reporting periods
ending September 30 and December 31,
2003, and March 31, 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation K
International Banking Operations
[Docket No. R-1143]

On February 7, 2003, the Board issued
an interpretation of Regulation K to
clarify that a foreign bank planning to
engage in underwriting securities to be
distributed in the United States must
either be a financial holding company or
have the authority to engage in under-
writing activity under section 4(c)(8) of
the Bank Holding Company Act. The
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interpretation is effective February 19,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation V
Fair Credit Reporting
[Docket No. R-1172]

On December 16, 2003, the Board, act-
ing with the Federal Trade Commission,
approved new interim interagency rules
(with a request for comment) that estab-
lish December 31, 2003, as the effec-
tive date for provisions of the Fair and
Accurate Credit Transactions Act of
2003 that determine the relationship
between the Fair Credit Reporting Act
and state laws and provisions that autho-
rize rulemakings or other implementing
actions by various agencies.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Regulation Y
Bank Holding Companies and
Change in Bank Control
[Docket Nos. R-1146 and R-1092]

On June 27, 2003, the Board approved
amendments that permit bank holding
companies to enter into (1) commodity
derivative contracts that are settled by
the bank holding company receiving and
transferring title to the underlying com-
modity instantaneously, by operation
of contract, and without taking physi-
cal possession of the commodity and
(2) certain commodity derivative con-
tracts that do not require cash settlement
or specifically provide for assignment,
termination, or offset before delivery.

The amendments are effective August 4,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

On November 26, 2003, the Board
approved amendments to expand the
ability of all bank holding companies,
including financial holding companies,
to process, store, and transmit nonfinan-
cial data in connection with their finan-
cial data processing, storage, and trans-
mission activities by raising the revenue
limit on nonfinancial data processing
activities from 30 percent to 49 percent
of the company’s total annual revenues
derived from data processing, data stor-
age, and data transmission activities.
The Board also announced that it would
consider, case by case in accordance
with applicable procedures, proposals by
financial holding companies to engage
in, or acquire a company engaged in,
other nonfinancial data processing,
information portal, and technology-
related activities that the financial hold-
ing company believes are comple-
mentary to financial activities. The
amendments are effective January 8,
2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, and Ber-
nanke. Absent and not voting: Governor
Kohn.

Rules of Organization
[Docket No. R-1149]

On April 29, 2003, the Board amended
its definition of a quorum to provide that
a majority of the members in office con-
stitutes a quorum of the Board, except
that four members constitute a quorum
if there are five members in office. The
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revised definition enhances the Board’s
ability to function in a national emer-
gency, but does not alter the number of
Board members required to constitute a
quorum during normal operations when
the Board has five or more members.
The amendment is effective April 29,
2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Rules of Practice for Hearings
Subpart J—Removal, Suspension,
and Debarment of Accountants
from Performing Audit Services
[Docket No. R-1139]

On August 6, 2003, the Board, acting
with the federal bank and thrift regu-
latory agencies, approved interagency
amendments that establish procedures
for removing, suspending, or debarring
accountants, for good cause, from per-
forming the audit services required
under section 36 of the Federal Deposit
Insurance Act for insured depository
institutions with total assets of $500 mil-
lion or more. The amendments are effec-
tive October 1, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and
Governors Bies, Olson, Bernanke, and
Kohn. Absent and not voting: Governor
Gramlich.

Rules Regarding Equal
Opportunity
[Docket No. R-1096]

On April 9, 2003, the Board approved
amendments, adopted in January 2001
as interim amendments, to incorporate
changes that the Equal Employment
Opportunity Commission made to its
parallel regulation on equal employment

opportunity in the federal government
generally. The amendments also incor-
porate changes to provisions of the
commission’s parallel regulation that
address the Rehabilitation Act; the com-
mission adopted these changes after the
Board’s interim rule. The amendments
are effective April 15, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Policy Statements and
Other Actions

Interagency Paper on Sound
Practices to Strengthen the
Resilience of the U.S. Financial
System
[Docket No. R-1128]

On April 7, 2003, the Board, acting
with the Office of the Comptroller of
the Currency and the Securities and
Exchange Commission, approved an
interagency paper that, among other
things, identifies (1) new business conti-
nuity objectives that have special impor-
tance for all financial firms and
(2) sound practices to ensure the resil-
ience of the U.S. financial system, with
a focus on minimizing the immediate
systemic effects of a wide-scale disrup-
tion on critical financial markets.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Expansion of the Operating Hours
for the Online Fedwire Funds
Service
[Docket No. R-1138]

On May 20, 2003, the Board approved
an expansion of the operating hours for
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the online Fedwire Funds Service from
eighteen to twenty-one and one-half
hours each business day. The new open-
ing time, 9:00 p.m. eastern time for on-
line funds transfers with a business date
of the following calendar day, is three
and one-half hours earlier than the cur-
rent 12:30 a.m. opening time. The clos-
ing time remains 6:30 p.m. eastern time.
The new hours are effective in the sec-
ond quarter of 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Imputed Investment Income
on Clearing Balances
[Docket No. R-1152]

On October 22, 2003, the Board modi-
fied the method for imputing priced-
services income from clearing-balance
investments that is used each year when
the Reserve Banks set fees for Federal
Reserve priced services and measure
priced-services’ cost recovery. The new
method, which expresses the imputed
investment return as a constant annual
spread over the rate for three-month
Treasury bills, is based on an optimized
underlying hypothetical investment
portfolio that reflects the broader range
of investments available to banks and
bank holding companies. Selection of
the portfolio investments is subject to a
risk-management framework. The new
method is effective in January 2004.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

Discount Rates in 2003

On October 31, 2002, the Board
amended its Regulation A to establish
two new forms of Reserve Bank dis-

counts and advances, primary and sec-
ondary credit, that would replace adjust-
ment and extended credit, effective
January 9, 2003. On January 6, 2003,
the Board voted to approve for all the
Reserve Banks an initial primary credit
rate of 21⁄4 percent and a formula for
calculating a secondary credit rate that
yielded an initial rate of 23⁄4 percent.

In 2003, the rates for primary and
secondary credit consistently exceeded
the federal funds rate target, which is set
by the Federal Open Market Committee
(FOMC), by 100 and 150 basis points
respectively. On June 25, a reduction of
1⁄4 percentage point in the federal funds
rate target was accompanied by a simi-
lar reduction in both discount rates to
levels of 2 percent and 21⁄2 percent. The
seasonal credit program was not affected
by the Regulation A amendments. The
rate for such credit in 2003 continued to
be set on the basis of a market-related
formula and was equal or close to the
FOMC’s target federal funds rate
throughout the year.

Primary Credit Rate

The Board reached its decisions on the
primary credit rate in conjunction with
the FOMC’s decisions on the target fed-
eral funds rate and related economic and
financial developments. These develop-
ments are referenced below and are
reviewed more fully in other parts of
this report, including the compilation of
minutes of FOMC meetings held in
2003.

Reduction in the Primary Credit Rate
in June 2003

Against the background of a sluggish
economic expansion but already stimu-
lative monetary and fiscal policies, the
Board took no action before June 25
on requests by various Federal Reserve
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Banks to lower their primary credit rate
by 1⁄4 or 1⁄2 percentage point. The num-
ber of such requests increased from two
in mid-March to eight by the latter part
of June amid persisting indications that
an anticipated strengthening in the
expansion of economic activity was
being held back by a high degree of
business caution in investment and hir-
ing decisions. On June 25 the Board
approved a 1⁄4 percentage point reduc-
tion, to a level of 2 percent, in the pri-
mary credit rate of the Federal Reserve
Banks in conjunction with the FOMC’s
decision to reduce its target for the fed-
eral funds rate by the same amount. The
Board and the FOMC concluded that
a slightly more expansive monetary
policy would add support for an econ-
omy that was expected to improve over
time in the context of robust underly-
ing growth in productivity, markedly
improved financial conditions, and signs
that labor and product markets were
stabilizing.

In July and August, the Board took no
action on biweekly requests by one Fed-
eral Reserve Bank to lower its primary
credit rate by an additional 1⁄4 percent-
age point. In light of increasing indica-
tions of a pronounced acceleration in
economic activity, no further requests
for changes in their credit rates were
submitted by any of the Federal Reserve
Banks over the remainder of the year.

Structure of Discount Rates

Under the new discount rate program
that went into effect on January 9, 2003,
primary credit is made available for very
short terms as a backup source of liquid-
ity to depository institutions that, in the
judgment of the lending Federal Reserve
Bank, are in generally sound financial
condition. Primary credit is extended at
a rate above the federal funds rate. Sec-
ondary credit is available in appropriate

circumstances to depository institutions
that do not qualify for primary credit; it
is set on the basis of a formula that in
2003 produced a rate that was 1⁄2 per-
centage point higher than the primary
credit rate. Seasonal credit, another type
of discount window credit, is avail-
able under limited conditions to assist
smaller depository institutions in man-
aging liquidity needs that arise from
regular swings in their loans and depos-
its. Rates on seasonal credit are calcu-
lated every two weeks in accordance
with a formula based on market interest
rates. Under that formula, the rates
charged for seasonal credit in 2003 were
close to the FOMC’s target rate for the
federal funds rate and ranged from
1.05 percent to 1.25 percent. Discount
rates were as follows at year-end: pri-
mary credit at 2 percent, secondary
credit at 2.50 percent, and seasonal
credit at 1.05 percent.

Board Votes

Under the Federal Reserve Act, the
boards of directors of the Federal
Reserve Banks are required to estab-
lish rates on discounts and advances to
depository institutions at least every
fourteen days and must submit the
rates to the Board of Governors for
review and determination. Votes on the
biweekly establishment of the prime
credit rate without change and on the
renewal of the formulas for calculating
the rates on secondary and seasonal
credit are not shown in this summary.
All votes on discount rates taken by
the Board of Governors in 2003 were
unanimous.

Votes on Changes in the Primary
Credit Rate

January 6, 2003. Effective January 9,
2003, the Board approved the establish-
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ment by the twelve Federal Reserve
Banks of a primary credit rate of
21⁄4 percent and approved a formula for
calculating a secondary credit rate that
yielded a rate of 23⁄4 percent.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.

June 25, 2003. Effective this date, the
Board approved actions taken by the

directors of the Federal Reserve Banks
of Boston, New York, Kansas City, and
San Francisco to reduce their primary
credit rate from 21⁄4 percent to 2 percent.
The same decrease was approved for the
remaining Federal Reserve Banks, effec-
tive June 26, 2003.

Votes for this action: Chairman Green-
span, Vice Chairman Ferguson, and Gov-
ernors Gramlich, Bies, Olson, Bernanke,
and Kohn.
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Minutes of Federal Open Market
Committee Meetings

The policy actions of the Federal Open
Market Committee, contained in the
minutes of its meetings, are presented in
the Annual Report of the Board of Gov-
ernors pursuant to the requirements of
section 10 of the Federal Reserve Act.
That section provides that the Board
shall keep a complete record of the
actions taken by the Board and by the
Federal Open Market Committee on all
questions of policy relating to open mar-
ket operations, that it shall record
therein the votes taken in connection
with the determination of open market
policies and the reasons underlying each
policy action, and that it shall include in
its annual report to the Congress a full
account of such actions.

The minutes of the meetings contain
the votes on the policy decisions made
at those meetings as well as a résumé of
the information and discussions that led
to the decisions. The summary descrip-
tions of economic and financial condi-
tions are based on the information that
was available to the Committee at the
time of the meetings rather than on data
as they may have been revised later.

Members of the Committee voting for
a particular action may differ among
themselves as to the reasons for their
votes; in such cases, the range of their
views is noted in the minutes. When
members dissent from a decision, they
are identified in the minutes and a sum-
mary of the reasons for their dissent is
provided.

Policy directives of the Federal Open
Market Committee are issued to the
Federal Reserve Bank of New York as
the Bank selected by the Committee to

execute transactions for the System
Open Market Account. In the area of
domestic open market operations, the
Federal Reserve Bank of New York
operates under three sets of instructions
from the Federal Open Market Com-
mittee: an Authorization for Domestic
Open Market Operations, Guidelines for
the Conduct of System Open Market
Operations in Federal Agency Issues,
and a Domestic Policy Directive. (A
new Domestic Policy Directive is
adopted at each regularly scheduled
meeting.) In the foreign currency area,
the Committee operates under an
Authorization for Foreign Currency
Operations, a Foreign Currency Direc-
tive, and Procedural Instructions with
Respect to Foreign Currency Opera-
tions. These policy instruments are
shown below in the form in which they
were in effect at the beginning of 2003.
Changes in the instruments during the
year are reported in the minutes for the
individual meetings.

Authorization for Domestic
Open Market Operations

In Effect January 1, 2003

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, to the extent neces-
sary to carry out the most recent domestic
policy directive adopted at a meeting of the
Committee:

(a) To buy or sell U.S. Government
securities, including securities of the Federal
Financing Bank, and securities that are direct
obligations of, or fully guaranteed as to
principal and interest by, any agency of the
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United States in the open market, from or to
securities dealers and foreign and inter-
national accounts maintained at the Federal
Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System
Open Market Account at market prices, and,
for such Account, to exchange maturing U.S.
Government and Federal agency securities
with the Treasury or the individual agencies
or to allow them to mature without replace-
ment; provided that the aggregate amount of
U.S. Government and Federal agency securi-
ties held in such Account (including forward
commitments) at the close of business on the
day of a meeting of the Committee at which
action is taken with respect to a domestic
policy directive shall not be increased or
decreased by more than $12.0 billion during
the period commencing with the opening of
business on the day following such meeting
and ending with the close of business on the
day of the next such meeting;

(b) To buy U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States, from
dealers for the account of the Federal
Reserve Bank of New York under agree-
ments for repurchase of such securities or
obligations in 65 business days or less, at
rates that, unless otherwise expressly autho-
rized by the Committee, shall be determined
by competitive bidding, after applying rea-
sonable limitations on the volume of agree-
ments with individual dealers; provided that
in the event Government securities or agency
issues covered by any such agreement are
not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall be
sold in the market or transferred to the Sys-
tem Open Market Account;

(c) To sell U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States to
dealers for System Open Market Account
under agreements for the resale by dealers of
such securities or obligations in 65 business
days or less, at rates that, unless otherwise
expressly authorized by the Committee, shall
be determined by competitive bidding, after
applying reasonable limitations on the vol-
ume of agreements with individual dealers.

2. In order to ensure the effective conduct
of open market operations, the Federal Open
Market Committee authorizes the Federal
Reserve Bank of New York to lend on an
overnight basis U.S. Government securities
held in the System Open Market Account to
dealers at rates that shall be determined by
competitive bidding but that in no event shall
be less than 1.0 percent per annum of the
market value of the securities lent. The
Federal Reserve Bank of New York shall
apply reasonable limitations on the total
amount of a specific issue that may be
auctioned, and on the amount of securities
that each dealer may borrow. The Federal
Reserve Bank of New York may reject bids
which could facilitate a dealer’s ability to
control a single issue as determined solely
by the Federal Reserve Bank of New York.

3. In order to ensure the effective conduct of
open market operations, while assisting in
the provision of short-term investments for
foreign and international accounts main-
tained at the Federal Reserve Bank of New
York, the Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York (a) for System Open
Market Account, to sell U.S. Government
securities to such foreign and international
accounts on the bases set forth in para-
graph 1(a) under agreements providing for
the resale by such accounts of those securi-
ties within 65 business days or less on terms
comparable to those available on such trans-
actions in the market; and (b) for New York
Bank account, when appropriate, to under-
take with dealers, subject to the conditions
imposed on purchases and sales of securities
in paragraph 1(b), repurchase agreements in
U.S. Government and agency securities, and
to arrange corresponding sale and repurchase
agreements between its own account and
foreign and international accounts main-
tained at the Bank. Transactions undertaken
with such accounts under the provisions of
this paragraph may provide for a service fee
when appropriate.

4. In the execution of the Committee’s deci-
sion regarding policy during any intermeet-
ing period, the Committee authorizes and
directs the Federal Reserve Bank of
New York, upon the instruction of the Chair-
man of the Committee, to adjust somewhat
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in exceptional circumstances the degree of
pressure on reserve positions and hence the
intended federal funds rate. Any such adjust-
ment shall be made in the context of the
Committee’s discussion and decision at its
most recent meeting and the Committee’s
long-run objectives for price stability and
sustainable economic growth, and shall be
based on economic, financial, and mone-
tary developments during the intermeeting
period. Consistent with Committee prac-
tice, the Chairman, if feasible, will consult
with the Committee before making any
adjustment.

Guidelines for the Conduct of
System Open Market Operations
in Federal Agency Issues

In Effect January 1, 2003

1. System open market operations in Fed-
eral agency issues are an integral part of total
System open market operations designed to
influence bank reserves, money market con-
ditions, and monetary aggregates.

2. System open market operations in Fed-
eral agency issues are not designed to sup-
port individual sectors of the market or
to channel funds into issues of particular
agencies.

Domestic Policy Directive

In Effect January 1, 20031

The Federal Open Market Committee seeks
monetary and financial conditions that will
foster price stability and promote sustainable
growth in output. To further its long-run
objectives, the Committee in the immediate
future seeks conditions in reserve markets
consistent with maintaining the federal funds
rate at an average of around 11⁄4 percent.

The Committee also approved the
sentence below for inclusion in the press
statement to be released shortly after the
December 10, 2002, meeting:

Against the background of its long-run
goals of price stability and sustainable eco-
nomic growth and of the information cur-
rently available, the Committee believes
that the risks are balanced with respect to
prospects for both goals in the foreseeable
future.

Authorization for Foreign
Currency Operations

In Effect January 1, 2003

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, for System Open Market
Account, to the extent necessary to carry out
the Committee’s foreign currency directive
and express authorizations by the Commit-
tee pursuant thereto, and in conformity with
such procedural instructions as the Commit-
tee may issue from time to time:

A. To purchase and sell the following
foreign currencies in the form of cable trans-
fers through spot or forward transactions on
the open market at home and abroad, includ-
ing transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-
lished by Section 10 of the Gold Reserve
Act of 1934, with foreign monetary authori-
ties, with the Bank for International Settle-
ments, and with other international financial
institutions:
Canadian dollars
Danish kroner
Euro
Pounds sterling
Japanese yen

Mexican pesos
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold balances of, and to have
outstanding forward contracts to receive or
to deliver, the foreign currencies listed in
paragraph A above.

C. To draw foreign currencies and to
permit foreign banks to draw dollars under
the reciprocal currency arrangements listed
in paragraph 2 below, provided that draw-
ings by either party to any such arrangement
shall be fully liquidated within 12 months
after any amount outstanding at that time
was first drawn, unless the Committee,
because of exceptional circumstances, spe-
cifically authorizes a delay.

1. Adopted by the Committee at its meeting on
December 10, 2002.
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D. To maintain an overall open posi-
tion in all foreign currencies not exceeding
$25.0 billion. For this purpose, the overall
open position in all foreign currencies is
defined as the sum (disregarding signs) of
net positions in individual currencies. The
net position in a single foreign currency is
defined as holdings of balances in that cur-
rency, plus outstanding contracts for future
receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the
sum of these elements with due regard to
sign.

2. The Federal Open Market Commit-
tee directs the Federal Reserve Bank of
New York to maintain reciprocal currency
arrangements (‘‘swap’’ arrangements) for the
System Open Market Account for periods up
to a maximum of 12 months with the follow-
ing foreign banks, which are among those
designated by the Board of Governors of the
Federal Reserve System under Section 214.5
of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of
the Committee to renew such arrangements
on maturity:

Amount
of arrangement

Foreign bank (millions of
dollars equivalent)

Bank of Canada . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Bank of Mexico . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Any changes in the terms of existing swap
arrangements, and the proposed terms of any
new arrangements that may be authorized,
shall be referred for review and approval to
the Committee.

3. All transactions in foreign currencies
undertaken under paragraph 1.A. above
shall, unless otherwise expressly authorized
by the Committee, be at prevailing market
rates. For the purpose of providing an invest-
ment return on System holdings of foreign
currencies, or for the purpose of adjusting
interest rates paid or received in connection
with swap drawings, transactions with for-
eign central banks may be undertaken at
nonmarket exchange rates.

4. It shall be the normal practice to arrange
with foreign central banks for the coordina-
tion of foreign currency transactions. In mak-

ing operating arrangements with foreign
central banks on System holdings of foreign
currencies, the Federal Reserve Bank of
New York shall not commit itself to maintain
any specific balance unless authorized by
the Federal Open Market Committee. Any
agreements or understandings concerning the
administration of the accounts maintained by
the Federal Reserve Bank of New York with
the foreign banks designated by the Board
of Governors under Section 214.5 of Regu-
lation N shall be referred for review and
approval to the Committee.

5. Foreign currency holdings shall be in-
vested to ensure that adequate liquidity is
maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-
tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Govern-
ment securities may be purchased from for-
eign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Sub-
committee and the Committee. The Foreign
Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-
mittee, the Vice Chairman of the Board of
Governors, and such other member of the
Board as the Chairman may designate (or in
the absence of members of the Board serving
on the Subcommittee, other Board members
designated by the Chairman as alternates,
and in the absence of the Vice Chairman of
the Committee, his alternate). Meetings of
the Subcommittee shall be called at the
request of any member, or at the request of
the Manager, System Open Market Account
(‘‘Manager’’), for the purposes of reviewing
recent or contemplated operations and of
consulting with the Manager on other mat-
ters relating to his responsibilities. At the
request of any member of the Subcommittee,
questions arising from such reviews and con-
sultations shall be referred for determination
to the Federal Open Market Committee.

7. The Chairman is authorized:

A. With the approval of the Commit-
tee, to enter into any needed agreement or
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understanding with the Secretary of the Trea-
sury about the division of responsibility for
foreign currency operations between the Sys-
tem and the Treasury;

B. To keep the Secretary of the Trea-
sury fully advised concerning System for-
eign currency operations, and to consult with
the Secretary on policy matters relating to
foreign currency operations;

C. From time to time, to transmit
appropriate reports and information to the
National Advisory Council on International
Monetary and Financial Policies.

8. Staff officers of the Committee are autho-
rized to transmit pertinent information on
System foreign currency operations to appro-
priate officials of the Treasury Department.

9. All Federal Reserve Banks shall partici-
pate in the foreign currency operations for
System Account in accordance with para-
graph 3 G(1) of the Board of Governors’
Statement of Procedure with Respect to For-
eign Relationships of Federal Reserve Banks
dated January 1, 1944.

Foreign Currency Directive

In Effect January 1, 2003

1. System operations in foreign currencies
shall generally be directed at countering dis-
orderly market conditions, provided that
market exchange rates for the U.S. dollar
reflect actions and behavior consistent with
the IMF Article IV, Section 1.

2. To achieve this end the System shall:

A. Undertake spot and forward pur-
chases and sales of foreign exchange.

B. Maintain reciprocal currency
(‘‘swap’’) arrangements with selected for-
eign central banks.

C. Cooperate in other respects with
central banks of other countries and with
international monetary institutions.

3. Transactions may also be undertaken:

A. To adjust System balances in light
of probable future needs for currencies.

B. To provide means for meeting Sys-
tem and Treasury commitments in particular

currencies and to facilitate operations of the
Exchange Stabilization Fund.

C. For such other purposes as may be
expressly authorized by the Committee.

4. System foreign currency operations shall
be conducted:

A. In close and continuous consulta-
tion and cooperation with the United States
Treasury;

B. In cooperation, as appropriate, with
foreign monetary authorities; and

C. In a manner consistent with the obli-
gations of the United States in the Interna-
tional Monetary Fund regarding exchange
arrangements under the IMF Article IV.

Procedural Instructions with
Respect to Foreign Currency
Operations

In Effect January 1, 2003

In conducting operations pursuant to the
authorization and direction of the Federal
Open Market Committee as set forth in the
Authorization for Foreign Currency Opera-
tions and the Foreign Currency Directive,
the Federal Reserve Bank of New York,
through the Manager, System Open Market
Account (‘‘Manager’’), shall be guided by
the following procedural understandings
with respect to consultations and clearances
with the Committee, the Foreign Currency
Subcommittee, and the Chairman of the
Committee. All operations undertaken pur-
suant to such clearances shall be reported
promptly to the Committee.

1. The Manager shall clear with the Sub-
committee (or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $300 million
on any day or $600 million since the most
recent regular meeting of the Committee.

B. Any operation that would result in a
change on any day in the System’s net posi-
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tion in a single foreign currency exceeding
$150 million, or $300 million when the
operation is associated with repayment of
swap drawings.

C. Any operation that might generate a
substantial volume of trading in a particular
currency by the System, even though the
change in the System’s net position in that
currency might be less than the limits speci-
fied in 1.B.

D. Any swap drawing proposed by a
foreign bank not exceeding the larger of
(i) $200 million or (ii) 15 percent of the size
of the swap arrangement.

2. The Manager shall clear with the Com-
mittee (or with the Subcommittee, if the
Subcommittee believes that consultation
with the full Committee is not feasible in the
time available, or with the Chairman, if the
Chairman believes that consultation with
the Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the
Committee.

B. Any swap drawing proposed by
a foreign bank exceeding the larger of
(i) $200 million or (ii) 15 percent of the
size of the swap arrangement.

3. The Manager shall also consult with the
Subcommittee or the Chairman about pro-
posed swap drawings by the System and
about any operations that are not of a routine
character.

Meeting Held on
January 28–29, 2003

A meeting of the Federal Open Market
Committee was held in the offices of the
Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, January 28, 2003, at
2:30 p.m. and continued on Wednesday,
January 29, 2003, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members of the
Federal Open Market Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Gillum, Assistant Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Judd, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Messrs. Ettin and Madigan, Deputy
Directors, Divisions of Research
and Statistics and Monetary
Affairs, respectively, Board of
Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors
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Messrs. Clouse and Reifschneider,2
Assistant Directors, Divisions of
Monetary Affairs and Research
and Statistics, respectively, Board
of Governors

Mr. Simpson, Senior Adviser, Division
of Research and Statistics, Board
of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Mr. Fallon,3 Senior Counsel, Legal
Division, Board of Governors

Ms. Haltmaier,4 Section Chief,
Division of International Finance,
Board of Governors

Messrs. Lebow,4 Sack,2 and Tetlow,2
Senior Economists, Divisions of
Research and Statistics, Monetary
Affairs, and Research and
Statistics, respectively, Board
of Governors

Mr. Zakrajšek,4 Economist, Division
of Monetary Affairs, Board of
Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Lyon, First Vice President, Federal
Reserve Bank of Minneapolis

Messrs. Fuhrer and Hakkio,
Ms. Mester, Messrs. Rasche and
Rosenblum, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, St. Louis, and
Dallas respectively

Messrs. Altig and Croushore,
Ms. Hargraves, Messrs. Miller
and Rudebusch, Vice Presidents,
Federal Reserve Banks of
Cleveland, Philadelphia,
New York, Minneapolis, and
San Francisco respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 2003, and ending Decem-
ber 31, 2003, had been received and that
these individuals had executed their
oaths of office.

The elected members and alternate
members were as follows:

William J. McDonough, President of the
Federal Reserve Bank of New York,
with Jamie B. Stewart, Jr., First Vice
President of the Federal Reserve Bank
of New York, as alternate.

J. Alfred Broaddus, Jr., President of the Fed-
eral Reserve Bank of Richmond, with
Cathy E. Minehan, President of the
Federal Reserve Bank of Boston, as
alternate.

Jack Guynn, President of the Federal
Reserve Bank of Atlanta, with William
Poole, President of the Federal Reserve
Bank of St. Louis, as alternate

Michael H. Moskow, President of the Fed-
eral Reserve Bank of Chicago, with
Sandra Pianalto,5 President of the Fed-
eral Reserve Bank of Cleveland, as
alternate.

Robert T. Parry, President of the Federal
Reserve Bank of San Francisco, with
Thomas M. Hoenig, President of the
Federal Reserve Bank of Kansas City,
as alternate

By unanimous vote, the following
officers of the Federal Open Market
Committee were elected to serve until

2. Attended portion of meeting relating to dis-
cussion of gradualism in policymaking.

3. Attended portion of meeting relating to
FOMC rule changes.

4. Attended portion of meeting relating to the
FOMC’s review of the economic outlook. 5. Election effective February 1, 2003.
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the election of their successors at the
first regularly scheduled meeting of the
Committee after December 31, 2003,
with the understanding that in the event
of the discontinuance of their official
connection with the Board of Governors
or with a Federal Reserve Bank, they
would cease to have any official con-
nection with the Federal Open Market
Committee:

Alan Greenspan Chairman
William J. McDonough Vice Chairman
Vincent R. Reinhart Secretary and

Economist
Normand R.V. Bernard Deputy Secretary
Gary P. Gillum Assistant

Secretary
Michelle A. Smith Assistant

Secretary
J. Virgil Mattingly, Jr. General Counsel
Thomas C. Baxter, Jr. Deputy General

Counsel
Karen H. Johnson Economist
David J. Stockton Economist

Thomas A. Connors, Christine Cumming,
Robert A. Eisenbeis, Marvin S.
Goodfriend, David H. Howard,
William C. Hunter, John P. Judd,
David E. Lindsey, Charles S.
Struckmeyer, and David W. Wilcox,
Associate Economists

By unanimous vote, the Federal
Reserve Bank of New York was selected
to execute transactions for the System
Open Market Account until the adjourn-
ment of the first regularly scheduled
meeting of the Committee after Decem-
ber 31, 2003.

By unanimous vote, Dino Kos was
selected to serve at the pleasure of the
Committee as Manager, System Open
Market Account, on the understanding
that his selection was subject to being
satisfactory to the Federal Reserve Bank
of New York.6

By unanimous vote, the Committee
approved an amendment to paragraph 2
of the Authorization for Domestic Open
Market Operations to give the Federal
Reserve Bank of New York discretion
to set the minimum lending fee for the
System Open Market Account securities
lending program below the existing
1.0 percent per annum rate. The Autho-
rization as amended read as follows:

Authorization for Domestic
Open Market Operations
(Amended January 28, 2003)

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, to the extent neces-
sary to carry out the most recent domestic
policy directive adopted at a meeting of the
Committee:

(a) To buy or sell U.S. Government
securities, including securities of the Federal
Financing Bank, and securities that are direct
obligations of, or fully guaranteed as to prin-
cipal and interest by, any agency of the
United States in the open market, from or to
securities dealers and foreign and interna-
tional accounts maintained at the Federal
Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System
Open Market Account at market prices, and,
for such Account, to exchange maturing U.S.
Government and Federal agency securities
with the Treasury or the individual agencies
or to allow them to mature without replace-
ment; provided that the aggregate amount of
U.S. Government and Federal agency securi-
ties held in such Account (including forward
commitments) at the close of business on the
day of a meeting of the Committee at which
action is taken with respect to a domestic
policy directive shall not be increased or
decreased by more than $12.0 billion during
the period commencing with the opening of
business on the day following such a meet-
ing and ending with the close of business on
the day of the next such meeting;

(b) To buy U.S. Government securities,
obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States, from
dealers for the account of the Federal
Reserve Bank of New York under agree-

6. Secretary’s note: Advice subsequently was
received that the selection of Mr. Kos as Manager
was satisfactory to the board of directors of the
New York Reserve Bank.
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ments for repurchase of such securities or
obligations in 65 business days or less, at
rates that, unless otherwise expressly autho-
rized by the Committee, shall be determined
by competitive bidding, after applying rea-
sonable limitations on the volume of agree-
ments with individual dealers; provided that
in the event Government securities or agency
issues covered by any such agreement are
not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall be
sold in the market or transferred to the Sys-
tem Open Market Account.

(c) To sell U.S. Government securities
and obligations that are direct obligations of,
or fully guaranteed as to principal and inter-
est by, any agency of the United States to
dealers for System Open Market Account
under agreements for the resale by dealers of
such securities or obligations in 65 business
days or less, at rates that, unless otherwise
expressly authorized by the Committee, shall
be determined by competitive bidding, after
applying reasonable limitations on the vol-
ume of agreements with individual dealers.

2. In order to ensure the effective conduct
of open market operations, the Federal Open
Market Committee authorizes the Federal
Reserve Bank of New York to lend on an
overnight basis U.S. Government securities
held in the System Open Market Account
to dealers at rates that shall be determined
by competitive bidding. The Federal Reserve
Bank of New York shall set a minimum
lending fee consistent with the objectives of
the program and apply reasonable limitations
on the total amount of a specific issue that
may be auctioned and on the amount of
securities that each dealer may borrow. The
Federal Reserve Bank of New York may
reject bids which could facilitate a dealer’s
ability to control a single issue as deter-
mined solely by the Federal Reserve Bank of
New York.

3. In order to ensure the effective conduct
of open market operations, while assisting in
the provision of short-term investments for
foreign and international accounts main-
tained at the Federal Reserve Bank of New
York, the Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York (a) for System Open
Market Account, to sell U.S. Government
securities to such foreign and international
accounts on the bases set forth in para-
graph 1(a) under agreements providing for
the resale by such accounts of those securi-

ties in 65 business days or less on terms
comparable to those available on such trans-
actions in the market; and (b) for New York
Bank account, when appropriate, to under-
take with dealers, subject to the conditions
imposed on purchases and sales of securities
in paragraph 1(b), repurchase agreements in
U.S. Government and agency securities, and
to arrange corresponding sale and repurchase
agreements between its own account and
foreign and international accounts main-
tained at the Bank. Transactions undertaken
with such accounts under the provisions of
this paragraph may provide for a service fee
when appropriate.

4. In the execution of the Committee’s
decision regarding policy during any inter-
meeting period, the Committee authorizes
and directs the Federal Reserve Bank of New
York, upon the instruction of the Chairman
of the Committee, to adjust somewhat in
exceptional circumstances the degree of
pressure on reserve positions and hence the
intended federal funds rate. Any such adjust-
ment shall be made in the context of the
Committee’s discussion and decision at its
most recent meeting and the Committee’s
long-run objectives for price stability and
sustainable economic growth, and shall be
based on economic, financial, and mone-
tary developments during the intermeeting
period. Consistent with Committee prac-
tice, the Chairman, if feasible, will consult
with the Committee before making any
adjustment.

With Mr. Broaddus dissenting, the
Authorization for Foreign Currency
Operations and the Foreign Currency
Directive were reaffirmed as shown
below.

Authorization for Foreign
Currency Operations
(Reaffirmed January 28, 2003)

1. The Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York, for System Open Market
Account, to the extent necessary to carry out
the Committee’s foreign currency directive
and express authorizations by the Committee
pursuant thereto, and in conformity with
such procedural instructions as the Commit-
tee may issue from time to time:
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A. To purchase and sell the following
foreign currencies in the form of cable trans-
fers through spot or forward transactions on
the open market at home and abroad, includ-
ing transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-
lished by Section 10 of the Gold Reserve Act
of 1934, with foreign monetary authori-
ties, with the Bank for International Settle-
ments, and with other international financial
institutions:

Canadian dollars
Danish kroner
Euro
Pounds sterling
Japanese yen

Mexican pesos
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold balances of, and to have
outstanding forward contracts to receive or
to deliver, the foreign currencies listed in
paragraph A above.

C. To draw foreign currencies and to
permit foreign banks to draw dollars under
the reciprocal currency arrangements listed
in paragraph 2 below, provided that draw-
ings by either party to any such arrangement
shall be fully liquidated within 12 months
after any amount outstanding at that time
was first drawn, unless the Committee,
because of exceptional circumstances, spe-
cifically authorizes a delay.

D. To maintain an overall open posi-
tion in all foreign currencies not exceeding
$25.0 billion. For this purpose, the overall
open position in all foreign currencies is
defined as the sum (disregarding signs) of
net positions in individual currencies. The
net position in a single foreign currency is
defined as holdings of balances in that cur-
rency, plus outstanding contracts for future
receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the
sum of these elements with due regard to
sign.

2. The Federal Open Market Commit-
tee directs the Federal Reserve Bank of
New York to maintain reciprocal currency
arrangements (‘‘swap’’ arrangements) for the
System Open Market Account for periods up
to a maximum of 12 months with the follow-
ing foreign banks, which are among those
designated by the Board of Governors of the
Federal Reserve System under Section 214.5
of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of
the Committee to renew such arrangements
on maturity:

Foreign bank

Amount of
arrangement
(millions of

dollars equivalent)

Bank of Canada . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Bank of Mexico . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

Any changes in the terms of existing swap
arrangements, and the proposed terms of any
new arrangements that may be authorized,
shall be referred for review and approval to
the Committee.

3. All transactions in foreign currencies
undertaken under paragraph 1.A. above
shall, unless otherwise expressly authorized
by the Committee, be at prevailing market
rates. For the purpose of providing an invest-
ment return on System holdings of foreign
currencies, or for the purpose of adjusting
interest rates paid or received in connection
with swap drawings, transactions with for-
eign central banks may be undertaken at
nonmarket exchange rates.

4. It shall be the normal practice to
arrange with foreign central banks for the
coordination of foreign currency transac-
tions. In making operating arrangements
with foreign central banks on System hold-
ings of foreign currencies, the Federal
Reserve Bank of New York shall not commit
itself to maintain any specific balance, unless
authorized by the Federal Open Market
Committee. Any agreements or understand-
ings concerning the administration of the
accounts maintained by the Federal Reserve
Bank of New York with the foreign banks
designated by the Board of Governors under
Section 214.5 of Regulation N shall be
referred for review and approval to the
Committee.

5. Foreign currency holdings shall be
invested to ensure that adequate liquidity is
maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-
tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Govern-
ment securities may be purchased from for-
eign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Subcom-
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mittee and the Committee. The Foreign Cur-
rency Subcommittee consists of the Chair-
man and Vice Chairman of the Committee,
the Vice Chairman of the Board of Gover-
nors, and such other member of the Board
as the Chairman may designate (or in the
absence of members of the Board serving on
the Subcommittee, other Board members
designated by the Chairman as alternates,
and in the absence of the Vice Chairman
of the Committee, his alternate). Meetings
of the Subcommittee shall be called at the
request of any member, or at the request of
the Manager, System Open Market Account
(‘‘Manager’’), for the purposes of reviewing
recent or contemplated operations and of
consulting with the Manager on other mat-
ters relating to his responsibilities. At the
request of any member of the Subcommittee,
questions arising from such reviews and con-
sultations shall be referred for determination
to the Federal Open Market Committee.

7. The Chairman is authorized:
A. With the approval of the Commit-

tee, to enter into any needed agreement or
understanding with the Secretary of the Trea-
sury about the division of responsibility for
foreign currency operations between the Sys-
tem and the Treasury;

B. To keep the Secretary of the Trea-
sury fully advised concerning System for-
eign currency operations, and to consult with
the Secretary on policy matters relating to
foreign currency operations;

C. From time to time, to transmit
appropriate reports and information to the
National Advisory Council on International
Monetary and Financial Policies.

8. Staff officers of the Committee are
authorized to transmit pertinent informa-
tion on System foreign currency operations
to appropriate officials of the Treasury
Department.

9. All Federal Reserve Banks shall par-
ticipate in the foreign currency operations
for System Account in accordance with para-
graph 3G(1) of the Board of Governors’
Statement of Procedure with Respect to For-
eign Relationships of Federal Reserve Banks
dated January 1, 1944.

Foreign Currency Directive
(Reaffirmed January 28, 2003)

1. System operations in foreign curren-
cies shall generally be directed at countering

disorderly market conditions, provided that
market exchange rates for the U.S. dollar
reflect actions and behavior consistent with
IMF Article IV, Section 1.

2. To achieve this end the System shall:
A. Undertake spot and forward pur-

chases and sales of foreign exchange.
B. Maintain reciprocal currency

(‘‘swap’’) arrangements with selected for-
eign central banks.

C. Cooperate in other respects with
central banks of other countries and with
international monetary institutions.

3. Transactions may also be undertaken:
A. To adjust System balances in light

of probable future needs for currencies.
B. To provide means for meeting Sys-

tem and Treasury commitments in particular
currencies and to facilitate operations of the
Exchange Stabilization Fund.

C. For such other purposes as may be
expressly authorized by the Committee.

4. System foreign currency operations
shall be conducted:

A. In close and continuous consulta-
tion and cooperation with the United States
Treasury;

B. In cooperation, as appropriate, with
foreign monetary authorities; and

C. In a manner consistent with the
obligations of the United States in the
International Monetary Fund regarding
exchange arrangements under the IMF
Article IV.

Mr. Broaddus dissented in the votes
on the Authorization for Foreign Cur-
rency Operations and the Foreign Cur-
rency Directive because they provide
the foundation for foreign exchange
market intervention. For the same rea-
sons he had given in the past when he
had dissented on these policy instru-
ments, he continued to believe that the
Federal Reserve’s participation in for-
eign exchange market intervention com-
promises its ability to conduct monetary
policy effectively.

By unanimous vote, the Procedural
Instructions with Respect to Foreign
Currency Operations were reaffirmed in
the form shown below.
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Procedural Instructions with
Respect to Foreign
Currency Operations
(Reaffirmed January 28, 2003)

In conducting operations pursuant to the
authorization and direction of the Federal
Open Market Committee as set forth in the
Authorization for Foreign Currency Opera-
tions and the Foreign Currency Directive,
the Federal Reserve Bank of New York,
through the Manager, System Open Market
Account (‘‘Manager’’), shall be guided by
the following procedural understandings
with respect to consultations and clearances
with the Committee, the Foreign Currency
Subcommittee, and the Chairman of the
Committee. All operations undertaken pur-
suant to such clearances shall be reported
promptly to the Committee.

1. The Manager shall clear with the Sub-
committee (or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position
in foreign currencies exceeding $300 million
on any day or $600 million since the most
recent regular meeting of the Committee.

B. Any operation that would result in a
change on any day in the System’s net posi-
tion in a single foreign currency exceed-
ing $150 million, or $300 million when the
operation is associated with repayment of
swap drawings.

C. Any operation that might generate a
substantial volume of trading in a particular
currency by the System, even though the
change in the System’s net position in that
currency might be less than the limits speci-
fied in 1.B.

D. Any swap drawing proposed by a
foreign bank not exceeding the larger of
(i) $200 million or (ii) 15 percent of the size
of the swap arrangement.

2. The Manager shall clear with the Com-
mittee (or with the Subcommittee, if the
Subcommittee believes that consultation
with the full Committee is not feasible in the
time available, or with the Chairman, if the
Chairman believes that consultation with the
Subcommittee is not feasible in the time
available):

A. Any operation that would result in a
change in the System’s overall open position

in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the
Committee.

B. Any swap drawing proposed by a
foreign bank exceeding the larger of (i) $200
million or (ii) 15 percent of the size of the
swap arrangement.

3. The Manager shall also consult with
the Subcommittee or the Chairman about
proposed swap drawings by the System and
about any operations that are not of a routine
character.

By unanimous vote, the Committee
approved the repeal of paragraphs 3
through 6 of the Guidelines for the Con-
duct of System Open Market Operations
in Federal Agency Issues. The Commit-
tee initially suspended these paragraphs
in August 1999 and subsequently
extended the suspension annually for the
years through 2002. Paragraphs 1 and 2,
which provide general guidance for the
conduct of System open market opera-
tions in federal agency obligations, were
retained in their existing form.

Guidelines for the Conduct of
System Open Market Operations
in Federal Agency Issues
(Amended January 28, 2003)

1. System open market operations in Fed-
eral agency issues are an integral part of total
System open market operations designed to
influence bank reserves, money market con-
ditions, and monetary aggregates.

2. System open market operations in
Federal agency issues are not designed to
support individual sectors of the market or
to channel funds into issues of particular
agencies.

By unanimous vote, the Committee
amended its Program for Security of
FOMC Information on January 28,
2003, to update references to the classi-
fication of confidential documents and
to clarify some of its instructions for
safeguarding confidential information.
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By unanimous vote, the Committee
amended the Temporary Authority to
Operate the System Account to autho-
rize the Chairman to appoint an interim
manager of the System Open Market
Account in emergency circumstances.
The amended Temporary Authority read
as follows:

Temporary Authority to Operate
the System Account
(Amended January 28, 2003)

The Chairman of the Committee is
authorized to appoint a Federal Reserve
Bank as agent to operate the System
Account temporarily in case the Federal
Reserve Bank of New York is unable to
function. In the event the Chairman
exercises such authority, the Chairman
also is authorized to appoint a Federal
Reserve official to act temporarily as
Manager of the System Account.

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on December 10, 2002,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period Decem-
ber 10, 2002, through January 28, 2003.
By unanimous vote, the Committee rati-
fied these transactions.

At this meeting the Committee dis-
cussed staff presentations on whether
policy adjustments incorporating grad-
ual movements in the federal funds rate
were desirable in terms of optimally

achieving the Committee’s macro-
economic objectives. The staff pre-
sentations examined whether policy
adjustments historically had been imple-
mented gradually or whether, instead,
the observed tendency for the federal
funds rate to move slowly through time
reflected the behavior of the underlying
variables to which policy was respond-
ing. Members expressed a range of
views regarding the evidence and its
implications for policy, including poten-
tial situations that might call for rela-
tively aggressive policy actions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the implementation of
monetary policy over the intermeeting
period ahead.

The information reviewed at this
meeting suggested that economic
growth was very slow in the fourth quar-
ter. Housing demand and consumer
spending firmed toward the end of the
year, but capital spending remained
quite weak in an environment of sub-
stantial business uncertainty and pessi-
mism. A sharp drop in motor vehicle
output held down overall industrial pro-
duction, and the labor market deterio-
rated further. Core consumer price infla-
tion continued to decline through the
end of the year.

Private nonfarm payroll employment
fell again in December and was at its
lowest level since September 1999. Job
losses in manufacturing continued to be
sizable, and employment in retail trade
plunged, although part of that decline
might have been attributable to lower-
than-usual hiring of temporary sales
help for the holiday season. By contrast,
hiring in the services industry picked up,
and employment in the finance, insur-
ance, and real estate group continued to
expand. The unemployment rate held at
6 percent in December, a level consis-
tent with other labor market indicators.
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Industrial production slowed a little
further in December, reflecting another
sharp drop in motor vehicle assemblies
and a decline in electricity generation.
Excluding motor vehicles and parts,
manufacturing output increased slightly
following small declines in October
and November. Production of high-tech
goods continued to rise in December,
and output in industries other than high-
tech and transportation increased for
the first time since August. Despite the
uptick in production in some areas of
manufacturing, capacity utilization in
manufacturing fell again in December
and was substantially below its long-run
average.

Retail sales increased appreciably in
November and December even though
disposable personal income posted rela-
tively modest gains and readings on con-
sumer confidence were generally low.
Purchases of new motor vehicles were
brisk and were accompanied by moder-
ate further increases in other categories
of retail sales.

Residential housing activity remained
strong through the end of the year,
despite continued sluggish employment
and additional declines in household
wealth. With mortgage rates remain-
ing near historical lows, single-family
housing starts increased further in
November and December, and the
backlog of unused permits along with
other information suggested that
starts likely would remain strong in
coming months. New home sales
reached yet another record high in
December, and existing home sales
neared their record level established
in January 2002. In the multifamily
sector, starts rebounded in Novem-
ber and December from a sharp drop
in October. Nonetheless, multifamily
homebuilding was at a relatively low
level at year-end, reflecting falling rents
and high vacancy rates.

Business spending on equipment and
software appeared to have little or no
forward momentum in the fourth quarter
and to have been weaker than might
have been suggested by the recent pat-
tern of business output, corporate cash
flow, and the user cost of capital. Both
shipments of and orders for nondefense
capital goods turned down in the fourth
quarter, with aircraft and communica-
tions equipment registering the steep-
est declines in shipments. In the non-
residential sector, construction activity
slowed only a little further in October
and November following a sharp drop
in the third quarter. However, current
weakness in rents and property values
suggested continued deterioration in
activity.

The book value of manufacturing and
trade inventories excluding motor vehi-
cles dropped sharply in October and
changed little in November. Manufac-
turers trimmed stocks in both months,
though durable goods manufacturers
increased their inventories sharply in
December. Wholesalers cut their inven-
tories substantially in October and held
them steady in November. Retail inven-
tories changed little over the two-month
period. Aggregate inventory–sales ratios
in all three categories remained at very
low levels.

The U.S. trade deficit in goods
and services widened significantly in
November, with the value of imports
rising more than that of exports. Com-
bining October and November, imports
increased from the third-quarter average
while exports declined somewhat. Avail-
able information on economic activity
abroad in the fourth quarter suggested
slower growth on average in the major
foreign economies. Economic expan-
sion in Japan appeared to have slowed
markedly, and growth in the euro area
remained sluggish. By contrast, the
Canadian economy continued to expand
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briskly while activity in the United
Kingdom seemed to be growing more
moderately. In the emerging market
economies, conditions in South America
were generally still fragile, the pace of
economic recovery in Mexico appeared
to have slowed, and growth had soft-
ened in much of emerging Asia. Eco-
nomic growth in China remained strong.

Core consumer price inflation, as
measured by the consumer price index
(CPI) and the chain-weighted personal
consumption expenditure (PCE) index,
continued to edge lower through the end
of the year. However, the sizable run-up
in energy prices last year boosted over-
all consumer price inflation somewhat
on a year-over-year basis. At the pro-
ducer level, core prices for finished
goods declined in November and
December, but for the year as a whole
the jump in energy prices pushed overall
producer prices for finished goods up
slightly. With regard to labor costs, aver-
age hourly earnings of production or
nonsupervisory workers increased mod-
erately in December, but the change in
those earnings over the year was consid-
erably smaller than in 2001, evidently
reflecting the slack in labor markets.

At its meeting on December 10, 2002,
the Committee adopted a directive that
called for maintaining conditions in
reserve markets consistent with keeping
the federal funds rate around 11⁄4 per-
cent and retained an assessment that the
risks to its longer-term objectives were
balanced. The Committee noted that
monetary policy was quite accommo-
dative and well positioned to support
a strengthening economic expansion in
line with the members’ expectations for
coming quarters. The Committee’s deci-
sion was widely anticipated and elicited
little reaction. Financial markets were
sensitive, however, to shifting percep-
tions of global risks, economic releases
that generally were seen as having a

disappointing tone, pessimistic expec-
tations for fourth-quarter corporate prof-
its, and the Administration’s announce-
ment of an economic stimulus package
larger than had been anticipated.
Against that backdrop, longer-term
Treasury yields declined somewhat
while, in private debt markets, a sense
of reduced concern about governance
issues and perhaps some increased appe-
tite for risk-taking led to a substantial
decline in yields across the credit spec-
trum that further narrowed risk spreads.
Major stock price indexes moved widely
during the intermeeting period, but most
finished the period a little lower.

The dollar depreciated substantially
in terms of an index of major foreign
currencies, with particularly large
declines against the euro, the yen, and
the Swiss franc. Market worries about
growing tensions over Iraq and North
Korea appeared to be a key factor, but
concerns about the downbeat tone of
recent U.S. economic data and the
potential vulnerability of the dollar to a
general pullback of international capital
further damped market sentiment. The
drop of the dollar occurred despite con-
tinued signs of weak growth in the euro
area and Japan and sizable reductions in
the yields of their long-term government
securities.

Growth of M2 fell considerably in
December. Much of the deceleration
was concentrated in the liquid compo-
nents of the aggregate, likely reflecting
in part an adjustment in the volume of
mortgage refinancings and the associ-
ated prepayments on mortgage-backed
securities.

The staff forecast prepared for this
meeting suggested that the expansion of
economic activity would be muted in
the very near term. Faced with intensi-
fied geopolitical tensions as well as con-
tinuing pessimism about the near-term
course of economic activity, labor mar-
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ket conditions, and corporate earnings,
businesses and consumers were likely to
hold down their spending. In addition,
continued sluggish economic growth
among most major trading partners
would tend to damp U.S. exports. How-
ever, those restraining influences were
expected to abate over time. The consid-
erable monetary ease already in place,
the prospect of significantly more fiscal
stimulus, the continuing strong gains in
structural productivity, and the antici-
pated improvement in business confi-
dence would provide significant impe-
tus to spending. Inventory overhangs
had been largely eliminated, and busi-
ness capital stocks had moved closer
to desired levels. As a consequence, a
slowly improving outlook for sales and
profits, low financing costs, and the tem-
porary federal tax incentive for invest-
ment in new equipment and software
were expected to gradually boost busi-
ness investment spending. The persis-
tence of underutilized resources would
tend to foster some moderation in core
price inflation.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, members emphasized that their
forecasts were subject to substantial
uncertainties, dominated at this point by
the geopolitical situation, but they con-
tinued to view a pickup in economic
growth as a reasonable expectation for
the year ahead. Household spending had
been well maintained over the course of
recent months, but a high degree of cau-
tion had induced business firms to con-
tinue to hold down their spending and
hiring. It was suggested that the uncer-
tainties relating to geopolitical tensions
and possible war in Iraq, important fac-
tors contributing to business caution,
might be at least partly resolved in the
near term, helping to roll back some of
the recent increase in oil prices and
likely having favorable implications for

consumer and business spending. Even
so, the response of the economy was
hard to anticipate because of the diffi-
culty of disentangling the effects of
current geopolitical tensions from the
underlying momentum of the economy.
Moreover, even a short and successful
military campaign could give rise to a
variety of disruptions that might limit at
least for a time an improvement in busi-
ness and consumer confidence.

The members nonetheless saw a num-
ber of favorable factors that could be
expected to foster a relatively robust
economic expansion over time. These
included a stimulative monetary policy
along with generally accommodative
financial conditions, the prospect of
additional fiscal stimulus, an increasing
need for expenditures by business firms
to replace depreciated equipment and to
maintain acceptable inventory levels,
and continued vigorous growth in pro-
ductivity that would support profits and
incomes. With regard to the outlook for
inflation, prospective growth of spend-
ing in line with the members’ forecasts
likely would continue to be associated
with only muted pressures on labor and
other resources over the year ahead, and
given current trends in productivity,
members anticipated that consumer
price inflation would remain subdued;
indeed, modest further disinflation
might occur over the year ahead.

In preparing for the semiannual
monetary policy report to Congress, the
Board members and Reserve Bank
presidents provided individual projec-
tions of the growth of GDP, civilian
unemployment, and consumer price
inflation for the year 2003. The mem-
bers agreed that because of the unusual
uncertainties that clouded their current
forecasts, the latter should be viewed
as having extremely wide confidence
bands. Their forecasts envisaged a
strengthening economic recovery but
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not one that was likely to induce a mate-
rial, if any, decline in the unemployment
rate over the year ahead. Their forecasts
of growth in real GDP for 2003 had a
central tendency of 31⁄4 to 31⁄2 percent
and a full range of 3 to 33⁄4 percent,
measured as the change between the
fourth quarter of 2002 and the fourth
quarter of 2003. Their projections of the
civilian unemployment rate in the fourth
quarter of the year were all in a range of
53⁄4 to 6 percent. Their forecasts of con-
sumer price inflation for the year, as
measured by the PCE chain-type price
index, were centered in a range of 11⁄4 to
11⁄2 percent, with a full range of 11⁄4 to
13⁄4 percent.

In the Committee’s discussion of
developments in key sectors of the
economy, members continued to place
emphasis on the critical role of business
spending and hiring decisions in deter-
mining the strength of the expansion.
An elevated level of business caution
clearly was holding back investment
spending, and there were few signs of a
pickup in the near term. Given an even-
tual reduction in prevailing uncertain-
ties, however, a number of members
noted that the outlook for business
spending was favorable, and they did
not rule out a sharp snapback in busi-
ness expenditures as the year pro-
gressed. Factors cited in support of this
view included the wide availability and
low cost of capital, the increasing need
for replacing worn and outdated capi-
tal equipment with the passage of time,
a decline in overall stocks of capital
in relation to the economy’s growing
potential, and the anticipated continua-
tion of what appeared to be an upward
trend in sales, cash flows, and profits.
Some members also referred to the posi-
tive effects on some business decisions
of the temporary federal tax incentives
for expenditures on business equipment
and software. The members agreed that

the strength and timing of the prospec-
tive improvement remained subject to
a high degree of uncertainty. Indeed, a
number of members commented that it
was possible that some easing of geopo-
litical tensions would not lead to a major
near-term upturn in business confidence
and business expenditures. Such an out-
come would be especially likely if oil
supplies were disrupted, a threat that
could not be ruled out, with adverse
consequences for oil prices and business
costs. Moreover, the current excess
capacity would permit many firms to
meet likely demands for some period of
time without a significant increase in
capital investments.

The evident uncertainty and pessi-
mism in the business community were
also reflected in tight inventory control
policies. Despite continuing gains in
final sales, inventories were estimated to
have changed little in the fourth quarter
and currently were at levels that were
widely viewed as unusually low in rela-
tion to sales. In these circumstances, an
easing at some point of current uncer-
tainties and strengthening confidence
should induce inventory rebuilding, with
positive implications, at least for a time,
for the expansion of economic activity.

The household sector had continued
to provide vital support to overall
demand in recent months despite a dete-
riorating trend in consumer confidence.
While numerous contacts reported gen-
erally disappointing holiday sales in
an environment of atypically large and
widespread discounting, a surge in
motor vehicle sales in December fos-
tered by aggressive sales incentives and
some pickup in retail sales late in the
holiday season helped to sustain moder-
ate overall growth in consumer spend-
ing through the year-end. Looking
ahead, a number of factors seemed
likely to undergird consumer spending,
including the positive effects on perma-

Minutes of FOMC Meetings, January 167



nent incomes of robust ongoing growth
in productivity, the possibly accelerated
phase-in of tax reductions stemming
from earlier legislation, the prospects
for additional reductions in federal taxes
affecting household incomes, and more
generally the continued favorable effects
of low interest rates and widely avail-
able financing on consumer purchases
of motor vehicles and other durables. At
the same time, some members expressed
concern about the potential for adverse
effects on consumer incomes and confi-
dence should stagnant conditions persist
in labor markets and equity markets
weaken further. Reference also was
made to the possibility suggested by
some analysts that the value of housing
wealth might be leveling off. In that
event mortgage refinancings might mod-
erate once mortgage rates stabilized,
reducing the impetus to consumer
spending from this source.

Statistical indicators of housing activ-
ity and anecdotal reports from numerous
parts of the country pointed to persisting
strength in homebuilding, with no signs
of a slowdown in most areas. Mem-
bers generally anticipated that activity
in this sector of the economy would be
well maintained in the context of low
mortgage rates and further growth in
incomes, but a few expressed reserva-
tions about forecasts of a further pickup
this year.

The members anticipated the enact-
ment of new legislation that would add
to the fiscal stimulus that was already
incorporated in earlier legislation. While
greater fiscal stimulus appeared to be
desirable to counter near-term weakness
in the economy, the new legislation
probably could not be enacted in time to
begin to exert an expansionary impact
on the economy before the latter part of
this year when the anticipated strength-
ening of the economy might already be
well under way. Members also observed

that, given the competing legislative
proposals currently under consideration,
the eventual components and size of
that legislation were very uncertain at
this point, though they were likely to
be importantly influenced by the per-
formance of the economy and espe-
cially labor market conditions over
coming months. A number of members
expressed the hope that the legislation
would not encompass provisions that
would lead to permanently large federal
deficits with negative consequences for
the economy over the longer term.

As they had at previous meetings,
members also commented on the severe
fiscal problems being experienced by
numerous state and local governments.
It was noted that state revenue shortfalls
were being aggravated by federally
mandated costs related to homeland
security that were not, at least currently,
being reimbursed by the federal govern-
ment. Another problem related to cer-
tain tax proposals under consideration in
the Congress, notably the exclusion of
dividends from income, that could have
adverse consequences for the revenues
of numerous state and local govern-
ments that linked their taxable incomes
to those reported on federal returns.
More generally, while state and local
efforts to redress budget imbalances
were likely to offset only a small part of
the probable stimulus in forthcoming
federal legislation, some members com-
mented that those efforts might well
involve more fiscal restraint than was
currently foreseen by some analysts.

Largely reflecting their expectations
of ongoing, albeit diminishing, slack in
labor and product markets, the members
anticipated that consumer price inflation
probably would edge down over the next
several quarters from an already low
level. Members also referred to a num-
ber of crosscurrents bearing on the out-
look for prices that included the adverse
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effects of recent declines in the dollar
and higher oil prices but also the oppos-
ing effects of a strong uptrend in produc-
tivity and highly competitive markets
in holding down prices and costs. With
regard to labor costs, members cited
anecdotal evidence of persisting weak-
ness in numerous regional labor markets
and, given the current reluctance of
employers to add to their workforces,
the prospect that job gains and labor
compensation would tend to lag the
anticipated strengthening in economic
activity, as they often had in the past.

In the Committee’s discussion of
policy for the intermeeting period, all
the members supported a proposal to
maintain an unchanged policy stance.
While the economy had continued to
grow slowly, monetary policy and over-
all financial conditions had remained
accommodative and the prospects for an
appreciable strengthening of the eco-
nomic expansion over time were favor-
able. As some of the prevailing uncer-
tainties currently impairing spending
began to lift, possibly in the near term
with regard to military developments in
the Middle East, the Committee should
be in a much better position to assess the
underlying strength of the economy and
the appropriate policy response. At this
point, the Committee could not rule out
a range of plausible economic outcomes,
including the possibility of a persisting
subpar economic performance or a much
stronger than forecast acceleration of the
expansion. Indeed, the Committee could
envision circumstances when it might
find it desirable to adjust its policy
stance substantially and promptly in one
direction or the other in the months
ahead. The members concluded that a
wait-and-see policy stance was desir-
able pending an improved basis for
judging the ongoing performance of the
economy. They also agreed that the
accommodative stance of policy, devel-

opments over the intermeeting period,
and their current forecasts in the context
of tensions abroad argued for retaining a
balanced risks assessment to be included
in the statement that would be made
public shortly after this meeting.

At the conclusion of this discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
11⁄4 percent.

The votes encompassed approval of
the sentence below for inclusion in the
press statement to be released shortly
after the meeting.

Against the background of its long-run
goals of price stability and sustainable eco-
nomic growth and of the information cur-
rently available, the Committee believes that
the risks are balanced with respect to
prospects for both goals in the foreseeable
future.

Votes for this action: Messrs. Greenspan,
McDonough, and Bernanke, Ms. Bies,
Messrs. Broaddus, Ferguson, Gramlich,
Guynn, Kohn, Moskow, Olson, and Parry.
Vote against this action: None.

It also was agreed that the next meet-
ing of the Committee would be held on
Tuesday, March 18, 2003.

The meeting adjourned at 12:55 p.m.
on January 29, 2003.

Vincent R. Reinhart
Secretary
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Meeting Held on
March 18, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, March 18, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, and Mr. Poole, Alternate
Members of the Federal Open
Market Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Gillum, Assistant Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Mr. Madigan, Deputy Director,
Division of Monetary Affairs,
Board of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Mr. Clouse, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Connolly, First Vice President,
Federal Reserve Bank of Boston

Messrs. Fuhrer and Hakkio,
Mses. Mester and Perelmuter,
Messrs. Rasche, Rosenblum,
and Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, New York, St. Louis,
Dallas, and Cleveland respectively

Mr. Rudebusch, Vice President,
Federal Reserve Bank of
San Francisco

Mr. Weber, Senior Research Officer,
Federal Reserve Bank of
Minneapolis

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on January 28–29,
2003, were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
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and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period January 29,
2003, through March 17, 2003. By
unanimous vote, the Committee ratified
these transactions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the conduct of monetary
policy over the intermeeting period.

The information reviewed at this
meeting suggested that growth of eco-
nomic activity remained subpar in the
opening months of the year. While the
underlying demand for residential hous-
ing continued to be robust and gov-
ernment outlays evidently were rising,
the expansion of consumer spending
seemed to have slowed, and outlays for
capital spending were still very sluggish
in an environment of business uncer-
tainty and pessimism. Declining motor
vehicle output held down overall indus-
trial production, and the labor market
weakened further. Consumer price infla-
tion as measured by the core CPI decel-
erated over the past year, but steep
increases in energy prices boosted over-
all price inflation.

Private nonfarm payroll employment
had fallen sharply on balance in recent
months, though the quite large February
decline may have been exaggerated by
bad weather, military reserve call-ups,
and seasonal adjustment difficulties.
February job losses in manufacturing
were at about the same pace as seen
over the past year. However, layoffs in
construction surged, likely reflecting the
unusually adverse winter weather condi-
tions over much of the country. There
were widespread declines in employ-
ment in the service sector, particularly in
industries that had experienced steady
growth last year. Job losses in the trans-
portation industry seemed to have been
associated in part with higher fuel costs.

The unemployment rate inched up to
5.8 percent in February, and the most
recent readings on initial claims for
unemployment insurance suggested that
labor market conditions remained soft in
March.

Industrial production edged up in
February after a sharp rise in January.
Electricity generation increased substan-
tially in response to unseasonably cold
weather in much of the East, and mining
production picked up. Manufacturing
was pulled down in February by a slump
in motor vehicle assemblies, but the
output of high-tech goods registered
another sizable gain, reflecting continu-
ing growth in the production of semi-
conductors and computers, and output
of goods other than motor vehicles and
high-tech goods was unchanged. With
manufacturing production lower, capac-
ity utilization in manufacturing slipped
somewhat in February to a rate substan-
tially below its long-run average.

Retail sales were lower on balance in
January and February, partly reflecting a
decline in motor vehicle sales in both
months and snowstorms that kept many
consumers at home in February. In addi-
tion, rising energy prices eroded part of
the sluggish gains in consumer incomes,
and both consumer sentiment and net
worth deteriorated noticeably.

With mortgage rates remaining near
historical lows, strength in residential
housing demand carried through the
early part of this year. However, bad
weather in February disrupted single-
family construction activity and single-
family starts fell sharply from January’s
very high level. Sales of both new and
existing homes slipped noticeably in
January but remained at elevated levels.
In the multifamily sector, where vacancy
rates are high and rents have fallen,
starts dropped considerably to about the
average pace recorded over the past
three years.
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Business investment on equipment
and software increased briskly in the
fourth quarter of last year as outlays for
aircraft climbed sharply and other major
categories recorded gains. In January,
a rise in shipments of nontransportation
capital equipment suggested that the
demand for such goods on the part of
businesses was beginning to respond to
continued increases in output and fur-
ther declines in the cost of capital. In the
high-tech sector, shipments of comput-
ing equipment surged in January, and
shipments of communications equip-
ment registered sizable gains. Outside
the high-tech sector, however, shipments
edged down. Data on orders for durable
equipment placed in December and
January suggested that shipments could
strengthen in the coming months. In the
nonresidential sector, construction activ-
ity slowed further in the fourth quarter,
with most categories recording sizable
declines in expenditures. Many indica-
tors of market conditions in the nonresi-
dential sector continued to weaken, with
vacancy rates rising and rents generally
falling, but an upturn in property values
suggested that a turnaround in rents
might be near.

The book value of manufacturing and
trade inventories excluding motor vehi-
cles edged down in January following
buildups of stocks in the third and fourth
quarters of last year. The aggregate
inventory–sales ratio for this sector had
trended down from the high levels
recorded in mid-2001 and reached a new
low in January, with few imbalances
evident across industries.

The U.S. trade deficit in goods and
services narrowed substantially in Jan-
uary as the value of exports partially
reversed a large December decline and
the value of imports fell from elevated
November and December levels. The
rise in exports and the drop in imports
were broadly spread across goods cate-

gories. Available information on eco-
nomic activity abroad indicated that
most of the major foreign economies
experienced sluggish growth late in
2002 that seemed likely to persist in the
first quarter. Economic expansion in the
euro area weakened further in the fourth
quarter and Canadian output decelerated
sharply, but growth in Japan was rela-
tively well sustained at a modest pace.
In the emerging-market economies, con-
ditions in South America generally
remained fragile, the pace of economic
recovery in Mexico appeared to have
slowed somewhat, and growth was
generally restrained in much of emerg-
ing Asia. Economic growth in China
remained strong.

Most measures of core consumer
prices and labor costs decelerated in the
twelve-month period ended in January.
However, the recent jump in gasoline
and heating oil prices, reflecting a sharp
run-up in crude oil prices and unusually
cold weather in the Midwest and East,
significantly boosted overall consumer
price inflation in the twelve months
ended in January. At the producer level,
core price inflation for finished goods
eased in the twelve-month interval end-
ing in February. With regard to labor
costs, hourly compensation for private
industry workers decelerated noticeably
in 2002, with growth of both the salary
and benefits components slowing on a
year-over-year basis. Growth in average
hourly earnings of production or non-
supervisory workers also slowed in the
twelve months ending in February. The
deceleration in both labor measures
likely reflected in part the slack in labor
markets.

At its meeting on January 28–29,
2003, the Committee agreed on a direc-
tive that called for maintaining condi-
tions in reserve markets consistent with
keeping the federal funds rate around
11⁄4 percent and retained a balanced risks
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assessment. The Committee noted that
the economy continued to grow slowly,
but monetary policy and financial
conditions were quite accommodative
and the prospects for an appreciable
strengthening of the economic expan-
sion over time remained favorable. The
Committee concluded that a wait-and-
see policy stance was desirable pend-
ing an improved basis for judging the
ongoing performance of the economy.
The Committee’s decision was widely
anticipated and elicited little reaction
in financial markets. However, with the
likelihood of war perceived to have
increased, investor wariness appar-
ently intensified downward pressure
on equity prices and interest rates over
the intermeeting period. Treasury bond
yields declined somewhat, perhaps
reflecting both expectations of lower
policy rates and greater investor
demands for safety. Rates in private debt
markets fell by somewhat more than
comparable-maturity Treasury yields.
Declines in major equity indexes were
amplified by lackluster earnings reports
and disappointing data on auto sales,
labor market conditions, and consumer
confidence.

The dollar changed little on balance
over the intermeeting period in terms of
an index of major foreign currencies,
though the dollar fluctuated widely in
the latter part of the period in reflection
of market concerns about geopoliti-
cal uncertainties. The dollar depreciated
against the Canadian dollar, which was
supported by a small monetary tighten-
ing action by the Bank of Canada to trim
inflationary pressures. By contrast, the
dollar appreciated slightly against the
British pound, partly in response to
an unexpected easing by the Bank of
England to counter downward pressures
on economic activity. The European
Central Bank also cut its key policy
rates in response to further signs of eco-

nomic weakness in major euro-area
countries. The dollar was also little
changed against an index of the cur-
rencies of other important U.S. trading
partners.

M2 grew rapidly in February, owing
mainly to robust inflows to liquid depos-
its. Earlier filings for tax refunds and
hefty mortgage prepayments associated
with refinancing activity likely were fac-
tors in the strength of M2. In addition,
investors might have seen liquid depos-
its as a safe haven at a time of consider-
able volatility in equity markets.

The staff forecast prepared for this
meeting continued to suggest that eco-
nomic expansion would be muted for a
time. Faced with the likely onset of war
in the very near term and the large
uncertainties relating to its aftermath,
businesses and consumers were likely to
hold down their spending. In addition,
continued sluggish economic growth
among most major U.S. trading partners
was expected to damp U.S. exports.
Nonetheless, those restraining influ-
ences were expected to abate over time.
The considerable monetary ease already
in place and the likely prospect of sig-
nificantly more fiscal stimulus would
combine with expected continuing
strong gains in structural productivity
and improving business and consumer
confidence to provide significant impe-
tus to spending. Inventory overhangs
had been largely eliminated and busi-
ness capital stocks had moved closer
to desired levels. As a consequence, a
slowly improving outlook for sales and
profits, low financing costs, and the tem-
porary federal tax incentive for invest-
ment in new equipment and software
were expected to gradually boost busi-
ness investment spending. The persis-
tence of underutilized resources was
expected to maintain some downward
pressure on core price inflation over the
forecast period.
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In the Committee’s discussion of cur-
rent and prospective economic devel-
opments, members commented that an
unusually high degree of uncertainty had
made it very difficult to assess the fac-
tors underlying the performance of the
economy. Widespread indications of a
strengthening economy near the end of
last year through the first part of this
year had given way to a disappointing
economic performance more recently.
It seemed clear that an outbreak of war
with Iraq was imminent and that this
prospect was having a damping effect
on the economy. Uncertainty about
the effects of the war had contributed
to higher energy prices, lower equity
prices, declines in measures of house-
hold confidence, and a tendency for
households and especially businesses
to postpone making commitments. But
it was also possible that a part of the
recent weakness might reflect under-
lying economic conditions. In the cir-
cumstances, some clarification of the
Iraqi situation, which might occur in the
relatively near future, should improve
the Committee’s ability to assess ongo-
ing developments, though uncertainties
would remain. Beyond the near term,
members acknowledged that relatively
subdued growth for a time could not be
ruled out, but many commented that the
conditions were in place for a strength-
ening expansion. In this regard they
referred to the positive effects on busi-
ness profits and consumer incomes of
persisting gains in productivity, stimu-
lative monetary and fiscal policies, and
accommodative financial and bank lend-
ing markets. The likelihood of contin-
ued low or even declining inflation was
high, especially given expectations of
persisting slack in resource utilization.

In the course of the Committee’s
review of developments in key sectors
of the economy, members underscored
the retarding effects of reduced confi-

dence and heightened caution on house-
hold and business spending but noted
that it was difficult to attribute the rela-
tive contributions of geopolitical risk
and worries about the economy to the
emergence of weaker spending. In any
event, consumer expenditures appeared
to have been held back recently by
the impact of higher energy costs, weak
labor markets, and severe winter
weather in the eastern part of the United
States. Sales of motor vehicles had
declined substantially since the start
of the year despite the introduction
of enhanced sales incentives. Non-
automotive retail sales, after a pickup
at the end of 2002 that had extended
through the first several weeks of this
year, had weakened more recently.
Whether the recent experience augured
further softening in consumer spending
was uncertain, but some members
commented that this weak performance
was not reassuring with regard to fore-
casts of substantial strengthening of
the expansion later this year. Many
observed, however, that a favorable out-
come to the hostilities in the Middle
East and lower oil prices in line with
quotations in futures markets should
generate a positive response in equity
markets, boost consumer sentiment, and
foster a rebound in consumer spending
as the year progressed.

Housing activity had held up well on
the whole, despite a negative report on
housing starts for February, and indeed
was displaying continued strength in
many parts of the nation. In numerous
areas, however, sales of high-end homes
had continued to lag and there were
reports of a softening in the middle-
market single-family sector in some
areas. Members also cited indications of
overbuilding in some parts of the coun-
try, notably of multifamily housing. On
balance, generally robust homebuilding
activity was expected to persist against
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the backdrop of low mortgage interest
rates and rising household incomes.

With regard to the outlook for bus-
iness capital expenditures, members
commented that a variety of factors
likely would induce business firms to
continue to hold back on new invest-
ment initiatives, at least over the near
term. Indeed, there was as yet no persua-
sive evidence that business fixed invest-
ment would provide the needed support
for the strengthening in overall eco-
nomic activity. Geopolitical uncertain-
ties, notably those relating to devel-
opments in Iraq, frequently were cited
by business contacts as a major reason
for caution, but other factors inhibiting
capital expenditures evidently included
excess capacity and limited prospects
for profits because of increased energy,
insurance, pension, and other costs and
a concomitant inability to raise selling
prices. At the same time, there was only
limited evidence thus far that the partial-
expensing tax incentive, scheduled to
expire in September 2004, was having
a measurable effect on outlays for new
equipment and software. The outlook
for commercial construction activity
was especially downbeat because of
high vacancy rates in industrial and
office structures in many areas, and a
general upturn in such construction was
viewed as unlikely to occur for an
extended period of time. While resolu-
tion of some of the uncertainties relating
to Iraq seemed likely in the relatively
near term, many business contacts
reported that they would continue to
hold down their capital investments
until demand for their goods and ser-
vices and related profit opportunities
displayed clear signs of significant
improvement. Some members nonethe-
less referred to indications of increasing
expenditures for various categories of
high-tech equipment and software, and
they noted that impetus to demand from

a positive outcome in the war against
Iraq should have a favorable effect on
business capital spending, especially if
it were accompanied by a rally in the
stock market.

Many firms were trying to keep their
inventories at especially low levels
in light of their concerns that projected
sales might not materialize. Members
cited the resulting lean inventories as a
positive element in the outlook for eco-
nomic activity, given likely efforts by
business firms to maintain inventories in
broad aligment with anticipated growth
over time in final sales.

Federal government spending contin-
ued to rise rapidly, led by large increases
in defense and homeland security expen-
ditures, and members noted that the
resulting impetus to growth might be
augmented by passage of a fiscal stimu-
lus package in line with that proposed
by the Administration. Considerable
uncertainty surrounded the eventual size
of such a package or even whether it
would be enacted this year. A partial
offset to the federal fiscal stimulus
stemmed from efforts to address deepen-
ing budget crises in a number of states
and their adverse implications for many
local economies.

Against the background of persistent
strength in productivity growth and con-
tinued low levels of capital and labor
utilization, inflation would likely remain
subdued going forward. Indeed, mem-
bers saw further disinflation in core
prices as a distinct possibility over the
next several quarters. At the same time,
the outlook for oil prices and energy
prices more generally was uncertain
and, despite market expectations, oil
prices might remain relatively high in
the event of adverse developments in
Iraq and in some other major oil produc-
ing countries that were experiencing
serious economic and political prob-
lems. However, high oil prices, should
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they persist, were likely to have more of
an effect in damping demand than in
raising inflation, given well-entrenched
expectations of low inflation.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead,
the members unanimously supported a
proposal to maintain an unchanged pol-
icy stance. While the economic expan-
sion had displayed signs of faltering in
recent weeks, the reasons for and hence
the duration of any period of weakness
could not be reliably ascertained. In that
regard, members commented that as key
geopolitical uncertainties diminished or
were resolved, the Committee would be
in a much better position to assess eco-
nomic trends and a desirable course for
monetary policy. Monetary policy was
positioned to accommodate a strength-
ening economic performance that
seemed likely to materialize once key
uncertainties and related concerns began
to decrease, perhaps in the relatively
near future, and business and consumer
sentiment started to improve. To be sure,
the timing and speed of a pickup in
economic activity were not clear, and
some members saw continued growth
below potential as the primary risk for
the near term. The members concluded
that the prudent course in current cir-
cumstances was to maintain a steady
policy stance, a high degree of vigi-
lance, and a readiness to respond
promptly as needed to the emergence
of clearer evidence relating to the per-
formance of the economy. In the latter
regard, some members cautioned that
the Committee might well need to adjust
its policy in circumstances that contin-
ued to be characterized by a substantial
degree of uncertainty.

The Committee decided to omit its
usual statement regarding the balance of
risks from the press release to be made
public shortly after the meeting. Most
members believed that the major uncer-

tainties surrounding the geopolitical
situation made it impossible to assign
reasonable probabilities to plausible
alternative economic outcomes and that
any effort to do so would provide a
misleading impression of the Commit-
tee’s confidence and knowledge about
the economic outlook. In light of these
considerable uncertainties, the members
agreed that heightened surveillance of
evolving economic trends would be
especially useful in the weeks ahead. At
the conclusion of the discussion, the
Committee voted to authorize and direct
the Federal Reserve Bank of New York,
until it was instructed otherwise, to
execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the fed-
eral funds rate at an average of around
11⁄4 percent.

Votes for this action: Messrs. Greenspan,
McDonough, Bernanke, Ms. Bies, Messrs.
Broaddus, Ferguson, Gramlich, Guynn,
Kohn, Moskow, Olson, and Parry. Votes
against this action: None.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, May 6, 2003.

The meeting adjourned at 12:50 p.m.

Following the outbreak of war in Iraq,
the members of the Committee par-
ticipated in a series of conference calls
held on March 25, April 1, April 8, and
April 16 in order to keep abreast of
the latest information and to exchange
views regarding the possible implica-
tions of current developments for the
economic outlook and monetary policy.
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No policy decisions were made in this
period.

Vincent R. Reinhart
Secretary

Meeting Held on
May 6, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, May 6, 2003, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Gillum, Assistant Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Hunter, Judd, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Messrs. Ettin and Madigan, Deputy
Directors, Divisions of Research
and Statistics and Monetary
Affairs respectively, Board of
Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Mr. Clouse, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant to
the Board, Office of Board
Members, Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Fuhrer and Hakkio,
Mses. Mester and Perelmuter,
Messrs. Rasche, Rosenblum,
Rolnick, and Sniderman, Senior
Vice Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, New York, St. Louis,
Dallas, Minneapolis, and
Cleveland respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on March 18, 2003,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.
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The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period March 18,
2003, through May 5, 2003. By unani-
mous vote, the Committee ratified these
transactions.

With Mr. Broaddus dissenting, the
Committee voted to extend for one year
beginning in mid-December 2003 the
reciprocal currency (‘‘swap’’) arrange-
ments with the Bank of Canada and the
Bank of Mexico. The arrangement with
the Bank of Canada is in the amount of
$2 billion equivalent and that with the
Bank of Mexico in the amount of $3 bil-
lion equivalent. Both arrangements are
associated with the Federal Reserve’s
participation in the North American
Framework Agreement. The vote to
renew the System’s participation in the
swap arrangements maturing in Decem-
ber was taken at this meeting because
of the provision that each party must
provide six months prior notice of an
intention to terminate its participation.
Mr. Broaddus dissented because he
believed that the swap lines exist prima-
rily to facilitate foreign exchange mar-
ket intervention, and he was opposed to
such intervention for the reasons he had
expressed at the January meeting.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the conduct of monetary
policy over the intermeeting period.

The information reviewed at this
meeting suggested that economic activ-
ity continued to grow at a subpar pace
in recent months. Consumer spending
advanced slightly in the first quarter
and housing activity remained at a high
level, but business investment slowed.
Industrial production was sluggish, and
additional slack accumulated in the
labor market. Core consumer inflation

had moved lower, but overall consumer
prices had been pushed up recently by
sharp rises in energy prices.

Private nonfarm payroll employment
continued to fall in April. Manufactur-
ing employment registered widespread
losses, and the retail trade, transporta-
tion, and utilities industries extended
their declines of prior months. The
unemployment rate rose to 6 percent
in April, with increases spread widely
across most demographic groups. Initial
claims for unemployment insurance
remained at an elevated level, suggest-
ing further labor market weakness in
May.

Industrial production fell in March,
and weekly physical product data and
other indicators pointed to another drop
in April. Lower output at utilities
accounted for some of the decline in
overall production in March but manu-
facturing output, especially motor vehi-
cle assemblies, fell again. Total indus-
trial capacity utilization declined in
March, with capacity utilization in
manufacturing reaching a twenty-year
low.

Real personal consumer expenditures
rose in March and for the first quarter
as a whole. Spending on durable goods
increased in March but was down a bit
for the full quarter. By contrast, spend-
ing on services and nondurable goods
fell in March but was up on balance in
the first quarter. Disposable income was
unchanged in March. Measures of con-
sumer confidence rebounded sharply in
April after sizable declines in February
and March.

Residential housing activity remained
solid, though some signs of potential
moderation emerged. Supported by con-
tinued low mortgage rates, first-quarter
housing starts in the single-family sector
stayed at the high level of the fourth
quarter. Multifamily starts also changed
little in the first three months of the year
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and vacancy rates in the sector remained
high. Sales of existing homes were off a
bit in March, but sales for the first quar-
ter as a whole edged up from the fourth-
quarter rate. New home sales, however,
were down from their fourth-quarter
pace.

Real outlays on equipment and soft-
ware declined in the first quarter after
rising moderately over the three preced-
ing quarters. A sharp drop in purchases
of transportation equipment more than
accounted for the first-quarter decline.
The weakness in the transportation cate-
gory reflected sluggish expenditures for
aircraft, medium and heavy trucks, and
light vehicles. By contrast, the high-tech
category recorded strong growth owing
to a surge in spending for computer and
peripheral equipment and an upturn in
purchases of communications equip-
ment. Although investment fundamen-
tals, such as corporate cash flows and
reduced costs of capital, remained favor-
able, reports from businesses were
downbeat. The extended decline in real
investment spending on nonresidential
structures moderated further in the first
quarter, with the smallest decline since
the first quarter of 2001.

Real nonfarm inventories exclud-
ing motor vehicles appeared to have
declined a little in the first quarter after
accumulating in recent quarters. The
buildup of manufacturing and trade
inventories, however, continued in Jan-
uary and February at an average pace
similar to that of the second half of
2002. Relative to sales, non-auto inven-
tory stocks in most sectors were low by
recent standards. According to industry
reports, inventories in the motor vehicle
industry apparently had risen above
desired levels.

The U.S. trade deficit in goods and
services narrowed slightly in February
and brought the average deficit for Janu-
ary and February to an annual rate near

that of the fourth quarter. The narrow-
ing in February was accounted for by a
small decline in imports and a marginal
rise in exports. Recent indicators sug-
gested continued sluggish economic
growth in most foreign industrial
nations. The Japanese economy was
about flat in the early months of the
year, activity in the euro area remained
subdued, and first-quarter growth in the
United Kingdom was lackluster. Cana-
dian domestic demand remained rela-
tively robust but appeared to be slowing.
Economic conditions in other countries
were mixed. In Latin America, Mexican
data releases pointed toward increases
in economic activity, and the Argen-
tine economy continued to show signs
of recovery. In contrast, Venezuela
remained in crisis, and economic activ-
ity in Brazil appeared to have moderated
despite improved financial market con-
ditions. In developing Asia, indicators
suggested that economic growth had
slowed in much of the region. China,
however, registered robust growth in the
first quarter.

Core consumer price inflation moved
down further in the first quarter from
its already low level. A sharp run-up in
energy prices, however, pushed up over-
all consumer prices in the first quarter
and in the year ended in March (mea-
sured by both the consumer price index
and the chain-type personal consump-
tion expenditure index). Producer prices
also were boosted significantly by the
jump in energy prices in recent months.
Core producer prices were up apprecia-
bly in the first quarter but at a slower
pace than overall producer prices. With
regard to labor costs, the employment
cost index for hourly compensation of
private industry workers rose at a faster
rate during the three months ended in
March, reflecting increases in wages and
salaries and in benefit costs. The expan-
sion of compensation costs over the
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twelve months ended in March was
virtually the same as in the previous
twelve-month period.

When the Committee met on
March 18, 2003, the nation appeared to
be on the brink of war. At the end of that
meeting, the Committee adopted a direc-
tive that called for maintaining condi-
tions in reserve markets consistent with
keeping the federal funds rate around
11⁄4 percent. The Committee agreed to
indicate in its announcement that in light
of the unusually large uncertainties
clouding the geopolitical situation in the
short run and their apparent effects on
economic decisionmaking, it could not
at that time usefully characterize the cur-
rent balance of risks with respect to the
prospects for its long-run goals of price
stability and sustainable economic
growth. The Committee also agreed that
heightened surveillance would be par-
ticularly informative. It was noted that
while the recent economic data were
mixed, the hesitancy of the economic
expansion appeared to owe significantly
to oil price premiums and other aspects
of geopolitical uncertainties. The Com-
mittee believed that as those uncertain-
ties lifted, the accommodative stance
of monetary policy, coupled with the
ongoing growth in productivity, would
provide vital support toward fostering
improving economic performance over
time.

The decision to leave policy on hold
had been largely anticipated by market
participants, but the inclusion in the
policy announcement of a reference to
‘‘heightened surveillance’’ led initially
to downward revisions to expectations
for the future path of the federal funds
rate. The abatement of war-related risks
was reflected in sizable declines in
forward-looking measures of uncer-
tainty in short- and long-term interest
rates, exchange rates, and oil and equity
prices. Nearer-term Treasury yields

had fallen, but longer-term Treasury
yields had changed little since the March
meeting. Risk spreads on corporate
debt securities narrowed across the
credit quality spectrum. Broad equity
indexes registered notable gains related
to better-than-expected corporate earn-
ings reports.

In foreign exchange markets, the
trade-weighted value of the dollar in
terms of the major foreign currencies
declined over the intermeeting period.
The dollar depreciated somewhat more
against the euro and the Canadian dollar
and only slightly against the Japanese
yen. The dollar also declined against an
index of currencies of other important
trading partners. Equity markets in
the major industrial economies, except
Japan, had risen significantly since the
March FOMC meeting.

Growth in M2 slowed over March
and April, but most of the deceleration
appeared to be attributable to temporary
tax-related flows of funds. A movement
toward earlier electronic filing appar-
ently weakened M2 in March by shift-
ing refund distributions into February.
Reduced M2 growth in April reflected,
in part, slower-than-average buildups
of deposits associated with final tax pay-
ments by individuals. Substantial net
inflows to equity mutual funds occurred
during the same period.

The staff forecast prepared for this
meeting continued to suggest that eco-
nomic expansion would be sluggish
in the near term. Faced with persisting
weakness in product and labor markets,
businesses and consumers were likely
to hold down their spending. In addi-
tion, continued slow economic growth
in most of the nation’s major trading
partners would tend to restrain U.S.
exports, though those restraints were
expected to abate over time. The cum-
ulative effects of an accommodative
monetary policy, likely further reduction
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in taxes, and robust gains in structural
productivity would provide significant
impetus to spending. Inventory over-
hangs had been substantially reduced,
and business capital stocks had moved
closer to desired levels. As a conse-
quence, a slowly improving outlook for
sales and profits, low financing costs,
and the temporary federal tax incentive
for investment in new equipment and
software were expected to gradually
boost business investment spending.
Given the ongoing slack in resource
utilization, downward restraint on core
price inflation was expected to persist
over the forecast period.

In the Committee’s discussion, mem-
bers commented that the recent informa-
tion bearing on the economic outlook
was mixed. The latest reports on eco-
nomic activity generally were disap-
pointing, notably those relating to
employment and production, but mem-
bers noted that most of these reports
covered developments occurring before
the end of hostilities in Iraq. The suc-
cessful prosecution of the war had
served to reduce geopolitical uncertain-
ties and in turn had helped to foster a
marked strengthening of domestic finan-
cial markets, a sizable decline in oil
prices, and an apparent upturn in con-
sumer confidence. In this improved
environment, members anticipated that
near-term sluggishness in economic
growth would give way to more vigor-
ous expansion as the year progressed. In
support of this expectation, it was noted
that if the substantial gains in financial
markets experienced recently persisted,
experience indicated that a stronger eco-
nomic performance generally would
follow. Favorable factors in the outlook
mentioned by members included an
accommodative monetary policy, pro-
spective legislation that would increase
an already stimulative fiscal policy, and
evidence of a persisting uptrend in pro-

ductivity that provided enhanced invest-
ment opportunities and ongoing sup-
port for household incomes. Continued
progress in lifting various constraints on
economic growth, including the unwind-
ing of excessive or misdirected capital
expenditures undertaken in earlier years
and the steps taken to address corporate
governance and credit problems were
also working to strengthen the expan-
sion. Against that backdrop, it was note-
worthy that many private-sector fore-
casters predicted a pronounced upturn in
economic growth in the third quarter.
Despite underlying factors that seemed
increasingly conducive to an accelerat-
ing expansion, members noted that the
timing and vigor of a pickup in eco-
nomic activity remained uncertain, espe-
cially in the context of a persistently
high degree of caution in the business
community with regard to investment
and hiring decisions. With the removal
of key uncertainties associated with the
Iraqi war, the information that would
become available in the weeks ahead
was expected to provide a clearer basis
for assessing future trends in business
spending and, more generally, the under-
lying strength of the economy. Members
anticipated that inflation would remain
at a low level for an extended period and
indeed that the probability of further
disinflation was higher than that of a
pickup in inflation, given the current
high levels of excess capacity in labor
and product markets, which seemed
likely to diminish only gradually.

Business fixed investment remained
a key factor in the prospects for overall
economic activity, and persisting weak-
ness in such spending in association
with gloomy sentiment and a high
degree of risk aversion among business
decisionmakers did not bode well for
the capital investment outlook, at least
for the near term. Anecdotal reports by
business contacts tended to emphasize
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widespread excess capacity as a rea-
son for holding down business capital
spending, including high vacancy rates
in office and other business structures.
In this atmosphere, most business deci-
sionmakers evidently preferred to rely
on the increasingly efficient or fuller
utilization of existing producer facilities
rather than expanding the latter to meet
growth in demand. Indeed, according to
business contacts, investment expendi-
tures generally were limited to replace-
ment and to some extent to upgrading of
existing facilities rather than for expan-
sion. In some cases, businesses report-
edly were acquiring used capital equip-
ment and unoccupied building space at
greatly reduced costs, thereby holding
down the current production of new
capital but also relieving selling firms of
some excess capacity.

Members nonetheless saw a number
of favorable elements in the outlook for
business investment expenditures. These
included a decline in the cost of busi-
ness capital, a recent rise in orders and
backlogs of nondefense capital goods,
persisting gains in productivity that
undoubtedly pointed to growing profit
opportunities, progress in strengthening
business balance sheets, and reduced
capital overhangs. With regard to busi-
ness attitudes, members reported very
recent but also widespread indications
from their contacts that business con-
fidence might be in the process of
improving, though the upturn in confi-
dence was not likely to show through to
investment outlays for some time.

In the household sector, an appre-
ciable decline in sales of motor vehicles
and slower growth in other consumer
spending in the first quarter appeared to
reflect concerns relating to the Iraqi war
and adverse weather conditions in some
parts of the country. More recently,
attractive sales incentives had boosted
consumer purchases of motor vehicles,

albeit not as much as some industry
contacts had hoped, and members
referred to tentative signs of a pickup in
retail sales. On balance, however, the
members did not see any firm indica-
tions of significant acceleration in con-
sumer spending. More positively, they
cited recent survey and anecdotal evi-
dence of improving consumer confi-
dence and referred to the gains in the
stock market as a source of potential
impetus going forward. In the housing
markets, activity currently was some-
what uneven across the nation but had
remained at a high overall level. While
favorable financing would help to sus-
tain the housing sector, members antici-
pated that any further impetus to growth
from that sector was likely to be limited.

The members expected economic
activity to be supported by substantial
fiscal stimulus in coming quarters, with
that already built into existing federal
legislation likely to be augmented by
further initiatives under active consider-
ation in the Congress. However, budgets
of numerous state and local govern-
ments remained under severe pressure,
and efforts to contain spending and raise
taxes by those governments would off-
set some of the federal stimulus this
year and next. It was not clear at this
point how some state and local govern-
ments would resolve their current bud-
getary crises and what the effects would
be on many local economies.

A weakening dollar and sluggish eco-
nomic conditions abroad were key fac-
tors impinging on the prospective con-
tribution of the foreign sector to U.S.
economic activity. While foreign
demand for U.S. products and services
would be supported by the dollar’s
depreciation, relatively weak foreign
economic activity would tend to hold
down such demand. On balance, the
nation’s trade deficit was likely to
remain at an elevated level, with moder-
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ate gains in exports more than offset by
larger increases in imports if forecasts
of relatively robust U.S. growth in fact
materialized.

Even assuming a pickup in the expan-
sion of economic activity in line with
current forecasts for this year and next,
excess capacity in labor and product
markets would remain elevated and
might well foster further disinflation
over coming quarters. The decline in
inflation might be limited to some extent
by the depreciated value of the dollar
in foreign exchange markets and by the
anticipated effects of further large
increases in worker benefit costs. Given
the pressure of a considerable amount of
unused resources, any adverse develop-
ments that held down economic expan-
sion would increase the probability
of further disinflation. Members com-
mented that substantial additional disin-
flation would be unwelcome because of
the likely negative effects on economic
activity and the functioning of finan-
cial institutions and markets, and the
increased difficulty of conducting an
effective monetary policy, at least poten-
tially in the event the economy was sub-
jected to adverse shocks. Members also
agreed that there was only a remote
possibility that the process of disinfla-
tion would cumulate to the point of a
decline for an extended period in the
general price level.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead,
all the members indicated that they
could support a proposal to maintain an
unchanged policy stance. The members
acknowledged that a case could be made
for easing policy immediately in light
of the generally disappointing reports on
the recent performance of the economy,
the ongoing disinflation trend in a period
of already low inflation, and forecasts of
persisting excess capacity. Nonetheless,
they concluded that, on balance, an eas-

ing action was not desirable at this time.
They noted that not enough time had
elapsed since the end of the Iraqi war to
sort out the underlying forces at work
in the economy. In particular, the lifting
of key uncertainties relating to the war
would provide an improved opportunity
to assess whether the favorable factors
in the outlook would in fact lead to the
anticipated strengthening in economic
activity and, at the same time, diminish
the risk of appreciable further disinfla-
tion. Some members cautioned that per-
sisting uncertainty regarding economic
trends should not provide a basis for
prolonged inaction in light of the risks
of further disinflation and subpar eco-
nomic growth. In the absence of con-
vincing indications of an appreciable
pickup in economic growth, an easing
move might be desirable in the near
term, perhaps at the June meeting.

With regard to the press announce-
ment to be released shortly after this
meeting, the members supported new
language that provided separate assess-
ments of the risks to the goal for accept-
able economic growth and the risks to
the goal of price stability. They recog-
nized that the usual summary statement
did not allow for the circumstances in
which the Committee saw some prob-
ability, albeit minor, of a significant
further decline in inflation to an unwel-
come level. After discussion, the mem-
bers generally agreed on separate sen-
tences indicating that the risks to its goal
of sustainable economic growth were
about balanced but that the probability
of some disinflation from an already
low level exceeded that of a pickup in
inflation. The members also accepted a
summary statement stating that, taken
together, the balance of risks to the
Committee’s dual goals was tilted
toward the downside over the foresee-
able future. There was some concern
that including such a summary sentence
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in the press release might be mistakenly
interpreted as an indication of Commit-
tee concern about the outlook for eco-
nomic activity rather than a judgment
about the relative odds on further infla-
tion. Two members saw merit in adopt-
ing a balanced risks assessment at this
meeting despite the evident shortcom-
ings in present circumstances of the
form of such statements in use in recent
years.

At the conclusion of the discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive. Consis-
tent with the decision made at the March
meeting, the vote did not formally
encompass the wording of the press
statement to be released shortly after
this meeting.

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the fed-
eral funds rate at an average of around
11⁄4 percent.

Votes for this action: Messrs. Greenspan,
McDonough, Bernanke, Ms. Bies, Messrs.
Broaddus, Ferguson, Gramlich, Guynn,
Kohn, Moskow, Olson, and Parry. Votes
against this action: None.

It was agreed that the next meeting
of the Committee would be held on
Tuesday–Wednesday, June 24–25, 2003.

The meeting adjourned at 1:25 p.m.

Notation Vote

By notation vote completed on May 20,
2003, the Committee authorized Vice
Chairman McDonough to accept the

‘‘Order of the Aztec Eagle’’ honor to be
awarded by the government of Mexico.

Votes for this action: Messrs. Greenspan,
Bernanke, Ms. Bies, Messrs. Broaddus,
Ferguson, Gramlich, Guynn, Kohn,
Moskow, Olson, and Parry. Votes
against this action: None. Abstention:
Mr. McDonough.

Vincent R. Reinhart
Secretary

Meeting Held on
June 24–25, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
starting on Tuesday, June 24, 2003, at
2:30 p.m. and continuing on Wednes-
day, June 25, 2003, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Gillum, Assistant Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
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Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Judd, Lindsey,
Struckmeyer, and Wilcox,
Associate Economists

Mr. Kos, Manager, System Open
Market Account

Messrs. Ettin and Madigan, Deputy
Directors, Divisions of Research
and Statistics and Monetary
Affairs respectively, Board of
Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Messrs. Clouse and Whitesell, Deputy
Associate Directors, Division of
Monetary Affairs, Board of
Governors

Mr. Reifschneider,7 Assistant Director,
Division of Research and
Statistics, Board of Governors

Mr. Orphanides,8 Adviser, Division
of Monetary Affairs, Board of
Governors

Mr. Elmendorf,7 Section Chief,
Division of Research and
Statistics, Board of Governors

Ms. Kusko,7 Senior Economist,
Division of Research and
Statistics, Board of Governors

Messrs. Bassett 7 and Wood,7
Economists, Divisions of
Monetary Affairs and International
Finance respectively, Board of
Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Barron, First Vice President,
Federal Reserve Bank of Atlanta

Messrs. Fuhrer and Hakkio,
Ms. Mester, Messrs. Rasche,
Rolnick, Rosenblum, and
Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, St. Louis,
Minneapolis, Dallas, and
Cleveland respectively

Messrs. Evans, Hilton, and Kuttner,8
Vice Presidents, Federal Reserve
Banks of Chicago, New York, and
New York respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on May 6, 2003, were
approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period May 6, 2003,
through June 24, 2003. By unanimous
vote, the Committee ratified these
transactions.

The Committee discussed at length
alternative means of providing mone-

7. Attended portion of meeting relating to the
discussion of economic developments.

8. Attended portion of meeting relating to the
discussion of the conduct of monetary policy in a
period of very low interest rates.
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tary stimulus should the target federal
funds rate be reduced to a point where
there was little or no latitude for addi-
tional easing through this conventional
policy instrument. The members agreed
that current economic conditions and the
prevailing stances of monetary and fis-
cal policy made the need to use unusual
monetary policy tools a quite remote
possibility. Even so, they believed it was
useful to discuss that possibility because
of the implications for financial markets
and institutions and for the conduct of
monetary policy of reducing short-term
interest rates to very low levels. An
environment involving such interest
rates could have adverse repercussions
on the functioning of some sectors of
the money market, but the members
agreed that the potential extent of such
disruptions would not be sufficient
to prevent the Committee from taking
advantage of the full scope of conven-
tional easing of the federal funds rate,
should that become necessary. Beyond
that, a variety of nonconventional mea-
sures for further easing was available.
In this regard, the members discussed
the advantages and disadvantages of
various approaches that, possibly
employed in some combination, would
alter the size and composition of the
System’s balance sheet. They also con-
sidered aspects of the Committee’s com-
munications as a means of underscoring
to the public its willingness to follow
a sufficiently accommodative path of
monetary policy for as long as necessary
to foster improved economic perfor-
mance. The members did not see the
need at this time to reach a consensus on
the desirability of any specific nontradi-
tional approach to the implementation
of monetary policy, particularly given
the low probability of its near-term use.
As experience had shown, at times of
economic and financial market stress the
specific policy tools used would depend

on circumstances. For now, however,
they believed that arriving at an under-
standing of the various options that
might be employed prepared them to
respond more flexibly and effectively to
unanticipated developments. While con-
siderable uncertainty surrounded each
individual policy option, the members
agreed that the effectiveness of these
alternative tools, along with the
125 basis points of conventional easing
still available, would allow monetary
policy to combat economic weakness
and forestall any unexpected tendency
for a pernicious deflation to develop.

The information reviewed at this
meeting suggested that the economy
continued to expand at a subpar pace
in recent months. Consumer spending
increased moderately, housing activity
held at a high level, and government
outlays grew substantially. Business
investment, however, was still soft.
Industrial production and employment
appeared to have stabilized after an
extended period of weakness. Consumer
price inflation remained at a very low
level.

Private nonfarm payrolls changed
little on balance in April and May after
declines earlier in the year. Although
employment in manufacturing contin-
ued to fall in May, hiring in temporary
help services, which supplies many of
its workers to manufacturing, picked up
noticeably. Construction and financial
services continued to add jobs. Unem-
ployment edged up further in May, to
6.1 percent, and the number of both
short-term job losers and longer-term
unemployed increased as well. Initial
claims for unemployment insurance
remained high.

Industrial production increased
slightly in May after sizable declines
in the preceding two months. The
manufacturing sector recorded broad-
based improvement, though automobile
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assemblies and the output of communi-
cations equipment continued to slide.
The effects of strength in the mining
sector on the industrial production index
were more than offset by a reduction in
utility output. Overall capacity utiliza-
tion remained very low, with manufac-
turing utilization near a twenty-year
low.

Real consumer outlays, excluding
cars and trucks, were flat in April but
turned up in May. Spending on motor
vehicles rose over the two months from
the first-quarter pace. At the same time,
the fundamentals underlying household
spending became more favorable: Real
disposable income posted solid gains,
and both the stock market and consumer
confidence recovered from earlier in the
year.

Activity in the housing market was
reasonably well maintained in April and
May. Despite unusually wet weather in
many areas, starts of single-family and
multifamily units in the two months
were just a little below their strong first-
quarter levels. Building permits for new
single-family and multifamily homes
were up from a depressed March level.
Sales of both existing and new homes in
April and May were above the high
levels recorded in recent quarters.

Orders and shipments of nondefense
capital goods were lackluster in April
and May. This sluggish performance fol-
lowed a first-quarter decline in real out-
lays on equipment and software that had
more than reversed the fourth-quarter
gains. Excluding purchases of trans-
portation equipment, however, outlays
grew a bit over the first quarter. Real
investment in nonresidential structures
dropped further in that quarter, though
the rate of decline slowed. Outlays for
office buildings and industrial structures
were down sharply, and falling rents and
rising vacancy rates in April suggested
further weakness in the second quarter.

The book value of manufacturing
inventories rose moderately further in
the first quarter and in April. Relative to
shipments and sales, inventories of
manufacturers, wholesalers, and retail-
ers have remained at quite low levels
thus far this year.

The U.S. trade deficit in goods and
services edged up in April from the
first-quarter rate. Real GDP growth in
the major foreign industrial countries
remained weak in the first quarter as
external demand sagged amid height-
ened geopolitical uncertainties. Real
GDP growth continued to slow in the
first quarter in Japan and the United
Kingdom, and economic activity in the
euro area was flat. By contrast, eco-
nomic activity accelerated in Canada in
the first quarter.

Sharp declines in energy prices pulled
down overall consumer prices in April
and May, but core consumer prices
edged up. On a year-over-year basis,
however, core consumer price inflation
eased noticeably. Core producer price
inflation also declined over the year end-
ing in May. With regard to labor costs,
average hourly earnings of production
or nonsupervisory workers were flat in
April and increased moderately in May.
The twelve-month change was some-
what above that for the year earlier.

At its May 6, 2003, meeting the Fed-
eral Open Market Committee adopted a
directive that called for maintaining con-
ditions in reserve markets consistent
with keeping the federal funds rate at
around 11⁄4 percent. The Committee dis-
cussed a post-meeting release to the
press stating that over the next few quar-
ters the upside and downside risks to the
attainment of sustainable growth were
roughly equal, but that, in contrast, over
the same period the probability of an
unwelcome substantial fall in inflation,
though minor, exceeded that of a pickup
in inflation from its already low level.
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The Committee also agreed to a state-
ment that, taken together, the balance of
risks to achieving its goals was weighted
toward weakness over the foreseeable
future. The Committee noted that, while
the geopolitical tensions that had
inhibited economic expansion in earlier
months appeared to have diminished,
the timing and extent of an improving
economic performance could not be
reliably ascertained. In the current cir-
cumstances, the members concluded
the prudent course was to maintain a
steady policy stance, a high degree of
vigilance, and a readiness to respond
promptly as needed to the emergence of
clearer evidence relating to the perfor-
mance of the economy.

The Committee’s decision at the May
meeting relating to the federal funds rate
was not a surprise to most market par-
ticipants. However, splitting the balance
of risks statement into separate assess-
ments about growth and inflation, in
addition to noting a concern about a
further possible decline of inflation from
an already low level, led market partici-
pants to mark down their expectations
for the federal funds rate. Consistent
with those expectations, Treasury cou-
pon yields declined 35 to 60 basis
points. Yields on corporate bonds also
fell about in line with rates on Trea-
suries even though capital markets
absorbed a surge in bond issuance by
highly rated firms. Equity prices,
buoyed by the decline in bond yields as
well as the improved outlook for eco-
nomic growth, registered sizable gains
over the intermeeting period.

The dollar continued to depreciate in
terms of an index of major foreign cur-
rencies amid growing concerns about
the financing burden of the large and
growing U.S. current account deficit and
questions by market participants about
the commitment of U.S authorities to a
‘‘strong dollar’’ policy. Long-term inter-

est rates fell in all major industrial
economies, while equity prices rose
substantially.

Growth of M2 surged in May. At
least part of the acceleration was due to
special factors related to strong mort-
gage refinancing activity and to the flow
of funds associated with tax payments.

The staff forecast prepared for this
meeting once again suggested that the
economic expansion would strengthen
substantially as the year progressed.
Accommodative financial conditions,
recent additional fiscal stimulus, and
robust gains in structural productivity
would provide significant impetus to
spending over the months ahead. Inven-
tory overhangs had been substantially
reduced, and business capital stocks
likely had moved closer to desired lev-
els. As a consequence, improving sales
and profits, low financing costs, and
the temporary federal tax incentive for
investment in new equipment and soft-
ware were expected gradually to boost
business investment spending. Given the
ongoing slack in resource utilization,
downward pressure on core price infla-
tion was expected over the forecast
period.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, members referred to signs of
improvement in some sectors of the
economy, but they saw no conclusive
evidence of an appreciable overall
strengthening in the sluggish economic
expansion. On the positive side, they
pointed to reports of some pickup in
retail sales, indications that labor and
product markets might be stabilizing,
continued robust activity in housing
markets, and ongoing impetus from
the federal government sector. Concur-
rently, however, weakness persisted
in business capital expenditures, which
members continued to view as the crit-
ical factor inhibiting the economic
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expansion. Looking ahead, they empha-
sized that favorable underlying condi-
tions were in place to support a sub-
stantial acceleration of the expansion,
though the timing and dimensions of a
significantly improved economic perfor-
mance remained uncertain. Positive fac-
tors bearing on the outlook mentioned
by members included the accommoda-
tive stance of monetary policy and sup-
portive financial conditions more gen-
erally, the persistence of rapid growth
in labor productivity, sizable declines in
energy prices from elevated levels ear-
lier in the year, and indications of ris-
ing consumer confidence and of less
negative business sentiment. Members
also gave considerable emphasis to the
anticipated effects of recent legislation
that in short order would add substan-
tially to the degree of fiscal stimulus.

In their review of the outlook for
inflation, members commented that cur-
rently elevated levels of unused labor
and other resources were likely to per-
sist for an extended period, even if eco-
nomic growth turned out to be robust.
And until it was substantially reduced,
the output gap would undoubtedly pre-
clude any significant acceleration in
inflation and could well cause inflation
to edge down from its already low level.
At the same time, a substantial further
decline in inflation was viewed as hav-
ing a low probability, though disinfla-
tion would remain a matter of concern
until a sustained pickup in overall eco-
nomic activity was firmly established.

In preparation for the midyear mone-
tary policy report to Congress, the mem-
bers of the Board of Governors and the
presidents of the Federal Reserve Banks
submitted individual projections of the
growth of GDP, the rate of unemploy-
ment, and the rate of inflation for the
years 2003 and 2004. The members
based these forecasts on their individual
views as to the appropriate path of pol-

icy over the projection period and had
the opportunity to update them until
July 3. The forecasts of the rate of
expansion in real GDP had central ten-
dencies of 21⁄2 to 23⁄4 percent for 2003,
implying that economic growth would
accelerate noticeably in the second half
of the year, and 33⁄4 to 43⁄4 percent for
2004. These rates of growth were asso-
ciated with central tendencies for the
civilian rate of unemployment of 6 to
61⁄4 percent in the fourth quarter of 2003
and 51⁄2 to 6 percent in the fourth quar-
ter of 2004. Forecasts of inflation, as
measured by the chain-type price index
for personal consumption expenditures,
pointed to the persistence of quite low
inflation rates centered on ranges of
11⁄4 to 11⁄2 percent for this year and 1 to
11⁄2 percent in 2004.

Despite some differences with regard
to the timing and strength of the antici-
pated upturn in the expansion, the mem-
bers agreed that accommodative mone-
tary and fiscal policies along with much
improved financial conditions were
likely to foster a better economic perfor-
mance over time. Growing market per-
ceptions that monetary policy would
remain stimulative for a longer period
than previously anticipated appeared to
have contributed to significant declines
in interest rates across maturities and
risk classes, and to rising prices in
equity markets. The gains in equity
prices and a narrowing of risk spreads
also appeared to reflect more upbeat
assessments of underlying business con-
ditions and, partly in concert with
reduced geopolitical risks since the end
of major military activity in Iraq, grow-
ing convictions that the downside vul-
nerability of the domestic economy had
diminished. Both business firms and
households had continued to take advan-
tage of generally improving financial
conditions to strengthen their balance
sheets through debt restructuring activ-
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ities, thereby helping to buttress the
economy’s financial underpinnings and
foster sustained expansion.

The ongoing stimulative effects of
earlier tax cuts and large increases in
defense spending had recently been
enhanced by added fiscal stimulus that
would provide households with more
spendable income in the months imme-
diately ahead than had been anticipated
earlier. The expected result would be a
relatively prompt and sizable boost to
consumer expenditures and, over time,
to business spending. Some members
expressed reservations, however, about
the extent of the near-term effects of tax
rate reductions on overall consumer
spending, given the likelihood that some
portion of the funds transferred to
households would be used to reduce per-
sonal debts or to add to various savings
vehicles. Members also noted that mea-
sures taken by many state and local gov-
ernments to raise taxes and trim spend-
ing in order to resolve fiscal crises
would offset an uncertain—though in
the view of most a small—part of the
federal sector stimulus over the period
ahead. On balance, given the combined
effects of lower tax rates and the out-
look for continued high levels of
defense spending, the federal sector
generally was seen as an important
source of stimulus to the economy, both
in the near term and over the forecast
horizon.

With regard to the outlook for key
expenditure sectors of the economy,
members again commented that the
prospects for robust and sustained
expansion would depend importantly
on business fixed investment, a sector
where significant recovery had thus far
failed to materialize. A high degree of
caution continued to dominate business
decisionmaking in the context of weak
markets for the output of numerous
firms and the related absence of pricing

power. And while the low cost and
ample availability of financing for most
business firms along with the recently
raised partial tax expensing provision
for certain investment outlays were
positive factors, reports from business
executives indicated that a key factor
inhibiting decisions to invest at this
point was the unfavorable outlook for
sales growth in the context of substan-
tial margins of excess capacity. Mem-
bers also noted that the attention of
many boards of directors and other
senior corporate officials remained
focused on corporate governance and
accounting issues rather than potential
capital projects, and that concerns about
vulnerabilities relating to such issues
had damped appetites for taking risks.
In this environment, investment outlays
tended to be limited to the replacement
and upgrading of existing facilities
rather than expansion. A number of
members nonetheless cited faint signs
of more positive investment prospects,
though not of currently increasing
investment expenditures, gleaned from
anecdotal commentary and responses to
recent capital spending surveys. The lat-
est readings on orders and shipments of
durable goods were also seen as a favor-
able, though not a conclusive, sign of
higher investment spending. In general,
the members anticipated that current
restraints on business investment spend-
ing would lift slowly as the expan-
sion gathered momentum and business
caution in investing and hiring dimin-
ished further in response to increasing
demand.

Outside the motor vehicle industry,
business inventories appeared to be at
generally low levels, with many retailers
and others reported to be following cau-
tious inventory policies in anticipation
of sluggish sales over coming months.
As a consequence, some inventory
accumulation appeared likely if final
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demand accelerated in line with the
members’ current forecasts.

Consumer spending, though elevated,
had grown at a reduced pace in recent
quarters and the members generally saw
some acceleration as a likely but not
inevitable prospect. An important factor
in this outlook was the anticipated
effects of sizable additions to disposable
incomes stemming from the recent tax
legislation. Other favorable factors ref-
erenced by the members included indi-
cations of growing consumer confi-
dence, the effects of rising stock market
wealth on consumer balance sheets, con-
tinued opportunities for many consum-
ers to extract equity from the appreci-
ated value of their homes and to reduce
interest service burdens by refinancing
mortgages, and more fundamentally a
continuing uptrend in disposable per-
sonal incomes associated in part with
robust gains in labor productivity. Some
members nonetheless raised a note of
caution regarding the potential strength
of consumer spending. They commented
in particular that the lack of significant
job growth resulting from persisting
business reluctance to hire new workers
could undermine consumer confidence
and spending at some point, though they
noted that there was little evidence of
this as yet. Some members also referred
to the drain on disposable incomes stem-
ming from rising local taxes and fees
intended to address the severe budget
problems of many state and local gov-
ernments. On balance, while they
acknowledged the risks of a weaker out-
come, the members generally expected
the consumer sector to play a key role
in their forecasts of a significantly
strengthening expansion.

The members continued to report a
high level of housing demand in numer-
ous parts of the country, with housing
construction described as a notably
robust sector in many regional econo-

mies. The strong performance of the
housing industry continued to be attrib-
uted in large measure to the lowest
mortgage interest rates in several
decades. On a more negative note,
multifamily construction was reported
to be weak in a number of areas, evi-
dently reflecting low occupancy rates
and rents.

Although current growth in demand
from abroad was being held down by
the relatively sluggish economies of
major U.S. trading partners, the weaker
dollar was expected to foster somewhat
faster expansion in U.S. exports. How-
ever, downward revisions to foreign
growth forecasts for the balance of this
year implied continuing restraint on the
expansion in foreign demand for U.S.
goods and services. Members nonethe-
less cited some anecdotal evidence of
a pickup in foreign orders from U.S.
manufacturers. At the same time, many
U.S. business contacts continued to
express concern about the strength of
foreign competition for their products in
domestic markets.

With the economy thought likely to
continue to operate below its potential
for an extended period and productivity
growth expected to remain robust, the
members believed that the current low-
inflation environment would persist over
the next several quarters and indeed that
some further disinflation could be in
store. In this regard, there was concern
that inflation could be approaching a
level that would begin to complicate the
implementation of monetary policy if
economic weakness unexpectedly per-
sisted or the economy was subjected to
another negative demand shock. How-
ever, in the view of at least some mem-
bers, recent developments had reduced
the unwelcome prospect of substantial
additional disinflation. Those develop-
ments included a recent uptick in core
measures of consumer prices, a drop in
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the dollar on foreign exchange markets,
and still elevated energy prices—all
against the backdrop of longer-term
inflation expectations that were firmly
anchored. More importantly, however,
the outlook for a strengthening expan-
sion, which might well materialize in
the near future, should limit any further
disinflationary trend.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead, all
but one of the members indicated that
they could support a proposal to reduce
the target federal funds rate 1⁄4 percent-
age point to a level of 1 percent. While
a significant step-up in the pace of the
expansion appeared to be a likely pros-
pect, such an outcome was still a fore-
cast whose eventual realization, includ-
ing both its timing and extent, remained
uncertain. In the circumstances and
given currently large margins of unem-
ployed labor and other resources, the
members agreed that an easing move
was desirable to provide additional
insurance that a stronger economy
would in fact materialize. Some mem-
bers noted that at the May meeting
they had contemplated the need for an
easing action at this meeting unless
compelling evidence developed in the
interim that the hoped-for acceleration
in economic activity was clearly under
way. The incoming information since
the May meeting, while mildly encour-
aging, did not provide compelling evi-
dence to warrant forestalling an easing
action.

Members saw virtually no prospect
that the proposed easing, though it
would reinforce an already accommoda-
tive monetary policy, would incur any
significant risk of contributing to ris-
ing inflationary pressures, even if the
strengthening of the economy proved to
be somewhat greater than they had
incorporated in their forecasts. Indeed,
the proposed reduction in the nominal

federal funds rate would about offset
the apparent increase in the real fed-
eral funds rate stemming from a recent
decline in inflation. In this regard, fur-
ther disinflation seemed likely to be a
more significant concern than rising
inflation for a considerable period of
time.

Most of the members expressed a
preference for limiting the reduction to
1⁄4 percentage point. Some commented
that a good case could be made for a
1⁄2 percentage point easing, though all
but one of these members could support
the smaller decrease. Views cited in
favor of the 1⁄4 percentage point easing
included the emergence of firmer signs
of a possible upturn in economic activ-
ity, the near-term prospect of substantial
added fiscal stimulus, and an already
very accommodative stance of monetary
policy. No member expressed the opin-
ion that a smaller move should be
favored because of concerns about dis-
locations resulting from a very low level
of the overnight interest rate. However,
some members commented that a larger
reduction might be misread as an indica-
tion of more concern among policymak-
ers about the economic outlook than was
in fact the case. Moreover, a 50 basis
point reduction that was associated with
the communication of a Committee view
that the risks to achieving its objectives
for economic activity were balanced
might be mistakenly interpreted in the
view of some members as a signal that
the Committee had come to the end of
its policy easing moves—a judgment
they were not prepared to make at this
time. The case for a larger 50 basis point
reduction in the target federal funds rate
focused on the desirability of a rela-
tively forceful policy move that would
be more likely to promote a strengthen-
ing economic expansion and at the same
time provide greater assurance of coun-
tering any significant disinflation. One
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member, who interpreted recent eco-
nomic developments as providing fairly
persuasive indications that an upturn in
the expansion was already under way,
saw merit in keeping policy unchanged
but did not oppose a 1⁄4 percentage point
easing.

Concerning the press statement to
be released to the public shortly after
today’s meeting, the members agreed
that it should include a reference to signs
of firming economic activity and should
highlight the key factors underlying the
members’ outlook for a more robust
economic performance over time. None-
theless, inflation could edge lower and
the Committee needed to be cognizant
of the risk of substantial further disin-
flation, which could have potentially
adverse effects. With regard to the Com-
mittee’s assessment of the risks to be
incorporated in the press release, the
members generally agreed that the risks
to the goal of sustainable economic
growth were about balanced for the
next few quarters and that the proba-
bility of appreciable further disinflation
from an already low level of inflation
exceeded the probability of a rise in
inflation. The members also endorsed
a general statement stating that, taken
together, the balance of risks to the
Committee’s dual goals was tilted
toward the downside for the foresee-
able future. During the discussion, sev-
eral members also stressed the impor-
tance of communicating clearly the
reasons for the Committee’s deci-
sions, thereby helping to assure the suc-
cess of the Committee’s policymaking
efforts.

At the conclusion of the discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with reducing the federal
funds rate to an average of around 1 percent.

The vote encompassed the following
statement whose substance would be
included in the press release to be made
available shortly after the meeting:

The risks to the Committee’s outlook for
sustainable economic growth over the next
several quarters are balanced; the risks to its
outlook for inflation over the next several
quarters are weighted toward the downside;
and, taken together, the balance of risks to its
objectives is weighted toward the downside
in the foreseeable future.

Votes for this action: Messrs. Greenspan,
Bernanke, Ms. Bies, Messrs. Broaddus,
Ferguson, Gramlich, Guynn, Kohn,
Moskow, Olson, and Stewart. (Mr. Stew-
art voted as an alternate member.) Votes
against this action: Mr. Parry.

Mr. Parry dissented because he pre-
ferred a 50 basis point reduction in the
federal funds rate target as insurance
against continued sluggishness in eco-
nomic activity and further declines in
inflation measures to undesirably low
rates. While he believed that a signifi-
cant increase in the pace of activity over
the next several quarters was likely, he
had not yet seen convincing evidence
that this process was under way. More-
over, the current slack in labor and
product markets was likely to persist
for some time even with a significant
pickup in real GDP growth, and this
prospect threatened to reduce inflation
further. Finally, recent declines in infla-
tion expectations had raised the real fed-
eral funds rate. In order to offset that
increase and provide additional stimu-
lus, he saw a 50 basis point reduction in
the rate as desirable.
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It was agreed that the next meeting of
the Committee would be held on Tues-
day, August 12, 2003.

The meeting adjourned at 1:25 p.m.

Vincent R. Reinhart
Secretary

Meeting Held on
August 12, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, August 12, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Gillum, Assistant Secretary
Ms. Smith, Assistant Secretary
Mr. Baxter, Deputy General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Evans,
Goodfriend, Howard, Judd,
Madigan, Struckmeyer, and
Wilcox, Associate Economists

Mr. Kos, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Divisions
of Research and Statistics, Board
of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Mr. Whitesell, Deputy Associate
Director, Division of Monetary
Affairs, Board of Governors

Mr. Clouse, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant
to the Board, Office of Board
Members, Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Moore, First Vice President,
Federal Reserve Bank of
Cleveland

Mr. Hakkio, Ms. Mester,
Messrs. Rasche and Sniderman,
Senior Vice Presidents, Federal
Reserve Banks of Kansas City,
Philadelphia, St. Louis, and
Cleveland respectively

Ms. Hargraves and Mr. Tootell, Vice
Presidents, Federal Reserve Banks
of New York and Boston
respectively

Mr. Weber, Senior Research Officer,
Federal Reserve Bank of
Minneapolis

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on June 24–25, 2003,
were approved.
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By unanimous vote, Charles L. Evans
and Brian F. Madigan were elected as
Associate Economists of the Committee
to serve until the election of their suc-
cessors at the first regularly scheduled
meeting of the Committee after Decem-
ber 31, 2003, with the understanding
that in the event of the discontinuance of
their official connection with the Board
of Governors or with a Federal Reserve
Bank, they would cease to have any
official connection with the Federal
Open Market Committee.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period May 6, 2003,
through June 24, 2003. By unani-
mous vote, the Committee ratified these
transactions.

The information reviewed at this
meeting suggested that economic
activity was mixed in late spring
and early summer. The labor market
remained weak, and industrial produc-
tion improved only slightly. Consumer
spending, however, advanced further,
with brisk growth in expenditures on
autos and other durables and more mod-
est expansion in other categories. Home-
building continued at a robust rate,
business spending improved somewhat,
and federal government expenditures
remained elevated, but these gains were
partially offset by fiscal restraint at
the state and local government levels.
Despite a recent uptick in consumer
prices, year-over-year consumer infla-
tion remained at a very low level.

Private nonfarm payroll employment
fell in both June and July. Notable losses
occurred in manufacturing over the two
months, continuing the trend of previ-
ous months. Wholesale and retail trade,
transportation and utilities, as well as
information sectors also reduced their
workforces further, while the construc-
tion, financial activities, and temporary
help sectors continued to add jobs. The
average workweek edged down, on
net, over June and July. After rising to
6.4 percent in June, the unemployment
rate fell to 6.2 percent in July.

Industrial production edged up again
in June, with gains in manufacturing
offset to some extent by significant
weather-related declines in utility pro-
duction. Available data for July indi-
cated advances in motor vehicle assem-
blies and in iron and steel output, and
also a surge in energy production that
was due to abnormally warm weather.
Overall industry capacity utilization
was about unchanged in June as higher
usage in manufacturing and mining was
balanced by a sharp decrease at utilities.

Real personal consumption expendi-
tures grew in June and in the second
quarter as a whole, largely reflecting a
brisk rise in purchases of motor vehicles
and other durable goods. Consumption
of other goods rose more moderately.
Declines in spending on energy in June
held down growth in services expendi-
tures. Real disposable income posted a
modest gain in the second quarter, and
likely was lifted further in July by
reduced tax withholding and by refund
checks that were mailed out. Consumer
confidence readings were mixed in June
and July but remained well above their
lows earlier in the year.

Boosted by declining mortgage rates,
housing construction and sales were
robust through June. Single-family
housing starts rose in June to one of the
highest levels in the past twenty-five
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years, and new permit issuance was
also strong. Multifamily housing starts
stayed at about the average level of the
previous year and a half. New home
sales surged in June, but existing home
sales edged down.

Business outlays on equipment and
software jumped in the second quarter
following a lackluster performance
over the preceding half year. Spending
on computers and software accelerated
sharply, and purchases of communica-
tions equipment increased considerably.
The transportation category, by contrast,
contracted as business spending on
motor vehicles stagnated and investment
in aircraft decreased. Data on orders and
shipments for nondefense capital goods
in June pointed to growth in nearly
all categories. Expenditures on nonresi-
dential structures turned up in the sec-
ond quarter as increases in spending on
institutional and other structures more
than offset declines in expenditures for
office and industrial buildings. Office
building vacancy rates changed little
in the second quarter, while vacancies
in industrial buildings rose to record
levels.

Nonfarm inventories shrank in the
second quarter, with notable declines
in manufacturing and wholesale stocks.
Inventories relative to shipments and
sales were at low levels by historical
standards.

The U.S. international trade deficit
edged up in May as imports of goods
and services increased slightly more
than exports. Recent data generally indi-
cated that growth in foreign industrial
countries was weak in the second quar-
ter. The economies of Japan and the
euro area appeared to have remained
stagnant. Canadian economic growth
was held back by both the SARS
outbreak and the discovery of mad
cow disease, although a rebound in
employment in June suggested that

the weakness was temporary. GDP
growth in the United Kingdom showed
a moderate rebound in the second
quarter.

Overall consumer prices rose a bit in
June, led by increases in the volatile
food and energy categories. Core con-
sumer prices, however, were unchanged
for the month. Over the twelve-month
period ending in June, the increase in
core consumer prices as measured by
both the consumer price index and the
chain-type personal consumption expen-
diture index was notably lower than the
rise of the previous year. Higher energy
costs pushed up the producer price index
in June, but core producer prices ticked
down for the month, leaving them
slightly below their levels twelve
months prior. With regard to labor costs,
July average hourly earnings of produc-
tion or nonsupervisory workers on pri-
vate nonfarm payrolls advanced at about
the same rate as in June. The employ-
ment cost index for hourly compensa-
tion of private industry workers rose
less in the second quarter than in the
first quarter. The twelve-month increase
was somewhat lower than that for the
previous year.

At its meeting on June 24–25, the
Committee adopted a directive that
called for lowering the target for the
intended federal funds rate 25 basis
points, to 1 percent. In reaching this
decision, the Committee members gen-
erally perceived the upside and down-
side risks to the attainment of sustain-
able growth for the next few quarters as
roughly equal; however, they viewed the
probability, though minor, of a substan-
tial and unwelcome fall in inflation as
exceeding that of a pickup in inflation
from its already low level. On balance,
the Committee believed that the con-
cern about appreciable disinflation was
likely to predominate for the foreseeable
future.
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Longer-term interest rates began to
back up after the announcement of the
Committee’s decision, as market partici-
pants had placed substantial odds on a
larger policy move and, perhaps, even
the release of details on potential uncon-
ventional policy actions. Ten-year Trea-
sury yields rose dramatically over the
following weeks. The increase appeared
to be based on a number of factors,
including investors’ interpretation of the
Chairman’s congressional testimony, the
release of Committee members’ rela-
tively bullish economic projections, and
incoming news regarding the economy
and corporate earnings that was seen as
signaling a more likely upturn in eco-
nomic growth. In these circumstances,
substantial further disinflation probably
would not materialize, and the need for
further reductions in the federal funds
rate or unconventional policy measures
would thus be obviated. Yields on
high-grade corporate bonds moved up
roughly in line with those on Trea-
sury securities, leaving spreads about
unchanged. Rates on low-grade corpo-
rate bonds rose much less, and spreads
over Treasuries on such obligations nar-
rowed significantly. Despite the sharp
step-up in Treasury yields, broad equity
indexes advanced over the intermeeting
period, supported by positive earning
reports, strong profit forecasts, and
increased confidence regarding eco-
nomic prospects.

The exchange value of the dollar, as
measured by the major foreign curren-
cies index, rose over the intermeeting
period as long-term interest rate differ-
entials moved sharply in favor of dollar-
denominated assets. Yields on longer-
dated government debt of major foreign
economies also increased as did many
foreign equity indexes.

M2 continued to grow briskly in June
and July, reflecting in large part the
near-zero opportunity cost of holding

money, the effects of mortgage refinanc-
ing activity, and the reduction in per-
sonal income tax withholdings.

The staff forecast prepared for this
meeting continued to suggest that the
economic expansion would strengthen
substantially as the year progressed.
Accommodative financial conditions,
recent additional fiscal stimulus, and
robust gains in structural productivity
would provide significant impetus to
business and consumer spending over
the months ahead. Concurrently, house-
hold expenditures, buoyed by recent tax
cuts, were expected to be well main-
tained. Inventory levels had been sub-
stantially reduced, and business capital
stocks apparently had continued to move
closer to acceptable levels. As a conse-
quence, improving sales and profits, low
financing costs, and the temporary fed-
eral tax incentive for investment in new
equipment and software were expected
to boost business investment spending
gradually. Given the substantial ongo-
ing slack in resource utilization, some
downward pressure on core price infla-
tion was considered a risk in the staff
forecast.

In their review of current and pro-
spective economic developments, mem-
bers commented that they were encour-
aged by the recent data on economic
activity and the tone of related anecdotal
commentary. In their view these devel-
opments, in the context of stimulative
fiscal and monetary policies, receptive
financial conditions, and apparently
improving business and consumer confi-
dence, had brightened the prospects for
substantial further strengthening of the
economy. The members acknowledged
that the magnitude of the improvement
remained subject to considerable uncer-
tainty, notably with regard to the pros-
pects for business expenditures, and
they cited both upside and downside
risks to forecasts of a more vigorous
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expansion. Concerning the prospects for
inflation, members expressed the view
that even if growth somewhat above the
economy’s potential were to materialize
over the next several quarters, which
many regarded as a likely scenario,
substantial excess margins of labor and
other resources would remain and would
continue to hold down overall inflation.
Indeed, a number of members saw merit
in the staff forecast that some further
disinflation was a likely prospect in such
circumstances.

Members commented that current
financial conditions remained a positive
factor in the outlook for the economy
even after the recent rise in long-term
interest rates. To be sure, the increase
would have some restraining effect.
Indeed, mortgage refinancing activity
appeared to have declined substantially
according to some reports, prospectively
lessening the support for some consumer
and other spending fostered by the
extraction of equity from housing. Even
so, a number of factors suggested that
the risks from higher interest rates might
not be large. These included the pos-
sibility that the higher rates in part
reflected growing optimism about the
economic outlook that would engender
a faster pace of business spending, more
than offsetting the effects of the higher
rates on consumer spending. Moreover,
long-term interest rates were still rela-
tively low, risk spreads had narrowed in
recent months, and stock prices had held
firm recently, perhaps in part as a result
of several upside surprises in second-
quarter profit reports.

Several members reiterated that busi-
ness spending was the critical factor that
would govern to a substantial degree the
timing and extent of the acceleration in
overall economic activity. Since the year
2000, business capital expenditures had
been mostly limited to replacement
demand for equipment and software

and, with nonresidential construction
activity displaying pronounced weak-
ness, total business fixed investment had
until recently been on a declining trend.
Members were encouraged, however,
by evidence in recent months that an
upswing in spending for capital equip-
ment and software might be under way,
including more purchases by firms of
non-high-tech equipment as well as an
ongoing rise in purchases of computing
equipment and related peripherals.
Members also reported some signs of
renewed venture capital activity. Sev-
eral noted that nonresidential building
appeared to have stabilized in various
parts of the country after a long period
of decline, and there were reports that
new construction projects had been initi-
ated in some areas. It was clear, none-
theless, that business sentiment toward
capital expenditures remained excep-
tionally cautious. Looking ahead, much
would depend on further growth in
demand for business products and ser-
vices and associated evidence of ris-
ing profits, building on indications of
strengthening in both in recent months.
For now, survey and anecdotal reports
on business capital spending intentions
were somewhat more encouraging than
earlier but were still generally mixed,
with only a small number of firms plan-
ning robust capital spending programs.
Indeed, in light of the persistence of
substantial margins of underutilized
capital, many business contacts indi-
cated that they intended to meet grow-
ing demand by adding staff before
increasing output capacity.

The weakness in business inventories
that had damped the expansion thus far
this year appeared to be continuing in
the current quarter according to numer-
ous business contacts. However, cau-
tious inventory policies generally had
reduced stocks to very low levels in
relation to growing sales, and members
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saw inventory accumulation, starting
perhaps late this year, as a plausible
expectation. Indeed, in the view of some
members, a normal cyclical swing in the
accumulation of inventories that would
bring the latter into a more usual align-
ment with growing sales could begin
relatively soon and might well be
markedly more pronounced than many
now anticipated. The potential for such
a development constituted a sizable
upside risk to current economic fore-
casts for the quarters ahead.

Consumer spending, buttressed by
sales of motor vehicles and other con-
sumer durables, had accelerated in the
second quarter from an already elevated
level and appeared more recently to
be increasing considerably further. The
available data pointing to improvement
in early summer were limited but were
supported by anecdotal information
from around the country. Positive fac-
tors mentioned with regard to the out-
look for the consumer sector included
the recent tax cuts, the improved perfor-
mance of the stock market, the ample
availability of household credit, and
more generally the effects of rapidly ris-
ing productivity in sustaining growth
in household incomes. A potential neg-
ative cited by some members was the
possibility that a weak job market,
should it persist, would at some point
adversely affect overall consumer senti-
ment and willingness to spend.

Residential housing sales and con-
struction had remained at elevated lev-
els, evidently stimulated to an important
extent by earlier declines in mortgage
rates to unusually low levels. Although
the appreciable upturn in those rates
since midyear appeared to have slowed
mortgage refinancing activity, at least
in some areas, housing demand had
remained buoyant perhaps in part
because many homebuyers were
attempting to lock in mortgage financ-

ing while rates were still low in relation
to historical norms. The potential extent
of retardation in housing activity stem-
ming from higher mortgage rates was
uncertain, but demand for housing was
expected to be relatively well main-
tained, assuming the realization of fore-
casts of accelerating economic activity
and associated growth in personal
incomes.

In their comments about the outlook
for the foreign sector of the economy,
members referred to recent signs of
some strengthening in the economies of
the nation’s important trading partners.
However, domestic demand in most of
those economies remained relatively
weak, and developments abroad were
likely to provide little impetus to
demand for U.S. exports in the near
term. At this point, business contacts
tended to emphasize the persistence of
strong foreign competition that was con-
straining their sales in both foreign and
domestic markets.

In their review of the outlook for
prices, members generally anticipated
that key inflation measures would
remain near their currently low levels
for an extended period. Their assess-
ment focused on the likely persistence
of substantial margins of unemployed
labor and other resources even if, in line
with their expectations, business activity
strengthened substantially over coming
quarters. Indeed, a number of members
expressed the view that some further
disinflation was probable over the year
ahead. To be sure, inflation would
remain subject to a number of crosscur-
rents. Upward pressures on prices would
continue to be exerted by increasing
medical insurance and pension costs
and, for many manufacturing firms, the
rising cost of materials. At the same
time, the persistence of very strong
competitive pressures, including those
arising from foreign competitors, was
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preventing most business firms from
passing on higher costs by raising
prices, and this lack of pricing power
did not appear to be diminishing. Con-
currently, however, many firms were
able to maintain or even to increase their
profit margins through a variety of
cost-cutting and productivity-enhancing
measures.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead, all
the members endorsed a proposal to
maintain an unchanged policy stance
involving reserve conditions consistent
with a target federal funds rate of 1 per-
cent. Members noted that the current
stance of monetary policy remained
quite accommodative and, given the
tenor of the latest information on the
performance of the economy in the con-
text of generally favorable financial
conditions, they believed that policy
was appropriately positioned to foster
further strengthening of the economic
expansion. While the Committee could
not commit itself to a particular policy
course over time, many of the mem-
bers referred to the likelihood that the
Committee would want to keep policy
accommodative for a longer period than
had been the practice in past periods of
accelerating economic activity. Reasons
for such an approach to policy stemmed
from the need to encourage progress
toward closing the economy’s currently
wide output gap and, with inflation
already near the low end of what some
members regarded as an acceptable
range, to resist significant further disin-
flation. In the view of these members,
appreciable added disinflation would
potentially blunt the effectiveness of
further policy easing in the event of
strong adverse shocks to the economy.
At the same time, maintaining an
accommodative policy stance was seen
as involving little risk of inducing rising
inflation so long as high levels of excess

capacity and very competitive markets
continued to characterize economic
conditions.

The members agreed that, although
economic activity had shown signs
of firming, the risks to the outlook
remained about the same as they had
indicated in the previous statement
issued after the June meeting. In particu-
lar, the risks to the goal of sustainable
economic growth were about balanced
for the next few quarters and the prob-
ability of an unwelcome fall in inflation,
though minor, exceeded that of a rise
in inflation from its currently low level.
On balance, the risk of undesirably low
inflation was likely to be the Com-
mittee’s predominant concern for the
foreseeable future. The Committee also
decided to include a reference in the
announcement to its judgment that
under anticipated circumstances policy
accommodation could be maintained for
a considerable period.

Several members commented that the
nature of the Committee’s communica-
tions had evolved substantially over
recent meetings and that it might be
useful to schedule a separate session to
review current practices. They agreed to
do so prior to the next scheduled meet-
ing on September 16.

At the conclusion of the discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
1 percent.
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Votes for this action: Messrs. Greenspan,
Bernanke, Ms. Bies, Messrs. Broaddus,
Ferguson, Gramlich, Guynn, Kohn,
Moskow, Olson, Parry, and Stewart.
(Mr. Stewart voted as an alternate mem-
ber.) Votes against this action: None.

The vote encompassed the sub-
stance of the following statements
concerning risks that would be con-
veyed in the Committee’s press release
to be made available shortly after the
meeting:

The risks to the Committee’s outlook for
sustainable economic growth over the next
several quarters are balanced; the risks to its
outlook for inflation over the next several
quarters are weighted toward the downside;
and, taken together, the balance of risks to its
objectives is weighted toward the downside
in the foreseeable future.

It was agreed that the next regu-
lar meeting of the Committee would
be held on Tuesday, September 16,
2003.

The meeting adjourned at 1:15 p.m.

On September 15, 2003, the Commit-
tee met to review its practices regarding
the communication of its policy deci-
sions and its assessment of the risks
to its objectives of fostering sustainable
economic growth and price stability.
After a detailed discussion of the issues,
the Committee elected not to make sub-
stantial changes in its current approach
to the policy announcement at this
time. Although a variety of views was
expressed, most members felt that cur-
rent practices were generally appropri-
ate in providing information to the
public about the rationale for the Com-
mittee’s decisions and its views about
the risks to future economic perfor-
mance. Nonetheless, members recog-
nized that going forward they might,
from time to time, consider changes that
might improve the Committee’s com-

munication of its assessment of the eco-
nomic situation.

Vincent R. Reinhart
Secretary

Meeting Held on
September 16, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, September 16, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Evans,
Goodfriend, Howard, Judd,
Madigan, Struckmeyer, and
Wilcox, Associate Economists
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Mr. Kos, Manager, System Open
Market Account

Mr. Hambley, Assistant to the Board,
Congressional Liaison Office,
Board of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Messrs. Clouse, Kamin, and Whitesell,
Deputy Associate Directors,
Divisions of Monetary Affairs,
International Finance, and
Monetary Affairs respectively,
Board of Governors

Mr. English, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Fuhrer and Hakkio,
Mses. Mester and Perelmuter,
Messrs. Rolnick, Rosenblum,
and Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, New York,
Minneapolis, Dallas, and
Cleveland respectively

Mr. Bullard, Vice President, Federal
Reserve Bank of St. Louis

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on August 12, 2003,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-

kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and securities
issued or fully guaranteed by federal
agencies during the period August 12,
2003, through September 15, 2003. By
unanimous vote, the Committee ratified
these transactions.

The information reviewed at this
meeting suggested that economic activ-
ity had been picking up in recent
months, although the data were not uni-
formly positive. Domestic final demand
had strengthened appreciably, with solid
gains in both household and business
spending. While industrial production
was growing, job losses continued.
Inventories were again drawn down.
Consumer prices had edged up in recent
months, but year-over-year consumer
inflation remained at a very low level.

Private nonfarm payroll employment
fell again in August, with a decline simi-
lar to those in June and July. Employ-
ment continued to fall in the manu-
facturing, wholesale and retail trade,
transportation and utilities, and informa-
tion categories. Employment in the ser-
vice industry was about unchanged as
job losses in professional and business
services largely offset expansion in non-
business services. Growth in construc-
tion employment continued. Aggregate
hours of private production workers
edged down in August, reflecting the
employment declines, while the average
workweek was unchanged. The unem-
ployment rate fell to 6.1 percent in
August.

Industrial production posted a solid
increase in July after no change in June.
Data available for August suggested
increased output at utilities, reflecting
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abnormally hot weather, but little net
change in manufacturing. Overall capac-
ity utilization rose in July, led by the
increase in utility production.

Retail sales rose a bit further in
August after surging in July. Real per-
sonal consumption spending advanced
briskly through July (latest data) as all
major categories of outlays recorded
increases. Real disposable income rose
substantially in July largely because of
the reduction in tax withholdings and
the delivery of advance refund checks
relating to higher childcare deductions.
The further delivery of such checks in
August was expected to have a positive
effect on spending in that month as well.
Although the index of consumer senti-
ment ticked down in August and early
September, it remained well above its
March low.

Housing construction and sales
remained very strong in July. Single-
family housing starts rose a bit fur-
ther from the record level in June,
while multifamily housing starts were
unchanged. Sales of existing homes
were up sharply in July, and new home
sales remained robust but were off
slightly from their rapid June advance.

Data on orders and shipments of non-
defense capital goods in July suggested
that the upward trend in real business
outlays for equipment and software
had carried into the third quarter. Total
shipments of nondefense capital goods
rose moderately in July, with contin-
ued notable strength in computers and
peripheral equipment. Shipments of
communications equipment were off
only slightly in July after a surge in
June. Orders for nondefense capital
goods overall were little changed in
July. A drop in nonresidential construc-
tion expenditures in July reversed the
gains made in the second quarter, with
declines in all categories except non-
office commercial structures.

Inventories contracted in the second
quarter, and partial data for July sug-
gested that the runoff continued into the
third quarter. The book value of manu-
facturing inventories declined for the
month, led by stocks of durable goods.
However, inventories of wholesale
goods edged up. Inventory shipment
ratios for the manufacturing sector at
book value moved down considerably in
July, and book value inventory–sales
ratios for wholesalers remained at very
low levels by historical standards.

The U.S. international trade deficit
edged down in June as exports of goods
and services increased and imports were
unchanged. For the major foreign indus-
trial countries, economic data for the
second quarter were mixed. While real
GDP grew strongly in Japan and growth
picked up in the United Kingdom, real
GDP edged down in Canada and the
euro area.

Core consumer prices rose slightly
less in August than in July. Both con-
sumer food and energy prices rose
somewhat faster than the core compo-
nents, leaving the overall consumer
inflation rate in August slightly higher
than in July. Over the twelve-month
period ending in August, overall con-
sumer prices were up a bit from the
previous year, while core consumer
prices decelerated. After significant
declines during the second quarter,
overall producer prices edged up in
July and rose a bit further in August.
Core producer prices, however, were
little changed for the two months and
posted only a slight increase over the
twelve-month period. With regard to
labor costs, average hourly earnings
of production or nonsupervisory work-
ers on private nonfarm payrolls
ticked up in August. The twelve-month
change in average hourly earnings was
about the same as that in the previous
year.
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At its meeting on August 12, 2003,
the Federal Open Market Committee
adopted a directive that called for main-
taining conditions in reserve markets
consistent with keeping the federal
funds rate at around 1 percent. In reach-
ing this decision, the Committee mem-
bers generally perceived the upside and
downside risks to the attainment of sus-
tainable growth for the next few quar-
ters to be roughly equal; however, they
viewed the probability, though minor,
of an unwelcome fall in inflation as
exceeding that of a rise in inflation from
its already low level. The Committee
judged that, on balance, the risk of infla-
tion becoming undesirably low would
remain the predominant concern for
the foreseeable future. In those circum-
stances, the Committee believed that
policy accommodation could be main-
tained for a considerable period.

The Committee’s decision to leave
its target for the federal funds rate and
assessment of risks unchanged at the
August meeting was widely anticipated.
On net over the intermeeting period,
market expectations for the federal
funds rate changed little. However,
intermediate- and longer-term interest
rates were volatile over the period, with
yields on Treasury coupons declining
slightly on balance. Yields on most
investment-grade securities moved in
line with those on Treasury obligations,
but a more optimistic economic outlook
among investors contributed to a sub-
stantial decline in speculative-grade
yields. Broad stock price indexes
rose notably, boosted by improved eco-
nomic growth prospects and the associ-
ated upwardly revised expectations for
earnings.

On balance, the nominal value of the
dollar changed little on a broad trade-
weighted basis over the intermeeting
period. Optimism about global recov-
ery reportedly prompted gains in the

equity markets of major industrial coun-
tries. Benchmark government bond
yields rose in most foreign industrial
economies.

M2 grew briskly again in August,
boosted by the effects of mortgage
refinancing activity, a temporary bulge
in liquid deposits caused by payment
delays related to power outages, and tax
rebate disbursements.

The staff forecast prepared for this
meeting continued to suggest a substan-
tially stronger economic expansion than
had occurred earlier in the year. Accom-
modative financial conditions, recent
additional fiscal stimulus, and robust
gains in structural productivity would
provide significant impetus to business
and consumer spending over the months
ahead. Concurrently, household expen-
ditures, buoyed by recent tax cuts, were
expected to be well maintained. Inven-
tory levels had been substantially
reduced, and the size of business capital
stocks apparently had continued to move
closer to acceptable levels. As a conse-
quence, improving sales and profits, low
financing costs, and the temporary fed-
eral tax incentive for investment in new
equipment and software were expected
to boost business investment spending
over time. Given the substantial ongoing
slack in resource utilization, some slight
downward pressure on core consumer
price inflation was anticipated in the
staff forecast.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, the members focused both on the
increased evidence of a pickup in the
pace of the expansion and on the persist-
ing weakness in labor markets. The
advance in economic activity in recent
months reflected continued strength in
household spending, reinforced by an
increasing contribution from business
investment expenditures. The members
viewed these and related developments
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as supporting forecasts of robust growth
in economic activity over coming quar-
ters, consistent with the stimulative
monetary and fiscal policies, accommo-
dative conditions in financial markets,
and the positive implications of strong
productivity growth for both incomes
and investment outlays. Members none-
theless cited a number of factors that
had the potential to retard the expansion,
including the persistence of notably
cautious business sentiment, the poten-
tial that weak employment conditions,
should they persist, would at some point
depress consumer spending, and the
prospect that sluggish economic activity
abroad would curb the growth in U.S.
exports. On balance, the members saw
favorable prospects for strong economic
growth over the forecast horizon, though
they also expected that the gap between
actual output and potential output would
close only slowly and that growth in
employment would remain limited.
Against this background and taking
into account the outlook for continued
strength in productivity, members antici-
pated that inflation would remain sub-
dued and perhaps even edge lower
despite the expected strength in eco-
nomic activity.

In their comments about develop-
ments in various parts of the country,
members cited increased examples of an
upturn in confidence among their bus-
iness contacts. This improvement was
not universal, notably within manu-
facturing sectors of the economy, and
overall business attitudes toward hiring
and investment decisions continued to
be described as exceptionally cautious.
Members anticipated, however, that
such business attitudes would give way
to optimism at some point, possibly
quite suddenly, as uncertainties relat-
ing to the outlook for final demand were
replaced by concerns about missing
profit opportunities in a strengthening

expansion. Comments by many con-
tacts in the banking sector were already
quite upbeat with regard to the out-
look for business spending and opti-
mism in financial markets clearly had
been improving for several months.
In general, financial markets were
viewed as well positioned to support
more vigorous expansion in economic
activity.

In their comments about prospective
developments in the major components
of aggregate demand, members antici-
pated that the household sector would
remain the mainstay of the expansion
and that it would be significantly rein-
forced going forward by an acceleration
in business expenditures and, at least
over the next several quarters, by sub-
stantial further increases in federal gov-
ernment spending. Some softening in
motor vehicle sales from the exceptional
pace in recent months seemed likely, but
overall consumer spending probably
would be sustained at a high level by
further anticipated gains in disposable
incomes bolstered by the stimulus from
recent federal tax cuts. A potential nega-
tive in this outlook was the possibility
that weakness in employment, if it con-
tinued, would at some point exert a more
pronounced negative effect on consumer
sentiment.

In the housing area, residential sales
and construction stayed at elevated lev-
els during the summer months, with at
least some portion of the strength report-
edly stemming from efforts by many
homebuyers to move ahead of further
increases in mortgage interest rates. The
run-up in mortgage rates since the latter
part of June was expected to curb hous-
ing demand to a limited extent in com-
ing months, but the outlook for housing
activity remained favorable, given an
overall economic performance in line
with current forecasts of a robust expan-
sion, related growth in incomes, and still
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relatively attractive mortgage interest
rates.

Business fixed investment remained
a critical factor and also a major source
of uncertainty in the outlook for overall
economic activity, with the strength of
such investment having a key bearing
on the pace of the overall expansion. In
this regard, the second-quarter increase
in expenditures for equipment and soft-
ware was an encouraging sign and the
available evidence pointed to a larger
advance in the third quarter. Looking
beyond the near term, members men-
tioned a number of developments that
supported an optimistic outlook for cap-
ital expenditures. These included an
appreciable acceleration in final sales
since the first quarter, sizable increases
in business profits and cash flow this
year, the ready availability of business
financing on attractive terms, and the
temporarily accelerated expensing pro-
vision in the tax code. On the constrain-
ing side were the persistence of high
levels of excess capacity and significant
business uncertainty and caution regard-
ing the extent and durability of the
acceleration in final sales. To date, busi-
nesses had displayed only limited signs
of undertaking any investments other
than for replacement and cost-cutting
purposes. Even so, the recent firming of
orders and shipments along with some-
what more upbeat anecdotal reports
and surveys of business spending plans
pointed to a relatively brisk further
advance in business spending for equip-
ment and software, at least over the near
term. Nonresidential construction activ-
ity remained at a generally depressed
level but appeared to have bottomed out,
with signs of an upturn in new or
planned construction in some areas.

Increasing business inventory expen-
ditures to accommodate strengthening
final sales were seen as a likely posi-
tive factor in the expansion of overall

economic activity in coming quarters,
though the degree and timing of the
impetus from a prospective buildup in
inventories were subject to consider-
able uncertainty. Pointing to anticipated
strength in inventory accumulation was
the substantial drawdown in stocks that
had occurred as final sales picked up
this year, a marked resulting drop in
inventory-sales ratios, and expectations
of accelerating final demand. At the
same time, however, the persistence of
business uncertainty and related caution
were, with some exceptions, continuing
to inhibit inventory investment. More-
over, the trend toward improved com-
munication and delivery systems was
encouraging business firms to hold
inventories at increasingly low levels
in relation to expected sales. Accord-
ing to anecdotal reports, even service
firms were now increasingly adopting
advanced management techniques to
hold down their inventories of items
used in the process of providing their
services. Against this background, it
seemed unlikely that businesses would
seek to rebuild their inventories suffi-
ciently to restore earlier inventory–sales
ratios. Even so, further increases in sales
would eventually lead to improved busi-
ness confidence and induce efforts to
accumulate inventories, though probably
to a lesser extent than had occurred in
earlier cyclical recoveries.

Fiscal policy was likely to remain a
key source of stimulus to the expan-
sion. Federal spending was expected to
increase substantially further, albeit at a
diminishing pace over the next year and
beyond, and reduced taxes should buoy
both consumer and business expendi-
tures. It was not clear at this point to
what extent the partial expensing provi-
sion was boosting business investment
in equipment and software, but the high
level of consumer spending clearly was
playing a role in fostering such invest-
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ment. Members commented that the
current degree of fiscal stimulus was at
its highest level since the World War II
period, and some expressed concern in
this regard that little legislative consid-
eration was being given to reapplying
fiscal restraint as changing economic
conditions would warrant over time.
The fiscal condition of many state and
local governments remained severely
stressed, and ongoing efforts by these
governments to curb spending and
increase tax and other revenues pro-
vided a partial offset to the federal sec-
tor stimulus. Some members reported,
however, that tax receipts recently had
improved noticeably in a number of
states.

In their comments about the outlook
for the foreign sector of the economy,
members referred to indications of some
overall improvement in foreign eco-
nomic activity, which augured well for
the growth in exports. They also noted
that the prospective performance of
foreign economies would depend to a
significant extent on the strength of the
U.S. economy. With the latter displaying
relative vigor, the value of domestic
imports was likely to continue to exceed
that of exports by a substantial margin,
thereby tending to perpetuate the large
current account deficits that had worri-
some implications for the future. Mem-
bers also expressed concern about indi-
cations of growing protectionism, which
characteristically tended to increase in
periods of substantial underutilization
of labor and other resources, and the
adverse effects of that development on
competition and inflation.

The members agreed that inflation
was likely to remain subdued for an
extended period, given current forecasts
of economic activity and labor produc-
tivity trends. Specific views regarding
the most probable course of inflation
differed to some degree, but many mem-

bers expected little change over the year
ahead and even beyond. Several saw a
significant risk of some further disinfla-
tion over that period even assuming eco-
nomic growth at a pace that somewhat
exceeded the economy’s long-run poten-
tial. In this regard, members referred to
their expectations that the gap between
actual and potential output was likely
to narrow only slowly and possibly not
close completely over their forecast
horizon. They also noted that the sub-
stantial margins of excess capacity in
question likely would continue to char-
acterize the international as well as the
domestic economy for a considerable
period. Tending to counter the resulting
disinflationary effects were signs that
the expansion in globalization might be
slowing. In particular, difficulties in
reaching global trade agreements along
with a rise in protectionism could tend
to inhibit the increasingly strong compe-
tition in worldwide markets that had
been a key factor in holding down infla-
tion. The members also cited other fac-
tors that would tend to maintain some
upward pressure on prices, notably the
relatively rapid rise in costs of labor
benefits, especially medical and pension
benefits. Increases in the prices of some
raw materials were also noted. In gen-
eral, the members concluded that the
economy would need to grow at a pace
above potential for a time before they
could be confident that the risks of fur-
ther unwelcome disinflation had materi-
ally diminished.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead,
all the members endorsed a proposal
to maintain an unchanged policy stance
involving reserve conditions consistent
with a target rate of 1 percent for the
federal funds rate. The members agreed
that despite the increasing evidence of
some acceleration in the expansion of
economic activity, an accommodative
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policy stance remained appropriate in
the context of the currently large and
persisting margins of unemployed labor
and other resources and very low infla-
tion. Several commented that the recent
strengthening of the economy had
served to alleviate but had not elimi-
nated their concerns about the possi-
bility of further disinflation. While both
downside and upside risks continued
to cloud the outlook for economic activ-
ity and thus for monetary policy, the
economy’s sizable output gap strongly
suggested that inflation would remain
muted over coming quarters even
assuming relatively robust economic
growth in line with current forecasts.
Accordingly, the economy might well
expand at a brisk pace for an extended
period before inflationary pressures
began to emerge and call for an adjust-
ment to monetary policy.

In their discussion of the press state-
ment to be issued shortly after this meet-
ing, the members indicated that the
Committee’s risk assessments relating
to economic activity and inflation to
be referenced in that statement should
remain the same as those in use since
the May meeting. In particular, the risks
to the goal of sustainable economic
growth were about balanced for the next
few quarters and the probability of an
unwelcome fall in inflation, though
minor, exceeded that of a rise in infla-
tion from its currently low level. On
balance, the risk of undesirably low
inflation was likely to be the Commit-
tee’s predominant concern for the fore-
seeable future.

The members also reviewed the fur-
ther use of the reference concerning the
maintenance of an accommodative pol-
icy stance ‘‘for a considerable period’’
that was included in the press state-
ment issued for the August meeting.
Given the uncertainties that characteris-
tically surround the economic outlook

and the need for an appropriate policy
response to changing economic condi-
tions, the members generally agreed
that the Committee should not usually
commit itself to a particular policy
stance over some pre-established,
extended time frame. The course of
policy would be determined by the
evaluation of the outlook, not the pas-
sage of time. The unusual configuration
of already low interest rates and reserva-
tions about the strength of the expansion
had justified the inclusion of the phrase
‘‘for a considerable period’’ in the state-
ment issued in August. While changing
circumstances would call for removal
of that reference at some point, doing
so at this meeting might suggest the
members’ views on the economy had
changed markedly. Accordingly, the
Committee decided to release a state-
ment after this meeting that was virtu-
ally identical to that used after the
August meeting apart from some minor
updating to reflect ongoing economic
developments.

At the conclusion of the discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
1 percent.

Votes for this action: Messrs. Greenspan,
Bernanke, Ms. Bies, Messrs. Broaddus,
Ferguson, Gramlich, Guynn, Kohn,
Moskow, Olson, Parry, and Stewart.
(Mr. Stewart voted as an alternate mem-
ber.) Votes against this action: None.
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The vote encompassed the substance
of the following statements concerning
risks that would be conveyed in the
Committee’s press release to be made
available shortly after the meeting:

The risks to the Committee’s outlook for
sustainable economic growth over the next
several quarters are balanced; the risks to its
outlook for inflation over the next several
quarters are weighted toward the downside;
and, taken together, the balance of risks to its
objectives is weighted toward the downside
in the foreseeable future.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, October 28, 2003.

The meeting adjourned at 1:05 p.m.

Vincent R. Reinhart
Secretary

Meeting Held on
October 28, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, October 28, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer, Santomero, and Stern,
Presidents of the Federal Reserve
Banks of Dallas, Philadelphia, and
Minneapolis respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist

Mr. Connors, Ms. Cumming,
Messrs. Goodfriend, Howard,
Madigan, Struckmeyer, and
Wilcox, Associate Economists

Mr. Kos, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division
of Research and Statistics,
Board of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Messrs. Clouse, Kamin, and Whitesell,
Deputy Associate Directors,
Divisions of Monetary Affairs,
International Finance, and
Monetary Affairs respectively,
Board of Governors

Mr. English, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Hambley, Assistant to the Board
and Director for Congressional
Liaison, Office of Board
Members, Board of Governors

Mr. Skidmore, Special Assistant to the
Board, Office of Board Members,
Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors
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Messrs. Fuhrer and Hakkio,
Ms. Mester, Messrs. Rasche,
Rolnick, Rosenblum, and
Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, St. Louis,
Minneapolis, Dallas, and
Cleveland respectively

Mr. Dwyer, Ms. Hargraves,
Messrs. Krane and Rudebusch,
Vice Presidents, Federal Reserve
Banks of Atlanta, New York,
Chicago, and San Francisco
respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on September 16, 2003,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial mar-
kets and on System open market
transactions in government securities
and securities issued or fully guaran-
teed by federal agencies during the
period September 16, 2003, through
October 27, 2003. By unanimous
vote, the Committee ratified these
transactions.

The pace of the economic expansion
appeared to have picked up substan-
tially. Consumer spending and the
demand for housing were quite strong in
the third quarter and business outlays
for capital evidently accelerated. At the
same time, labor markets seemed to be
leveling out, and industrial production
had firmed in recent months. While core
consumer prices had risen faster in
recent months than earlier in the year,
the twelve-month increase through Sep-

tember was notably lower than during
the preceding year.

Labor markets appeared to be stabiliz-
ing as private nonfarm payrolls grew in
September for the first time since Janu-
ary, and employment losses in July and
August turned out to be smaller than
data initially had indicated. The largest
employment gain in September was in
the business services sector, which
includes temporary help supply firms.
Employment also increased in most
other major industries in September,
with the exceptions of manufacturing
and wholesale trade. Even in these sec-
tors, the pace of job loss was somewhat
slower than the declines of previous
months. Aggregate hours of private
production workers and the average
workweek were both unchanged in Sep-
tember. The unemployment rate in Sep-
tember remained at 6.1 percent.

Conditions in the industrial sector had
improved somewhat in the previous
months. Industrial output displayed solid
growth in the third quarter after declin-
ing earlier in the year. A downturn
in motor vehicle assemblies depressed
overall manufacturing somewhat in
August, but a step-up in auto production
boosted it significantly in September.
The strength in manufacturing in Sep-
tember was somewhat offset, however,
by a decrease in energy production as
temperatures returned to more normal
ranges after being unusually high in July
and August. In line with these patterns
in output, capacity utilization in manu-
facturing, which had been at historically
low levels, decreased slightly in August,
then firmed in September.

Real personal consumption expendi-
tures surged in July and August, but
available data suggested that consumer
spending had fallen back in September,
largely reflecting a swing in consumer
purchases of motor vehicles. Even apart
from motor vehicles, outlays rose at a
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solid pace in August, and they seemed
to have declined only slightly in Sep-
tember. Spending was supported in
recent months by the sizable boost
to disposable personal income from tax
cuts as well as by levels of wealth and
confidence that were considerably above
their values earlier in the year.

Housing construction and sales
remained very strong in August and
September despite some rise in mort-
gage rates from the very low levels
reached in the early summer. The rapid
pace of new single-family home con-
struction eased slightly in August but
advanced again in September. Multifam-
ily home construction remained around
its pace of the past several years. Sales
of existing homes reached a record high
in August and then climbed further in
September. New home sales rose in
August and September at a rate just a bit
below the record set in June.

Real outlays for equipment and soft-
ware in the third quarter appeared to
have advanced at a faster rate than in
the second quarter. Shipments of non-
defense capital goods excluding aircraft
moved up in September, more than
reversing a decline in August. Orders
for these goods rose moderately in Sep-
tember after being flat in August. Nomi-
nal outlays for construction of privately
owned buildings were about unchanged,
on net, during the twelve months end-
ing in August. Continued strength in
the construction of private institutional
structures such as schools, churches, and
hospitals was about offset by weak-
ness in other areas of nonresidential
construction.

Manufacturing and trade inventories
excluding motor vehicles fell further
in August after edging down in July.
Manufacturers ran off stocks at a fairly
rapid pace in both months, while whole-
salers and retailers excluding motor
vehicle and parts dealers recorded small

declines in stocks in August after accu-
mulations in July. Generally small
changes in shipments and sales in the
July–August period kept book-value
inventory–sales ratios about flat at very
low levels.

The U.S. international trade deficit
declined in August to its lowest level
since February as imports fell more than
exports. Available data for the third
quarter generally suggested moderate
growth in the major foreign industrial
countries. Evidence pointed to a likely
resumption of real GDP growth in the
third quarter in Canada and the euro
area and continued expansion in Japan
and the United Kingdom.

Core consumer prices rose slightly in
August and September, but headline
consumer inflation was up a bit more,
largely reflecting a run-up in gasoline
prices. Energy prices also boosted over-
all consumer inflation over the past
twelve months, while core consumer
inflation moved lower over the same
period. At the producer level, core prices
were about unchanged during August
and September, but rising energy and
food prices led to somewhat larger
increases in the prices of total finished
goods. With regard to labor costs, aver-
age hourly earnings of production or
nonsupervisory workers on private non-
farm payrolls edged down in September.
The increase in earnings during the pre-
vious twelve months was a bit below
that during the previous year.

At its meeting on September 16,
2003, the Federal Open Market Com-
mittee adopted a directive that called for
maintaining conditions in reserve mar-
kets consistent with keeping the federal
funds rate at around 1 percent. In reach-
ing this decision, the Committee mem-
bers generally perceived the upside and
downside risks to the attainment of sus-
tainable growth for the next few quar-
ters to be roughly equal; however, they
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viewed the probability, though minor,
of an unwelcome fall in inflation as
exceeding that of a rise in inflation from
its already low level. The Committee
judged that, on balance, the risk of infla-
tion becoming undesirably low would
remain the predominant concern for
the foreseeable future. In those circum-
stances, the Committee believed that
policy accommodation could be main-
tained for a considerable period.

The Committee’s decision to leave
its target for the federal funds rate and
assessment of risks unchanged at the
September meeting was widely antici-
pated. Although there was relatively
little shift in market expectations for the
federal funds rate following the policy
decision, longer-dated federal funds
futures rates rose significantly in the
weeks before the October meeting in
the context of better-than-expected eco-
nomic data, positive announcements
of corporate earnings, and a pronounced
weakening of the dollar. Short- and
intermediate-term Treasury yields also
increased somewhat over the intermeet-
ing period, but yields on longer-term
Treasuries were about unchanged. While
rates on investment-grade securities
moved about in line with those on Trea-
suries, yields and spreads on lower-tier
obligations registered further significant
and broad-based declines. Major equity
indexes rose roughly 2 percent over the
intermeeting period.

The exchange value of the dollar, as
measured by the major currencies index,
fell significantly over the intermeet-
ing period. Negative market sentiment
toward the dollar, apparently reinforced
by market participants’ interpretation
of the G-7 communiqué from Dubai on
September 20, was not overcome by
several better-than-expected U.S. eco-
nomic reports, though there were some
short-lived gains related to the data
releases during the period.

M2 contracted moderately in Septem-
ber after growing rapidly in July and
August. The reversal appears to have
stemmed mainly from a contraction in
deposits resulting from reduced mort-
gage refinancing activity. In addition,
the temporary effects of a major power
blackout in August had boosted M2
growth in that month, and the subse-
quent runoff of those deposits likely
depressed M2 in September.

The staff forecast prepared for this
meeting continued to point to a sub-
stantial strengthening in the economic
expansion during the second half of the
year. Accommodative financial condi-
tions, recent additional fiscal stimulus,
and robust gains in structural produc-
tivity were evidently providing signifi-
cant impetus to business and consumer
spending. Inventory levels had been
substantially reduced, and the size of
business capital stocks apparently had
continued to move closer to acceptable
levels. As a consequence, improving
sales and profits, low financing costs,
and the temporary federal tax incentive
for investment in new equipment and
software were projected to boost busi-
ness investment spending over time.
Given the substantial ongoing slack in
resource utilization, the staff forecast
anticipated some slight downward pres-
sure on core consumer price inflation.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, members referred to widespread
indications of a marked strengthening in
the growth of economic activity. While
views regarding the probable vigor of
the expansion differed to some extent,
the members generally anticipated
growth at a pace near or somewhat
above the economy’s potential over the
forecast horizon, assuming no major
shocks to the economy. Factors cited as
likely to encourage robust and sustained
economic growth included substantial
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fiscal and monetary policy stimulus,
accommodative financial conditions,
indications of strengthening foreign
economies, much improved business
earnings and cash flows, and the favor-
able implications of strongly rising pro-
ductivity for business investment and
worker earnings. Members nonetheless
saw some factors that could restrain the
degree of vigor in household and busi-
ness spending and present downside
risks to their forecasts. Among the nega-
tives mentioned were the still-cautious
business attitudes that continued to
inhibit hiring and investment decisions,
the potentially adverse effect on house-
hold confidence if appreciable further
gains in employment should fail to
materialize, and the waning impetus
over time of the tax reductions that
had taken effect this year. On balance,
while the factors pointing to a vigorous
expansion seemed to predominate,
members acknowledged that the econ-
omy was emerging from an atypical
period that limited the guidance that his-
torical experience provided for evaluat-
ing the economic outlook. Develop-
ments in the next few months, notably
including the strength of holiday sales,
should provide an improved basis for
judging the underlying momentum of
the expansion.

In contrast to the usual experience
in economic recoveries during recent
decades, the expansion appeared to be
gathering momentum at a time when
key measures of inflation suggested that
price stability had essentially been
achieved. Looking ahead, members gen-
erally anticipated that an economic per-
formance in line with their expectations
would not entirely eliminate currently
large margins of unemployed labor and
other resources until perhaps the latter
part of 2005 or even later. Accordingly
and given the presumed persistence of
strong worldwide competition, signifi-

cant inflationary pressures were not seen
as likely.

Members commented that the
strengthening in final sales had fostered
some firming in industrial production
and had led purchasing managers to
report an improvement in current and
anticipated business conditions. More-
over, labor demand had begun to show
signs of stabilizing after an extended
period of weakness. Anecdotal reports
of plans to increase hiring and of actual
increases had multiplied. However, the
extent to which recently positive labor
market developments might be har-
bingers of substantial further employ-
ment gains was unclear at this point,
given evidently continuing business
efforts to respond to growing demand by
improving productivity rather than hir-
ing new workers. Members nonetheless
expressed optimism regarding the pros-
pects for substantial employment gains
once business firms were persuaded that
a major uptrend in final sales was firmly
established.

In their comments about the outlook
for demand in key sectors of the econ-
omy, members continued to view busi-
ness capital spending as a critical factor
in the prospects for the performance of
the overall economy. Business expendi-
tures for new equipment and software
clearly had turned up since earlier in the
year, but anecdotal reports from around
the nation continued to suggest that
much of this spending was for replace-
ment and upgrading purposes rather than
expansion. Such reports also indicated
that business contacts, while more confi-
dent, remained very cautious, with most
firms hesitant to expand their facilities
or hire permanent workers until they
saw firmer indications that the recent
upturn in business activity would be
sustained. Some firms reportedly were
directing capital investments to foreign
markets rather than domestically, appar-
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ently largely to take advantage of lower
labor costs abroad. Members none-
theless expressed the view that in the
context of further anticipated increases
in profits and sales, business confi-
dence would continue to improve and
induce greater investment and work-
force expansions. On the negative side,
there were few indications of a possi-
ble upturn in commercial construction
activity.

The recent strength in final sales was
associated with sizable inventory liqui-
dation by business firms, and recent
surveys and anecdotal commentary sug-
gested that inventories were at unusu-
ally low levels in relation to sales,
notably in manufacturing. In the circum-
stances, a continuation of robust final
demand could be expected to foster
efforts to rebuild inventories, with
potentially substantial short-run stimu-
lus to the economy. However, the timing
and extent of such restocking were sub-
ject to uncertainty, and for now avail-
able reports indicated that business firms
were continuing to follow a highly cau-
tious approach to inventory investment.

As had been true for an extended
period, household spending had contin-
ued to be the mainstay of what until
recent months had been a sluggish
economic recovery. Personal consump-
tion expenditures had posted quarterly
increases throughout the recent period
of limited economic growth. During
the summer months, consumer spend-
ing evidently was boosted by a surge of
disposable income generated by the fed-
eral tax cuts, but how long that income
effect would stimulate increases in con-
sumer spending remained uncertain. On
the encouraging side, according to a
number of reports retailers were opti-
mistic about the outlook for sales during
the holiday period and about the econ-
omy more generally. However, some
members expressed concern that unless

the recent improvement in labor market
conditions was sustained, there could be
adverse repercussions on consumer atti-
tudes and spending.

Propelled by still low mortgage inter-
est rates, housing demand had remained
at a very high level in recent months.
Indeed, record sales were being reported
in some regions. There were, however,
indications of concern about the longer-
term outlook for housing on the part of
some real estate contacts.

Fiscal policy was expected to be
somewhat less expansionary next year,
though still an important contributor to
economic growth. Members again men-
tioned concerns on the part of business
contacts regarding the adverse economic
implications of very large deficits for
the economy over the longer term.

In their comments about the exter-
nal sector of the economy, members
referred to indications of strengthening
economic activity abroad that in con-
junction with a weaker dollar was foster-
ing some improvement in exports. At
the same time, imports continued to
expand rapidly, reflecting not only
growth in U.S. domestic demand but
also the increased availability of foreign
products at attractive prices stemming
from the rapid expansion of output
capacity in a number of foreign coun-
tries. In this regard, many business
contacts continued to note pressures on
their domestic operations from foreign
competition.

In their review of the outlook for
inflation, members emphasized that the
prospects for persisting slack in labor
and other resources in combination with
substantial further increases in produc-
tivity were likely to hold inflation to
very low levels over the next year or
two. Indeed, many saw modest further
disinflation as likely, at least over the
year ahead, though they also agreed
that the probability of substantial and
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worrisome disinflation had become
increasingly remote in light of the
recent strengthening in economic activ-
ity. Members also cited the weakness in
the dollar as a factor that would tend to
reduce the degree of any domestic disin-
flation. Some members emphasized that
the outlook for inflation was clouded
by a high degree of uncertainty about
the underlying trend in productivity. The
growth in productivity could remain
higher than had earlier been anticipated,
damping employment, labor costs, and
price pressures. On balance, the mem-
bers did not view changes in inflation in
either direction as likely to generate sig-
nificant policy concerns over the fore-
cast horizon.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead, all
the members agreed that an unchanged
target of 1 percent remained appropriate
for the federal funds rate. The current
degree of policy ease evidently was con-
tributing to an upturn in the expansion
of economic activity. The strengthening
economy had reduced concerns of sig-
nificant further disinflation, but those
concerns had not been eliminated. The
pickup in demand had yet to materially
narrow currently wide margins of idle
labor and other resources, and these
margins along with the uncertainties that
still surrounded current forecasts of
robust economic growth suggested that
an accommodative monetary policy
might remain desirable for a consider-
able period of time. Members referred to
the contrast between their current policy
expectations and the typical experience
during earlier cyclical upturns when it
was felt that policy adjustments needed
to be made quite promptly to gain
greater assurance that inflation would
not rise from what were already rela-
tively elevated levels. In present circum-
stances, the degree of slack in resources
and a rate of inflation that was essen-

tially consistent with price stability sug-
gested that the Committee could wait
for more definitive signs that economic
expansion would otherwise generate
inflationary pressures before making a
significant adjustment to its current pol-
icy stance.

In their discussion of the press state-
ment to be issued shortly after this meet-
ing, the members indicated that the
Committee’s risk assessments relating
to economic activity and inflation to be
referenced in that statement should
remain the same as those in use since
the May meeting. Some members, while
expressing support for this view, also
commented that the time for some
changes in the current risk assessments
might be approaching if the economy
continued to strengthen in line with
recent experience. At this meeting, the
members agreed that the risks to the
goal of sustainable economic growth
were roughly balanced for the next few
quarters and the probability of an unwel-
come fall in inflation, though minor,
exceeded that of a rise in inflation from
its currently low level. On balance, the
risk of undesirably low inflation was
likely to remain the Committee’s pre-
dominant concern for the foreseeable
future. At the conclusion of this dis-
cussion, the Committee agreed to the
release of a press statement after this
meeting that was virtually identical to
the one used after the September meet-
ing apart from some updating to reflect
ongoing economic developments.

The Committee voted to authorize
and direct the Federal Reserve Bank of
New York, until it was instructed other-
wise, to execute transactions in the Sys-
tem Account in accordance with the fol-
lowing domestic policy directive:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
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tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
1 percent.

Votes for this action: Messrs. Greenspan,
Bernanke, Ms. Bies, Messrs. Broaddus,
Ferguson, Gramlich, Guynn, Kohn,
Moskow, Olson, Parry, and Stewart.
(Mr. Stewart voted as an alternate mem-
ber.) Votes against this action: None.

The vote encompassed the substance
of the following statements concerning
risks that would be conveyed in the
Committee’s press release to be made
available shortly after the meeting:

The risks to the Committee’s outlook for
sustainable economic growth over the next
several quarters are balanced; the risks to its
outlook for inflation over the next several
quarters are weighted toward the downside;
and, taken together, the balance of risks to its
objectives is weighted toward the downside
in the foreseeable future.

At this meeting the members con-
tinued their earlier discussion of how
best to communicate the Committee’s
general assessment of the outlook for
economic activity and inflation. The
members recognized that changing cir-
cumstances required adaptations in the
Committee’s communications with the
ultimate objective of fostering the best
possible public understanding of mone-
tary policy decisions. A number of alter-
native approaches and specific sugges-
tions were discussed, and in the absence
of a consensus at this meeting the mem-
bers agreed that further study under
the guidance of a working group
comprised of Committee members was
desirable. The working group would
develop a limited number of specific
proposals for consideration at a later
meeting.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, December 9, 2003.

The meeting adjourned at 2:00 p.m.

Vincent R. Reinhart
Secretary

Meeting Held on
December 9, 2003

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, December 9, 2003, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. Geithner, Vice Chairman
Mr. Bernanke
Ms. Bies
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich
Mr. Guynn
Mr. Kohn
Mr. Moskow
Mr. Olson
Mr. Parry

Mr. Hoenig, Mses. Minehan and
Pianalto, Messrs. Poole and
Stewart, Alternate Members
of the Federal Open Market
Committee

Messrs. McTeer and Santomero,
Presidents of the Federal Reserve
Banks of Dallas and Philadelphia
respectively

Mr. Reinhart, Secretary and Economist
Mr. Bernard, Deputy Secretary
Ms. Smith, Assistant Secretary
Mr. Mattingly, General Counsel
Ms. Johnson, Economist
Mr. Stockton, Economist
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Mr. Connors, Ms. Cumming,
Messrs. Eisenbeis, Goodfriend,
Howard, Madigan, Struckmeyer,
and Wilcox, Associate Economists

Mr. Kos, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division
of Research and Statistics,
Board of Governors

Messrs. Slifman and Oliner, Associate
Directors, Division of Research
and Statistics, Board of Governors

Messrs. Clouse, Kamin, and Whitesell,
Deputy Associate Directors,
Divisions of Monetary Affairs,
International Finance, and
Monetary Affairs, respectively,
Board of Governors

Mr. English, Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Hambley, Assistant to the Board
and Director for Congressional
Liaison, Office of Board
Members, Board of Governors

Mr. Skidmore, Special Assistant
to the Board, Office of Board
Members, Board of Governors

Mr. Nelson, Senior Economist,
Division of Monetary Affairs,
Board of Governors

Mr. Luecke, Senior Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Mr. Kumasaka, Financial Analyst,
Division of Monetary Affairs,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Lyon and Werkema, First Vice
Presidents, Federal Reserve Banks
of Minneapolis and Chicago
respectively

Messrs. Fuhrer and Hakkio,
Ms. Mester, Messrs. Rasche
and Rosenblum, Senior Vice
Presidents, Federal Reserve
Banks of Boston, Kansas City,
Philadelphia, St. Louis, and
Dallas respectively

Messrs. Bryan, Elsasser, Sullivan,
and Weber, Vice Presidents,
Federal Reserve Banks of
Cleveland, New York, Chicago,
and Minneapolis respectively

Mr. Trehan, Economist, Federal
Reserve Bank of San Francisco

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on October 28, 2003,
were approved.

Advice had been received that
Mr. Timothy F. Geithner had been
elected by the directors of the Federal
Reserve Bank of New York as a member
of the Federal Open Market Committee
for the period commencing Novem-
ber 14, 2003, and ending December 31,
2003, and that he had executed his oath
of office.

By unanimous vote, Timothy F.
Geithner was elected to serve as Vice
Chairman until the first regularly sched-
uled meeting of the Committee after
December 31, 2003, with the under-
standing that in the event of the discon-
tinuance of his official connection with
a Federal Reserve Bank or the Board of
Governors, he would cease to have any
official connection to the Committee.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets. There were no open market opera-
tions in foreign currencies for the Sys-
tem’s account in the period since the
previous meeting.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
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in government securities and securities
issued or fully guaranteed by federal
agencies during the period October 28,
2003, through December 8, 2003. By
unanimous vote, the Committee ratified
these transactions.

Real GDP appeared to be advancing
at a solid rate in the fourth quarter, albeit
well below its extraordinary pace in
the third quarter. Consumer spending
appeared to be on a flatter trajectory, but
spending for equipment and software
and residential construction continued
to surge. Meanwhile, the labor mar-
ket had finally shown signs of some
improvement in recent months, and
activity in the industrial sector was con-
tinuing to rise. Consumer price inflation
remained quiescent: The twelve-month
change in core consumer prices was
notably lower than the increase during
the preceding year.

Private nonfarm payrolls rose moder-
ately in November, although by less than
the substantial gains in September and
October. The increases in November
were fairly widespread, with notable
advances in temporary help services,
nonbusiness services, and construction.
Although employment continued to
fall in manufacturing, the losses had
tapered off since the first half of the
year. The average workweek and aggre-
gate hours worked by nonfarm employ-
ees increased significantly, and the aver-
age level of nonfarm employee hours in
October and November was noticeably
above the average in the third quarter.
The unemployment rate fell to 5.9 per-
cent in November, down from a recent
peak of 6.4 percent at midyear.

Industrial production grew solidly in
the third quarter, and the momentum
continued in October apart from the pro-
duction of motor vehicles and parts,
which fell back from an elevated third-
quarter level. High-tech output acceler-
ated in the third quarter to the fastest

pace since the middle of 2000, and pro-
duction gains continued at a rapid pace
in October. Outside the manufacturing
sector, unseasonably warm weather con-
tributed to an increase in output at utili-
ties in October, while mining produc-
tion declined a bit, largely reflecting a
decrease in the production of crude oil.
Capacity utilization edged up in October
but remained well below its longer-term
average.

Consumer spending slipped a little on
balance in September and October after
soaring in July and August. Much of the
recent decline was the result of a pull-
back in purchases of motor vehicles;
elsewhere, expenditures were about
unchanged in September and rose mod-
estly in October. Spending was sup-
ported by the upturn in employment,
continued impetus from the recently
enacted tax cuts, improved confidence,
and a level of wealth that was consider-
ably above that of earlier in the year.

Housing activity surged in October.
Single-family housing starts reached a
record high, while multifamily starts
moved down but remained in line with
the average pace during the previous
two years. Sales of existing single-
family homes in October were only a bit
below the record level set in Septem-
ber. The pace of new home sales also
remained brisk in October, albeit down
somewhat from September.

The data on orders for, and shipments
of, nondefense capital goods through
October suggested continued momen-
tum in spending on equipment and soft-
ware, which grew in the third quarter at
the fastest pace since 1998. Robust gains
in spending were posted in the third
quarter in all the major categories
except aircraft. The gains were associ-
ated with recent increases in business
output and corporate cash flow and with
a decline this year in the user cost of
capital. Shipments of high-tech equip-
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ment climbed further in October, while
shipments in other nondefense sectors
excluding aircraft edged down. New
orders of nondefense equipment exclud-
ing aircraft in October continued the
upward trend in place since the begin-
ning of the year and were consistent
with ongoing gains in equipment spend-
ing. Outlays for the construction of
private-sector nonresidential buildings
fell a bit in October, but the extended
contraction in spending on nonresiden-
tial construction appeared to be ending.
Nominal spending on office space edged
up in September and October, while
outlays for the construction of other
commercial buildings moved lower.
Expenditures on institutional buildings
changed little in recent months.

Real nonfarm inventories fell moder-
ately in the third quarter after declining
substantially in the second. Manufactur-
ers liquidated stocks by a larger amount
in the third quarter than in the previous
quarter but added slightly to their inven-
tories in October. Wholesalers and
retailers (excluding those selling motor
vehicles and parts) built up inventories
in the third quarter, and, for wholesalers,
the stockbuilding continued in October
(data on retail inventories in October
were unavailable). Still, inventory–sales
ratios in all three categories declined a
bit further in the third quarter from
already very low levels.

The international trade deficit
increased in September as imports of
goods and services rose more than
exports. Recent data suggested that a
recovery had taken hold in the major
foreign industrial countries. Growth in
real GDP picked up in the third quarter
in the euro area, the United Kingdom,
and Canada, and indicators in Japan
were consistent with continued eco-
nomic expansion.

Core consumer price inflation
remained subdued in October, although

it was up from even lower levels in
the first part of the year, when it was
depressed by transitory factors. Over
the twelve months ending in Octo-
ber, core consumer prices rose only
slightly and noticeably less than in the
previous twelve-month period. Total
twelve-month consumer inflation was
unchanged over the period owing to
accelerations in food and energy prices.
Producer prices for both core and total
finished goods posted unusually large
increases in October, reflecting in part a
sizable advance in the prices of motor
vehicles. Twelve-month core producer
price inflation, however, was on balance
unchanged over the year ending Octo-
ber, although the twelve-month change
in overall producer prices stood well
above its year-earlier level owing to a
jump in food and energy price infla-
tion. With regard to labor costs, the
average hourly earnings of production
or nonsupervisory workers on private
nonfarm payrolls rose slightly in the
twelve months ending in November; the
increase was a bit below that in the
previous twelve months. By contrast,
the increase in the employment cost
index for hourly compensation in pri-
vate industry for the twelve months end-
ing in September was a bit higher than a
year earlier, reflecting a pickup in bene-
fit costs.

At its meeting of October 28, 2003,
the Federal Open Market Committee
adopted a directive that called for main-
taining conditions in reserve markets
consistent with keeping the federal
funds rate at around 1 percent. In reach-
ing this decision, the Committee mem-
bers generally perceived the upside and
downside risks to the attainment of sus-
tainable growth for the next few quar-
ters to be roughly equal; however, they
viewed the probability, though minor,
of an unwelcome fall in inflation as
exceeding that of a rise in inflation
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from its already low level. The Commit-
tee judged that, on balance, the risk
of inflation becoming undesirably low
remained the predominant concern for
the foreseeable future. In those circum-
stances, the Committee believed that
policy accommodation could be main-
tained for a considerable period.

The Committee’s decision at the
October meeting to leave its target for
the federal funds rate unchanged had
been widely anticipated, and rates on
near-dated federal funds futures were
virtually unchanged. However, the Com-
mittee’s retention of both an unchanged
risk assessment and its indication that
policy could remain accommodative for
a considerable period, which market
participants apparently had seen as
less certain outcomes, precipitated a
brief rally in Treasury markets. Over
the intermeeting period as a whole,
intermediate- and longer-term Treasury
yields were basically unchanged.
Upward movements in response to data
releases showing an economy building
momentum were offset by the mar-
ket response to several statements by
policymakers reiterating that policy
could remain accommodative and to the
November employment report, which
included a smaller gain in private non-
farm payrolls than market participants
had expected. Yields on investment-
grade corporate securities were also
essentially unchanged, while yields on
speculative-grade securities declined,
continuing the narrowing of their risk
spreads. Major equity indexes were up
moderately over the intermeeting period.

The exchange value of the dollar, as
measured by the major currencies index,
declined somewhat, on net, over the
intermeeting period. The dollar had
appreciated in late October and early
November following several stronger-
than-expected U.S. economic data
releases. But the dollar depreciated, on

net, over the remainder of the intermeet-
ing period, reflecting concerns about an
escalation of trade frictions prompted
by the U.S. imposition of import quotas
on Chinese textiles, the ability of the
United States to continue to finance its
current account deficit, and risks stem-
ming from developments in Afghani-
stan, Iraq, and Turkey.

M2 contracted significantly in
November for the third consecutive
month. A sizable part of the declines in
these three months appeared to be due to
the falloff in mortgage refinancing activ-
ity and the resulting reductions in asso-
ciated deposit balances. In addition, ris-
ing equity markets may have made M2
accounts relatively less attractive.

The staff forecast prepared for this
meeting indicated that the economic
expansion was likely to be sufficiently
robust to reduce economic slack sub-
stantially in coming quarters. Accom-
modative financial conditions, fiscal
stimulus, and substantial gains in struc-
tural productivity would continue to pro-
vide significant impetus to business and
consumer spending over the months
ahead. In addition, businesses appeared
to be shedding some of the caution that
had characterized their behavior for the
previous three years. As a consequence,
with sales, profits, and stock prices
higher, the liquidation of inventories
appeared to be ending, and the strength-
ening of capital investment and pickup
in hiring already evident in the data
were projected to continue. Even though
the unemployment rate was projected to
decline over coming quarters, some
slight downward pressure on core con-
sumer price inflation was anticipated
in the forecast, given ongoing slack in
resource utilization.

In the Committee’s discussion of cur-
rent and prospective economic develop-
ments, members referred to widespread
indications that the pickup in the eco-
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nomic expansion was broadening and
becoming more entrenched. The mem-
bers noted that spending by households
had remained strong even as the effects
of tax cuts and mortgage refinancing
began to wane. And with business confi-
dence on the mend, investment outlays
had increased rapidly and employment
had revived. While assessments by indi-
vidual members of the likely pace of the
expansion going forward differed some-
what, they generally expected growth to
run at a rate that would trim slack in
labor and goods markets over the fore-
cast period, assuming no major shocks
to the economy. Factors supporting this
view included stimulative monetary and
fiscal policies, accommodative condi-
tions in financial markets, building busi-
ness confidence, a rebound in profits,
and the effects on the external sector of
the weaker dollar and pickup in growth
abroad. While downside risks to the out-
look had diminished, some members
remained concerned that spending could
slow somewhat next year as the effects
of fiscal stimulus and mortgage refi-
nancing faded. Rapid productivity
growth also could limit employment
gains and so weigh on consumer confi-
dence. With relatively strong economic
growth nonetheless seemingly more
assured, members regarded the risks to
inflation as more nearly balanced than
earlier in the year.

In their comments about recent devel-
opments around the nation, members
reported improving economic conditions
in virtually all regions, with strength in
household spending increasingly aug-
mented by gains in business out-
lays. Consumer spending remained firm,
and residential construction continued
at a high level. Committee members’
business contacts generally expressed
increasing confidence that the expan-
sion would be sustained, and they
anticipated further increases in invest-

ment outlays and employment going
forward. Even in manufacturing, which
had lagged the recovery in the rest
of the economy until recently, output
was rising in many subsectors and
employment displayed signs of sta-
bilizing. Some members reported an
easing of downward pressures on prices
in selected industries, but anecdotal
reports suggested that competition,
including especially competition from
foreign producers, continued to con-
strain pricing.

In their comments about the outlook
for demand in key sectors of the econ-
omy, members indicated greater confi-
dence that the sizable gains in business
spending in recent quarters would con-
tinue. It now appeared that the increase
in outlays for equipment and software
in the third quarter was even larger than
had been thought, and data on orders
and shipments, as well as anecdotal
reports, pointed to further increases.
These gains owed to rising business con-
fidence, substantial gains in profits and
cash flow, and accommodative financial
markets. In addition, businesses were
expected to step up investment outlays
next year in advance of the expiration of
temporary tax incentives. Some mem-
bers noted that the commercial real
estate sector, which had been very weak
with high vacancy rates and falling
rents, was showing signs of bottoming,
as the strengthening economy boosted
demand for office and retail space.

An easing of business caution was
also suggested by growing indications
that business firms were shifting from
inventory liquidation to restocking. With
the level of inventories still quite low
relative to sales and sales expected to
strengthen further, a number of mem-
bers noted that inventory investment
could be expected to contribute to
growth in aggregate demand in coming
quarters.
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Household spending had remained
solid even as the effects of tax refunds
and mortgage refinancing, which had
boosted spending substantially in the
summer, waned. While consumption
spending had slowed earlier in the fall,
retail contacts suggested some strength-
ening more recently and reported that
holiday sales appeared to be running
somewhat above last year’s pace. Look-
ing forward, members anticipated that
consumer spending would be supported
by further gains in employment as well
as by substantial tax refunds in the first
half of next year. And with the expan-
sion picking up momentum, the risk of
a slowdown in such spending clearly
seemed to have diminished. Some mem-
bers pointed, however, to signs of
increased financial stress that could limit
the ability of many households to hold
spending at recent levels, especially if
incomes did not rise at a robust pace in
line with current forecasts. In the hous-
ing sector, activity remained elevated
despite some increase in mortgage rates
since early summer.

Members anticipated that growth in
federal government spending, which had
been boosted in recent quarters by a
buildup in defense outlays, would slow
going forward, while budget pressures
would continue to limit increases in state
and local spending. Although fiscal pol-
icy more generally would probably con-
tinue to strengthen aggregate demand
next year, this effect was expected to
diminish somewhat even though very
large deficits were likely to persist.
Over a longer horizon, some members
expressed concern about the possible
adverse effects of such deficits on finan-
cial markets and the economy.

In their remarks about the external
sector of the economy, members noted
that an improvement in the economic
outlook in many foreign economies, as
well as the lower dollar, was likely to

foster a pickup in exports. While some
of the improvement abroad was prob-
ably the result of faster growth in the
United States, domestic demand in sev-
eral major trading partners appeared to
be strengthening. Nonetheless, the value
of U.S. imports was likely to continue to
exceed that of exports by a wide margin,
and the resulting large current account
deficits and their potential correction
added to uncertainty about the longer-
term prospects for the U.S. economy.

In their review of the outlook for
prices, members generally anticipated
that persisting, though decreasing, mar-
gins of slack in labor and goods markets
and further gains in productivity would
keep inflation low, with a number of
members seeing a small further decline
in inflation as a distinct possibility. Even
if growth proved fairly robust, down-
ward pressure on prices could come
from a narrowing of profit margins,
which were currently quite high, or from
further surprising strength in productiv-
ity, which would reduce labor costs. In
addition, some members noted that the
current unemployment rate likely under-
stated the slack in labor markets, since
the labor market participation rate had
fallen significantly of late, and changes
in payment and hiring practices had
perhaps reduced the level of unemploy-
ment that could be sustained without
upward pressure on wages. However,
with growth now seen as more assured,
downward risks to inflation were viewed
as considerably reduced relative to ear-
lier in the year, and the risk of a perni-
cious deflation in which declining prices
reinforced weakness in demand—a risk
that the members had always viewed as
small—was now regarded by most as
virtually nil. Indeed, the weaker dollar,
higher commodity prices, and outsized
increases in benefit costs were seen as
suggesting some countervailing upward
pressure on costs and prices even though
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changes in exchange rates and commod-
ity prices generally had not had a large
effect on retail prices in the past. Mem-
bers also expressed concern about the
potential for an increase in inflation
expectations given highly stimulative
macroeconomic policies and economic
growth that seemed to be gathering
momentum. Some noted that the rise
in recent months in inflation compen-
sation, as measured by the difference
between the yields on nominal and
indexed Treasury securities, could
potentially point in this direction. None-
theless, on balance, most members cur-
rently considered the upside risks to
inflation to be a bit less pressing than
those on the downside for the next few
quarters.

In the Committee’s discussion of pol-
icy for the intermeeting period ahead, all
the members favored an unchanged pol-
icy that continued to incorporate a target
of 1 percent for the federal funds rate.
The data and anecdotal evidence becom-
ing available since the last meeting had
made the members more confident that
robust growth in economic activity
would persist. Nonetheless, they felt that
the currently accommodative policy
stance remained appropriate in a period
characterized by very low inflation,
wide margins of unused labor and other
resources, and still considerable uncer-
tainty about the speed with which those
margins would be worked down. In
these circumstances, inflationary pres-
sures appeared likely to remain sub-
dued well into the future. To be sure, the
Committee needed to remain attentive
to any indications of rising inflation
pressures and to be prepared to adjust its
policy stance if emerging economic con-
ditions warranted such a move. At some
point, a move in the direction of a less
accommodative and more neutral policy
posture might well be necessary should
the apparently vigorous expansion con-

tinue and over time promote fuller utili-
zation of resources. For the near term,
however, members saw substantial
benefit in maintaining an unchanged
policy stance and considerable risk in
taking preemptive action that could
prove to be unneeded against potential
inflation, with associated costs to eco-
nomic performance.

In their discussion of the announce-
ment to be issued shortly after this meet-
ing, the members agreed that in addition
to updating to reflect recent economic
developments, some rewording was
needed to reflect their evolving assess-
ment of the risks to the economy. In
light of the recent acceleration in eco-
nomic activity and their expectations of
relatively robust growth ahead, the
members believed that the clearest way
to convey their changed assessment was
to note that the risks of substantial disin-
flation had diminished appreciably.
While a number of members saw some
slight further disinflation as the most
plausible outcome, no one expected a
material change in inflation. All could
agree that the risks of further disinfla-
tion were substantially reduced and
close to balance for overall inflation.
In the circumstances, most members
endorsed a proposal to delete as no
longer necessary the previous summary
statement relating to the risks to growth
and inflation taken together.

Views differed with regard to the ref-
erence in recent statements to maintain-
ing an accommodative monetary policy
‘‘for a considerable period.’’ A num-
ber of members argued that its deletion
would serve to enhance the Commit-
tee’s flexibility to adjust monetary pol-
icy at a later date when that was deemed
appropriate on the basis of evolving
economic circumstances. A majority,
however, preferred to retain the phrase,
at least for now. They noted that the
changes in their assessment of risk
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would convey the evolving views of the
Committee and they believed the ‘‘con-
siderable period’’ reference still accu-
rately conveyed the Committee’s policy
intentions. Given the decision to retain
the reference in question, all the mem-
bers saw merit in associating it more
clearly with economic conditions, spe-
cifically the persistence of quite low
inflation and slack in resource use, as
opposed to having it appear to be linked
only to the passage of time.

At the conclusion of the discussion,
the Committee voted to authorize and
direct the Federal Reserve Bank of New
York, until it was instructed otherwise,
to execute transactions in the System
Account in accordance with the follow-
ing domestic policy directive.

‘‘The Federal Open Market Committee
seeks monetary and financial conditions that
will foster price stability and promote sus-
tainable growth in output. To further its long-
run objectives, the Committee in the imme-
diate future seeks conditions in reserve
markets consistent with maintaining the
federal funds rate at an average of around
1 percent.’’

The vote encompassed the following
statements concerning the risks to the
Committee’s outlook for economic
growth and inflation. These statements
would be included in the press release
to be made available shortly after the
meeting.

The Committee perceives that the upside
and downside risks to the attainment of sus-
tainable growth for the next few quarters are
roughly equal. The probability of an unwel-

come fall in inflation has diminished in
recent months and now appears almost equal
to that of a rise in inflation.

Votes for this action: Messrs. Greenspan,
Geithner, Bernanke, Ms. Bies, Messrs.
Broaddus, Ferguson, Gramlich, Guynn,
Kohn, Moskow, Olson, and Parry. Vote
against this action: None.

At this meeting Mr. Ferguson re-
ported on the progress of the working
group that was charged at the Octo-
ber 28 meeting with developing some
specific proposals regarding how best to
communicate the Committee’s assess-
ment of the outlook for economic activ-
ity and inflation. The working group had
solicited and received comments from
the members of the Board of Gover-
nors and from the presidents of the Fed-
eral Reserve Banks regarding potential
approaches for improving communica-
tions with the public and enhancing
thereby the latter’s understanding of
monetary policy decisions. It was agreed
that the working group, with the assis-
tance of staff at the Board of Governors
and the Federal Reserve Banks, would
prepare more detailed proposals together
with supporting staff documentation for
consideration at a later meeting of the
Committee.

It was agreed that the next meeting
of the Committee would be held on
Tuesday–Wednesday, January 27–28,
2004.

The meeting adjourned at 2:00 p.m.

Vincent R. Reinhart
Secretary
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Litigation

During 2003, the Board of Governors
was a party in six lawsuits or appeals
filed that year and was a party in six
other cases pending from previous
years, for a total of twelve cases; in
2002, the Board had been a party in a
total of ten cases. None of the lawsuits
or appeals filed in 2003 raised questions
under the Bank Holding Company Act.
As of December 31, 2003, nine cases
were pending.

Litigation under the Financial
Institutions Supervisory Act

Ulrich v. Board of Governors, No. 03-
73854 (9th Circuit, filed October 24,
2003), and Diehl McCarthy v. Board of
Governors, No. 03-73997 (9th Circuit,
filed October 28, 2003), are petitions for
review of orders of prohibition issued
by the Board on October 15, 2003. On
December 12, 2003, the court consoli-
dated these cases with related petitions
for review of orders issued by the Office
of the Comptroller of the Currency
imposing civil money penalties and res-
titution against the petitioners.

Other Actions

Laigo v. Board of Governors, No. 03-
CV-03576-MJP (W.D. Washington, filed
November 19, 2003), is a claim regard-
ing redemption of U.S. savings bonds.

In Tavera v. Von Nothaus, et al.,
No. 03-763 (D. Oregon, filed June 5,
2003), the plaintiff claimed that his civil
rights were violated when he was pros-
ecuted for passing ‘‘Liberty dollar
coins’’ as lawful money. On Decem-
ber 10, 2003, the court granted the
Board’s motion to dismiss the action.

Apffel v. Board of Governors, No. 03-
343 (S.D. Texas, filed May 20, 2003), is
a case brought under the Freedom of
Information Act.

Carter v. Greenspan, No. 03-1026
(D. District of Columbia, filed May 9,
2003), is an employment discrimination
action.

Sedgwick v. United States, No. 02-
5378 (D.C. Circuit, filed November 26,
2002), was an appeal of the dismissal of
appellant’s claim for a declaratory judg-
ment under the Federal Tort Claims Act
and the Constitution regarding the bank-
ing agencies’ alleged failure to inter-
vene on his behalf in civil litigation
involving a regulated institution. On
March 20, 2003, the court of appeals
summarily affirmed the district court’s
dismissal.

Albrecht v. Board of Governors,
No. 02-5235 (D.C. Circuit, filed Octo-
ber 18, 2002), is an appeal of a district
court order dismissing a challenge to
the pension funding method applicable
to certain Board employees under the
Board’s retirement plan.

Caesar v. United States, No. 02-0612
(EGS) (D. District of Columbia,
removed April 1, 2002, from the Supe-
rior Court of the District of Columbia),
was an action seeking damages for per-
sonal injury. On March 30, 2003, the
court granted the government’s motion
to dismiss the action.

Community Bank & Trust v. United
States, No. 01-571C (Court of Federal
Claims, filed October 3, 2001), is an
action challenging on constitutional
grounds the failure to pay interest on
reserve accounts held at Federal Reserve
Banks.

Artis v. Greenspan, No. 01-0400
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(D. District of Columbia, filed Febru-
ary 22, 2001), is an employment dis-
crimination action. An identical action,
No. 99-2073 (EGS) (D. District of
Columbia, filed August 3, 1999), was
consolidated with this action on
August 15, 2001.

Fraternal Order of Police v. Board of
Governors, No. 98-3116 (D. District of
Columbia, filed December 22, 1998), is
an action seeking a declaratory judg-
ment regarding the Board’s labor policy
governing Federal Reserve Banks.
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