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Overview of the Federal Reserve

As the nation’s central bank, the
Federal Reserve System has numerous,
varied responsibilities:

 conducting the nation’s monetary pol-
icy by influencing monetary and
credit conditions in the economy

* supervising and regulating banking
institutions, to ensure the safety and
soundness of the nation’s banking and
financial system and to protect the
credit rights of consumers

* maintaining the stability of the finan-
cial system and containing systemic
risk that may arise in financial markets

* providing financial services to de-
pository institutions, the U.S. govern-
ment, and foreign official institutions

The Federal Reserve is a federal sys-
tem composed of a central, governmen-
tal agency—the Board of Governors—
and 12 regional Federal Reserve Banks.
The Board of Governors, located in
Washington, D.C., is made up of seven
members appointed by the President of
the United States and supported by a
staff of about 2,100. In addition to con-
ducting research, analysis, and policy-
making related to domestic and interna-
tional financial and economic matters,
the Board plays a major role in the
supervision and regulation of the U.S.
banking system and administers most of
the nation’s laws regarding consumer
credit protection. It also has broad over-
sight responsibility for the nation’s pay-
ments system and the operations and
activities of the Federal Reserve Banks.

The Federal Reserve Banks, which
combine public and private elements,
are the operating arms of the central
banking system. They carry out a vari-

ety of System functions, including oper-
ating a nationwide payments system;
distributing the nation’s currency and
coin; under authority delegated by the
Board of Governors, supervising and
regulating bank holding companies and
state-chartered banks that are members
of the System; serving as fiscal agents
of the U.S. Treasury; and providing a
variety of financial services for the
Treasury, other government agencies,
and other fiscal principals.

A major component of the Federal
Reserve System is the Federal Open
Market Committee (FOMC), which is
made up of the members of the Board
of Governors, the president of the Fed-
eral Reserve Bank of New York, and
presidents of four other Federal Reserve
Banks, who serve on a rotating basis.
The FOMC establishes monetary policy
and oversees open market operations,
the Federal Reserve’s main tool for
influencing overall monetary and credit
conditions. The FOMC sets the federal
funds rate, but the Board has sole au-
thority over changes in reserve require-
ments and must approve any change in
the discount rate initiated by a Reserve
Bank.

Two other groups play roles in the
functioning of the Federal Reserve:
depository institutions, through which
monetary policy operates, and advisory
councils, which make recommendations
to the Board and the Reserve Banks
regarding System responsibilities.

All federally chartered banks are, by
law, members of the Federal Reserve
System. State-chartered banks may
become members if they meet Board
requirements. "
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Monetary Policy Report of February 2009

Part 1
Overview: Monetary Policy
and the Economic Outlook

The U.S. economy weakened markedly
in the second half of 2008 as the tur-
moil in financial markets intensified,
credit conditions tightened further, and
asset values continued to slump. Condi-
tions in the labor market worsened sig-
nificantly after early autumn, and nearly
all major sectors of the economy regis-
tered steep declines in activity late last
year. Meanwhile, inflation pressures di-
minished appreciably as prices of en-
ergy and other commodities dropped
sharply, the margin of resource slack in
the economy widened, and the foreign
exchange value of the dollar strength-
ened.

The second half of 2008 saw an in-
tensification of the financial and eco-
nomic strains that had initially been
triggered by the end of the housing
boom in the United States and other
countries and the associated problems
in mortgage markets. The ensuing tur-
moil in global credit markets affected
asset values, credit conditions, and busi-

NotEe: Included in this chapter are the text,
tables, and selected figures from the Monetary
Policy Report submitted to Congress on Febru-
ary 24, 2009, pursuant to section 2B of the Fed-
eral Reserve Act. The figures included here have
been renumbered, and therefore the figure num-
bers in this report differ from the figure numbers
in the Monetary Policy Report. The complete set
of figures is available on the Board’s website, at
www.federalreserve.gov/boarddocs/hh.

Other materials in this annual report related to
the conduct of monetary policy include the min-
utes of the 2008 meetings of the Federal Open
Market Committee (see the “Records” section)
and statistical tables 1-4 (at the back of this
report).

ness and consumer confidence around
the world. Over the summer, a weaken-
ing U.S. economy and continued finan-
cial turbulence led to a broad loss of
confidence in the financial sector. In
September, the government-sponsored
enterprises Fannie Mae and Freddie
Mac were placed into conservatorship
by their regulator, and Lehman Brothers
Holdings filed for bankruptcy. The in-
surance company American Interna-
tional Group, Inc., or AIG, also came
under severe pressure, and the Federal
Reserve, with the full support of the
Treasury, agreed to provide substantial
liquidity to the company. In addition, a
number of other financial institutions
failed or were acquired by competitors.
As a result of the Lehman Brothers
bankruptcy, a prominent money market
mutual fund suffered capital losses,
which prompted investors to withdraw
large amounts from such funds. The
resulting massive outflows undermined
the stability of short-term funding mar-
kets, particularly the commercial paper
market, upon which corporations rely
heavily to meet their short-term borrow-
ing needs. Against this backdrop, inves-
tors pulled back broadly from risk-tak-
ing in September and October, liquidity
in short-term funding markets vanished
for a time, and prices plunged across
asset classes. Securitization markets,
with the exception of those for gov-
ernment-supported mortgages, essen-
tially shut down.

Reflecting in part the adverse devel-
opments in financial markets, economic
activity dropped sharply in late 2008
and has continued to contract so far in
2009. In the labor market, the pace of
job losses quickened considerably be-
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ginning last autumn, the unemployment
rate has risen to its highest level since
the early 1990s, and other measures of
labor market conditions—for example,
the number of persons working part
time because full-time jobs are not
available—have worsened noticeably.
The deteriorating job market, along
with the sizable losses of equity and
housing wealth and the tightening of
credit conditions, has depressed con-
sumer sentiment and spending; these
factors have also contributed to the con-
tinued steep decline in housing activity.
In addition, businesses have instituted
widespread cutbacks in capital spending
in response to the weakening outlook
for sales and production as well as
the difficult credit environment. And in
contrast to the first half of the year—
when robust demand for U.S. exports
provided some offset to the softness in
domestic demand—exports slumped in
the second half as economic activity
abroad fell. In all, real gross domestic
product (GDP) in the United States
declined slightly in the third quarter of
2008 and is currently estimated by the
Bureau of Economic Analysis to have
dropped at an annual rate of 3% percent
in the fourth quarter; real GDP seems
headed for another considerable de-
crease in the first quarter of 2009.

The downturn in sales and produc-
tion, along with steep declines in the
prices of energy and other commodities
and a strengthening in the exchange
value of the dollar, has contributed to a
substantial lessening of inflation pres-
sures in the past several months. In-
deed, overall inflation, as measured by
the price index for personal consump-
tion expenditures, turned negative in the
fourth quarter of 2008; over the first
three quarters of the year, overall infla-
tion had averaged nearly 42 percent at
an annual rate, largely because of sharp
increases in food and energy prices.

Core inflation—which excludes the di-
rect effects of movements in food and en-
ergy prices—also slowed significantly
late last year and entered 2009 at a sub-
dued pace. Mirroring the drop in head-
line inflation, survey measures of near-
term inflation expectations have fallen
to very low levels in recent months,
while the latest readings on longer-term
inflation expectations are similar to
those in 2007 and early 2008.

The Federal Reserve has responded
forcefully to the crisis since its emer-
gence in the summer of 2007. By the
middle of last year, the Federal Open
Market Committee (FOMC) had low-
ered the federal funds rate 325 basis
points." And as indications of economic
weakness proliferated and the financial
turbulence intensified in the second
half, the FOMC continued to ease mon-
etary policy aggressively; at its Decem-
ber meeting, the Committee established
a target range for the federal funds rate
of 0 to "4 percent and indicated that
economic conditions are likely to war-
rant exceptionally low levels of the fed-
eral funds rate for some time.

In addition, the Federal Reserve took
a number of measures during the sec-
ond half of 2008 to shore up financial
markets and support the flow of credit
to businesses and households. (See the
appendix for descriptions of these pro-
grams.) In response to intensified stres-
ses in dollar funding markets, the Fed-
eral Reserve announced extensions of
its Term Auction Facility and signifi-
cantly expanded its network of liquidity
swap lines with foreign central banks.
To support the functioning of the com-
mercial paper market in the aftermath
of the Lehman Brothers bankruptcy, the
Federal Reserve established the Asset-
Backed Commercial Paper Money Mar-

1. A list of abbreviations is available at the end
of this chapter.
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ket Mutual Fund Liquidity Facility in
September as well as the Commercial
Paper Funding Facility and Money
Market Investor Funding Facility in
October. In an effort to restart certain
securitization markets and support ex-
tensions of credit to consumers, the
Federal Reserve in November an-
nounced the Term Asset-Backed Secu-
rities Loan Facility, which is scheduled
to begin operation in coming weeks. To
support the mortgage and housing mar-
kets and the economy more broadly and
to encourage better functioning in the
market for agency securities, the Fed-
eral Reserve announced programs in
November to purchase agency-guar-
anteed mortgage-backed securities and
agency debt. These initiatives have re-
sulted in a notable expansion of the
Federal Reserve’s balance sheet, and
the FOMC has indicated that it expects
the size of the balance sheet to remain
at a high level for some time as a result
of open market operations and other
measures to support financial markets
and to provide additional stimulus to
the economy in an environment of very
low short-term interest rates.

Other U.S. government entities and
foreign governments also implemented
a variety of policy measures in response
to the intensification of financial strains
over the course of the fall and winter.
The Treasury announced a temporary
guarantee of the share prices of money
market mutual funds and, beginning in
October, used authority granted under
the Emergency Economic Stabilization
Act to purchase preferred shares in a
large number of depository institutions.
That same month, the Federal Deposit
Insurance Corporation (FDIC) intro-
duced a Temporary Liquidity Guarantee
Program under which it offers guaran-
tees for selected senior unsecured obli-
gations of participating insured deposi-
tory institutions and many of their

parent holding companies as well as for
all balances in non-interest-bearing
transaction deposit accounts at partici-
pating insured depository institutions.
In November, Citigroup came under
significant financial pressure. In re-
sponse, the FDIC, the Treasury, and the
Federal Reserve provided a package of
loans and guarantees to bolster Citi-
group’s financial condition; a similar
package was arranged for Bank of
America in January. Since October,
governments in many advanced econo-
mies have announced support plans for
their banking systems. These programs
have included large-scale capital injec-
tions, expansions of deposit insurance,
and guarantees of some forms of bank
debt.

The measures taken by the Federal
Reserve, other U.S. government entities,
and foreign governments have helped
restore a degree of stability to some
financial markets. In particular, strains
in short-term funding markets have
eased noticeably since the fall, some
corporate risk spreads have declined
modestly, and measures of volatility
have generally retreated. Nevertheless,
significant stress persists in most mar-
kets, and financial institutions remain
under considerable pressure; as a result,
the flow of credit to households and
businesses continues to be impaired.

In conjunction with the January 2009
FOMC meeting, the members of the
Board of Governors of the Federal
Reserve System and presidents of the
Federal Reserve Banks, all of whom
participate in FOMC meetings, pro-
vided projections for economic growth,
unemployment, and inflation; these pro-
jections are presented in part 4 of this
report. Given the strength of the forces
weighing on the economy, FOMC
participants viewed the outlook as hav-
ing weakened significantly in recent
months. Participants generally expected
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economic activity to contract sharply in
the near term and then to move onto a
path of gradual recovery, bolstered by
monetary easing, government efforts to
stabilize financial markets, and fiscal
stimulus. Participants expected total and
core inflation to be lower in 2009 than
over the four quarters of 2008, in large
measure because of the recent declines
in commodity prices and rising slack in
resource utilization; inflation was fore-
cast to remain low in 2010 and 2011.
Participants generally judged that the
degree of uncertainty surrounding the
outlook for both economic activity and
inflation was greater than historical
norms. Most participants viewed the
risks to growth as skewed to the down-
side, and nearly all saw the risks to the
inflation outlook as either balanced
or tilted to the downside. Participants
also reported their assessments of the
rates to which macroeconomic variables
would be expected to converge over the
longer run under appropriate monetary
policy and in the absence of further
shocks to the economy. The central ten-
dencies of these longer-run projections
were 2.5 percent to 2.7 percent for real
GDP growth, 4.8 percent to 5.0 percent
for the unemployment rate, and 1.7 per-
cent to 2.0 percent for the inflation rate.

Part 2
Recent Financial
and Economic Developments

The downturn in economic activity that
has been unfolding since late 2007
steepened appreciably in the second
half of 2008 as the strains in financial
markets intensified. After the financial
difficulties experienced by Fannie Mae
and Freddie Mac during the summer
and the bankruptcy of Lehman Brothers
Holdings in mid-September, short-term
funding markets were severely dis-
rupted, risk spreads shot up, equity

1. Change in Real Gross Domestic
Product, 2002-08

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

Source: Department of Commerce, Bureau of Eco-
nomic Analysis.

prices plunged, and markets for private
asset-backed securities remained largely
shut down. As a result, pressures on the
already strained balance sheets of fi-
nancial institutions increased, thereby
threatening the viability of some institu-
tions and impinging on the flow of
credit to households and businesses. In
part reflecting the cascading effects of
these developments throughout the
wider economy, conditions in the labor
market deteriorated markedly. More-
over, industrial production contracted
sharply as manufacturers responded ag-
gressively to declines in both domestic
and foreign demand. According to the
advance estimate from the Bureau of
Economic Analysis, real gross do-
mestic product (GDP) fell at an annual
rate of 3% percent in the fourth quarter,
and it seems headed for another sizable
decrease in the first quarter of 2009
(figure 1). Meanwhile, inflation pres-
sures have diminished as prices of en-
ergy and other commodities have plum-
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2. Change in the Chain-Type Price
Index for Personal Consumption
Expenditures, 2002-08

Percent, annual rate
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meted, the margin of resource slack has
widened, and the foreign exchange
value of the dollar has strengthened
(figure 2).

In response to the extraordinary fi-
nancial strains, the Federal Reserve im-
plemented a number of unprecedented
policy initiatives to support financial
stability and promote economic growth.
These initiatives included lowering the
target for the federal funds rate to a
range of 0 to Y4 percent, beginning di-
rect purchases of agency debt and
agency mortgage-backed securities,
broadening liquidity programs to finan-
cial intermediaries and other central
banks, and initiating programs in sup-
port of systemically important market
segments. Other U.S. government enti-
ties also undertook extraordinary initia-
tives to support the financial sector by
injecting capital into the banking sys-
tem and providing guarantees on sel-
ected liabilities of depository institu-
tions. Many foreign central banks and
governments took similar steps. Al-

though these actions have helped re-
store a measure of stability to some
markets, financial conditions remain
quite stressed, and aggregate credit con-
ditions continue to be impaired as a
result.

FINANCIAL STABILITY
DEVELOPMENTS

Evolution of the Financial Turmoil

The current period of pronounced tur-
moil in financial markets began in the
summer of 2007 after a rapid deteriora-
tion in the performance of subprime
mortgages caused largely by a down-
turn in house prices in some parts of the
country. Investors pulled back from
risk-taking, and liquidity diminished
sharply in the markets for interbank
funding and structured credit products
more generally. House prices continued
to fall rapidly in the first part of 2008,
mortgage delinquencies and defaults
continued to climb, and concerns about
credit risk mounted. The increased
financial strains led to a liquidity crisis
in March at The Bear Stearns Compa-
nies, Inc., a major investment bank, and
to its acquisition by JPMorgan Chase &
Co. Subsequent aggressive monetary
policy easing and measures taken by the
Federal Reserve to bolster the liquidity
of financial institutions contributed to
some recovery in financial markets dur-
ing the spring.

Nevertheless, strains in financial con-
ditions intensified going into the second
half of the year. In particular, amid wor-
ries that the capital of Fannie Mae and
Freddie Mac would be insufficient to
absorb mounting losses on their mort-
gage portfolios, the stock prices of the
two government-sponsored enterprises
(GSEs) began to decline significantly in
June, and their credit default swap
(CDS) spreads—which reflect inves-
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3. Spreads on Credit Default Swaps for
Selected U.S. Financial Companies,
2007-09
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Note: The data are daily and extend through Feb-
ruary 18, 2009. Median spreads for six bank holding
companies and nine investment banks.

SOURCE: Markit.

tors’ assessments of the likelihood of
the GSEs defaulting on their debt obli-
gations—rose sharply. Market anxiety
eased somewhat in the second half of
July after the Treasury proposed stat-
utory changes, subsequently approved
by the Congress, under which it could
lend and provide capital to the GSEs.
Nevertheless, pressures on these enter-
prises continued over the course of the
summer; as a result, option-adjusted
spreads on agency-guaranteed mort-
gage-backed securities (MBS) widened
and interest rates on residential mort-
gages rose further.

Meanwhile, investor unease about the
outlook for the broader banking sector
reemerged. In July, the failure of Indy-
Mac Federal Bank, a large thrift institu-
tion, raised further concerns about the
profitability and asset quality of many
financial institutions. Over the summer,
CDS spreads for major investment and
commercial banks rose, several large
institutions announced sharp declines in
earnings, and anecdotal reports sug-
gested that the ability of most financial
firms to raise new capital was limited
(figure 3). With banks reluctant to lend

4. Libor Minus Overnight Index Swap
Rate, 2007-09
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Norte: The data are daily and extend through Feb-
ruary 19, 2009. An overnight index swap (OIS) is an
interest rate swap with the floating rate tied to an index
of daily overnight rates, such as the effective federal
funds rate. At maturity, two parties exchange, on the
basis of the agreed notional amount, the difference
between interest accrued at the fixed rate and interest
accrued by averaging the floating, or index, rate. Libor
is the London interbank offered rate.

Source: For Libor, British Bankers® Association; for
the OIS rate, Prebon.

to one another, conditions in short-term
funding markets continued to be
strained during the summer. The rela-
tive cost of borrowing in the interbank
market—as exemplified by the London
interbank offered rate (Libor), a refer-
ence rate for a wide variety of contracts,
including floating-rate mortgages—in-
creased sharply (figure 4).% In addition,
required margins of collateral (known
as haircuts) and bid-asked spreads wid-
ened in the markets for repurchase
agreements (repos) backed by many
types of securities, including agency
securities that previously were consid-
ered very safe and liquid.

On September 7, the Treasury and
the Federal Housing Finance Agency
announced that Fannie Mae and Freddie
Mac had been placed into conservator-
ship. To maintain the GSEs’ ability to

2. Typically, the relative cost is measured by
comparing the Libor rate with the rate on
comparable-maturity overnight index swaps.
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purchase home mortgages, the Treasury
announced plans to establish a backstop
lending facility for the GSEs, to pur-
chase up to $100 billion of preferred
stock in each of the two firms, and to
initiate a program to purchase agency
MBS. After the announcement, interest
rate spreads on GSE debt narrowed as
investors became confident that the
Treasury would support the obligations
of the GSEs. Option-adjusted interest
rate spreads on MBS issued by the
GSE:s fell, and rates and spreads on new
conforming fixed-rate mortgages de-
clined. Nevertheless, other financial
institutions continued to face difficulties
in obtaining liquidity and capital as
investors remained anxious about their
solvency and, more broadly, about the
implications of worsening financial
conditions for the availability of credit
to households and businesses and so for
the economic outlook.

Amid this broad downturn in investor
confidence, and after large mortgage-
related losses in the third quarter, Leh-
man Brothers came under pressure as
counterparties refused to provide short-
term funding to the investment bank,
even on a secured basis. Eventually,
with no other firm willing to acquire it
and with its borrowing capacity limited
by a lack of collateral, Lehman Broth-
ers filed for bankruptcy on September
15.3 Over the previous weekend, Bank
of America announced its intention to
acquire Merrill Lynch, which had also
come under severe funding pressures.
In large part because of losses on Leh-

3. The bankruptcy of Lehman Brothers and the
conservatorship of Fannie Mae and Freddie Mac
constituted credit events of unprecedented scale
for the CDS market. Nevertheless, settlement of
the outstanding CDS contracts on these entities
proceeded smoothly over the subsequent weeks,
apparently due in part to the increased margins
demanded by holders of CDS protection in the
period leading up to early September.

5. Commercial Paper, 2007-09
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Source: Depository Trust and Clearing Corporation.

man Brothers’ debt, the net asset value
of a major money market mutual fund
fell below $1 per share—also known as
“breaking the buck,” an event that had
not occurred in many years—thereby
prompting rapid and widespread inves-
tor withdrawals from prime funds (that
is, money market mutual funds that
hold primarily private assets). Prime
funds responded to the surge in redemp-
tions by reducing their purchases of
short-term assets, including commercial
paper—which many businesses use to
obtain working capital—and by short-
ening the maturity of those instruments
that they did purchase, leading to a
deterioration of the commercial paper
market (figure 5). Meanwhile, investors
increasingly demanded safe assets, and
funds that hold only Treasury securities
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experienced a sharp increase in inflows,
which caused yields on Treasury bills to
plummet. Intense demands among
investors to hold Treasury securities,
coupled with increased concerns about
counterparty credit risk, reportedly led
to a substantial scaling back of activity
among traditional securities lenders in
the Treasury market. The decreased
activity contributed, in turn, to disrup-
tions in the Treasury repo and cash
markets that were evidenced by a very
high volume of fails-to-deliver. Re-
demptions from prime funds slowed
after the Treasury and the Federal
Reserve took actions in September and
October to support these funds (see the
appendix).

Around the same time that the diffi-
culties at Lehman Brothers emerged,
the financial condition of American
International Group, Inc., or AIG—
a large, complex insurance conglom-
erate—deteriorated rapidly, and the
company found short-term funding,
upon which it was heavily reliant,
increasingly difficult to obtain. In view
of the likely spillover effects to other
financial institutions of a disorderly
failure of AIG and the potential for sig-
nificant pass-through effects to the
broader economy, the Federal Reserve
Board on September 16, with the full
support of the Treasury, authorized the
Federal Reserve Bank of New York to
lend up to $85 billion to the firm to
assist it in meeting its obligations and to
facilitate the orderly sale of some of its
businesses. (AIG, the Treasury, and the
Federal Reserve later modified the
terms of this arrangement, as described
in the appendix.) Meanwhile, CDS
spreads for other insurance companies
rose, and their equity prices fell, amid
concerns regarding their profitability
and declines in the values of their
investment portfolios.

Investor anxiety about investment
banks, which had escalated rapidly in
the wake of Lehman Brothers’ collapse,
abated somewhat after Morgan Stanley
and Goldman Sachs were granted bank
holding company charters by the Fed-
eral Reserve. However, on September
25 the resolution of another failing
financial institution, Washington Mu-
tual, imposed significant losses on
senior and subordinated debt holders as
well as on shareholders. As a conse-
quence, investors marked down their
expectations regarding likely govern-
ment support for the unsecured nonde-
posit liabilities of financial institutions,
which further inhibited the ability of
some banking organizations to obtain
funding. Among these institutions was
Wachovia Corp., the parent company of
the fourth-largest U.S. bank by asset
size at the time, which was ultimately
acquired by Wells Fargo in early Octo-
ber.

Against this backdrop, investors
pulled back from risk-taking even fur-
ther, funding markets for terms beyond
overnight largely ceased to function,
and a wide variety of financial firms
experienced increasing difficulty in
obtaining funds and raising capital.
Libor rates rose at all maturities while
comparable-maturity overnight index
swap (OIS) rates fell, leaving spreads at
record levels. Strains were also evident
in the federal funds market, in which
overnight funds traded over an unusu-
ally wide range and activity in term
funds dropped sharply. Conditions in
repo markets worsened further, as hair-
cuts and bid-asked spreads on non-
Treasury collateral increased, and the
overnight rate on general Treasury col-
lateral traded near zero. Despite sub-
stantial new issuance, yields on short-
dated Treasury bills also traded near
zero. Fails-to-deliver in the Treasury
market and overnight lending of securi-
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ties from the portfolio of the System
Open Market Account soared to record
highs. Spreads on asset-backed com-
mercial paper (ABCP) and on lower-
rated unsecured commercial paper is-
sued by nonfinancial firms widened
significantly.

Conditions in other financial markets
also deteriorated sharply in September
and October. CDS spreads on corporate
debt surged, and the rates on invest-
ment-grade and high-yield bonds rose
dramatically relative to comparable-
maturity Treasury yields. Secondary-
market bid prices for leveraged loans
dropped to record-low levels as institu-
tional investors pulled back from the
market, and the implied spread on an
index of loan credit default swaps (the
LCDX) widened to record levels. Bid-
asked spreads on high-yield corporate
bonds and leveraged loans increased
significantly, and liquidity and price
discovery in the CDS market remained
impaired, especially for contracts
involving financial firms. Spreads on
commercial mortgage-backed securities
(CMBS) and consumer asset-backed
securities (ABS) also widened dramati-
cally, as securitizations other than
government-supported MBS came to a
standstill (figure 6). The turmoil
affected even the Treasury market, in
which interest rate spreads between
yields on the most recently issued
Treasury securities and yields on
comparable-maturity off-the-run securi-
ties (that is, those securities that were
previously issued)—an indicator of the
liquidity in this market—surged from
already elevated levels. Foreign finan-
cial markets experienced many of the
same disturbances as domestic markets
(see the section “International Develop-
ments”). Price movements in all of
these markets were likely exacerbated
by sales of securities by hedge funds
and other leveraged market participants

6. Gross Issuance of Selected Mortgage-
and Asset-Backed Securities, 2003-08
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Alert.

in an attempt to meet mounting redemp-
tion requests on the part of their inves-
tors and other funding needs.

In the stock market, prices tumbled
and volatility soared to record levels
during the autumn as investors grew
more concerned about the prospects of
financial firms and about the likelihood
of a deep and prolonged recession (fig-
ure 7). Equity-price declines were par-
ticularly pronounced among financial
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and energy firms, but they were gener-
ally widespread across sectors and were
accompanied by substantial net out-
flows from equity mutual funds. During
this period, the premium that investors
demanded for holding equity shares—
gauged roughly by the gap between the
earnings-price ratio and the yield on
Treasury securities—shot up, reflecting
the heightened risk aversion that pre-
vailed in financial markets.

Policy Actions
and the Market Response

To strengthen confidence in the U.S.
financial system, during the autumn the
Federal Reserve, at times acting in con-
cert with foreign central banks, ex-
panded its existing liquidity facilities
and announced several additional initia-
tives, including programs to support
short-term funding markets and to pur-
chase agency debt obligations and
MBS. (These initiatives are discussed in
more detail in the appendix.) Because
of the sharply diminished availability
of market funding, several Federal
Reserve facilities were used heavily
throughout the remainder of the year.
In addition, the Treasury announced
a temporary guarantee program for
money market mutual funds and pro-
posed the Troubled Asset Relief Pro-
gram (TARP) to use government funds
to help stabilize the financial system; on
October 3, the Congress approved and
provided funding for this program as
part of the Emergency Economic Stabi-
lization Act. Using funds from the
TARP, the Treasury established a volun-
tary capital purchase plan under which
the U.S. government would buy pre-
ferred shares from eligible institutions.
Additionally, under the Temporary
Liquidity Guarantee Program (TLGP),
the Federal Deposit Insurance Corpora-
tion (FDIC) provided a temporary guar-

antee for selected senior unsecured
obligations of participating insured de-
pository institutions and many of their
parent holding companies as well as for
all balances in non-interest-bearing
transaction deposit accounts at partici-
pating insured depository institutions.

After these actions and the announce-
ments of similar programs in a number
of other countries, stresses in financial
markets eased somewhat, though condi-
tions remained strained. In the inter-
bank funding market, Libor fixings at
most maturities declined noticeably and
spreads over comparable-maturity OIS
rates narrowed. Meanwhile, spreads on
highly rated unsecured commercial
paper and ABCP narrowed after the
Federal Reserve announced measures in
support of this market, and issuance
rebounded somewhat from its lows in
September and October. Conditions in
global short-term dollar funding mar-
kets also improved significantly after
the Federal Reserve substantially ex-
panded its program of liquidity swaps
with foreign central banks, which
increased the amount of dollar funding
auctioned in foreign markets, and a
number of foreign governments took
measures to strengthen and stabilize
their banking systems.

Despite these improvements, inves-
tors remained concerned about the sound-
ness of financial institutions. Spreads
on CDS for U.S. banks widened further
in November, which raised the prospect
of significant increases in banks’ costs
of raising the funds they needed for
lending. Citigroup, in particular, saw its
CDS spread widen dramatically after it
announced that it would take large
losses on its securities portfolio. To
support market stability, the U.S. gov-
ernment on November 23 entered into
an agreement with Citigroup to provide
a package of capital, guarantees, and
liquidity access. Subsequently, CDS
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spreads for financial institutions re-
versed a portion of their earlier widen-
ing, and some nonfinancial risk spreads
also narrowed.

Conditions in debt markets continued
to ease after the passing of year-end,
although most of these markets remain
much less liquid than normal. Yields
and spreads on corporate bonds and
commercial paper have decreased no-
ticeably in recent weeks, but activity in
the leveraged loan market continues to
be very weak. Equity prices for fi-
nancial firms have continued to trend
downward, and CDS spreads for such
firms have fluctuated around extremely
elevated levels. Investors expressed re-
newed concern over financial institu-
tions in January after a number of firms,
most notably Bank of America Corpo-
ration, reported large net losses for the
fourth quarter. The Treasury, the FDIC,
and the Federal Reserve announced on
January 16 that they had entered into an
agreement with Bank of America to
provide a package of capital, guaran-
tees, and liquidity access (see the ap-
pendix). Although markets responded
favorably to this action, the uncertain
prospects of the financial sector con-
tinue to weigh heavily on market senti-
ment.

Banking Institutions
and the Availability of Credit

Commercial bank credit grew moder-
ately over 2008 as a whole as both busi-
nesses and households at times drew
heavily on existing lending commit-
ments, but it contracted noticeably
toward the end of the year and in early
2009. In the face of the severe financial
market disruptions, some companies
turned to already committed lines of
credit with banks, which caused the
growth of commercial and industrial
(C&I) loans to spike in September and

October. However, C&I lending de-
clined over the past few months as
some businesses reportedly paid down
outstanding loans and stepped up their
issuance in the corporate bond market.
In addition, banks continued to report
decreased demand for credit late last
year in response to slowing business
investment and reduced merger and
acquisition activity. Most banks contin-
ued to tighten standards and terms on
C&l loans to firms of all sizes. Issuance
of leveraged loans by banks, which had
already been very low through the first
half of last year, was essentially nil in
the second half, largely because of a
drop in mergers and leveraged buyouts,
which these loans are often used to
finance. Commercial real estate (CRE)
loans on banks’ books expanded over
2008 as a whole. However, with the com-
mercial mortgage securitization market
essentially closed by mid-year, the rate
of growth of this loan category stepped
down significantly in the second half—
a decrease consistent with the reported
tightening of standards and a drop-off in
demand for these loans.

Bank loans to households also de-
clined over the second half of 2008 and
early 2009, led by a sharp contraction in
residential mortgage loans on banks’
books, as demand weakened further and
banks sold such loans to the GSEs.
However, loans drawn under existing
revolving home equity lines of credit
continued to rise briskly during the sec-
ond half of the year, an increase likely
influenced by a drop in the prime rate,
on which the rates on such loans are
often based. Growth of consumer loans
originated by banks expanded at a solid
pace through October but weakened
considerably in November and Decem-
ber. However, the amount of such loans
held on banks’ books generally contin-
ued to expand late in the year, as banks
had difficulty selling these loans be-
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cause of ongoing disruptions in securi-
tization markets. Recently, consumer
loan growth has also reportedly been
buoyed by banks’ decisions to build
inventory in anticipation of issuance
into the Term Asset-Backed Securities
Loan Facility (TALF).

In the Senior Loan Officer Opinion
Survey on Bank Lending Practices con-
ducted in both October 2008 and Janu-
ary 2009, very large net fractions of
banks reported having tightened lending
standards for all major loan types. Sig-
nificant net fractions of respondents
also reported a widespread weakening
of loan demand. In line with the nearly
33 percent drop (annual rate) in total
unused loan commitments reported in
fourth-quarter Call Reports, many
banks indicated in the January survey
that they had cut the size of existing
credit lines to businesses and house-
holds (figure 8).

Earnings growth at depository insti-
tutions slowed markedly in 2008, and
profitability as measured by return on
assets and return on equity dropped dra-
matically; indeed, commercial banks
posted an aggregate loss in the fourth

8. Change in Unused Bank Loan Commit-
ments to Businesses and Households,
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quarter. These developments in part
reflected write-downs on securities
holdings and increases in loan-loss pro-
visioning in response to deteriorating
asset quality. In the fourth quarter, the
overall loan delinquency rate at com-
mercial banks increased to more than
41/ percent, its highest level since the
early 1990s, and the total charge-off
rate rose to more than 1% percent, sur-
passing its peaks in the previous two
recessions. The ratio of loan-loss re-
serves to net charge-offs—an indicator
of reserve adequacy—dropped below
its previous nadir reached in the early
1990s.

Depository institutions’ access to
funding has improved as a result of the
various Federal Reserve liquidity pro-
grams and the TLGP, under which eli-
gible firms have issued $169 billion of
FDIC-guaranteed bonds to date. In
addition, the capital of banking organi-
zations has been boosted by more than
$200 billion of preferred stock pur-
chases under the TARP. Still, the recent
downward trend in the equity prices of
most banks and the elevated level of
their CDS spreads suggest that market
participants remain concerned about the
long-term profitability and potential
insolvency of some depository institu-
tions.

The financial turmoil has led to sig-
nificant changes in the structure of the
broad banking industry, with two large
investment banks and one large finance
company recently converting to bank
holding companies to obtain better
access to government funding pro-
grams; a handful of large insurance
firms, motivated partly by their desire
to apply for TARP funding, have like-
wise converted to thrift holding compa-
nies. In addition, several failures and
mergers of large financial institutions
resulted in increased concentrations of
industry assets and deposits in 2008.
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DoMESTIC DEVELOPMENTS

In part reflecting the intensifying dete-
rioration in financial conditions, nearly
all major sectors of the U.S. economy
recorded sizable declines in activity in
late 2008, and the weakness has ex-
tended into early 2009. Conditions in
the labor market have worsened sub-
stantially since early autumn as employ-
ment has fallen rapidly, the unemploy-
ment rate has climbed, and firms
continue to announce more layoffs.
Housing remains on a steep downward
trend, and both consumer spending and
business investment have contracted
significantly. In addition, demand for
U.S. exports has slumped in response to
the decline in foreign economic activity.
Meanwhile, overall consumer price in-
flation turned negative in late 2008 as
energy prices tumbled, and core infla-
tion slowed noticeably.

The Labor Market

Conditions in the labor market deterio-
rated throughout 2008, but they wors-
ened markedly in the autumn as job
losses accelerated and the unemploy-
ment rate jumped. In total, private pay-
rolls fell 3% million between the onset
of the recession in December 2007 and
January 2009, with roughly half of the
reduction occurring during the past
three months (figure 9). Indeed, since
November, private payroll employment
has fallen 600,000 per month, compared
with average monthly job losses of
340,000 in September and October and
160,000 over the first eight months of
2008. The civilian unemployment rate,
which stood at 4.9 percent in Decem-
ber 2007, has marched steadily upward
over the past year, and it reached
7.6 percent in January 2009, its highest
level since 1992 (figure 10). Moreover,
private surveys and news reports indi-
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cate that firms plan on continuing to lay
off workers in the near term.

Virtually all major industries have
experienced considerable job losses
recently. Manufacturing employment
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has fallen nearly 500,000 over the past
three months and has dropped more
than 1 million since December 2007.
Layoffs in truck transportation and
wholesale trade, which are closely
related to activity in the manufacturing
sector, show a similar pattern. The
decline in construction employment,
which began in early 2007, has also
sped up, in part because the ongoing
contraction in homebuilding has been
accompanied more recently by weak-
ness in nonresidential building. In the
service-producing sector, job losses
have mounted at retail establishments,
providers of financial services, and pro-
fessional and business services firms,
all of which have been adversely af-
fected by the downturn in economic
activity. A noticeable exception has
been the continued brisk hiring by pro-
viders of health services.

The increase in joblessness has been
widespread across demographic, educa-
tional, and occupational groups. In
January 2009, the unemployment rate
for men aged 25 years and older was
3 percentage points above its average
level in the fourth quarter of 2007,
while the rate for women aged 25 years
and older was up 2 percentage points;
as typically occurs during recessions,
unemployment rates for teenagers and
young adults showed even larger in-
creases. Among the major racial and
ethnic groups, unemployment rates for
blacks and Hispanics have risen some-
what more than those for whites, a dif-
ferential also typical of periods when
labor market conditions weaken. More-
over, the number of workers who
are working part time for economic
reasons—a group that includes indi-
viduals whose hours have been cut back
by their employers as well as those who
want full-time jobs but are unable to
find them—has soared to nearly 8 mil-
lion, more than 3 million above its level

at the start of the recession. The in-
crease in involuntary part-time work
has been widespread across industries.

The labor force participation rate,
which typically falls during periods of
labor market weakness, has decreased
of late. The decline has probably been
damped somewhat by the availability of
extended unemployment insurance
benefits, which may have encouraged
some workers who would have other-
wise discontinued their job search
efforts to continue looking for work.* In
addition, the reduction in household
wealth over the past couple of years
may have prompted some individuals
who would have otherwise dropped out
of the labor force to remain in, and it
may have caused some who would not
have entered the labor force to do so.

Broad measures of nominal hourly
compensation, which includes both
wages and benefits, posted moderate
increases in 2008. For example, com-
pensation per hour in the nonfarm busi-
ness sector—a measure derived from
the compensation data in the national
income and product accounts (NIPA)—
rose 352 percent in nominal terms in
2008, similar to the increases over the
preceding few years.

4. Under legislation enacted in June 2008, the
Emergency Unemployment Compensation (EUC)
program began to provide an additional 13 weeks
of benefits to workers who exhaust their regular
benefits (typically 26 weeks). In November, the
program was expanded to provide additional
benefits to workers who exhaust the previously
available 13 weeks of EUC benefits (an additional
7 weeks for all eligible individuals and a further
13 weeks for individuals in states with high
unemployment rates—defined as a state unem-
ployment rate of 6 percent or above). This expan-
sion, as well as the original EUC program, was
scheduled to expire in March 2009, but the
American Recovery and Reinvestment Act of
2009 extended it through December 2009; the act
also increased payments to recipients of unem-
ployment compensation by $25 per week.
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The wage component of hourly com-
pensation also rose moderately in nomi-
nal terms in 2008, and because con-
sumer price inflation over the year as a
whole was low, much of the gain in
nominal wages was reflected in higher
real wages. For example, over the four
quarters of last year, average hourly
earnings, a measure of hourly wages for
production and nonsupervisory work-
ers, increased nearly 4 percent in nomi-
nal terms—and rose 2 percent after
accounting for the rise in the price
index for overall personal consumption
expenditures (PCE). However, because
of sharp cutbacks in hours worked, real
average weekly earnings were up just
1 percent. Moreover, for many workers,
real weekly earnings actually declined:
In manufacturing, real average weekly
earnings fell 1 percent last year, while
in retail trade, this measure of real
weekly earnings fell more than
2 percent.

The Household Sector

Residential Investment
and Housing Finance

Housing activity remained on a steep
downward trend in the second half of
2008. Home sales and prices slumped
further, and homebuilders continued to
curtail new construction in response to
weak demand and elevated backlogs of
unsold new homes. In the single-family
sector, new units were started at an
average annual rate of just 460,000
units in the fourth quarter of 2008—
roughly 75 percent below the quarterly
high reached in mid-2005 (figure 11).
Starts in the multifamily sector aver-
aged just 200,000 units in the fourth
quarter; for 2008 as a whole, multifam-
ily starts totaled 285,000, the lowest
level in more than a decade. In all, the
decline in residential investment, as

11. Private Housing Starts, 1995-2008
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measured in the NIPA, subtracted 3%
percentage point from the annual rate of
change in GDP in the second half of
2008, about as much as in the first half.
The further drop in housing starts and
residential building permits in January
suggests that housing will continue to
exert a substantial drag on the change in
real GDP in early 2009.

The further contraction in housing
demand in the second half of 2008
partly reflected the bleaker picture for
household income and wealth. Potential
homebuyers may also have been de-
terred by concerns about the likelihood
of additional declines in house prices
and fears of buying into a falling mar-
ket. And while individuals who quali-
fied for fixed-rate conforming mort-
gages were able to take advantage of
historically low interest rates, many
potential homebuyers with blemished
credit histories or who were in a posi-
tion to make only small down payments
found it difficult to obtain loans. In the
market for new single-family homes,
sales fell nearly 30 percent (not at an
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annual rate) between the second and
fourth quarters, which brought the total
decline in sales since their peak in mid-
2005 to 70 percent. The slippage in
sales has continued to hamper builders’
efforts to gain control of their inven-
tories. Although the stock of unsold
new homes fell considerably in the sec-
ond half of 2008, it did not fall as much
as sales; thus, the months’ supply of
unsold new homes continued to move
up, reaching a level nearly three times
that recorded during the first half of the
decade. In the market for existing
single-family homes, the decline insales
in recent quarters has been less pro-
nounced than for new homes, but this
situation could reflect the fact that these
sales figures include some transactions
involving foreclosed homes and other
distressed properties, which tend to sell
at heavily discounted prices. Existing
home sales ended the year more than
30 percent below the highs of a few
years earlier.

House prices fell sharply in the sec-
ond half of 2008, with the latest
12-month readings in major nationwide
indexes showing prices of existing
homes down between 9 percent and
19 percent. One such measure, the
LoanPerformance repeat-sales price
index, fell 11 percent over the
12 months ending in December and
stood 19 percent below its peak in early
2006. Declines in home prices have
been especially steep in Arizona, Cali-
fornia, Florida, and Nevada. These
states, which had experienced some of
the largest increases in home prices ear-
lier in the decade, have generally seen
the largest increases in delinquency
rates and foreclosure actions initiated
by lenders.

The drop in home prices is contribut-
ing to worsening payment problems
among mortgage borrowers. Tradition-
ally, some homeowners have coped

with job loss and other life events by
refinancing their homes and extracting
equity or by selling the properties.
However, the considerable declines in
housing equity, along with tighter lend-
ing standards, mean that even prime
loans are more difficult to refinance,
and weak housing demand has made
selling difficult. As a consequence, bor-
rowers have increasingly fallen behind
in their monthly obligations. Indeed, in
November 2008, 25 percent of sub-
prime mortgages were seriously de-
linquent (the latest available data).” As
of December 2008, 3%4 percent of
prime mortgages were seriously de-
linquent—much lower than the level of
serious delinquency for nonprime loans,
but still almost twice the level of a year
earlier.

Foreclosures also have risen appre-
ciably of late. Indeed, available data
suggest that more than 2 million homes
entered the foreclosure process in 2008,
compared with foreclosure starts of
1% million in 2007 and 1 million or
less in each of the preceding four years.
As with delinquencies, declining house
prices have been a key contributor to
the rise in foreclosures. At the same
time, rising foreclosures have exacer-
bated the decline in house prices by
increasing the number of heavily dis-
counted properties on the market and
thus exerting downward pressure on
prices of otherwise comparable occu-
pied homes. Lenders and public policy
makers have taken steps to limit the
number of avoidable foreclosures by
modifying mortgages and putting in
place programs such as Hope for
Homeowners, established by the Fed-
eral Housing Administration (FHA).

5. A mortgage is defined as seriously delin-
quent if the borrower is 90 days or more behind
in payments or the property is in foreclosure.
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In an environment of generally weak
housing demand, falling home prices,
tighter lending standards, and rising
foreclosures, total household mortgage
debt appears to have posted an outright
decline in 2008—the first in the history
of the series, which extends back to the
1950s. In secondary mortgage markets,
securitization of mortgages by Fannie
Mae and Freddie Mac has fallen in
recent months, and gross issuance of
GSE-backed MBS has lately just out-
paced maturing issues so that levels
outstanding have only inched up since
the summer. Issuance of Ginnie Mae
securities backed by FHA loans has
continued to be strong, but the non-
agency MBS market remains closed.
The FHA has offered an alternative
source of mortgage financing for some
nonprime and near-prime borrowers,
and such lending has picked up lately;
still, it has replaced only part of the
reduction in credit from other sources,
largely because of the FHA’s relatively
strict lending standards and higher
costs.

Interest rates on 30-year fixed-rate
conforming mortgages have fallen
about 100 basis points, on net, since the
November 25 announcement of the
Federal Reserve’s program to purchase
MBS issued by the housing GSEs and
Ginnie Mae, and they currently stand at
5 percent (figure 12). However, interest
rates for nonconforming jumbo fixed-
rate loans have declined by less than
those for conforming mortgages in
recent months, which has caused the
extraordinarily wide spread between the
two rates to widen further.® The high

6. Conforming mortgages are those eligible for
purchase by Fannie Mae and Freddie Mac; they
must be equivalent in risk to a prime mortgage
with an 80 percent loan-to-value ratio, and they
cannot exceed the conforming loan limit. The
conforming loan limit for a first mortgage on a
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level of this spread reflects, in part, the
absence of functioning securitization
markets for jumbo mortgages as well as
an increased aversion by banks to mak-
ing potentially risky loans.

Consumer Spending
and Household Finance

Consumer spending held up reasonably
well in the first part of 2008. However,
spending slackened noticeably toward
the end of the second quarter despite
the boost to household income from the
tax rebates authorized by the Economic
Stimulus Act of 2008, and consumer
outlays entered the second half of the
year on a downward trajectory. Against
a backdrop of sizable job losses, de-
creases in household net worth, and dif-
ficulties in obtaining credit, real PCE
declined at an annual rate of more than
3145 percent in the second half of 2008
(figure 13).

single-family home in the contiguous United
States is currently equal to the greater of
$417,000 or 115 percent of an area’s median
house price; it cannot exceed $625,500. Jumbo
mortgages are those that exceed the maximum
size of a conforming loan; they are typically
extended to borrowers with relatively strong
credit histories.
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13. Change in Real Income and
Consumption, 2002—-08
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The downshift in consumer spending
reflected both a sharp pullback in pur-
chases of goods and a marked decelera-
tion in expenditures on services. Out-
lays for new light motor vehicles (cars,
sport utility vehicles, and pickup trucks)
were especially hard hit. Indeed, at an
annual rate of just 10%% million units,
sales of light vehicles in the fourth
quarter were nearly 4 million units
below the already reduced pace during
the first nine months of the year; they
fell further in January 2009 despite rela-
tively low gasoline prices and a sub-
stantial increase in sales incentives in
recent months.

Real disposable personal income
(DPI)—that is, after-tax income ad-
justed for inflation—rose just 1V4 per-
cent in 2008. Some of the weakness in
real DPI reflected softness in aggregate
wage and salary income, which fell
slightly in real terms. As noted earlier,
hourly wages posted a solid increase in
real terms last year, but the effect of this
increase on aggregate wages and sala-
ries was outweighed by the negative

effects of the contraction in employ-
ment and the decrease in hours worked
by those who retained jobs. Apart from
transfer payments, most types of non-
wage income performed poorly as well.
Measured on a per capita basis, average
real after-tax income was essentially
unchanged last year, compared with an
average increase of nearly 2 percent
during the preceding five years.

In addition to the weakness in in-
come, consumer spending has been
restrained in recent quarters by a sizable
decrease in household net worth. This
source of restraint on spending likely
reflects not only the most recent drops
in equity and house prices but also the
lagged effects of the appreciable decline
in wealth during 2007 and the first half
of 2008. The loss of wealth, along with
heightened concerns about the pros-
pects for jobs and income, helped push
consumer sentiment to very low levels.
These factors also contributed to a
noticeable upturn in the personal saving
rate, which rose to nearly 3 percent in
the fourth quarter of 2008 after fluctuat-
ing between 0 and 1 percent for most of
the period since 2005.

Nonmortgage consumer debt out-
standing appears to have fallen, on net,
in the second half of 2008 after having
increased at an annual rate of 4 percent
in the first half. Part of the drop in
borrowing was likely due to weaker
demand for loans, but the available evi-
dence also suggests that lenders tight-
ened the supply significantly. Indeed,
results from the Senior Loan Officer
Opinion Survey released in October
2008 and January 2009 revealed that
many banks tightened standards and
terms for consumer loans, actions that
included lowering credit limits on exist-
ing credit card accounts. Lenders also
reportedly continued to tighten under-
writing standards on non-govern-
ment-guaranteed student loans, and
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some major providers of these loans
exited the market.

Part of the tightening of lending stan-
dards and terms no doubt reflects lend-
ers’ concerns about the credit quality of
households. Indeed, the performance of
consumer loans has continued to wor-
sen in recent months, albeit less starkly
than that of mortgages. Delinquency
rates for most types of consumer lend-
ing—credit cards, auto loans, and non-
revolving loans—rose significantly, on
net, over the course of 2008, and most
such rates now stand at or above the
levels seen during the 2001 recession.
Household bankruptcy rates also in-
creased sharply in 2008.

The pullback in consumer credit also
likely reflects, in part, the difficulties in
the market for asset-backed securities.
Until the first half of 2008, a substantial
fraction of consumer credit had been
funded with ABS, but since the third
quarter, issuance of credit card, automo-
bile, and student loan ABS has slowed
to a trickle. As noted earlier, to facili-
tate renewed issuance of consumer and
small business ABS and thus support
economic activity, the Federal Reserve
announced in November plans for the
Term Asset-Backed Securities Loan Fa-
cility, which will begin operations in
the coming weeks.” Spreads on AAA-
rated ABS rose through most of last
year but have declined lately, reportedly
in anticipation of the opening of the
TALFE

Against this backdrop, interest rates
on auto loans generally rose somewhat
during the second half of 2008, and
those on most other types of consumer
loans were little changed, despite a sub-
stantial decrease in rates on com-
parable-maturity Treasury securities.
Although some consumer interest rates

7. A description of the TALF is in the
appendix.
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appear to have fallen slightly in early
2009, their spreads to Treasury rates
remain quite elevated.

The Business Sector

Fixed Investment

After having posted small gains in the
first half of 2008, real business fixed
investment edged down in the third
quarter and fell sharply in the fourth
quarter (figure 14). The retrenchment in
investment reflected both a steep drop
in outlays on equipment and software
(E&S) and a sharp deceleration in
spending on nonresidential construction
after 22 years of robust gains. Invest-
ment demand appears to have been
depressed by the downturn in sales,
production, and profitability as well as
by the reduced availability and higher
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cost of credit from securities markets,
banks, and other lenders.

Real spending for E&S fell at annual
rates of 72 percent in the third quarter
and 28 percent in the fourth quarter.
Business outlays on motor vehicles,
which had fallen sharply in the first half
of the year, continued to plunge in the
second half. Outlays for other major
components of E&S also recorded siz-
able declines. Real investment in infor-
mation technology equipment—which
had risen moderately in the first half of
the year—fell at a 12'% percent annual
rate, on average, in the second half as
business demand for computers, soft-
ware, and communications equipment
dropped appreciably. Real spending on
equipment other than information tech-
nology and transportation, which had
been moving essentially sideways since
the end of 2005, held up through the
third quarter. However, it fell at an
annual rate of about 20 percent in the
fourth quarter, and the slow pace of
orders lately, along with the downbeat
tone in recent surveys of business con-
ditions, points to further declines in this
broad category of spending in early
20009.

On net, real outlays for nonresiden-
tial construction posted a small increase
in the second half of 2008. However,
gains were concentrated in energy-
related sectors—drilling and mining
structures, petroleum refineries, and
transmission and distribution facil-
ities—and likely reflected the earlier
run-up in the price of crude oil. Outside
the energy-related sectors, spending
turned down in the second half of last
year as construction of office buildings
softened and spending on nonoffice
commercial buildings (a category that
includes retail, wholesale, and some
warehouse space) fell sharply. The de-
cline was related to the rise in vacancy
rates over the past few quarters, which

was driven, in part, by the weakening in
aggregate output and employment. In
addition, recent reports from bank lend-
ing officers suggest that financing for
new construction projects has become
even more difficult to obtain.

Inventory Investment

One hallmark of the economic land-
scape over the past year has been the
prompt response of producers to the
slowing in final sales. For much of
2008, the production adjustments re-
sulted in a rapid pace of inventory lig-
uidation and were sufficient to prevent
the emergence of widespread stock
imbalances. In the fourth quarter, how-
ever, the precipitous drop in final
demand left many firms holding inven-
tories in excess of desired levels—a
view expressed by respondents to a
variety of business surveys at the turn
of the year. Accordingly, available data
suggest that producers continued to pare
back output in January 2009.

The inventory overhang at year-end
was especially acute in the motor vehi-
cle sector. Although automakers slashed
production during the fourth quarter, the
collapse in sales last autumn pushed up
dealers’ stocks, and the days’ supply of
cars and light trucks soared to nearly
100 days—well above industry norms.
In response, motor vehicle manufactur-
ers instituted even larger cuts in produc-
tion in early 2009. These cuts should
help ease the pressure on dealers’
stocks, though further progress will
require continued restraint on produc-
tion, a meaningful pickup in sales, or
both.

Corporate Profits
and Business Finance

Operating earnings per share for S&P
500 firms fell an estimated 17 percent
in 2008. Losses were especially pro-
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nounced for financial firms. In the non-
financial sector, earnings at firms other
than oil and gas companies generally
slowed over the course of 2008 and
declined outright in the fourth quarter.
In addition, in light of the deterioration
in the economy, analysts significantly
marked down their projections for earn-
ings in 2009.

Borrowing by domestic nonfinancial
businesses—primarily through the cor-
porate bond market, the commercial
paper market, and bank loans—slowed
markedly in the second half of 2008.
The deceleration reflected not only a
reduced desire of businesses to borrow
and invest in response to the worsening
economic outlook but also a reduced
willingness of potential lenders to pro-
vide funding for risky projects. In the
corporate bond market, issuance of
investment-grade securities by nonfi-
nancial firms was solid throughout the
year; in contrast, speculative-grade issu-
ance has been scant in recent months.
After moving up in the first half of the
year, the cost of longer-term financing
rose further as interest rates on both
investment- and speculative-grade cor-
porate bonds soared in the fall. While
corporate bond rates were climbing,
Treasury yields dropped, pushing inter-
est rate spreads on corporate bonds well
above previous record highs. The in-
creases in spreads appeared to derive
from both the anticipation of an in-
crease in defaults and a further reduc-
tion in investors’ willingness to take
risk. In the commercial paper market,
short-term borrowing by highly rated
nonfinancial firms has increased since
the summer; the rise reflects impor-
tantly the Federal Reserve programs
supporting issuance by stronger firms.
Indeed, rates on highly rated paper with
maturities of less than 30 days have
averaged around 20 basis points since
late November, compared with nearly

200 basis points in September and
October. Rates on lower-grade nonfi-
nancial paper have also decreased in
recent months, but their spreads to
highly rated paper remain elevated by
historical standards.

Bank lending to businesses expanded
in September and October as firms
reportedly drew on existing lines of
credit. More recently, however, loans to
commercial and industrial borrowers
have registered significant declines. In
addition, the growth of commercial real
estate loans—which are often used to
finance construction and land devel-
opment—slowed substantially in the
second half of the year. Given the dete-
riorating economic outlook, tighter
credit standards, and businesses’ deci-
sions to scale back new investment,
both C&I and CRE lending seem likely
to fall further in the first part of 2009
(figure 15).

In the equity market, initial offerings
by nonfinancial corporations were very
sparse through the second half of 2008,
and seasoned offerings (excluding firms
in the energy sector) were also weak.
Equity retirements—which often occur
as a result of share repurchases that
are associated with cash-financed
mergers—continued to outpace the
combined amount of private and public
issuance, a development due, in part, to
the completion of a few large mergers.
However, share repurchases are esti-
mated to have moderated a bit in recent
months, and announcements of future
cash-financed mergers have slowed sig-
nificantly, likely because of the weaker
economic outlook and tighter lending
conditions.

The credit quality of nonfinancial
firms deteriorated in the second half of
the year. The aggregate ratio of debt to
assets climbed further, and the aggre-
gate ratio of liquid assets to total assets
declined notably. Ratings downgrades
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15. Net Percentage of Domestic Banks
Tightening Standards and Increasing
Spreads on Commercial and Industrial
Loans to Large and Medium-Sized
Borrowers, 1993-2009
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SourcE: Federal Reserve Board, Senior Loan Officer
Opinion Survey on Bank Lending Practices.

on nonfinancial corporate bonds picked
up and outpaced upgrades, and the
share of corporate bonds rated B3 or
below by Moody’s increased to about
6% percent. Delinquency rates on C&I
loans increased noticeably in the fourth
quarter, and delinquency rates on CRE
loans rose further, mainly because of
continued rapid weakening in the per-
formance of residential and commercial
construction loans.

The Government Sector

Federal Government

The deficit in the federal unified budget
is in the midst of a massive widening.
Mainly reflecting the deceleration in
economic activity and the provisions of
the Economic Stimulus Act of 2008, the
deficit rose to $455 billion in fiscal year

2008, nearly $300 billion higher than in
fiscal 2007 and equal to more than
3 percent of nominal GDP. So far in
fiscal 2009, the deficit has increased
substantially further, mostly because of
outlays under the Troubled Asset Relief
Program and the effects of the weak
economy on revenues and spending.® In
January, the Congressional Budget Of-
fice estimated that the deficit for fiscal
2009 as a whole would total more than
$1 trillion under the spending and taxa-
tion policies in place at that time, a fig-
ure that excludes the budgetary impact
of the American Recovery and Rein-
vestment Act of 2009.

Federal receipts fell nearly 2 percent
in nominal terms in fiscal 2008 and
stood at 17% percent of nominal GDP;
they dropped further during the first
four months of fiscal 2009. The decline
has been most pronounced in corporate
receipts, which have fallen at double-
digit rates as corporate profits have
dropped and as firms have presumably
adjusted payments to take advantage of
the bonus depreciation provisions con-
tained in the Economic Stimulus Act.
Excluding the rebates provided to most
households under the act, individual
income tax receipts rose moderately in
fiscal 2008. However, so far in fiscal

8. In the Monthly Treasury Statements, equity
purchases under the TARP and the GSE conserva-
torship are treated on a cash-flow basis, which
means that the outlays are recorded as they occur;
a flow of receipts will be recorded in future years
to reflect any dividends on the shares of equity
and the proceeds from the eventual sale of the
shares. In contrast, the Congressional Budget
Office (CBO) treats these transactions on an
accrual basis and thus records outlays as the net
present value cost of the equity purchases, rather
than the entire amount that is disbursed; under the
CBO approach, there is no offsetting flow of
receipts in future years. According to the Trea-
sury, the unified budget deficit for the first four
months of fiscal 2009 totaled $569 billion; under
the CBO approach, the year-to-date deficit would
be $361 billion.
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2009, individual receipts have been run-
ning below year-earlier levels, likely
because of the weakness in nominal
personal income and reduced capital
gains realizations.

Excluding financial transactions,
nominal federal outlays increased 8 per-
cent in fiscal 2008 after having risen
just 3 percent in fiscal 2007. Defense
outlays rose 12 percent in fiscal 2008 as
the rapid run-up in budget authority
over the past three years continued to
bolster spending; increases in defense
funding in recent years have been sub-
stantial not only for operations in Iraq
and Afghanistan but also for activities
not directly related to those conflicts.
Federal spending also rose sharply in
fiscal 2008 for programs that provide
support to lower-income households. So
far in fiscal 2009, federal outlays for
defense and low-income support pro-
grams have continued to rise rapidly.
Also, spending for Medicare has picked
up lately, and outlays for Social Secu-
rity have been lifted by the large cost-
of-living adjustment that took place in
January. As for the part of federal
spending that is a direct component of
GDP, real federal expenditures for con-
sumption and gross investment rose at
an annual rate of 10 percent, on aver-
age, in the second half of calendar year
2008, mostly because of the sizable
increase in defense spending.

State and Local Government

Aggregate real expenditures on con-
sumption and gross investment by state
and local governments were little
changed, on net, in the second half of
2008 after posting a small increase in
the first half. In part reflecting the
mounting pressures on the sector’s bud-
gets, state and local employment has
been about flat since mid-2008, while

real construction spending has essen-
tially moved sideways.

The financial positions of most
states—with the exceptions of Arizona,
California, Michigan, and a few
others—were fairly solid at the end of
fiscal year 2008.° However, so far in
fiscal 2009, revenues have been running
significantly below expected levels
because of the softness in personal and
corporate incomes and the weakness in
retail sales. States’ initial plans to ad-
dress the widening budget gaps have
included cuts in spending on education
and other programs, hiring freezes and
furloughs, and some tapping of rainy
day funds; in coming quarters, however,
the dominant influence on state budgets
will be the infusion of grants-in-aid
under the 2009 federal stimulus pack-
age, which will help cushion the effects
of the economic downturn on states’
budgets. At the local level, property tax
receipts continued to be propped up in
2008 by the lagged effects of the dra-
matic increases in house prices over the
first half of the decade.'® Nevertheless,
the sharp fall in house prices over the
past two years is likely to put substan-
tial downward pressure on local rev-
enues before long. Moreover, many
state and local governments will need
to set aside money in coming years to
rebuild their employee pension funds
after the losses experienced in 2008 and
to fund their ongoing obligations to pro-
vide health care to their retired employ-
ees.

9. State government fiscal years end on June
30 in all but four states.

10. The lag between changes in house prices
and changes in property tax revenue likely occurs
because many localities are subject to state limits
on the annual increases in total property tax pay-
ments and property value assessments. Thus,
increases in market prices for houses may not be
reflected in property tax bills until well after the
fact.
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The External Sector

In contrast to the first half of 2008—
when robust exports provided some off-
set to the softness in domestic de-
mand—the external sector provided
little support to economic activity in the
second half of the year. After decelerat-
ing in the third quarter, real exports
declined sharply in the fourth quarter,
as economic activity abroad contracted.
Real imports, which had been declining
earlier in 2008, also dropped consider-
ably in the fourth quarter, dragged
down by deteriorating U.S. demand
(figure 16). The declines in trade flows
in late 2008 were widespread across
major types of products and U.S. trad-
ing partners. In addition, exports were
depressed by production disruptions at
Boeing.

The U.S. trade deficit narrowed con-
siderably at the end of 2008, which
largely reflected a sharp decline in the
price of imported oil. The trade deficit
was $555 billion at an annual rate in the
fourth quarter of 2008, or about 4 per-
cent of nominal GDP, compared with a

16. Change in Real Imports and Exports
of Goods and Services, 2002-08
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deficit of 5 percent of nominal GDP a
year earlier.

The price of crude oil in world mar-
kets was extremely volatile in 2008.
After ending 2007 at about $95 per bar-
rel, the spot price of West Texas inter-
mediate (WTI) crude oil surged to more
than $145 by mid-July amid both sur-
prisingly robust oil demand, especially
from emerging market economies, and
continued restraint in near-term supply
(figure 17). Since mid-July, the finan-
cial market turmoil and the resulting
sharp downturn in global economic
activity have dragged down oil demand.
Despite attempts by OPEC to rein in
production, the rapid drop in demand
and concerns about future prospects for
the global economy led to a collapse in
oil prices. The spot price of WTI fell
about 75 percent from its peak to near
$40 per barrel in January of this year.
Far-dated futures prices for crude oil
have fallen somewhat less, which likely
reflects the view that OPEC actions will
eventually reduce supply and that glo-
bal oil demand will rebound in the
medium term.
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Import prices rose rapidly in the first
half of 2008, but the increase was
reversed in the second half. That pattern
primarily reflected the sharp swing in
oil prices, but it was also influenced by
a marked slowing in nonoil import price
inflation from its rapid pace in the first
half of the year. Even excluding oil,
prices of imported goods declined in the
fourth quarter of 2008, driven by both
the sharp fall in non-oil commodity
prices and the appreciation of the dollar
that occurred in the latter half of the
year.

National Saving

Total net national saving—that is, the
saving of households, businesses, and
governments excluding depreciation
charges—fell further in 2008. After
having ticked up to 3 percent of nomi-
nal GDP in 2006, net national saving
dropped steadily over the subsequent
two years as the federal budget deficit
widened, the fiscal positions of state
and local governments deteriorated, and
private saving remained low; in the
third quarter of 2008, net national sav-
ing stood at negative 1% percent of
GDP. National saving will likely remain
low this year in light of the weak econ-
omy and the recently enacted federal
fiscal stimulus package. Nonetheless, if
not boosted over the longer run, persis-
tent low levels of national saving will
likely be associated with both low rates
of capital formation and heavy borrow-
ing from abroad, which would limit the
rise in the standard of living of U.S.
residents over time and hamper the abil-
ity of the nation to meet the retirement
needs of an aging population.

Prices and Labor Productivity
Prices

Although inflation pressures were el-
evated during the first half of 2008 and

into the summer, they diminished ap-
preciably toward year-end as prices of
energy and other commodities dropped
and the degree of slack in the economy
increased. The chain-type price index
for total personal consumption expendi-
tures fell at an annual rate of 52 per-
cent in the fourth quarter after rising
rapidly over the first three quarters
of the year. The core PCE price in-
dex—which excludes food and energy
items—rose at an annual rate of just
12 percent in the fourth quarter after
increases of 2V4 percent, on average,
over the first three quarters of the year.
Over 2008 as a whole, core PCE prices
increased 1% percent. Data for PCE
prices in January 2009 are not yet avail-
able, but information from the con-
sumer price index (CPI) and other
sources suggests that both the total and
core PCE price indexes posted modest
increases in that month.

Since peaking in July, consumer
energy prices have fallen dramatically,
with most of the decline coming during
the last three months of 2008. Largely
reflecting the drop in crude oil prices,
the price of gasoline fell from around
$4 per gallon, on average, in July to
less than $2 per gallon in December; in
mid-February, it was in the neighbor-
hood of $2 per gallon. Prices of natural
gas, which typically move roughly in
line with crude oil prices over periods
of several months, also fell sharply in
the second half of 2008 after a substan-
tial run-up in the first half of the year.
Consumer prices for electricity contin-
ued to move up through the end of the
year—Ilikely because of higher prices
earlier in the year for fossil fuel inputs
to electricity generation—though in-
creases appear to have slowed in early
20009.

In contrast, consumer food prices
continued to rise rapidly into the au-
tumn. Increases were substantial both
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for food consumed at home and for pur-
chased meals and beverages, which
typically are influenced more by labor
and other business costs than by farm
prices. Since November, however, in-
creases in consumer food prices have
been quite modest. Farm prices, which
had soared between 2006 and mid-2008
as a consequence of strong world de-
mand and the increased use of corn for
the production of ethanol, fell sharply
in the second half of last year as pros-
pects for domestic and foreign demand
for food weakened and the demand for
ethanol eased. Typically, changes in
farm prices start to show through fairly
quickly to consumer food prices, and
the small increases in the CPI for food
in the past couple of months suggest
that a noticeable moderation in con-
sumer food price inflation is under
way.

The slowdown in core inflation in
late 2008 was widespread, although it
was particularly steep for motor vehi-
cles, apparel, and other consumer goods
that were heavily discounted by retail-
ers in an environment of weak demand
and excess inventories. In addition, the
cost pressures that seemed to be boost-
ing core inflation earlier in the year
ebbed as pass-throughs of the previous
large increases in the prices of energy
and materials ran their course and the
effects of recent declines in these prices
started to show through to consumer
prices. The strengthening in the ex-
change value of the dollar and the de-
celeration of import prices also helped
ease the upward pressure on core infla-
tion.

Survey-based measures of near-term
inflation expectations have receded as
actual inflation has come down, while
indicators of longer-term inflation ex-
pectations have been steadier. Accord-
ing to the Reuters/University of Michi-
gan Surveys of Consumers, median

one-year inflation expectations, which
had moved above 5 percent last spring
and early summer, fell throughout the
second half of last year; since Decem-
ber, they have fluctuated around 2 per-
cent. As for longer-term inflation ex-
pectations, the Reuters/University of
Michigan survey measure of median 5-
to 10-year inflation expectations was
about 3 percent in January and early
February of this year, similar to the
readings during 2007 and the early part
of 2008.

Productivity and
Unit Labor Costs

Labor productivity has held up surpris-
ingly well in the past year. Although
productivity growth has often stalled
during previous recessions, output per
hour in the nonfarm business sector
rose 2% percent over the course of
2008, the same rate as in 2007. The
continued rise in productivity during the
second half of last year, at a time when
output was contracting, likely reflects
the aggressive downsizing undertaken
by firms in response to their worsening
sales prospects. Moreover, although
estimates of the underlying pace of pro-
ductivity growth are quite uncertain, the
buoyancy of productivity in recent
quarters suggests that the fundamental
forces supporting a solid underlying
trend—for example, the rapid pace of
technological change and the ongoing
efforts by firms to use information tech-
nology to improve the efficiency of
their operations—remain in place.

Reflecting the solid gain in labor pro-
ductivity, along with the subdued in-
crease in nominal hourly compensation
noted earlier, unit labor costs in the
nonfarm business sector rose just ¥4
percent in 2008. The increase in unit
labor costs was about the same as that
recorded in 2007.
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Monetary Policy Expectations
and Treasury Rates

The current target range for the federal
funds rate, 0 to ' percent, is substan-
tially below the level that investors
expected at the end of June 2008; pol-
icy expectations were steadily revised
downward over the second half of the
year as the financial and economic out-
look worsened. Toward the end of the
year, readings on interest rate expecta-
tions from money market futures and
options were complicated by persistent
trading of federal funds below the target
rate, which resulted from the large
increase in reserve balances accompa-
nying the expansion of the Federal
Reserve’s liquidity programs. Neverthe-
less, investors clearly anticipated that
the federal funds rate would remain low
for quite some time amid increasing
concerns about the health of financial
institutions, weakness in the real econ-
omy, and a moderation in inflation pres-
sures. Futures quotes currently suggest
that investors expect the federal funds
rate to remain around its current level
throughout the first half of this year and
then to rise gradually through the end of
2010. However, uncertainty about the
size of term premiums and potential
distortions created by the zero lower
bound for the federal funds rate make it
difficult to obtain from futures prices a
definitive reading on the policy expec-
tations of market participants. Options
prices suggested that investor uncer-
tainty about the future path for policy
was increasing considerably through
October, as strains in financial markets
intensified, but these measures of un-
certainty have subsequently trended
downward.

As the economic outlook worsened
during the second half of the year and
inflation pressures ebbed, yields on
longer-maturity Treasury securities de-
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clined substantially (figure 18). In addi-
tion, the generally negative market sen-
timent and speculation that the Federal
Reserve might begin purchasing large
quantities of longer-maturity Treasury
securities contributed at times to down-
ward pressure on Treasury yields. Off-
setting these factors to some degree
were market expectations that the
Treasury’s issuance of long-term debt,
which rose notably over the course of
2008, would pick up further in 2009.
On net, yields on 2- and 10-year notes
fell about 200 and 140 basis points,
respectively, during the second half of
2008.

In contrast to yields on their nominal
counterparts, yields on Treasury in-
flation-protected securities (TIPS) rose
over the second half of 2008, which
resulted in a noticeable reduction in
measured inflation compensation—the
difference between comparable-matur-
ity nominal and TIPS yields. Some of
this reduction was reversed in the early
part of 2009. Inferences about inflation
expectations based on TIPS yields have
been difficult to make recently because
these yields appear to have been af-
fected to a degree by movements in
liquidity premiums and because special
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factors have buffeted yields on nominal
Treasury issues.

Federal Borrowing

Federal debt soared in the second half
of 2008. The more than $1 trillion of
Treasury borrowing since the summer
reflects importantly the need to finance
the Treasury’s purchases of agency
MBS and equity; the TARP, under
which the Treasury has purchased pre-
ferred shares in a number of financial
institutions; and the Supplementary
Financing Program, under which the
Treasury has increased deposits at the
Federal Reserve to help fund the expan-
sion of the Federal Reserve’s balance
sheet. The ratio of federal debt held by
the public to nominal GDP surged to
almost 45 percent at the end of calendar
year 2008 and seems certain to increase
again in the first part of 2009, as bor-
rowing is expected to remain strong
with the weak economy and budgetary
initiatives.

Despite the heavy issuance of Trea-
sury securities in the second half of the
year, the rapid growth of federally guar-
anteed debt issued by banking institu-
tions under the Temporary Liquidity
Guarantee Program, and continued issu-
ance of GSE securities, demand at most
Treasury auctions was solid, as inves-
tors sought the safety of Treasury secu-
rities. Demand for Treasury bills was
extremely strong, and yields in second-
ary markets sometimes fell close to zero
(and even below zero at times), even as
the supply of bills increased markedly.
Foreign custody holdings of Treasury
securities at the Federal Reserve Bank
of New York grew nearly 40 percent
over 2008, although the proportion of
nominal coupon securities purchased at
auctions by foreign investors generally
remained in the 10 percent to 30 per-
cent range observed over the past sev-
eral years.

State and Local
Government Borrowing

On net, borrowing by state and local
governments in the market for munici-
pal securities was subdued in the sec-
ond half of 2008. The issuance of short-
term municipal debt was robust,
boosted in part by the need to fund
operating expenditures at a time of
weak revenues. However, issuance of
long-term debt, which is generally used
to fund capital spending projects or to
refund existing long-term debt, slowed
significantly. Interest rates on long-term
debt climbed sharply across the matu-
rity spectrum in the second half of 2008
in the face of considerable strain on the
budgets of many state and local gov-
ernments and sharp deteriorations in
market functioning. More recently,
however, municipal bond rates have
dropped markedly, in part because mar-
ket participants appeared to view the
federal stimulus package as likely to
improve the financial condition of state
and local governments.

Monetary Aggregates

The M2 monetary aggregate increased
at a 10 percent annual rate during the
second half of 2008 and 8'%2 percent for
the year as a whole.'' The rapid growth

11. M2 consists of (1) currency outside the
U.S. Treasury, Federal Reserve Banks, and the
vaults of depository institutions; (2) traveler’s
checks of nonbank issuers; (3) demand deposits at
commercial banks (excluding those amounts held
by depository institutions, the U.S. government,
and foreign banks and official institutions) less
cash items in the process of collection and Fed-
eral Reserve float; (4) other checkable deposits
(negotiable order of withdrawal, or NOW,
accounts and automatic transfer service accounts
at depository institutions, credit union share draft
accounts, and demand deposits at thrift institu-
tions); (5) savings deposits (including money
market deposit accounts); (6) small-denomination
time deposits (time deposits in amounts of less
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reflected in part a marked decrease in
some market interest rates relative to
the rates offered on M2 assets, as well
as increased demand for safe and liquid
assets during the financial turmoil. Dur-
ing the second half of the year, the sig-
nificant slowdown in the growth of
retail money market mutual funds was
offset by a rapid increase in small time
deposits, as banks bid aggressively for
these deposits to buttress their funding.
The currency component of the money
stock also increased briskly, an indica-
tion of solid demand for U.S. banknotes
from both foreign and domestic
sources. Flows into demand deposits
were significant after the introduction
of the Temporary Liquidity Guarantee
Program, which apparently drew funds
out of other money market instruments.

The monetary base—essentially the
sum of currency in the hands of the
public and bank reserves—has in-
creased rapidly in recent months, pri-
marily owing to heavy use of the
Federal Reserve’s liquidity programs.
Credit extended through these programs
caused the balance sheet of the Federal
Reserve to expand considerably over
the course of 2008, and this growth was
financed largely by the creation of
reserve balances. The increase in re-
serve balances almost entirely repre-
sented an increase in excess reserves
rather than an increase in required
reserves. In early 2009, the size of the
balance sheet has decreased somewhat,
which reflects a runoff in credit ex-
tended through the Commercial Paper
Funding Facility and a decrease in
draws on liquidity swap lines with for-
eign central banks.

than $100,000) less individual retirement account
(IRA) and Keogh balances at depository institu-
tions; and (7) balances in retail money market
mutual funds less IRA and Keogh balances at
money market mutual funds.

INTERNATIONAL DEVELOPMENTS

International Financial Markets

Although foreign banks continued to
report losses over the summer and fund-
ing conditions remained strained, global
financial markets were relatively calm
in July and August of 2008. This situa-
tion changed abruptly in September, as
global interbank and other funding mar-
kets seized up and lending came to a
near standstill. These developments
were followed by the collapse of sev-
eral prominent foreign financial institu-
tions. In late September, the banks
Bradford and Bingley, Fortis, and Dexia
were partially or fully nationalized, and
Hypo Real Estate Holding AG received
a large capital injection from the Ger-
man government.

The deepening of the crisis led many
foreign governments to announce un-
precedented measures to restore credit
market functioning, including large-
scale capital injections into the banking
system, expansions of deposit insurance
programs, and guarantees of some
forms of bank debt. Most major central
banks cut policy rates sharply as the
financial crisis led to a dramatic dete-
rioration in the outlook for economic
activity and inflation; in October, coor-
dinated policy rate cuts were made by
the Federal Reserve and five other cen-
tral banks. To address global dollar
funding pressures, the Federal Reserve
greatly expanded its program of liquid-
ity swaps with foreign central banks by
increasing the dollar amounts extended
as well as the number of countries with
which it has swap agreements. (The
central banks with swap arrangements
are discussed in the appendix.) These
concerted global measures seem to have
soothed conditions and had restored
some measure of stability to markets by
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the end of the year, although credit mar-
kets abroad are still impaired.

Stock markets in the advanced for-
eign economies were nearly flat over
July and August of 2008 but fell
sharply beginning in late September;
market volatility rose to record levels
with the deepening of the financial cri-
sis. On net, broad equity price indexes
in Europe, Japan, and Canada fell
20 percent to 40 percent over the sec-
ond half of last year and have continued
to decline this year. Long-term sover-
eign bond yields fell sharply in Europe
and Canada in the latter part of 2008,
which reflected both the easing of
monetary policy and diminished growth
prospects, but have risen somewhat, on
balance, in early 2009. In contrast,
yields on inflation-protected long-term
securities rose in many countries, and
inflation compensation (the difference
between yields on nominal securities
and those on inflation-protected securi-
ties) fell sharply. As in the United
States, measures of inflation compensa-
tion were quite volatile, however, as the
liquidity of inflation-protected securi-
ties fell markedly.

Although in early 2008 the emerging
market economies looked as if they
might escape the most serious conse-
quences of the financial crisis, the in-
tensification of financial strains in Sep-
tember 2008 led to sharp and sudden
capital outflows from many emerging
markets as investors in the advanced
economies sought to repatriate funds.
Downdrafts in financial markets were
reinforced by concerns over the effects
of declining exports to the advanced
economies and, for commodity export-
ers, plummeting commodity prices.
Most stock markets in the emerging
economies fell 20 percent to 40 percent,
on net, over the second half of the year,
and risk spreads on emerging market
debt rose sharply.

The Federal Reserve’s broadest mea-
sure of the nominal trade-weighted for-
eign exchange value of the dollar rose
about 12 percent, on net, over the sec-
ond half of 2008 (figure 19). Much of
this rise reflected gains against major
foreign currencies. The dollar appreci-
ated 13 percent against the euro, 20 per-
cent against the Canadian dollar, and
36 percent against sterling. The dollar’s
strength was attributable to several fac-
tors, including the realization by many
investors that foreign growth would
slow much more sharply than had been
earlier anticipated as well as an increase
in demand for the relative safety of U.S.
assets such as Treasury securities. In
contrast to its strength against other
major currencies, the dollar depreciated
14 percent against the yen, as market
volatility led many Japanese investors
to sell foreign assets.

19. U.S. Dollar Nominal Exchange Rate,
Broad Index, 2005-09
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The dollar also rose against the cur-
rencies of most emerging market econo-
mies, including appreciation of more
than 30 percent against both the Mexi-
can peso and the Brazilian real. The
dollar appreciated much less against
most emerging Asian currencies, al-
though it did rise more than 20 percent
against the Korean won. In response to
these pressures, many central banks in
both Latin America and Asia intervened
in support of their currencies.

The Financial Account

Although the current account deficit
is estimated to have narrowed in 2008,
it remains sizable. Turbulence in glo-
bal financial markets has noticeably
changed the composition of the associ-
ated financial flows. Before the turmoil,
financial inflows were primarily in the
form of net purchases of U.S. securities
by foreign private investors and some-
what smaller net purchases by foreign
official institutions. Since late 2007,
however, foreign private net purchases
of U.S. securities have dropped sharply,
leaving foreign official inflows to play a
much larger role. Furthermore, whereas
before the turmoil private foreign inves-
tors purchased large sums of U.S. assets
issued by private entities, since then
foreign investments—both official and
private—have been dominated by a
“flight to safety” to U.S. Treasury secu-
rities. Finally, in the third quarter of
2008, reductions in holdings of foreign
assets by private U.S. residents played
an unusual role, which added signifi-
cantly to net private inflows.

Overall, inflows from foreign private
acquisitions of U.S. securities in 2008
were just one-fifth of the flows obtained
in the previous two years, on average.
Although purchases of U.S. Treasury
securities rose considerably, there were
unprecedented net sales in other U.S.

securities in 2008. Foreign demand was
particularly weak for U.S. agency and
corporate bonds, with the weakness
especially pronounced in the second
half of the year.

Foreign official net purchases of U.S.
assets remained relatively steady in
2008, at a pace slightly above that of
2007. However, the composition of offi-
cial net purchases in the third and
fourth quarters moved sharply away
from U.S. agency securities and was
concentrated almost exclusively in U.S.
Treasury securities. Foreign official ac-
quisitions continued to be dominated by
Asian institutions in 2008.

Prior to the turmoil, U.S. investors’
net purchases of foreign securities typi-
cally generated a financial outflow.
These purchases slowed following the
turmoil and more recently have turned
to sizable net sales—generating a fi-
nancial inflow—as U.S. investors have
pulled out of foreign investments. In
addition, U.S. residents considerably re-
duced their deposits in foreign banks in
2008.

The turmoil also led to unusual flows
from the banking sector and from offi-
cial transactions in the form of the Fed-
eral Reserve’s liquidity swap arrange-
ments with foreign central banks. Net
flows reported by banking offices in the
United States are typically small. Since
the onset of the turmoil through mid-
2008, however, banks have generated
unusually large outflows, in part reflect-
ing a response to heightened demand
resulting from interbank funding pres-
sures in European markets. As central
banks acted to address these concerns
with the expansion of the swap arrange-
ments in September 2008, the private
banking outflows slowed to a halt. For-
eign central banks eased dollar pres-
sures abroad by lending to their domes-
tic banks the dollar liquidity acquired
from the Federal Reserve. Further
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drawings on the swap lines in October
and December contributed to a strong
reversal of banking flows (back toward
the United States, on net) in the fourth
quarter.

Advanced Foreign Economies

Economic performance in the major
advanced foreign economies weakened
sharply in the second half of 2008, as
global financial market turbulence,
shrinking world trade, and collapsing
business and consumer confidence
weighed on activity. Across the ad-
vanced foreign economies, credit condi-
tions and lending standards tightened
considerably, industrial production de-
clined, and retail sales slowed. Housing
markets weakened everywhere and per-
formed particularly poorly in countries
that earlier had experienced housing
booms, such as Ireland, Spain, and the
United Kingdom. By the third quarter
of last year, both Japan and the euro
area had entered recessions, and output
fell sharply in all the major advanced
foreign economies in the fourth quarter,
with most countries experiencing espe-
cially severe declines in exports and
private investment.

After surging in response to acceler-
ating commodity prices in the first half
of last year, headline rates of inflation
fell noticeably as a result of collapsing
commodity prices and worsening ec-
onomic conditions. The 12-month
change in consumer prices peaked in
the third quarter of 2008 for all the
major economies, and the peak values
ranged from a high of 5% percent in the
United Kingdom to 24 percent in
Japan. The most recent figures are sub-
stantially lower and range from 3 per-
cent in the United Kingdom to below
1 percent in Japan. Excluding food and
energy prices, the swings in consumer
price inflation have been more subdued.

After moving up somewhat during most
of 2008, core inflation is now declining
in most advanced foreign economies.

Official monetary policy rates have
been lowered significantly since the
beginning of 2008 in response to severe
financial market turbulence, decelerat-
ing economic activity, and waning in-
flation. After some easing early last
year by the Bank of England and the
Bank of Canada, rapidly rising food and
energy costs led these central banks to
pause, and, in the case of the European
Central Bank (ECB), raise rates in the
summer. However, in the fall, as finan-
cial conditions deteriorated and com-
modity prices fell, policymakers in the
major industrial economies cut rates
sharply, including a coordinated move
in October. In total, the Bank of
England has lowered its policy rate
from 5'%2 percent in January of 2008 to
1 percent. The Bank of Canada and the
ECB have also dropped rates to 1 per-
cent and 2 percent, respectively. In
Japan, interest rates were lowered to
near zero in December. In addition to
substantial reductions in policy rates,
central banks in the major advanced
economies have taken a number of
extraordinary measures to improve
liquidity in financial markets, including
the large-scale provision of term fund-
ing in local currency and dollar markets
and the significant expansion of allow-
able collateral for central bank funding.
Some foreign central banks are turning
to or contemplating other measures to
support activity, such as purchases of
private-sector assets. Governments in
the major industrial economies have
also announced fiscal packages to bol-
ster activity.

Emerging Market Economies

Economic performance weakened dra-
matically in emerging market countries
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in the second half of 2008. In the first
half of the year, growth in many emerg-
ing market economies was relatively
robust, and as food and energy prices
soared, policymakers focused on con-
taining inflationary pressure. However,
in the second half, weaker demand from
the advanced economies weighed on the
export sectors of these countries, global
financial turmoil led to tighter credit
conditions, and in some cases, plunging
commodity prices contributed to eco-
nomic difficulties. By the end of the
year, output in emerging market econo-
mies was dropping sharply, and in-
flationary pressures were moderating.
These developments prompted policy-
makers in many countries to shift their
focus to more stimulative monetary and
fiscal policies to mitigate the effects of
the economic downturn.

In China, the pace of activity slowed
substantially in 2008, and concerns
regarding high inflation and an over-
heating economy receded and gave way
to efforts to bolster activity. Since Sep-
tember, Chinese authorities have low-
ered benchmark lending and deposit
rates as well as bank reserve require-
ments several times. In November, a
large fiscal stimulus plan that focused
on infrastructure investment was an-
nounced, and Chinese authorities also
enacted other policies designed to sup-
port the export sector, the real estate
market, and small and medium-sized
enterprises. After appreciating signifi-
cantly in the first half of the year, the
exchange value of the renminbi vis-a-
vis the dollar was relatively stable in
the second half of 2008.

Elsewhere in emerging Asia, the
downturn in activity has been dramatic.
Hong Kong, Singapore, South Korea,
and Taiwan all posted substantial con-
tractions in real GDP at the end of last
year. Demand for these countries’
goods from the advanced economies

and China plunged in the second half of
2008, and authorities across emerging
Asia have introduced more stimulative
monetary and fiscal policies to bolster
their economies.

In Mexico, growth was anemic in the
first half of last year, but it improved in
the third quarter, largely because of
strong activity in the agricultural and
service sectors. However, output is esti-
mated to have declined sharply in the
fourth quarter, as weakness in the U.S.
manufacturing sector and financial
stress have begun to weigh on the Mex-
ican economy. In Brazil, economic ac-
tivity remained firm through much of
the year, but indicators suggest that out-
put fell sharply in the fourth quarter.

Russia’s economy and financial sys-
tem experienced considerable stress
over the second half of the year because
of the steep drop in oil and other com-
modity prices, the turmoil in global
financial markets, and geopolitical ten-
sions resulting from the conflict with
Georgia. Russian international reserves
fell substantially, largely because of
interventions to support the currency
and the financial and corporate sectors
more broadly. Several countries in
emerging Europe also came under sig-
nificant financial pressures in the fourth
quarter of 2008, which reflected the
aftermath of a period of very high rates
of credit expansion as well as large cur-
rent account deficits and external fi-
nancing needs. Hungary, Latvia, Serbia,
and Ukraine received official assistance
from the International Monetary Fund.

Part 3
Monetary Policy in 2008
and Early 2009

After easing the stance of monetary pol-
icy 225 basis points over the first half
of 2008, the Federal Open Market
Committee (FOMC) lowered the target
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federal funds rate further in the second
half, ultimately bringing it to a range of
0 to Y4 percent.'> The Federal Reserve
also took a number of additional actions
to increase liquidity and improve mar-
ket functioning. Some of these mea-
sures resulted in a substantial increase
in the size of the Federal Reserve’s bal-
ance sheet; further, the FOMC an-
nounced at its December meeting that
the focus of policy going forward
would be to support the functioning of
financial markets and stimulate the
economy through open market opera-
tions and other measures that would
sustain the size of the Federal Reserve’s
balance sheet at a high level.

Information available last summer
indicated that residential construction
remained on a downward trend, the
labor market had weakened further, and
industrial production had declined.
Although aggregate output was reported
to have expanded in the second quarter,
financial market developments sug-
gested that the economy would likely
come under considerable stress in the
near future—in particular, tight credit
conditions, the ongoing housing con-
traction, and the rise in energy prices
were expected to weigh on economic
growth over the subsequent few quar-
ters. Core consumer price inflation re-
mained relatively stable, but headline
inflation was elevated as a result of
large increases in food and energy
prices.

12. Members of the FOMC in 2008 consisted
of members of the Board of Governors of the
Federal Reserve System plus the presidents of the
Federal Reserve Banks of Cleveland, Dallas, Min-
neapolis, New York, and Philadelphia; in 2009,
FOMC members consist of members of the Board
of Governors plus the presidents of the Federal
Reserve Banks of Atlanta, Chicago, New York,
Richmond, and San Francisco. Participants at
FOMC meetings consist of members of the Board
of Governors and all Reserve Bank presidents.

With these considerations in mind,
the FOMC kept the target federal funds
rate unchanged at 2 percent at its
August meeting. The accompanying
policy statement indicated that, al-
though downside risks to growth re-
mained, the upside risks to inflation
were also of significant concern to the
Committee. This risk assessment, which
many market participants reportedly
interpreted as essentially balanced, was
in line with expectations at the time.
Accordingly, the expected path for pol-
icy was little changed in the wake of
the announcement, and the response in
broader financial markets was minimal.

By the time of the meeting on Sep-
tember 16, the outlook for inflation had
moderated as a result of substantial
declines in the prices of oil and other
commodities as well as weakening ag-
gregate demand. Various measures of
inflation expectations declined between
the two meetings, nominal wage in-
creases continued to be moderate, and
productivity growth remained solid. In
addition, declining employment and
softening final sales contributed to a
weaker outlook for near-term economic
activity. Still, some firms reportedly
were continuing to pass through to their
customers previous increases in the
costs of energy and raw materials, and
readings on core and headline inflation
remained elevated. In this environment,
the Committee was concerned that high
inflation might become embedded in
expectations and thereby impart consid-
erable momentum to overall inflation.
Financial strains had increased over the
intermeeting period, although the con-
sequences of the bankruptcy of Lehman
Brothers Holdings on September 15
were not yet clear at the time of the
meeting. Indeed, the substantial easing
of monetary policy over the previous
year, combined with ongoing measures
to foster market liquidity, was seen as
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likely to support activity going forward.
Thus, members agreed that keeping the
federal funds target rate unchanged at
2 percent at the September meeting was
appropriate.

Over the following weeks, stresses in
financial markets continued to mount.
Interest rate spreads in interbank fund-
ing markets widened markedly, corpo-
rate and municipal bond yields rose,
and equity prices dropped sharply. The
decline in the net asset value of a major
money market mutual fund below $1
per share sparked a flight out of prime
money market funds and caused a
severe impairment of the functioning of
the commercial paper market. In re-
sponse to the extraordinary stresses in
financial markets, the Federal Reserve,
together with U.S. government entities
and many foreign central banks and
governments, implemented a number of
unprecedented policy initiatives. Mea-
sures taken by the Federal Reserve
around this time, discussed in detail in
the appendix, included the establish-
ment of the Asset-Backed Commercial
Paper Money Market Mutual Fund
Liquidity Facility, Commercial Paper
Funding Facility, and Money Market
Investor Funding Facility, which were
intended to improve the liquidity in
short-term debt markets and ease the
strains in credit markets more broadly.
In addition, to address the sizable de-
mand for dollar funding in foreign juris-
dictions, the FOMC authorized in-
creases in its existing liquidity swap
lines with foreign central banks and
established lines with additional central
banks. In domestic markets, the Federal
Reserve raised the regular auction
amounts of the 28- and 84-day maturity
Term Auction Facility (TAF) auctions
and announced two forward TAF auc-
tions to provide funding over year-end.

The expansion of existing liquidity
facilities and the creation of new facili-

ties contributed to a substantial increase
in the size of the Federal Reserve’s bal-
ance sheet. Two initiatives were intro-
duced to help manage the expansion of
the balance sheet and promote control
of the federal funds rate. First, on Sep-
tember 17, the Treasury announced a
temporary Supplementary Financing
Program at the request of the Federal
Reserve. Under this program, the Trea-
sury issues short-term bills over and
above its regular borrowing program,
with the proceeds deposited at the Fed-
eral Reserve. Second, using authority
granted under the Emergency Economic
Stabilization Act, the Federal Reserve
announced on October 6 that it would
begin paying interest on required and
excess reserve balances. The payment
of interest on excess reserves was in-
tended to assist in maintaining the fed-
eral funds rate close to the target set by
the Committee by creating a floor on
interbank market rates. Initially, the
interest rate paid on required reserve
balances was set as a spread below the
average targeted federal funds rate es-
tablished by the FOMC over each re-
serve maintenance period, and the rate
paid on excess balances was set as a
spread below the lowest targeted federal
funds rate for each reserve maintenance
period. Subsequently, with the federal
funds rate trading consistently below
the target rate, the spreads were elimi-
nated.

In late September and into October,
macroeconomic conditions deteriorated
in both the United States and Europe,
prices of crude oil and other commodi-
ties dropped substantially, and some
measures of expected inflation declined.
In light of these developments and the
extraordinary turmoil in financial mar-
kets, the Committee members agreed
that downside risks to economic growth
had increased and that upside risks to
inflation had diminished; at an unsched-
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uled meeting in early October, the
FOMC cut its target to 1'% percent in an
unprecedented coordinated policy ac-
tion with five other major central banks.
This action, along with the accompany-
ing statement, led investors to mark
down further the expected path for the
federal funds rate.

At its October 28-29 meeting, the
FOMC lowered its target for the federal
funds rate an additional 50 basis points,
to 1 percent. The Committee’s state-
ment noted that economic activity ap-
peared to have slowed markedly, a
development due importantly to weak-
ening consumer and business spending
and softening demand from many for-
eign economies. Moreover, the intensi-
fication of financial market turmoil was
likely to exert additional restraint on
spending by further tightening credit
conditions for households and busi-
nesses. The Committee noted that, in
light of the declines in the prices of
energy and other commodities and the
weaker prospects for economic activity,
it expected inflation to moderate in
coming quarters to levels consistent
with price stability. With risks to eco-
nomic activity to the downside, the
Committee indicated that it would
monitor economic and financial devel-
opments carefully and act as needed to
promote sustainable economic growth
and price stability.

The decision of the FOMC at its
October meeting was broadly in line
with market expectations and elicited
only a modest reaction in financial mar-
kets. However, subsequent economic
data releases suggested that economic
activity was weaker and inflation lower
than had been earlier anticipated. Those
readings, along with continued strains
in financial markets that weighed on
investor sentiment, contributed to a
sharp downward revision in the ex-
pected path of policy over the following

weeks. Reflecting investor concerns
about the condition of financial institu-
tions, spreads on credit default swaps
for U.S. banks widened sharply, and
those for insurance companies remained
very elevated.

Available evidence also suggested
further tightening in consumer and
small business credit conditions; in
view of this tightening, the Federal
Reserve announced on November 25
plans for the Term Asset-Backed Secu-
rities Loan Facility (TALF) to support
lending to these borrowers. The Federal
Reserve also announced on November
25 that, to help reduce the cost and
increase the availability of residential
mortgage credit, it would initiate a pro-
gram to purchase up to $100 billion in
direct obligations of housing-related
government-sponsored enterprises and
up to $500 billion in mortgage-backed
securities (MBS) backed by Fannie
Mae, Freddie Mac, and Ginnie Mae.
The announcement and implementation
of the agency purchase program ap-
peared to reduce spreads on agency
debt; conditions for high-quality bor-
rowers in the primary residential mort-
gage market subsequently recovered
somewhat.

Although some financial markets
exhibited signs of improved functioning
ahead of the December meeting, finan-
cial conditions generally remained very
strained. Credit conditions had contin-
ued to tighten for both households and
businesses, and ongoing declines in
equity and house prices further reduced
household wealth. Against this back-
drop, indicators of aggregate economic
activity continued to worsen. The Com-
mittee expected economic activity to
contract sharply in the fourth quarter of
2008 and in early 2009; it noted that the
uncertainty surrounding the outlook
was considerable and that the downside
risk to even this dour trajectory for eco-
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nomic activity was a serious concern.
Inflation pressures had diminished
appreciably as energy and other com-
modity prices dropped and economic
activity slumped. Looking forward,
members agreed that inflation pressures
appeared set to moderate further in
coming quarters, and some saw risks
that inflation could drop below rates
they viewed as most consistent over
time with the Federal Reserve’s dual
mandate for maximum employment and
price stability.

With the federal funds rate already
trading at very low levels as a result of
the large volume of excess reserves
associated with the Federal Reserve’s
liquidity operations, participants agreed
that the Committee would soon need to
use other tools to impart additional
monetary stimulus to the economy. The
Federal Reserve had already adopted a
series of programs that were providing
liquidity support to a range of institu-
tions and markets, and a continued
focus on the quantity and the composi-
tion of Federal Reserve assets appeared
to be necessary and desirable. Partici-
pants agreed that maintenance of a low
level of short-term interest rates for
some time and reliance on the use of
balance sheet policies and communica-
tions about monetary policy could be
effective and appropriate, in light of the
sharp deterioration in the economic out-
look and the appreciable easing of infla-
tionary pressures.

Accordingly, the Committee an-
nounced a target range for the federal
funds rate of 0 to 4 percent and indi-
cated that weak economic conditions
were likely to warrant exceptionally
low levels of the federal funds rate for
some time. The statement also noted
that the size of the Federal Reserve’s
balance sheet would be maintained at a
high level through open market opera-
tions and other measures to support

financial markets and stimulate the
economy. In addition, the statement
indicated that the Committee stood
ready to expand purchases of agency
debt and agency MBS and that it was
evaluating the potential benefits of pur-
chasing longer-term Treasury securities.
The FOMC members emphasized that
their expectation about the path of the
federal funds rate was conditioned on
their view of the likely path of eco-
nomic activity. The interest rates on
required reserve balances and excess
reserve balances were both set at
25 basis points. These monetary policy
decisions apparently were more aggres-
sive than investors had been expecting.
Market participants were somewhat sur-
prised both by the size of the reduction
in the target federal funds rate and by
the statements that policy rates would
likely remain low for some time and
that the FOMC might engage in addi-
tional nontraditional policy actions such
as the purchase of longer-term Treasury
securities.

Incoming data over the following
weeks indicated a continued sharp
contraction in economic activity. The
housing market remained on a steep
downward trend, consumer spending
continued its significant decline, the
slowdown in business equipment in-
vestment intensified, and foreign de-
mand weakened. Conditions in the
labor market continued to deteriorate
rapidly, and the drop in industrial pro-
duction accelerated. Headline consumer
prices fell in November and December,
which reflected declines in consumer
energy prices; core consumer prices
were about flat in those months. Credit
conditions generally remained tight,
with financial markets fragile and some
parts of the banking sector under sub-
stantial stress. However, modest signs
of improvement were evident in some
financial markets—particularly those
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that were receiving support from Fed-
eral Reserve liquidity facilities and
other government actions.

At the meeting in January 2009, par-
ticipants anticipated that a gradual re-
covery in U.S. economic activity would
begin in the second half of the year in
response to monetary easing, another
dose of fiscal stimulus, relatively low
energy prices, and continued efforts by
the government to stabilize the financial
sector and increase the availability of
credit. As of late January, however,
with financial conditions strained and
the near-term economic outlook weak,
most participants agreed that the Com-
mittee should continue to focus on sup-
porting the functioning of financial
markets and stimulating the economy
through purchases of agency debt and
MBS and other measures—including
the implementation of the TALF—that
will keep the size of the Federal Re-
serve’s balance sheet at a high level for
some time. Committee members agreed
that keeping the target range for the
federal funds rate at O to Y4 percent
would be appropriate. They also agreed
to continue using liquidity and asset-
purchase programs to support the func-
tioning of financial markets and to
stimulate the economy.

In its January statement, the FOMC
reemphasized that the Federal Reserve
will use all available tools to promote
the resumption of sustainable economic
growth and to preserve price stability.
The Committee also stated that, in addi-
tion to the purchases of agency debt and
MBS already under way, it was pre-
pared to purchase longer-term Treasury
securities if evolving circumstances in-
dicated that such transactions would be
particularly effective in improving con-
ditions in private credit markets. The
Committee will continue to monitor
carefully the size and composition of
the Federal Reserve’s balance sheet in

light of evolving financial market de-
velopments. It will also continue to
assess whether expansions of, or modi-
fications to, lending facilities would
serve to further support credit markets
and economic activity and help preserve
price stability.

Part 4
Summary of
Economic Projections

The following material appeared as an
addendum to the minutes of the January
27-28, 2009, meeting of the Federal
Open Market Committee.

In conjunction with the January 27-28,
2009 FOMC meeting, the members of
the Board of Governors and the presi-
dents of the Federal Reserve Banks, all
of whom participate in deliberations of
the FOMC, provided projections for
economic growth, unemployment, and
inflation in 2009, 2010, 2011, and over
the longer run. Projections were based
on information available through the
conclusion of the meeting, on each
participant’s assumptions regarding a
range of factors likely to affect eco-
nomic outcomes, and on his or her
assessment of appropriate monetary
policy. “Appropriate monetary policy”
is defined as the future policy that,
based on current information, is deemed
most likely to foster outcomes for eco-
nomic activity and inflation that best
satisfy the participant’s interpretation of
the Federal Reserve’s dual objectives of
maximum employment and price stabil-
ity. Longer-run projections represent
each participant’s assessment of the rate
to which each variable would be ex-
pected to converge over time under
appropriate monetary policy and in the
absence of further shocks.

FOMC participants viewed the out-
look for economic activity and inflation
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as having weakened significantly since
last October, when their last projections
were made. As indicated in Table 1 and
depicted in Figure 1, participants pro-
jected that real GDP would contract this
year, that the unemployment rate would
increase substantially, and that con-
sumer price inflation would be signifi-
cantly lower than in recent years. Given
the strength of the forces currently
weighing on the economy, participants
generally expected that the recovery
would be unusually gradual and pro-
longed: All participants anticipated that
unemployment would remain substan-
tially above its longer-run sustainable
rate at the end of 2011, even absent fur-
ther economic shocks; a few indicated
that more than five to six years would
be needed for the economy to converge
to a longer-run path characterized by
sustainable rates of output growth and
unemployment and by an appropriate
rate of inflation. Participants generally

judged that their projections for both
economic activity and inflation were
subject to a degree of uncertainty ex-
ceeding historical norms. Nearly all
participants viewed the risks to the
growth outlook as skewed to the down-
side, and all participants saw the risks
to the inflation outlook as either bal-
anced or tilted to the downside.

The Outlook

Participants’ projections for the change
in real GDP in 2009 had a central ten-
dency of —1.3 to —-0.5 percent, com-
pared with the central tendency of —0.2
to 1.1 percent for their projections last
October. In explaining these downward
revisions, participants referred to the
further intensification of the financial
crisis and its effect on credit and wealth,
the waning of consumer and business
confidence, the marked deceleration in
global economic activity, and the weak-

Table 1. Economic Projections of Federal Reserve Governors and Reserve Bank Presidents,

January 2009
Percent
Central tendency’ Range”
Variable L L
2009 2010 2011 ONECr | 2009 2010 2011 onser
Run Run
Change in real GDP ...|-13t0-0.5 25t033 38t050 25t027 -25t002 15045 23t055 24t03.0
October projection ..|-0.2to 1.1 23t032 2.8t03.6 n.a. -1.0to 1.8 1.5t045 20t05.0 n.a.
Unemployment rate ...| 85t088 80t083 67t075 48t050 80t092 70092 55t080 45t055
October projection ..| 7.1t07.6 65t07.3 5.51t06.6 n.a. 6.6t080 55t080 49t073 n.a.
PCE inflation ......... 03t01.0 1.0tol5 09to1l.7 17t020 -05t0l5 07t01l8 02to2.1 1.5t02.0
October projection ..| 13t020 14to1.8 14tol.7 n.a. 1.0to22 1.1t0o19 0.8to 1.8 n.a.
Core PCE inflation® ...| 0.9to 1.1 0.8to 1.5 0.7to 1.5 06t015 04tol.7 0.0to 1.8
October projection ..| 151020 13to1.8 13t 1.7 13021 1.1tol9 08to 1.8

NotE: Projections of change in real gross domestic
product (GDP) and of inflation are from the fourth quar-
ter of the previous year to the fourth quarter of the year
indicated. PCE inflation and core PCE inflation are the
percentage rates of change in, respectively, the price
index for personal consumption expenditures (PCE) and
the price index for PCE excluding food and energy. Pro-
jections for the unemployment rate are for the average
civilian unemployment rate in the fourth quarter of the
year indicated. Each participant’s projections are based
on his or her assessment of appropriate monetary policy.
Longer-run projections represent each participant’s

assessment of the rate to which each variable would be
expected to converge under appropriate monetary policy
and in the absence of further shocks to the economy. The
October projections were made in conjunction with the
FOMC meeting on October 28-29, 2008.

1. The central tendency excludes the three highest and
three lowest projections for each variable in each year.

2. The range for a variable in a given year includes all
participants’ projections, from lowest to highest, for that
variable in that year.

3. Longer-run projections for core PCE inflation are
not collected.
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Figure 1. Central Tendencies and Ranges of Economic Projections, 2009-11 and over the Longer Run
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ness of incoming data on spending and during the first half of this year; they
employment. Participants anticipated a noted that consumer spending would
broad-based decline in aggregate output likely be damped by the deterioration in
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labor markets, the tightness of credit
conditions, the continuing decline in
house prices, and the recent sharp
reduction in stock market wealth, and
they saw reductions in consumer de-
mand contributing to further weakness
in business investment. However, par-
ticipants expected that the economy
would begin to recover—albeit grad-
ually—during the second half of the
year, mainly reflecting the effects of fis-
cal stimulus and of Federal Reserve
measures providing support to credit
markets.

Looking further ahead, participants’
growth projections had a central ten-
dency of 2.5 to 3.3 percent for 2010 and
3.8 to 5.0 percent for 2011. Participants
generally expected that strains in finan-
cial markets would ebb only slowly and
hence that the pace of recovery in 2010
would be damped. Nonetheless, partici-
pants generally anticipated that real
GDP growth would gain further mo-
mentum in 2011, reaching a pace that
would temporarily exceed their esti-
mates of the longer-run sustainable rate
of economic growth and would thereby
help reduce the slack in resource utili-
zation. Most participants expected that,
absent further shocks, economic growth
would eventually converge to a rate of
2.5 to 2.7 percent, reflecting longer-
term trends in the growth of productiv-
ity and the labor force.

Participants anticipated that labor
market conditions would deteriorate
substantially further over the course of
this year, and nearly all expected that un-
employment would still be well above
its longer-run sustainable rate at the end
of 2011. Participants’ projections for
the average unemployment rate during
the fourth quarter of 2009 had a central
tendency of 8.5 to 8.8 percent, mark-
edly higher than last December’s actual
unemployment rate of 7.2 percent the
latest available figure at the time of the

January FOMC meeting. Nearly all par-
ticipants’ projections were more than a
percentage point higher than their previ-
ous forecasts made last October, reflect-
ing the sharp rise in actual unemploy-
ment that occurred during the final
months of 2008 as well as participants’
weaker outlook for economic activity
this year. Most participants anticipated
that output growth in 2010 would not
be substantially above its longer-run
trend rate and hence that unemployment
would decline only modestly next year.
With economic activity and job creation
generally projected to accelerate in
2011, participants anticipated that job-
lessness would decline more apprecia-
bly that year, as is evident from the cen-
tral tendency of 6.7 to 7.5 percent for
their unemployment rate projections.
Participants expected that the unem-
ployment rate would decline further
after 2011, and most saw it settling in at
a rate of 4.8 to 5.0 percent over time.
The central tendency of participants’
projections for total PCE inflation this
year was 0.3 to 1.0 percent, about a per-
centage point lower than the central ten-
dency of their projections last October.
Many participants noted that recent
readings on inflation had been surpris-
ingly low, and some anticipated that the
unexpected declines in the prices of
energy and other commodities that had
occurred in the latter part of 2008
would continue to hold down inflation
at the consumer level in 2009. Partici-
pants also marked down their projec-
tions for core PCE inflation this year in
light of their views about the indirect
effects of lower energy prices and the
influence of increased resource slack.
Looking beyond this year, partici-
pants’ projections for total PCE infla-
tion had a central tendency of 1.0 to
1.5 percent for 2010, 0.9 to 1.7 percent
for 2011, and 1.7 to 2.0 percent over the
longer run. Participants’ longer-run pro-
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jections for total PCE inflation reflected
their individual assessments of the mea-
sured rates of inflation consistent with
the Federal Reserve’s dual mandate for
promoting price stability and maximum
employment. Most participants judged
that a longer-run PCE inflation rate of
2 percent would be consistent with the
dual mandate; others indicated that 1%~
or 1% percent inflation would be appro-
priate. Modestly positive longer-run
inflation would allow the Committee to
stimulate economic activity and support
employment by setting the federal funds
rate temporarily below the inflation rate
when the economy is buffeted by a
large negative shock to demands for
goods and services. Participants gener-
ally expected that core and overall
inflation would converge over time, and
that persistent economic slack would
continue to weigh on inflation outcomes
for the next few years and hence that
total PCE inflation in 2011 would still
be below their assessments of the
appropriate inflation rate for the longer
run.

Risks to the Outlook

Participants continued to view uncer-
tainty about the outlook for economic
activity as higher than normal.'® The
risks to their projections for real GDP
growth were judged as being skewed to
the downside and the associated risks to
their projections for the unemployment
rate were tilted to the upside. Partici-
pants highlighted the considerable de-

13. Table 2 provides estimates of forecast
uncertainty for the change in real GDP, the unem-
ployment rate, and total consumer price inflation
over the period from 1987 to 2007. At the end of
this summary, the box “Forecast Uncertainty” dis-
cusses the sources and interpretation of uncer-
tainty in economic forecasts and explains the
approach used to assess the uncertainty and risks
attending participants’ projections.

Table 2. Average Historical Projection
Error Ranges

Percentage points

Variable 2009 | 2010 | 2011
Change in real GDP! ...... 1.2 14 14
Unemployment rate' ....... 0.5 0.8 1.0
Total consumer prices? ..... +0.9 +1.0 +0.9

Note: Error ranges shown are measured as plus or
minus the root mean squared error of projections that
were released in the winter from 1987 through 2007 for
the current and following two years by various private
and government forecasters. As described in the box
“Forecast Uncertainty,” under certain assumptions, there
is about a 70 percent probability that actual outcomes for
real GDP, unemployment, and consumer prices will be in
ranges implied by the average size of projection errors
made in the past. Further information is in David Reif-
schneider and Peter Tulip (2007), “Gauging the Uncer-
tainty of the Economic Outlook from Historical Forecast-
ing Errors,” Finance and Economics Discussion Series
2007-60 (Board of Governors of the Federal Reserve
System, November).

1. For definitions, refer to general note in table 1.

2. Measure is the overall consumer price index, the
price measure that has been most widely used in govern-
ment and private economic forecasts. Projection is per-
cent change, fourth quarter of the previous year to the
fourth quarter of the year indicated. The slightly nar-
rower estimated width of the confidence interval for
inflation in the third year compared with that for the sec-
ond year is likely the result of using a limited sample
period for computing these statistics.

gree of uncertainty about the future
course of the financial crisis and its
impact on the real economy; for exam-
ple, rising unemployment and weaker
growth could exacerbate delinquencies
on household and business loans, lead-
ing to higher losses for financial firms
and so to a further tightening of credit
conditions that would in turn put further
downward pressure on spending to a
greater degree than currently foreseen.
In addition, some participants noted that
a substantial degree of uncertainty was
associated with gauging the stimulative
effects of nontraditional monetary pol-
icy tools that are now being employed
given that conventional policy easing
was limited by the zero lower bound on
nominal interest rates. Others referred
to uncertainties regarding the size, com-
position, and effectiveness of the fiscal
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stimulus package—which was still
under consideration at the time of the
FOMC meeting—and of further mea-
sures to stabilize the banking system.

As in October, most participants con-
tinued to view the uncertainty surround-
ing their inflation projections as higher
than historical norms. A slight majority
of participants judged the risks to the
inflation outlook as roughly balanced,
while the rest viewed these risks as
skewed to the downside. Participants in-
dicated that elevated uncertainty about
global growth was clouding the outlook
for prices of energy and other com-
modities and hence contributing to
greater uncertainty in their inflation
projections. Many participants stated
that their assessments regarding the
level of uncertainty and balance of risks
to the inflation outlook were closely
linked to their judgments about the
uncertainty and risks to the outlook for
economic activity. Some participants
noted the risk that inflation expectations
might become unanchored and drift
downward in response to persistently
low inflation outcomes, while others
pointed to the possibility of an upward
shift if investors became concerned that
stimulative policy measures might not
be unwound in a timely fashion once
the economy begins to recover.

Diversity of Views

Figures 2.A and 2.B provide further
details on the diversity of participants’
views regarding likely outcomes for
real GDP growth and the unemploy-
ment rate, respectively. For 2009 to
2011, the dispersion in participants’
projections for each variable was
roughly the same as for their projec-
tions last October. This dispersion
mainly indicated the diversity of partici-
pants’ assessments regarding the stimu-
lative effects of fiscal policy, the pace

of recovery in financial markets, and
the evolution of households’ desired
saving rates. The dispersion in partici-
pants’ longer-run projections reflected
differences in their estimates regarding
the sustainable rates of output growth
and unemployment to which the econ-
omy would converge under appropriate
policy and in the absence of any further
shocks.

Figures 2.C and 2.D provide corre-
sponding information regarding the
diversity of participants’ views regard-
ing the inflation outlook. The dispersion
in participants’ projections for total
PCE inflation in 2009 was substantially
greater than for their projections made
last October, due to increased diversity
of participants’ views regarding the
near-term evolution of prices of energy
and raw materials and the extent to
which changes in those prices would be
likely to pass through into overall infla-
tion. The dispersion in participants’
projections for core PCE inflation in
2009 was noticeably lower than last
October, but the dispersion in their pro-
jections for core inflation in 2010 and
2011 was markedly wider, reflecting
varying assessments about the timing
and pace of economic recovery, the sen-
sitivity of inflation to slack in resource
utilization, the prevalence of downward
nominal wage rigidity, and the likeli-
hood that inflation expectations will
remain firmly anchored. A few partici-
pants anticipated that inflation in 2011
would be close to their longer-run pro-
jections. However, most participants’
projections for total PCE inflation in
2011 were below their longer-run pro-
jections, primarily reflecting the antici-
pated effects of substantial slack over
the next three years; this inflation gap
was about Y4 to ' percentage point for
some participants but exceeded a full
percentage point for others.
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Figure 2.A. Distribution of Participants’ Projections for the Change in Real GDP, 2009-11

and over the Longer Run
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Figure 2.B. Distribution of Participants’ Projections for the Unemployment Rate, 2009-11

"Wl

[

Cidlle o

— 12
— 10
8
6
4
2

Number of participants

Longer Run
DDHH ]

NotE: Definitions of variables are in the general note to table 1.

L

Percent range




48  95th Annual Report, 2008

Figure 2.C. Distribution of Participants’ Projections for PCE Inflation, 2009-11 and over the Longer Run
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Figure 2.D. Distribution of Participants’ Projections for Core PCE Inflation, 2009-11
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Forecast Uncertainty

The economic projections provided by the
members of the Board of Governors and
the presidents of the Federal Reserve
Banks inform discussions of monetary pol-
icy among policymakers and can aid pub-
lic understanding of the basis for policy
actions. Considerable uncertainty attends
these projections, however. The economic
and statistical models and relationships
used to help produce economic forecasts
are necessarily imperfect descriptions of
the real world. And the future path of the
economy can be affected by myriad
unforeseen developments and events.
Thus, in setting the stance of monetary
policy, participants consider not only what
appears to be the most likely economic
outcome as embodied in their projections,
but also the range of alternative possibili-
ties, the likelihood of their occurring, and
the potential costs to the economy should
they occur.

Table 2 summarizes the average histori-
cal accuracy of a range of forecasts,
including those reported in past Monetary
Policy Reports and those prepared by Fed-
eral Reserve Board staff in advance of
meetings of the Federal Open Market
Committee. The projection error ranges
shown in the table illustrate the consider-
able uncertainty associated with economic
forecasts. For example, suppose a partici-
pant projects that real GDP and total con-
sumer prices will rise steadily at annual
rates of, respectively, 3 percent and 2 per-
cent. If the uncertainty attending those
projections is similar to that experienced

in the past and the risks around the pro-
jections are broadly balanced, the num-
bers reported in table 2 would imply a
probability of about 70 percent that
actual GDP would expand between
1.8 percent to 4.2 percent in the current
year and 1.6 percent to 4.4 percent in the
second and third years. The correspond-
ing 70 percent confidence intervals for
overall inflation would be 1.1 percent to
2.9 percent in the current year, 1.0 percent
to 3.0 percent in the second year, and
1.1 percent to 2.9 percent in the third year.

Because current conditions may differ
from those that prevailed on average
over history, participants provide judg-
ments as to whether the uncertainty
attached to their projections of each vari-
able is greater than, smaller than, or
broadly similar to typical levels of fore-
cast uncertainty in the past as shown in
table 2. Participants also provide judg-
ments as to whether the risks to their
projections are weighted to the upside,
downside, or are broadly balanced. That
is, participants judge whether each vari-
able is more likely to be above or below
their projections of the most likely out-
come. These judgments about the uncer-
tainty and the risks attending each par-
ticipant’s projections are distinct from
the diversity of participants’ views about
the most likely outcomes. Forecast un-
certainty is concerned with the risks
associated with a particular projection,
rather than with divergences across a
number of different projections.
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Appendix
Federal Reserve Initiatives
to Address Financial Strains

Since the onset of the financial turmoil
in the summer of 2007, the Federal
Reserve has announced several new
measures to address the strains in finan-
cial markets, as well as enhancements
to its existing liquidity facilities. (For
outstanding balances related to these
facilities, see table.)

Provision of Liquidity
to Banks and Dealers

Modifications to the
Primary Credit Program

Following the onset of the financial tur-
moil, the Federal Reserve Board an-
nounced temporary changes to its pri-
mary credit discount window facility on
August 17, 2007. These changes were
designed to provide depositories with

greater assurance about the cost and
availability of funding. First, the Fed-
eral Reserve Board approved a 50 basis
point reduction in the primary credit
rate to narrow the spread between the
primary credit rate and the Federal
Open Market Committee’s target fed-
eral funds rate to 50 basis points. Sec-
ond, the Federal Reserve Board an-
nounced a change to the Reserve
Banks’ usual practices to allow the pro-
vision of term financing for as long as
30 days, renewable by the borrower.

To bolster market liquidity further in
the face of increasing financial strains,
on March 16, 2008, the Federal Reserve
Board unanimously approved a request
by the Federal Reserve Banks to de-
crease the spread of the primary credit
rate over the FOMC’s target federal
funds rate to '4 percentage point. The
Board also approved an increase in the
maximum maturity of primary credit
loans to 90 days from 30 days.

Federal Reserve Provision of Liquidity and Credit, 2007-09

Millions of dollars

Asset Dec. 31, June 30, Feb. 18,
2007 2008 2009

Provision of liquidity to banks and dealers
Primary credit program ............. ..o 8,620 24,095 65,144
Term Auction Facility ... 40,000 150,000 447,563
Liquidity swaps with foreign central banks ................. 21,000 62,000 375,005
Securities lent under the Term Securities Lending Facility .. n.a. 104,097 115,280
Primary Dealer Credit Facility and other broker-dealer credit n.a 1,455 25,268
Provision of liquidity to other market participants
Asset-Backed Commercial Paper Money Market Mutual

Funding Facility ... n.a. n.a. 12,722
Net portfolio holdings of Commerical Paper Funding Facility n.a. n.a. 248,671
Net portfolio holdings of LLCs funded through the Money Market

Investor Funding Facility ........... ... ..o i n.a n.a. 0
Support of critical institutions
Net portfolio holdings of Maiden Lane I, II, and III LLCs' .......... n.a. 29,970 72,231
Credit extended to American International Group, Inc. ............... n.a. n.a. 37,357

Note: LLC is a limited liability company.

1. The Federal Reserve has extended credit to several
LLCs in conjunction with efforts to support critical insti-
tutions. Maiden Lane LLC was formed to acquire certain
assets of The Bear Stearns Companies, Inc. Maiden Lane
II LLC was formed to purchase residential mortgage-
backed securities from the U.S. securities lending rein-

vestment portfolio of subsidiaries of American Interna-
tional Group, Inc. (AIG). Maiden Lane III LLC was
formed to purchase multisector collateralized debt obli-
gations on which the Financial Products group of AIG
has written credit default swap contracts.

n.a. Not available.

SouRck: Federal Reserve Board.
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The Term Auction Facility

To address elevated pressures in short-
term funding markets, in December
2007 the Board of Governors of the
Federal Reserve System approved the
establishment of a Term Auction Facil-
ity (TAF). Under this program, the Fed-
eral Reserve auctions term funds to
depository institutions against the wide
variety of collateral that can be used to
secure loans at the discount window.
By increasing the access of depository
institutions to funding, the TAF has
supported the ability of such institutions
to meet the credit needs of their cus-
tomers.

Each depository institution that is
judged to be in generally sound finan-
cial condition by its Reserve Bank (and
likely to remain so over the term of the
loan) can participate in TAF auctions.
All advances must be fully collateral-
ized. Each TAF auction is for a fixed
amount of funds, with the rate deter-
mined by the auction process (subject to
a minimum bid rate). A depository
institution submits bids through its Re-
serve Bank. The minimum bid rate for
the auctions was initially established at
the overnight index swap (OIS) rate
corresponding to the maturity of the
credit being auctioned. In January 2009,
the minimum bid rate was changed to
the interest rate paid by the Federal
Reserve on excess reserve balances.

Initially, TAF auctions were in
amounts of $20 billion and provided
primarily 28-day term funds. Over the
course of 2008, the Federal Reserve
extended the term of some auctions to
84 days and raised the regular amounts
of both the 28- and 84-day TAF auc-
tions to $150 billion. The Federal
Reserve also conducted two forward
TAF auctions in November for
$150 billion each, which provided fund-
ing over year-end.

Liquidity Swap Lines
with Foreign Central Banks

To address the increasing demand for
dollar funding in foreign jurisdictions,
in December 2007, the Federal Open
Market Committee (FOMC) authorized
temporary reciprocal currency arrange-
ments (swap lines) with the European
Central Bank (ECB) and the Swiss
National Bank (SNB). These arrange-
ments initially provided dollars in
amounts of up to $20 billion and $4 bil-
lion to the ECB and the SNB, respec-
tively, for use in their jurisdictions. The
FOMC approved these liquidity swap
lines for a period of up to six months
and later extended this term to October
30, 2009.

As demand for dollar funding rose
further over the course of 2008, the
FOMC authorized the expansion of its
existing swap lines with the ECB and
SNB. In the fall, the formal quantity
limits on these lines, as well as on swap
lines that were set up with the Bank of
Japan and the Bank of England, were
eliminated. The FOMC also authorized
new liquidity swap lines with 10 other
central banks: the Reserve Bank of
Australia, the Banco Central do Brasil,
the Bank of Canada, the Danmarks
Nationalbank, the Bank of Korea, the
Bank of Mexico, the Reserve Bank of
New Zealand, the Norges Bank, the
Monetary Authority of Singapore, and
the Sveriges Riksbank.

The Term Securities Lending Facility

On March 11, 2008, to address increas-
ing liquidity pressures in funding mar-
kets, the Federal Reserve announced the
establishment of a Term Securities
Lending Facility (TSLF). Under the
TSLF, the Federal Reserve lends up to
$200 billion of Treasury securities to
primary dealers for a term of 28 days
(rather than overnight, as in the regular
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securities lending program); the lending
is secured by a pledge of other securi-
ties. Initially, the eligible collateral
included other Treasury securities, fed-
eral agency debt, federal agency resi-
dential mortgage-backed securities
(MBS), and non-agency AAA/Aaa-
rated private-label residential MBS. In
September, this list was broadened to
include all investment-grade debt se-
curities. The TSLF is intended to
strengthen the financing position of pri-
mary dealers and foster improved con-
ditions in financial markets more gener-
ally. Securities are made available
through weekly auctions. This facility is
currently scheduled to expire on Octo-
ber 30, 2009.

The Primary Dealer
Credit Facility

To bolster market liquidity and promote
orderly market functioning, on March
16, 2008, the Federal Reserve Board
voted unanimously to authorize the
Federal Reserve Bank of New York to
create a lending facility—the Primary
Dealer Credit Facility—to improve the
ability of primary dealers to provide
financing to participants in securitiza-
tion markets. This facility became
available for business on Monday,
March 17, and was originally instituted
for a term of six months; this term was
subsequently extended, and the facility
is currently set to expire on October 30,
2009. Collateral pledged to secure loans
under this facility was initially limited
to investment-grade debt securities;
subsequently, eligible collateral was
expanded to include all collateral eli-
gible for pledge in triparty funding
arrangements through the major clear-
ing banks. The interest rate charged on
such credit is the same as the primary
credit rate at the Federal Reserve Bank
of New York.

Provision of Liquidity
to Other Market Participants

The Asset-Backed Commercial Paper
Money Market Mutual Fund

Liquidity Facility

On September 19, 2008, the Federal
Reserve announced the creation of
the Asset-Backed Commercial Paper
Money Market Mutual Fund Liquidity
Facility (AMLF). Under this program,
the Federal Reserve extends nonre-
course loans at the primary credit rate
to U.S. depository institutions and bank
holding companies to finance their pur-
chases of high-quality asset-backed
commercial paper (ABCP) from money
market mutual funds. This initiative is
intended to assist money funds that hold
such paper in meeting demands for
redemptions by investors and to foster
liquidity in the ABCP markets and
broader money markets. Although the
AMLF was initially authorized through
January 2009, the Board subsequently
extended its operation through October
30, 2009.

The Commercial Paper
Funding Facility

On October 7, the Federal Reserve
authorized the creation of the Commer-
cial Paper Funding Facility (CPFF) to
provide a liquidity backstop to U.S.
issuers of commercial paper. The CPFF
is intended to improve liquidity in
short-term funding markets and thereby
increase the availability of credit for
businesses and households. The CPFF
is currently authorized to purchase com-
mercial paper through October 30,
20009.

Under the CPFF, Federal Reserve
credit is provided to a special purpose
vehicle (SPV) that, in turn, purchases
commercial paper of eligible issuers.
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The Federal Reserve Bank of New York
has committed to lend to the SPV on a
recourse basis, with such loans secured
by all the assets of the SPV. The SPV
purchases from eligible issuers three-
month U.S. dollar-denominated com-
mercial paper through the Federal
Reserve Bank of New York’s primary
dealers. Eligible issuers are U.S. issuers
of commercial paper, including U.S.
issuers with a foreign parent company.
The SPV purchases only U.S. dollar-
denominated commercial paper (includ-
ing ABCP) that is rated at least A-1/
P-1/F1.

The maximum amount of a single
issuer’s commercial paper that the SPV
may own at any time is the greatest
amount of U.S. dollar-denominated
commercial paper the issuer had out-
standing on any day between January 1
and August 31, 2008. The SPV will not
purchase additional commercial paper
from an issuer whose total commercial
paper outstanding to all investors
(including the SPV) equals or exceeds
the issuer’s limit. Pricing is based on
the three-month OIS rate plus fixed
spreads. At the time of its registration to
use the CPFF, each issuer must pay a
facility fee equal to 0.1 percent of the
maximum amount of its commercial
paper the SPV may own.

The Money Market Investor
Funding Facility

On October 21, 2008, the Federal
Reserve announced the creation of the
Money Market Investor Funding Facil-
ity (MMIFF). Under the MMIFF, the
Federal Reserve Bank of New York
will provide senior secured funding to a
series of SPVs to facilitate an industry-
supported private-sector initiative to
finance the purchase of eligible assets
from eligible investors. Eligible assets

include U.S. dollar-denominated certifi-
cates of deposit and commercial paper
issued by highly rated financial institu-
tions and having remaining maturities
of 90 days or less. Eligible investors
currently include U.S. money market
mutual funds and other similar entities.
By backstopping the sales of money
market instruments in the secondary
market, the MMIFF should improve the
liquidity of money market investors,
thus increasing their ability to meet
redemption requests and their willing-
ness to invest in money market instru-
ments. Improved money market condi-
tions enhance the ability of banks and
other financial intermediaries to ac-
commodate the credit needs of busi-
nesses and households.

The SPVs will purchase eligible
money market instruments from eligible
investors using financing from the
MMIFF and from the issuance of
ABCP. The SPVs will issue to the seller
of each eligible asset ABCP equal to
10 percent of the asset’s purchase price,
with the remaining 90 percent of the
transaction funded in cash. The Federal
Reserve Bank of New York will com-
mit to lend to each SPV 90 percent of
the purchase price of each eligible
asset. These loans will be on an over-
night basis and at the primary credit
rate. The loans will be senior to the
ABCP, with recourse to the SPV, and
secured by all the assets of the SPV. At
the time of an SPV’s purchase of a debt
instrument issued by a financial institu-
tion, the debt instruments of that finan-
cial institution may not constitute more
than 15 percent of the assets of the
SPV, except during an initial ramp-up
period when the concentration limit
may be 20 percent. The SPVs financed
by the MMIFF are scheduled to enter a
wind-down process on October 30,
2009.
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The Term Asset-Backed Securities
Loan Facility

On November 25, 2008, the Federal
Reserve Board announced plans for the
Term Asset-Backed Securities Loan
Facility (TALF), a facility that will help
market participants meet the credit
needs of households and small busi-
nesses by supporting the issuance of
asset-backed securities (ABS) collater-
alized by student loans, auto loans,
credit card loans, and loans guaranteed
by the Small Business Administration.
The TALF is designed to increase credit
availability and support economic activ-
ity by facilitating renewed issuance of
consumer and small business ABS at
more normal interest rate spreads.

Under the current design of the
TALF, the Federal Reserve Bank of
New York will lend up to $200 billion
on a nonrecourse basis to holders of
certain AAA-rated ABS backed by con-
sumer and small business loans. Eli-
gible securities must have been issued
on or after January 1, 2009, and all or
substantially all of the credit exposures
underlying eligible ABS must be newly
or recently originated exposures to
U.S.-domiciled obligors. Originators of
the credit exposures underlying eligible
ABS must have agreed to comply with,
or already be subject to, the executive
compensation requirements of the
Emergency Economic Stabilization Act
of 2008.

On February 10, 2009, the Federal
Reserve Board announced that it is pre-
pared to undertake a substantial expan-
sion of the TALF. The expansion could
increase the size of the TALF to as
much as $1 trillion and could broaden
the eligible collateral to encompass
other types of newly issued AAA-rated
asset-backed securities, such as com-
mercial MBS and private-label residen-
tial MBS. An expansion of the TALF

would be supported by the provision by
the Treasury of additional funds from
the Troubled Asset Relief Program
(TARP).

All U.S. persons who own eligible
collateral may participate in the TALF,
and each borrower must use a primary
dealer to access the TALF. The Federal
Reserve Bank of New York will offer a
fixed amount of loans under the TALF
on a monthly basis. Via a competitive,
sealed-bid auction process, the Federal
Reserve Bank of New York will award
loans in amounts equal to the market
value of the ABS less a haircut. The
loans will be nonrecourse, will be
secured at all times by the ABS, and
will have a three-year term, with inter-
est payable monthly. The Treasury,
under the TARP, will provide credit
protection to the Federal Reserve Bank
of New York in connection with the
TALF. The facility will cease making
new loans on December 31, 2009,
unless the Board agrees to extend the
facility.

Direct Purchases of Assets

On September 19, 2008, the Federal
Reserve announced that, to support
market functioning, the Open Market
Trading Desk would begin purchasing
federal agency discount notes in the
secondary market for the System Open
Market Account. These instruments are
short-term debt obligations issued by
Fannie Mae, Freddie Mac, and the Fed-
eral Home Loan Banks. Similar to
secondary-market purchases of Trea-
sury securities, purchases of Fannie
Mae, Freddie Mac, and Federal Home
Loan Bank debt are conducted with the
Federal Reserve’s primary dealers
through a series of competitive auc-
tions.

To help reduce the cost and increase
the availability of residential mortgage
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credit, the Federal Reserve announced
on November 25 a program to purchase
up to $100 billion in direct obligations
of housing-related government-spon-
sored enterprises (GSEs) and up to
$500 billion in MBS backed by Fannie
Mae, Freddie Mac, the Federal Home
Loan Banks, and Ginnie Mae. Pur-
chases of agency debt obligations began
in December, and purchases of MBS
began in January.

The program to purchase GSE direct
obligations has initially focused on
fixed-rate, noncallable, senior bench-
mark securities issued by Fannie Mae,
Freddie Mac, and the Federal Home
Loan Banks. Over the course of the pro-
gram, the Federal Reserve may change
the scope of purchasable securities. Pur-
chases will be made through a multiple-
price competitive auction process. Pri-
mary dealers are eligible to transact
directly with the Federal Reserve and
are encouraged to submit offers for
themselves and their customers.

Support of Critical Institutions

Bear Stearns

In mid-March of 2008, The Bear
Stearns Companies, Inc., a major in-
vestment bank and primary dealer, was
pushed to the brink of failure after los-
ing the confidence of investors and
finding itself without access to short-
term financing markets. A bankruptcy
filing would have forced the secured
creditors and counterparties of Bear
Stearns to liquidate underlying collat-
eral, and given the illiquidity of mar-
kets, those creditors and counterparties
might well have sustained substantial
losses. If they had responded to losses
or the unexpected illiquidity of their
holdings by pulling back from provid-
ing secured financing to other firms and
by dumping large volumes of illiquid

assets on the market, a much broader
financial crisis likely would have en-
sued. Thus, the Federal Reserve judged
that a disorderly failure of Bear Stearns
would have threatened overall financial
stability and would most likely have
had significant adverse implications for
the U.S. economy.

After discussions with the Securities
and Exchange Commission and in close
consultation with the Treasury, the Fed-
eral Reserve determined that it should
invoke emergency authorities to pro-
vide special financing to facilitate the
acquisition of Bear Stearns by JPMor-
gan Chase & Co. JPMorgan Chase
agreed to purchase Bear Stearns and
assume the company’s financial ob-
ligations. The Federal Reserve agreed
to supply term funding, secured by
$30 billion in Bear Stearns assets, to
facilitate the purchase. A limited liabil-
ity company, Maiden Lane LLC, was
formed to facilitate the arrangements
associated with the purchase by acquir-
ing certain assets of Bear Stearns and
managing those assets through time to
maximize repayment of the credit ex-
tended and to minimize disruption to
financial markets. JPMorgan Chase
completed the acquisition of Bear
Stearns on June 26, and the Federal Re-
serve extended approximately $29 bil-
lion of funding to Maiden Lane on that
date.

American International Group

In early September, the condition of
American International Group, Inc.
(AIG), a large, complex financial insti-
tution, deteriorated rapidly. In view of
the likely systemic implications and the
potential for significant adverse effects
on the economy of a disorderly failure
of AIG, on September 16, the Federal
Reserve Board, with the support of the
Treasury, authorized the Federal Re-
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serve Bank of New York to lend up to
$85 billion to the firm to assist it in
meeting its obligations and to facilitate
the orderly sale of some of its busi-
nesses. This facility had a 24-month
term, with interest accruing on the out-
standing balance at a rate of 3-month
Libor plus 850 basis points, and was
collateralized by all of the assets of
AIG and its primary nonregulated sub-
sidiaries. On October 8, the Federal
Reserve announced an additional pro-
gram under which it would lend up to
$37.8 billion to finance investment-
grade, fixed-income securities held by
AIG. These securities had previously
been lent by AIG’s insurance company
subsidiaries to third parties.

In November, the Treasury an-
nounced that it would purchase $40 bil-
lion of newly issued AIG preferred
shares under the TARP, which allowed
the Federal Reserve to reduce from
$85 billion to $60 billion the total
amount available under the credit facil-
ity. Further, the interest rate on that
facility was reduced to Libor plus
300 basis points, the fee on undrawn
funds was reduced to 75 basis points,
and the term of the facility was length-
ened from two years to five years. The
Federal Reserve also announced plans
to restructure its lending related to AIG
by extending credit to two newly
formed limited liability companies. The
first, Maiden Lane II LLC, received a
$22.5 billion loan from the Federal
Reserve and a $1 billion subordinated
loan from AIG and purchased residen-
tial mortgage-backed securities from
AIG. As a result of these actions, the
securities lending facility established on
October 8 was subsequently repaid and
terminated. The second new company,
Maiden Lane III LLC, received a
$30 billion loan from the Federal Re-
serve and a $5 billion subordinated loan
from AIG and purchased multisector

collateralized debt obligations on which
AIG has written credit default swap
contracts.

Citigroup

Market anxiety about the condition of
Citigroup intensified in November
2008, especially in the wake of the
firm’s announcement that it would lay
off 52,000 workers and absorb $17 bil-
lion in distressed assets from structured
investment vehicles that it sponsored,
and concerns about the firm’s access to
funding mounted. To support financial
market stability, the U.S. government
on November 23 entered into an agree-
ment with Citigroup to provide a pack-
age of capital, guarantees, and liquidity
access. As part of the agreement, the
Treasury and Federal Deposit Insurance
Corporation (FDIC) are providing capi-
tal protection against outsized losses on
a pool of about $306 billion in residen-
tial and commercial real estate and
other assets, Citigroup has issued pre-
ferred shares to the Treasury and FDIC,
and the Treasury has purchased an addi-
tional $20 billion in Citigroup preferred
stock using TARP funds. In addition
and if necessary, the Federal Reserve
stands ready to backstop residual risk in
the asset pool by providing nonrecourse
credit.

Bank of America

Despite the improvement in bank fund-
ing markets after year-end, Bank of
America also came under intense pres-
sure. In mid-January 2009, the firm
reported a $1.8 billion net loss for the
fourth quarter, and it was further
strained by its merger on January 2 with
Merrill Lynch, which reported a fourth-
quarter loss of $23 billion on a pretax
basis and $16 billion on an after-tax
basis. On January 16, Bank of America
entered into an agreement with the
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Treasury, the FDIC, and the Federal
Reserve similar to that arranged with
Citigroup in November. Under the ar-
rangement, the Treasury and the FDIC
provide protection against the possibil-
ity of unusually large losses on a pool
of approximately $118 billion of finan-
cial instruments. In addition, and if nec-
essary, the Federal Reserve will provide
nonrecourse credit to Bank of America
against this pool of financial instru-
ments. As a fee for this arrangement,
Bank of America issued preferred
shares to the Treasury and the FDIC.

Abbreviations

ABS asset-backed securities

AMLF Asset-Backed Commercial
Paper Money Market Mutual
Fund Liquidity Facility

C&l commercial and industrial

CMBS commercial mortgage-backed
securities

CPFF  Commercial Paper Funding

Facility

CRE

FOMC

GSE

Libor
MBS

commercial real estate

Federal Open Market
Committee; also,
the Committee

government-sponsored
enterprise

London interbank offered rate

mortgage-backed securities

MMIFF Money Market Investor

OIS
PDCF
SFP

TAF
TALF

TARP

TLGP

TSLF

Funding Facility
overnight index swap
Primary Dealer Credit Facility

Supplementary Financing
Program

Term Auction Facility

Term Asset-Backed Securities
Loan Facility

Troubled Asset Relief
Program

Temporary Liquidity
Guarantee Program

Term Securities Lending
Facility "
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Part 1
Overview: Monetary Policy
and the Economic Outlook

The U.S. economy remained sluggish in
the first half of 2008, and steep in-
creases in commodity prices boosted
consumer price inflation. The housing
market continued to contract, weighing
on overall economic activity. Against a
backdrop of mounting losses incurred
by major financial institutions, financial
market conditions deteriorated sharply
further toward the end of the first
quarter—a development that threatened
to severely impair the functioning of the
overall financial system and to hinder
economic growth. In response, the Fed-
eral Reserve undertook a number of sig-
nificant actions to address liquidity
pressures faced by banks and other
financial institutions, thereby augment-
ing the liquidity-enhancing measures
implemented in the second half of
2007. Taken together, these measures
fostered some improvement in the func-
tioning of financial markets, but consid-
erable strains persist. In view of the
implications of the substantial reduction
in credit availability and the continuing
decline in housing activity for the eco-
nomic outlook, the Federal Open Mar-
ket Committee (FOMC) further eased

Nortke: The discussion in this chapter consists
of the text and tables from parts 1-3 of the Mon-
etary Policy Report submitted to Congress
on July 15, 2008 (the figures from that report
are available on the Board’s website, at
www.federalreserve.gov/boarddocs/hh). Part 4 of
that report is identical to the addendum to the
minutes of the June 24-25, 2008, meeting of the
Federal Open Market Committee and is presented
with those minutes in the “Records” section of
this annual report.

the stance of monetary policy. After
cutting the target federal funds rate
100 basis points in the second half of
2007, the FOMC reduced rates another
225 basis points over the first four
months of 2008. The further easing of
policy was seen as consistent with fos-
tering price stability over time, given
the Committee’s expectation that a flat-
tening-out of energy prices and increas-
ing economic slack would damp infla-
tionary pressures.

The most recent economic projec-
tions of participants in FOMC meetings
(Board members and Reserve Bank
presidents) are presented in part 4 of
this report. According to these projec-
tions, the economy is expected to ex-
pand slowly over the rest of this year.
FOMC participants anticipate a gradual
strengthening of economic growth over
coming quarters as the lagged effects of
past monetary policy actions, amid
gradually improving financial market
conditions, begin to provide additional
lift to spending and as housing activity
begins to stabilize. FOMC participants
marked up their forecasts of inflation
for 2008 as a whole, reflecting the
upward pressure on inflation from ris-
ing commodity prices. However, with
longer-run inflation expectations antici-
pated to remain reasonably well an-
chored, with futures markets indicating
that commodity prices are expected to
flatten out, and with pressures on re-
sources likely to ease, inflation is pro-
jected to moderate appreciably in 2009.
FOMC participants indicate that consid-
erable uncertainty surrounds the out-
look for economic growth and that they
see the risks around that outlook as
skewed to the downside. They also see
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prospects for inflation as unusually
uncertain, and they view the risks sur-
rounding their forecasts for inflation as
skewed to the upside.

In the second half of 2007, the dete-
riorating performance of subprime mort-
gages in the United States triggered a re-
assessment of credit and liquidity risks
across a broad range of assets, leading
to widespread strains and turbulence in
domestic and international financial
markets. During the first quarter of
2008, reports of further losses and
write-downs at major financial institu-
tions intensified concerns about credit
and liquidity risks and resulted in a fur-
ther sharp reduction of market liquidity.
Risk spreads—particularly for struc-
tured credit products—widened dra-
matically, and securitization activity all
but shut down in a number of markets.
By March, many securities dealers and
other institutions that had relied heavily
on short-term financing in markets for re-
purchase agreements were facing much
more stringent borrowing conditions.

In mid-March, a major investment
bank, The Bear Stearns Companies,
Inc., was pushed to the brink of failure
after suddenly losing access to short-
term financing markets. The Federal
Reserve judged that a disorderly failure
of Bear Stearns would have threatened
overall financial stability and would
most likely have had significant adverse
implications for the U.S. economy.
After discussions with the Securities
and Exchange Commission and in con-
sultation with the Treasury, the Federal
Reserve determined that it should in-
voke emergency authorities to provide
special financing to facilitate the acqui-
sition of Bear Stearns by JPMorgan
Chase & Co. The Federal Reserve also
used emergency authorities to establish
the Term Securities Lending Facility
and the Primary Dealer Credit Facility
to support the liquidity of primary deal-

ers and financial markets more gener-
ally, which would bolster the availabil-
ity of credit to the overall economy.’
(See the box entitled “The Federal Re-
serve’s Liquidity Operations.”) Other
steps taken by the Federal Reserve in
recent months to address strains in
financial markets include a further eas-
ing in the terms for bank borrowing at
the discount window and an increase in
the amount of credit made available to
banks through the Term Auction Facil-
ity. The FOMC also authorized in-
creases in its currency swap arrange-
ments with the European Central Bank
and the Swiss National Bank to facili-
tate an expansion of dollar lending op-
erations to banks in their jurisdictions.

Over the second quarter, financial
market conditions improved some-
what—credit spreads generally nar-
rowed, liquidity pressures ebbed, and
financial institutions made progress in
raising new capital. Still, asset prices
continue to be volatile, and many finan-
cial markets and institutions remain
under considerable stress. Very re-
cently, the share prices of Fannie Mae
and Freddie Mac dropped sharply on
investor concerns about their financial
condition and capital position. The
Treasury announced a legislative initia-
tive to bolster the capital, access to
liquidity, and regulatory oversight of
the government-sponsored enterprises
(GSEs). As a supplement to the Trea-
sury’s existing authority to lend to the
GSEs, the Board of Governors estab-
lished a temporary arrangement that
allows the Federal Reserve to extend
credit to Fannie Mae and Freddie Mac,
if necessary.

1. Primary dealers are firms that trade in U.S.
government securities with the Federal Reserve
Bank of New York. On behalf of the Federal
Reserve System, the New York Fed’s Open Mar-
ket Desk engages in such trades to implement
monetary policy.
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The sluggish pace of economic activ-
ity in the first half of 2008 was accom-
panied by a further deterioration in the
labor market. Private-sector payroll
employment declined at an average
monthly pace of 94,000, and the un-
employment rate rose to 52 percent.
Moreover, real labor income appears to
have been flat in the first half of the
year. Although wages rose in nominal
terms, the purchasing power of those
nominal gains was eroded by the rapid
increases in consumer prices. Declining
employment, stagnant real wages, and
lower equity and home values weighed
on consumer sentiment and spending.
In addition, amid falling house prices
and rising foreclosures, activity in the
housing sector continued to decrease.
The resulting softness in business sales
and profits also made the environment
for capital spending less hospitable. The
weakness in overall domestic demand
was partly offset by strong growth of
exports, which were supported by a sus-
tained expansion of foreign activity and
a lower dollar.

The substantial further rise this year
in the prices of many commodities,
especially oil and agricultural products,
largely reflected strong growth of phys-
ical demand that outstripped supply in
these markets. Although weakening
economic activity and rising prices have
tempered demand for commodities in
many industrialized nations, demand
has continued to grow in booming
emerging market economies. However,
supplies of commodities have generally
not kept pace for a variety of reasons,
including political tensions in some oil-
producing nations, higher input costs,
lags in the development of new capac-
ity, and more recently, floods in the
Midwest. To varying degrees, the re-
sulting increases in materials prices
have passed through into retail prices of
energy, food, and some other items.

Overall consumer price inflation, as
measured by the price index for per-
sonal consumption expenditures, re-
mained elevated in the first half of
2008, largely because of the sharp
increases in the prices of many com-
modities. The decline in the foreign ex-
change value of the dollar has boosted
import prices more generally and thus
has also put upward pressure on infla-
tion. Nonetheless, increases in labor
costs and core consumer prices (which
exclude the direct effects of movements
in energy and food prices) have re-
mained moderate. The rapid advance in
overall prices has boosted some mea-
sures of inflation expectations: Near-
term inflation expectations have risen
considerably in recent months, and
some indicators of longer-term inflation
expectations have also moved up—a de-
velopment that will require close moni-
toring in the period ahead.

Part 2
Recent Economic
and Financial Developments

The growth of economic activity, which
slowed sharply in the fourth quarter of
2007, remained subpar in the first half
of 2008. Although the restraint on
activity late in 2007 was concentrated
in the housing sector, spillovers to other
areas of the economy began to show
through more clearly in the first half of
2008. Meanwhile, consumer price infla-
tion has remained elevated this year,
primarily because of steep increases in
the prices of many commodities. Prob-
ably in response to the sizable rise in
headline price indexes, some indicators
of longer-term inflation expectations
have risen in recent months. However,
increases in labor costs and core prices
have been fairly stable, reflecting in
part the softening in aggregate activity.



62  95th Annual Report, 2008

Financial market stress that had de-
veloped over the second half of last
year intensified in the first quarter of
this year. Increased concerns about the
possibility of a global economic slow-
down and a generalized flight from
riskier assets contributed to sharply
wider risk spreads, heightened volatil-
ity, and impaired liquidity across a
range of markets. The Federal Reserve
responded to these developments and
their potential adverse implications for
the economy by aggressively easing the
stance of monetary policy and by taking
a number of steps to bolster liquidity
and enhance market functioning. Con-
ditions in financial markets improved
somewhat in the wake of these actions,
but significant strains remain. With
credit conditions tight, equity and home
values falling, and rapidly rising com-
modity prices boosting costs and con-
sumer prices, growth of household and
business spending appears to have been
sluggish over the first half of the year.

The Household Sector

Residential Investment and Finance

Housing demand, residential construc-
tion, and home prices have all contin-
ued to fall so far this year. Following a
decline at an annual rate of 43 percent
in the second half of 2007, sales of new
homes decreased at an annual rate of
32 percent in the first five months of
2008. However, sales of single-family
existing homes, which dropped at an
annual rate of 26 percent in the second
half of last year, have been about un-
changed this year. Moreover, pending
home sales, which provide a glimpse of
the pace of existing home sales in the
months ahead, on net leveled out in the
spring, hinting at some stabilization in
transactions in the resale market. Still,
for the overall housing sector, the chal-

lenging mortgage lending environment
and the concerns of prospective home-
buyers about further declines in house
prices are likely continuing to depress
housing demand.

As new home sales have continued to
decline, homebuilders have struggled to
work down their substantial overhang
of unsold houses. As a consequence, res-
idential construction activity has been
pared further this year. In the single-
family housing sector, new units were
started at an annual rate of 674,000 in
May—down more than 13 percent this
year and roughly 60 percent since the
peak reached in the first quarter of
2006. Despite these deep production
cuts, the stock of unsold homes has
moved down only 20 percent from its
record high in early 2006. When evalu-
ated relative to the three-month average
pace of sales, the months’ supply of
unsold new homes has continued to rise
and stood at 10%2 months in May. In the
multifamily sector, starts averaged an
annual rate of about 320,000 units dur-
ing the first five months of 2008, a level
of activity at the lower end of its range
in the past several years. All told, the de-
cline in residential investment trimmed
the growth rate of real gross domestic
product (GDP) about 1 percentage point
in the first quarter of 2008 and appears
to have held down the second-quarter
growth rate by about the same amount.

House prices also have continued to
fall. The monthly price index published
by the Office of Federal Housing Enter-
prise Oversight dropped at a 6 percent
annual rate in the first four months of
2008 (the latest available data), a
slightly faster rate of decline than in the
second half of 2007.2 In May, the av-

2. This index is the purchase-only version of
the repeat-transactions price index for existing
single-family homes published by the Office of
Federal Housing Enterprise Oversight.
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erage price of existing single-family
homes sold—which does not control for
changes in the mix of houses sold but is
available on a more timely basis—was
about 7% percent below that of a year
earlier. Although lower prices should
eventually help bolster housing de-
mand, survey and anecdotal reports
suggest that expectations of further
house price declines are quite prevalent,
a consideration that may make potential
buyers reluctant to purchase homes
until prices show signs of stabilizing.

The rising volume of foreclosures
likely has contributed to falling house
prices. Continuing the upward trend
that began in late 2006, about 550,000
loans began the foreclosure process in
the first quarter of 2008—more than
double the average quarterly rate from
2003 to 2005. This rise in foreclosure
starts will increase the supply of houses
for sale unless borrowers can make up
the missed payments or arrange with
the lenders or mortgage servicers to
have their loans modified.® Lenders and
mortgage servicers have increasingly
been working with borrowers to modify
loans to allow borrowers to remain in
their homes. However, some borrowers
may not be able to afford even reduced
monthly payments, and other borrowers
may not wish to keep their properties in
an environment of falling house prices.
Thus, the share of foreclosure starts that
ultimately result in the loss of a home
seems likely to be higher in the current
episode than customarily has been the
case. (See the box entitled “Recent Fed-
eral Reserve Initiatives to Address Prob-
lems in the Mortgage Market”.)

The rates of delinquency continued to
rise in the first few months of 2008

3. A loan may be modified by reducing the
principal balance, reducing the interest rate, or
extending the term so as to make monthly pay-
ments more affordable.

across all categories of mortgage loans.
Problems remained especially severe
for subprime loans. However, the
growth rate of subprime delinquencies
has slowed this year, while that of
prime and near-prime delinquencies—
particularly on adjustable-rate loans—
has picked up. Credit quality is strongly
related to the origination date of mort-
gage loans, with loans originated in
2006 and 2007 much more likely to
experience delinquency and default
than loans originated in previous years.
The poorer performance of the more
recent loan vintages reflects a general
deterioration in underwriting standards
through early 2007 and the decline in
house prices since 2007, which has in-
creased the occurrence of negative home-
owner equity for houses purchased near
the peak of the real estate market.

New subprime mortgage loans re-
mained largely unavailable in the first
half of 2008, and borrowers with higher
credit risk had to turn to government
guarantee programs, such as that of the
Federal Housing Administration, to ob-
tain mortgage loans. The availability of
prime mortgage credit has been held
down by a further tightening of lending
standards at many commercial banks,
according to the Senior Loan Officer
Opinion Survey on Bank Lending Prac-
tices conducted in January and April.
Securitization of mortgages by the gov-
ernment-sponsored enterprises (GSEs),
Fannie Mae and Freddie Mac, was ro-
bust through April, although the GSEs
tightened standards and increased guar-
antee fees. For prime loans, interest
rates on conforming fixed-rate mort-
gages were up slightly, on net, over the
first half of 2008 after declining moder-
ately late last year.* Rates on conform-

4. Conforming mortgages are those eligible for
purchase by Fannie Mae and Freddie Mac; they
must be equivalent in risk to a prime mortgage
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Recent Federal Reserve Initiatives
to Address Problems in the Mortgage Market

The high rate of mortgage foreclosures is
creating personal, economic, and social
distress for many homeowners and com-
munities. The Federal Reserve is collabo-
rating with other regulators, community
groups, policy organizations, financial
institutions, and public officials to iden-
tify solutions to prevent unnecessary fore-
closures and their negative effects. The
Federal Reserve also has taken a number
of regulatory and supervisory actions to
reduce the likelihood of such problems in
the future.

In 2007, the Federal Reserve and other
banking agencies called on mortgage
lenders and mortgage servicers to work
closely with borrowers who are having
difficulty meeting their mortgage payment
obligations. Foreclosure cannot always be
avoided, but prudent loan workouts and
other loss-mitigation techniques that help
troubled borrowers can be less costly to
lenders than foreclosure.

The Federal Reserve’s Homeownership
and Mortgage Initiatives reflect a compre-
hensive strategy across the Federal
Reserve System to provide information
and outreach to prevent unnecessary fore-
closures and to stabilize communities.
Under these initiatives, the Federal
Reserve has been providing community
coalitions, counseling agencies, and oth-

ers with detailed analyses identifying
neighborhoods at high risk of foreclo-
sures. With this information, community
leaders can target their scarce resources
to borrowers in need of counseling and
other interventions that may help prevent
unnecessary foreclosures. One example
of this effort is the online dynamic maps
and data that illustrate nonprime loan
conditions across the United States. In
addition, community affairs offices
across the Federal Reserve System have
sponsored or cosponsored more than 75
events related to foreclosures since Janu-
ary 2007, reaching more than 5,800
attendees including lenders, counselors,
community development specialists, and
policymakers.

The Federal Reserve also is helping to
address the challenges that foreclosed
homes present, such as decreased home
values and vacant properties that can
deteriorate from neglect. Toward this
end, the Federal Reserve entered into a
partnership this spring with Neighbor-
Works America, a national nonprofit
organization, to work together in identi-
fying strategies to mitigate the effect of
foreclosures and vacant homes on com-
munities. In June 2007, the Federal
Reserve began hosting a series of forums
in several cities across the country to

ing adjustable-rate mortgages dropped
in January but have since reversed a
portion of that decline. Offered rates on
jumbo fixed-rate loans—which ran up
in the second half of last year as the
securitization market for such loans

with an 80 percent loan-to-value ratio, and they
cannot exceed the conforming loan limit.

dried up—remained elevated in the first
half of 2008, and spreads between rates
offered on these loans and on conform-
ing loans stayed unusually wide.” To

5. Jumbo mortgages are those that exceed the
maximum size of a conforming loan; they are
typically extended to borrowers with relatively
strong credit histories.
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examine the effects that foreclosures have
on neighborhoods in both strong and
weak housing markets and to assess the
tools available to local communities to
address the consequences of foreclosures.

The Federal Reserve is committed to
fostering an environment that supports the
homeownership goals of creditworthy
borrowers with appropriate consumer pro-
tection and responsible lending practices.
It is using its regulatory and supervisory
authorities to help avoid future problems
in mortgage markets. In coordination with
other federal supervisory agencies and the
Conference of State Bank Supervisors,
the Federal Reserve issued principles-
based guidance on specific types of
adjustable-rate subprime mortgages in
June 2007. The guidance is designed to
help ensure that borrowers who choose an
adjustable-rate mortgage get a loan that
they can afford to repay and can refinance
without prepayment penalty for a reason-
able period before the first interest rate
reset. The Federal Reserve issued similar
guidance on nontraditional mortgages in
2006.

Strong uniform enforcement of the
consumer protection regulations that gov-
ern mortgage lenders is critical to avoid
future problems in mortgage markets.
Together with other federal and state
supervisory agencies, the Federal Reserve
launched a pilot program to review con-
sumer protection compliance and impose

corrective or enforcement actions, as war-
ranted, at selected nondepository lenders
with significant subprime mortgage op-
erations.

In December 2007, the Board pro-
posed new rules under the Home Owner-
ship and Equity Protection Act to ban
unfair and deceptive mortgage lending
practices. The Board received about
4,500 comments on the proposal and, tak-
ing into consideration these comments,
issued new rules in July. For consumers
receiving higher-priced mortgages, the
final rules prohibit lenders from extend-
ing credit without regard to a borrower’s
ability to repay, require lenders to verify
income and assets they rely upon in mak-
ing loans, require lenders to establish
escrow accounts for taxes and insurance,
and prohibit prepayment penalties unless
certain conditions are met. In addition,
the rules also are designed to curtail
deceptive mortgage advertising and to
ensure that consumers receive mortgage
disclosures at a time when the informa-
tion is likely to be most useful to them.

Finally, the Board also is undertaking a
broad and rigorous review of the Truth in
Lending Act, which involves extensive
consumer testing of mortgage disclosure
documents. Clearer and easier-to-under-
stand disclosures should help consumers
better evaluate the loans that are offered
to them and thus make more-appropriate
choices when financing their homes.

support the market for larger loans, the
Congress raised the conforming loan
limit temporarily for 2008, which
allowed the GSEs to back these mort-
gages. However, because the pre-
payment characteristics of jumbo mort-
gage borrowers are different from those
of other borrowers, the GSEs and other
market participants decided not to pool
these “jumbo conforming” mortgages
with other mortgages when creating

mortgage-backed securities (MBS). As
a result, the secondary market for such
mortgages has thus far failed to thrive.
Concerns expressed by public policy-
makers persuaded Fannie Mae and
Freddie Mac to make greater efforts to
jump-start trading in the market for
jumbo conforming loans, and the GSEs
have recently taken a variety of actions
to encourage the development of that
market.
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The weakness in the housing market
was associated with a sharp slowing in
the growth of household mortgage debt
to an annual rate of 3 percent in the first
quarter of 2008, down from 6% percent
in 2007 and 11% percent in 2006. The
available indicators suggest that mort-
gage debt likely slowed further in the
second quarter.

Consumer Spending
and Household Finance

The growth rate of consumer spending
slowed some in the first half of 2008
from its solid pace in the second half of
2007. The slowing reflected a number
of restraining influences. The growth
rate of real labor income has stepped
down substantially since last summer as
labor market conditions have weakened
and as rising prices for food and energy
have put a sizable dent in consumers’
purchasing power. At the same time,
household wealth has been reduced by
declining values of both equities and
houses. In addition, borrowing at banks
to finance outlays has become more dif-
ficult as terms and standards on con-
sumer credit have been tightened. Al-
though the tax rebates that households
began receiving in the spring are likely
cushioning these effects to some extent,
consumers appear to be quite downbeat.
Measures of consumer confidence,
which had dropped sharply in the sec-
ond half of 2007, plunged further in the
first half of this year and now stand at
or below the low levels reached in the
early 1990s.

Real personal consumption expendi-
tures (PCE) rose at a modest annual rate
of 1 percent in the first quarter. The
available data suggest that spending
picked up in the second quarter, report-
edly boosted by tax rebates. Spending
on light motor vehicles was lackluster
in the first half of the year, as high

gasoline prices curbed demand for
sport-utility vehicles and pickup trucks.
Outlays for other types of goods fell
slightly in the first quarter but appear to
have turned back up in recent months.
Spending on services has held up well
in recent quarters.

Following a sharp deceleration in the
second half of last year, real labor
income has been flat so far this year, as
nominal wage gains have been eroded
by rising consumer prices. Average
hourly earnings, a measure of wages for
production or nonsupervisory workers,
rose at the same rate as the PCE price
index in the five months through May;
thus, wages were unchanged in real
terms. In the past couple of months,
part of the strain on household incomes
caused by the stagnation in real wages
was likely alleviated temporarily by the
tax rebates that were paid out in May
and June. As a result of these rebates,
growth in real disposable personal in-
come (DPI)—that is, after-tax income
adjusted for inflation—which was sub-
par in the fourth quarter of 2007 and the
first quarter of 2008, likely jumped in
the second quarter. Despite an increase
in transfers reflecting the recently pas-
sed extension of unemployment insur-
ance benefits, real DPI is likely to fall
back in the third quarter as the disburse-
ment of rebates slows considerably.

After several years of providing an
impetus to spending, household wealth
has been a negative influence this year.
Changes in household net worth tend to
influence consumer spending most
heavily over a period of a year or two.
Accordingly, the drop last year in the
ratio of household net worth relative to
income probably weighed on consump-
tion outlays in the first half of 2008.
Moreover, this year’s declines in resi-
dential real estate values and in equity
prices have exacerbated the situation.
Flagging wealth has likely left house-
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holds less inclined to raise their spend-
ing at a rate that exceeds income
growth, and the personal saving rate has
flattened out over the past few quarters.
In May, the saving rate jumped to 5 per-
cent, as the immediate effect of tax
rebates in many households was to
boost savings.

Overall household debt increased at
an annual rate of about 3'2 percent in
the first quarter of 2008, a notable
deceleration from the 6% percent ad-
vance in 2007. Household debt appears
to have slowed further in the second
quarter. Because the growth of house-
hold debt was slightly less than the
growth in nominal DPI in the first quar-
ter and interest rates on mortgage and
consumer debt declined a bit, the ratio
of financial obligations to DPI ticked
down.

Consumer (nonmortgage) debt ex-
panded at an annual rate of 5% percent
in the first quarter, about the same pace
as in 2007. Consumer debt growth held
up despite a reported tightening of lend-
ing terms and standards at banks. In
part, this pattern may reflect some sub-
stitution away from mortgage credit.
Also, interest rates on auto loans and on
credit cards generally declined in the
first half of this year but by less than
short-term market interest rates.

Overall credit quality of consumer
loans has deteriorated somewhat in
recent months. Delinquency rates on
consumer loans at commercial banks
and captive auto finance companies
rose in the first quarter but stayed
within the range experienced over the
past 10 years. Although household
bankruptcy filings remained low rel-
ative to the levels seen before the
changes in bankruptcy law imple-
mented in late 2005, the bankruptcy
rate rose modestly in the first few
months of 2008.

Secondary-market data suggest that
funding for credit card and auto loans
has been well maintained in recent
months. Notably, issuance of asset-
backed securities (ABS) tied to credit
card loans and auto loans has remained
robust, despite spreads of yields
on these securities over comparable-
maturity swap rates that continue to be
near historically high levels. In contrast,
pressures in secondary markets for stu-
dent loan ABS have reportedly affected
the availability of such credit. The re-
imbursement formula for govern-
ment-guaranteed student loans did not
adequately compensate lenders for the
higher funding cost in securitization
markets, and issuance of guaranteed
student loan ABS dropped sharply early
in 2008. Legislation enacted in May
gave the Department of Education and
the Treasury the authority to provide
short-term liquidity to institutions that
lend to students, and availability of stu-
dent loans appears to have improved.
However, concerns persist about access
to loans by students at community and
career colleges, as these loans tend to
be less profitable for lenders.

The Business Sector
Fixed Investment

After having posted robust gains in the
middle of last year, real business fixed
investment lost some steam in the
fourth quarter and eked out only a small
advance in the first quarter of 2008.
Economic and financial conditions that
influence capital spending deteriorated
appreciably late last year and early this
year: Business sales slowed, corporate
profits fell, and credit conditions for
some borrowers tightened. In addition,
the heightened concern about the eco-
nomic outlook may have caused some
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firms to postpone or abandon plans for
capital expansion this year.

Real business outlays for equipment
and software were flat in the first quar-
ter. Growth in real spending on high-
tech equipment and software slowed to
an annual rate of about 10 percent,
down from the 13 percent pace re-
corded in 2007. In addition, business
spending on motor vehicles tumbled.
Investment in equipment other than
high tech and transportation dropped at
an annual rate of 3% percent in the first
quarter after a smaller decline in the
previous quarter. The available indica-
tors suggest that capital spending on
equipment and software fell in the sec-
ond quarter: Business purchases of new
motor vehicles reportedly slipped again;
shipments of nondefense capital goods
(adjusted to exclude both transportation
items and goods that were sent abroad)
were lower, on average, in April and
May than in the first quarter; and the
tone of recent surveys of business con-
ditions remained downbeat.

Nonresidential construction activity,
which exhibited considerable vigor in
2006 and 2007, slowed appreciably in
the first quarter of 2008. Real outlays
for new commercial buildings declined
sharply in the first quarter, and in-
creases in outlays for most other types
of building stepped down. More-recent
data on construction expenditures sug-
gest that spending on nonresidential
structures may have bounced back in
the second quarter. However, deteriorat-
ing economic and financial conditions
indicate that this rebound may be short-
lived. In addition to the weakening of
business sales and profits, vacancy rates
turned up in the first quarter (the latest
available data). Moreover, the financing
environment has remained difficult;
bank lending officers have reported a
significant tightening of terms and stan-
dards for commercial real estate loans,

and funding through the commercial
mortgage-backed securities (CMBS)
market has continued to be extremely
limited.

Inventory Investment

Despite sluggish final sales, inventories
declined again in the first quarter of
2008 as firms acted promptly to prevent
inventory imbalances from arising.
Automakers, which had worked to
bring days’ supply down to a sustain-
able level last year, have moved aggres-
sively to keep production aligned with
demand in recent quarters. Excluding
motor vehicles, real inventory invest-
ment fell in the fourth quarter of 2007
to its lowest level in several years and
then turned negative in the first quarter
of this year. According to the limited
available data, nonauto businesses con-
tinued to liquidate real inventories early
in the second quarter. Business surveys
suggest that companies are generally
comfortable with their current stock
levels. Nonetheless, a few industries,
most notably those producing construc-
tion supplies, are showing some evi-
dence of inventory overhangs.

Corporate Profits
and Business Finance

The sluggish pace of business invest-
ment in recent months is due in part to
the weakening of domestic profitability
and the tighter credit conditions faced
by some businesses. In the first quarter
of 2008, total economic profits for all
U.S. corporations were down slightly
from their level four quarters earlier; a
nearly 20 percent rise in receipts from
foreign subsidiaries was not sufficient
to offset a 2V% percent fall in domesti-
cally generated profits. Although profits
as a share of output in the nonfinancial
corporate sector have declined in recent
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quarters, they remain well above previ-
ous cyclical lows. For companies in the
S&P 500, operating earnings per share
fell 17 percent over the year ending in
the first quarter. This decline was more
than accounted for by plummeting earn-
ings at financial firms, which reported
large write-downs on leveraged loans
and mortgage-related assets.® For non-
financial firms in the S&P 500, earn-
ings rose nearly 11 percent over the
four quarters ending in the first quarter
of 2008; energy-sector firms had a
strong 31 percent increase in earnings,
whereas earnings at other nonfinancial
firms rose 4'2 percent.

Although credit has remained avail-
able to the business sector, yields on
corporate bonds increased significantly
over the first half of the year, and banks
reported tighter terms and standards on
commercial and industrial loans and on
commercial real estate loans. All told,
the growth rate of the debt of nonfinan-
cial businesses fell from 11%4 percent in
2007 to 9% percent in the first quarter
of 2008; the available data point to a
further deceleration in the second quar-
ter of this year.

On balance, the composition of bor-
rowing by nonfinancial businesses has
shifted this year toward longer-maturity
debt. Net bond issuance by nonfinancial
firms has been strong. Speculative-
grade issuance, which dropped sharply
late last year and was practically nil in
the first quarter, rebounded markedly in
the second quarter, while investment-
grade issuance has continued to be
robust. Spreads between yields on invest-
ment- and speculative-grade bonds and
those on comparable-maturity Treasury

6. Asset write-downs and capital losses are
generally excluded from the calculation of eco-
nomic profits but are included as an expense in
the operating earnings per share of financial
firms.

securities climbed in January and then
surged in March. After narrowing in
April and May, bond spreads jumped
again in late June. Outstanding com-
mercial paper (CP) for nonfinancial
firms has been little changed, on net,
this year. Yields on nonfinancial CP
have moved down since the beginning
of the year, roughly in line with other
short-term interest rates, although
spreads between yields on lower-rated
and higher-rated nonfinancial CP re-
main well above the levels prevailing
before the onset of the financial diffi-
culties last summer.

Commercial and industrial (C&I)
loans at banks expanded briskly in the
first quarter and then slowed markedly
in the second quarter. In the Senior
Loan Officer Opinion Survey taken in
January and April, considerable net
fractions of banks reported that they
had tightened credit standards and
boosted spreads on C&I loans. Accord-
ing to the respondent banks, the move
to a more stringent lending posture
mainly reflected a less favorable or
more uncertain economic outlook and a
reduced tolerance for risk; a significant
fraction also noted concerns about the
capital position of their own bank as a
reason for tightening standards. The
secondary market for syndicated lever-
aged loans remained relatively weak,
but loans associated with some promi-
nent buyouts were sold, albeit at a
discount.

Gross equity issuance by nonfinan-
cial firms dipped in the first quarter and
rebounded in the second quarter. A
sharp decline in share repurchases and
cash mergers led to a notable reduction
of net equity retirement in the first
quarter.

The credit quality of nonfinancial
corporations generally has remained
solid. The six-month trailing bond de-
fault rate was very low despite a small
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tick up in June. The delinquency rate on
C&I loans at commercial banks contin-
ued the mild increase that began last
year, but it remained subdued by his-
torical standards. Ratings downgrades
in the first five months of this year were
modest, only slightly exceeding up-
grades. Balance sheet liquidity at non-
financial corporations remained high
through the first quarter of 2008, and
leverage stayed very low.

In the April 2008 Senior Loan Offi-
cer Opinion Survey, a large fraction of
banks reported having tightened credit
standards on commercial real estate
loans. Delinquency rates on commercial
real estate loans for construction and
land development projects extended by
commercial banks moved sharply
higher in the first quarter of 2008 after
rising noticeably last year. In contrast,
delinquency rates on bank loans that
finance existing commercial properties
moved up only slightly. Delinquency
rates on commercial mortgages held by
life insurance companies and those in
CMBS pools, which mostly finance
existing commercial properties, re-
mained low.

Despite the generally solid perfor-
mance of commercial mortgages in
securitized pools, spreads of yields on
CMBS over comparable-maturity swap
rates soared to unprecedented levels
early in 2008. In recent months, these
spreads have narrowed somewhat, but
they remain well above levels seen
before this year. The widening of
spreads reportedly reflected heightened
concerns regarding standards for under-
writing commercial mortgages over the
past few years and likely also investors’
wariness of structured finance products
more generally. After hitting a record
level in early 2007, issuance of CMBS
dropped sharply late last year and
slowed to a trickle so far this year.

The Government Sector
Federal Government

The deficit in the federal unified budget
has widened during the current fiscal
year after having narrowed in the pre-
ceding few years. A substantial portion
of the rebates authorized by the Eco-
nomic Stimulus Act of 2008 was dis-
tributed in May and June, which caused
a significant widening of the deficit. In
addition, the growth of receipts has
slowed in response to the weaker pace
of economic activity, and the growth of
outlays has stepped up. Over the first
nine months of fiscal year 2008—from
October through June—the unified
budget recorded a deficit that was $148
billion greater than during the compa-
rable period ending in June 2007.
When measured relative to nominal
GDP, the deficit moved up from
1Y4 percent in fiscal 2007 to 2% per-
cent during the 12 months ending in
June 2008; a continued slow pace of
economic activity and additional rev-
enue losses associated with the Stimu-
lus Act are expected to widen the defi-
cit further in the final three months of
fiscal 2008.

The Economic Stimulus Act is esti-
mated to result in about $115 billion of
rebates being sent to households in
2008 and 2009. The rebates began to be
distributed in the last few days of April,
and by the end of June, approximately
$80 billion worth of rebates had been
disbursed, accounting for more than
half of the widening of the budget defi-
cit in the first nine months of fiscal
2008 relative to the same period in fis-
cal 2007.

The slower pace of economic activity
has cut into receipts. Excluding the
budgetary effects of stimulus rebates,
federal revenues in the first nine months
of fiscal 2008 were only 2 percent
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higher than in the same period in fiscal
2007, down from a rise of 6% percent
in fiscal 2007 and considerably smaller
than the double-digit gains recorded in
fiscal 2005 and fiscal 2006. The slow-
down in federal revenues has been most
pronounced for corporate receipts,
reflecting the decline in corporate prof-
its since the middle of 2007. Individual
income and payroll tax receipts—ex-
cluding the stimulus rebates—also have
slowed, likely because of the smaller
gains in personal income during the
current fiscal year.

Nominal federal outlays in the first
nine months of fiscal 2008 were
62 percent above their level in the
comparable period in fiscal 2007, a
faster pace of increase than was re-
corded in fiscal 2007 but generally
below the rapid increases seen in fiscal
2002 through 2006. So far this fiscal
year, the growth of outlays for defense
has stepped up relative to fiscal 2006
and 2007, and spending has continued
to rise apace in most major nondefense
categories. In the months ahead, outlays
will be bumped up further by the exten-
sion of eligibility for unemployment
insurance benefits to individuals who
have exhausted their benefits.

As measured in the national income
and product accounts (NIPA), real fed-
eral expenditures on consumption and
gross investment—the part of federal
spending that is a direct component of
GDP—increased at an annual rate of
4V, percent in the first quarter, a contri-
bution of 0.3 percentage point to real
GDP growth. Real defense spending
accounted for almost the entire rise, as
nondefense outlays only edged up. In
the second quarter, defense spending
appears to have posted another sizable
increase, and given currently enacted
appropriations, it is likely to rise further
in coming quarters.

Federal Borrowing

Federal debt rose at an annual rate of
7Y% percent in the first two quarters
of fiscal year 2008—from October
through March—a notable step-up from
the 44 percent pace in fiscal 2007. As
of the end of March, the ratio of federal
debt held by the public to nominal GDP
was about 37 percent, slightly higher
than in recent years.

The deterioration in the budget posi-
tion of the federal government led the
Treasury to reintroduce the one-year
Treasury bill, which was last issued in
2001. The initial auction on June 3 was
very well received, with a bid-to-cover
ratio above 3. Issuance also increased
for both shorter- and longer-maturity
Treasury securities. The proportion of
nominal coupon securities purchased at
Treasury auctions by foreign investors
changed little over the first half of 2008
and remains in the range of 10 percent
to 25 percent observed over the past
several years. However, holdings of
Treasury securities by foreign official
institutions at the Federal Reserve Bank
of New York increased more rapidly in
the first half of 2008 than over any of
the previous three years.

State and Local Government

The fiscal positions of state and local
governments began to weaken last year
and have continued to deteriorate in
2008. After having improved signifi-
cantly from 2003 to 2006, net saving by
the sector—which is broadly similar to
the surplus in an operating budget—
turned slightly negative in 2007, and
this measure moved further into nega-
tive territory in the first quarter of 2008.
The deterioration in budget conditions
has occurred as increases in revenues
have slowed while nominal expendi-
tures have risen at a brisk pace. The
slowdown in state income tax revenues
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has followed a pattern similar to the one
that has emerged at the federal level.
Corporate receipts have declined, and
the rise in individual income taxes has
become more subdued. At the same
time, state receipts from sales taxes
have softened markedly. At the local
level, the decline in house prices has
not yet begun to curb local property tax
revenues appreciably, but increases in
local receipts from this source seem
likely to slow more noticeably in the
next few years.

On the outlays side of the accounts,
nominal spending has continued to rise,
particularly for expenditures on health
care and energy items. In real terms,
expenditures on consumption and gross
investment by state and local govern-
ments (as measured in the NIPA) rose
only a bit in the first quarter, as in-
creases in expenditures on current op-
erations were largely offset by a decline
in outlays on structures. However, con-
struction expenditures are volatile from
quarter to quarter, and the data through
May suggest that real state and local
expenditures for structures picked up in
the second quarter. Meanwhile, state
and local hiring remained elevated
through June.

State and Local Government
Borrowing

Bond issuance by state and local gov-
ernments slowed moderately in the first
quarter of 2008 as the cost of borrowing
rose. Investors demanded higher re-
turns, in part because of concerns about
the strength of financial guarantors that
insure many municipal bonds and in
part because of concerns about the
effect of a potential economic slow-
down on state and local government
revenues.’ Beginning in February, these

7. Concerns about the financial guarantors
arose in 2007, but significant downgrades did not

investor apprehensions also led to wide-
spread failures of rate-resetting auctions
for auction rate securities (ARS) issued
by state and local governments.® Pres-
sures in the municipal securities market
eased somewhat in the second quarter,
along with the broader relaxation of
financial market strains. In addition, rat-
ings upgrades of municipalities greatly
exceeded downgrades in the second
quarter. Since March, municipal bond
issuance has rebounded, and a signifi-
cant fraction of failing ARS issues have
been paid down with the proceeds of
standard bond issues.

National Saving

Total net national saving—that is, the
saving of households, businesses, and
governments excluding depreciation
charges—dipped below zero in the first
quarter of 2008. After having stood at
an already low rate of 13 percent of
nominal GDP in the second quarter of
2007, the national saving rate declined
steadily over the subsequent three quar-
ters, as the federal budget deficit wid-
ened, the fiscal positions of state and

occur until early this year. In June, Moody’s and
Standard & Poor’s downgraded MBIA and
Ambac, two of the largest guarantors, from AAA
to AA or lower. New bond insurance business has
shifted to guarantors that are viewed as finan-
cially stronger, and some municipalities have
stated their intention to dispense with guarantors
and issue on the strength of their own ratings.

8. ARS are long-term securities whose interest
rates are reset through regularly scheduled auc-
tions, typically every 7, 28, or 35 days. As of the
end of 2007, the size of the ARS market in the
United States was about $330 billion, about half
of which was accounted for by municipal securi-
ties. A resetting auction fails when investors do
not bid for the entire issue at an interest rate
below the contract maximum. Upon auction fail-
ure, the asset holders from before the auction
retain ownership of the securities and receive a
specified ceiling interest rate, which is usually,
but not necessarily, equal to the maximum bid
rate.
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local governments deteriorated, and
business saving decreased. Accordingly,
total national saving as a share of nomi-
nal GDP, which has been declining, on
balance, since the late 1990s, has fallen
to a historic low (apart from the third
quarter of 2005, which was marked by
sizable hurricane-related property los-
ses). If not reversed over the longer run,
persistent low levels of saving will be
associated with either slower capital
formation or continued heavy borrow-
ing from abroad, either of which would
retard the rise in the standard of living
of U.S. residents over time and hamper
the ability of the nation to meet the
retirement needs of its aging popula-
tion.

The External Sector
International Trade

Foreign demand has continued to be an
important source of strength for the
U.S. economy. Net exports contributed
¥4 percentage point to the growth of
real GDP in the first quarter of 2008
after adding a similar amount to growth
in 2007. The growth of real exports of
goods and services expanded at a
5> percent pace in the first quarter,
moderating from the 122 percent surge
recorded in the second half of 2007.
Export growth in the first quarter was
supported by higher exports of agricul-
tural products, consumer goods, indus-
trial supplies, and services. In contrast,
exports of both aircraft and automobiles
moved down after rising rapidly in the
second half of 2007. Exports to Europe
and Latin America rose robustly (in
current dollars), while exports to Can-
ada and to OPEC countries fell back.
Data for April and May suggest that
exports continued to expand in the sec-
ond quarter, with exports of industrial
supplies showing particular strength.

The positive contribution of net ex-
ports in the first quarter reflected, in
part, a ¥ percent decline in real imports
of goods and services. Imports of auto-
motive products and consumer goods
fell in line with slowing U.S. domestic
demand, more than offsetting higher
real imports of oil and a slight increase
in imports of capital goods. Imports
from China and Mexico declined (in
current dollars), whereas imports from
Canada, Japan, and OPEC countries ex-
panded. After falling sharply in March,
imports rebounded, on average, in April
and May, as imports of capital equip-
ment and consumer goods increased
strongly.

In the first quarter of 2008, the U.S.
current account deficit was $706 billion
at an annual rate, or 5 percent of GDP,
$25 billion narrower than its level in
2007; the narrowing largely reflects
higher net investment income. A large
improvement in the non-oil trade deficit
was offset by a sharp increase in the bill
for imported oil, which resulted from
the jump in oil prices.

Compared with 2007, prices for im-
ports of both material-intensive and fin-
ished goods are increasing at much
faster rates so far this year. Although
import price increases also reflect the
depreciation of the dollar, rising com-
modity prices (discussed in more de-
tail in the box entitled “Commodity
Prices”) have significantly boosted the
rate of import price inflation. In the first
quarter, prices of imported goods ex-
cluding oil and natural gas rose at an
annual rate of about 7'2 percent, a pace
more than twice that of the previous
year. Available data suggest that import
price inflation was sharply higher in the
second quarter.

The Financial Account

In late 2007 and the first quarter of
2008, the U.S. current account deficit
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Commodity Prices

Prices for crude oil and many other com-
modities continued to soar through the
first half of 2008. After shooting up about
60 percent last year, the spot price of
West Texas intermediate crude oil has
increased an additional 50 percent thus
far in 2008, climbing from $92 per barrel
in December 2007 to about $140 recently.
While weaker economic growth and the
high level of prices appear to be damping
oil demand in industrialized nations,
demand from emerging market countries
remains robust. The continued strength in
emerging market demand reflects, in part,
government subsidies that limit the pass-
through of higher crude prices to retail
products and thus mute the response to
higher prices. Furthermore, on the supply
side, incoming information since the
beginning of the year has been decidedly
downbeat, with non-OPEC production
continuing to fall short of expectations.
Despite additional investment, oil produc-
tion capacity has not risen at a pace com-
mensurate with the growth of global
demand. The lack of spare capacity has
led, in turn, to heightened sensitivity of
oil prices to political developments, such
as ongoing tensions in the Middle East
and instability in Nigeria. The price of the

far-dated NYMEX oil futures contract
(currently for delivery in 2016) has also
risen to about $140 per barrel and sug-
gests that the balance of supply and
demand is expected to remain tight for
some time to come.

Nearer-term market pressures have
been reflected in domestic inventories of
both crude oil and refined oil products,
which have declined notably in recent
months and stand well below year-earlier
levels. Inventories also appear to be tight
in other countries (although data are less
complete for emerging market coun-
tries). Lean inventories increase the vul-
nerability of petroleum markets to any
disruptions in production, transportation,
and refining, which is of particular con-
cern during hurricane season. The tight-
ness of inventories suggests that the
recent increases in oil prices reflect near-
term demand and supply pressures,
rather than speculative hoarding.

Prices of nonfuel commodities were
quite volatile in the first half of 2008.
Through early March, prices of many
commodities rose sharply, including
those for some foods (such as corn and
wheat) and metals (in particular, copper
and aluminum). This broad-based price

was financed primarily by foreign pur-
chases of U.S. securities, as has been
the norm in recent years. The global
financial turmoil has continued to leave
an imprint on both the sources and
composition of cross-border financial
flows, including a net private outflow in
the first quarter. Meanwhile, foreign
official inflows provided all of the
financing from abroad during the first
quarter, driven by net purchases of U.S.
Treasury and agency securities by
Asian institutions. Unusually large net
purchases of corporate securities also

contributed to foreign official inflows,
likely reflecting sovereign wealth fund
activity.

Foreign private demand appeared to
remain robust for the safest U.S. invest-
ments—net private purchases of U.S.
Treasury securities, which surged in the
third quarter of 2007 when the turmoil
began, remained at near-record levels
through April 2008. In contrast, corpo-
rate bond purchases by foreign private
investors have been weaker in each
quarter of the turmoil than in any previ-
ous quarter since 2002. Corporate eq-
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increase appears to have been driven
mainly by growth in global demand.
More recently, however, price movements
have been less uniform, and commodities
such as wheat and nickel have seen sharp
price declines. Nevertheless, some other
food commodity prices have continued to
soar, particularly the price of corn, which
has been affected by weather-related con-
cerns, including the recent floods in the
Midwest. The price of rice has also in-
creased sharply this year, which has led a
number of rice-producing countries to
enact export bans, adding to upward pres-
sure on global prices. Through feed costs,
increased grain prices also have been
reflected in higher prices for meat and
dairy products.

The supply response of farm crops to
price increases typically has had a rela-
tively short time lag, usually through
increasing land under cultivation. Al-
though increases in acreage devoted to
one crop have recently come at the
expense of other crops, yields have risen
and should continue to do so as more-
advanced seed varieties and cultivation
techniques are employed.

In addition to supply and demand con-
ditions in the physical markets, other fac-
tors have been cited as contributing to the
rise in commodity prices in recent years,

including depreciation of the dollar and
lower interest rates. All else being equal,
a lower value of the dollar implies a
higher dollar price of commodities, but
the causal relationships between the
exchange value of the dollar and com-
modity prices are complex and run in
both directions. The fact that commodity
prices have risen significantly in terms of
all major currencies suggests that factors
other than the depreciation of the dollar
have been important causes of the rise in
prices. Similarly, the relationship be-
tween interest rates and commodity
prices may depend on what is driving
changes in interest rates. For example, to
the extent that lower interest rates reflect
a relatively weak economy and thus
softer demand for commodities, interest
rates and commodity prices may tend to
move in the same direction. And irre-
spective of their cause, lower interest
rates might also lead to a buildup in
commodity inventories—as a result of
reduced financing costs of holding in-
ventories—potentially putting upward
pressure on prices. However, inventory
levels of key commodities have not risen
this year, a fact that is at odds with such
explanations of price increases that em-
phasize the role of interest rates.

uity purchases have also been very
weak in 2008 through April after a
strong rebound in the fourth quarter of
2007. Overall, total inflows from for-
eign private acquisitions of U.S. securi-
ties were well below average in the first
quarter of 2008 but slightly above the
nine-year low set in the third quarter of
2007 as the turmoil began.

Inflows from private purchases of
U.S. securities in the first quarter of
2008 were offset by strong outflows
associated with U.S. direct investment
abroad and by interbank flows. Some-

what surprisingly given the global fi-
nancial turmoil, the strength seen in
U.S. direct investment abroad in 2007
persisted through the fourth quarter and
into the first quarter of 2008. In addi-
tion, net lending abroad by U.S.-res-
ident banks, which tends to be quite
volatile, has increased with unusual con-
sistency since the turmoil began; these
outflows, primarily from foreign-owned
banks to their European affiliates, were
particularly large in March as condi-
tions in U.S. and European interbank
funding markets re-intensified.
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The Labor Market
Employment and Unemployment

The demand for labor has been con-
tracting this year. After having in-
creased 54,000 per month, on average,
in the second half of 2007, private pay-
roll employment declined at an average
monthly pace of 94,000 in the first half
of 2008. Over the same period, the
civilian unemployment rate moved up
more than '2 percentage point, to
5% percent.

Job losses in the first half of 2008
were concentrated in the construction
and manufacturing sectors. Although
businesses in these industries have been
trimming payrolls for more than two
years, the downsizing has intensified
during the past several months. In addi-
tion, job losses have begun to mount
this year in the wholesale and retail
trade sectors and in the professional and
business services category. Even among
the many sectors in which payrolls have
continued to expand, such as technical
services providers and eating and drink-
ing establishments, job gains have been
less robust so far this year than in 2007.
A notable exception has been hiring by
providers of health and education ser-
vices, which has remained strong.

The unemployment rate, which rose
15 percentage point in 2007, increased
another 2 percentage point in the first
half of this year. Initial claims for un-
employment insurance and the number
of individuals receiving unemployment
insurance benefits moved up consider-
ably over the six months ending in
June; accordingly, the share of unem-
ployed workers who lost their last jobs
(as opposed to those who voluntarily
left their jobs or were new entrants to
the labor force) rose, on net, this spring.
In addition, the percentage of persons
who reported that they were working

part time for economic reasons in-
creased sharply. Thus far, the labor
force participation rate, which typically
falls during periods of labor market
weakness, has remained steady and
stood at 66.1 percent in June, near the
middle of the range that has prevailed
since early 2007.

Other indicators also point to further
deterioration in labor market conditions
this year: Private surveys of businesses
suggest that firms plan to continue cut-
ting back on hiring in the near term. At
the same time, according to surveys of
consumers, assessments of labor market
prospects in the year ahead, which had
worsened late last year, slipped further
in the first half of 2008.

Productivity and Labor Compensation

Gains in labor productivity have moved
up significantly of late. According to
the latest available published data, out-
put per hour in the nonfarm business
sector rose 3'4 percent during the year
ending in the first quarter of 2008, up
from the "2 percent increase recorded
over the preceding four quarters. On
average, the rise in productivity over
the past two years, although less than
the outsized increases posted earlier in
the decade, suggest that the fundamen-
tal forces that in recent years have sup-
ported a solid uptrend in underlying
productivity remain in place. Those
forces include the rapid pace of techno-
logical change and the ongoing efforts
by firms to use information technology
to improve the efficiency of their opera-
tions. Increases in the amount of capi-
tal, especially high-tech capital, avail-
able to each worker also appear to be
providing considerable impetus to pro-
ductivity growth.

Broad measures of hourly labor com-
pensation have not kept pace with the
rapid increases in both overall con-
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sumer prices and labor productivity,
despite a labor market that, until re-
cently, had been generally tight. The
employment cost index (ECI) for pri-
vate industry workers, which measures
both wages and the cost to employers of
providing benefits, rose 34 percent in
nominal terms between March 2007 and
March 2008 (the latest available data),
the same gain as was recorded over the
preceding 12 months. Although the
increase in the wage and salary compo-
nent of the ECI edged down, the rise in
benefits costs picked up markedly.
Benefits costs were pushed up by a
sharp rise in employer contributions to
retirement plans, which likely reflected,
in part, the weak performance of the
stock market and an atypically small
increase in employer contributions in
the preceding year.

According to preliminary data, com-
pensation per hour in the nonfarm busi-
ness (NFB) sector—an alternative mea-
sure of hourly compensation derived
from the data in the NIPA—rose 4 per-
cent over the year ending in the first
quarter of 2008, down from a 5 percent
gain in the previous year. Because of
the slower growth in NFB hourly com-
pensation and the faster growth in pro-
ductivity over the period, unit labor
costs rose just ¥ percent over the year
ending in the first quarter of 2008 after
having increased 44 percent over the
preceding year. On average, the rise in
unit labor costs over the past two years
is about on par with the increases
recorded in the preceding two years.

Prices

Headline inflation remained elevated in
the first half of 2008, as prices for both
food and energy continued to surge.
The chain-type price index for personal
consumption expenditures increased at
an annual rate of 3.4 percent between

December 2007 and May 2008, about
the same as the brisk pace registered
over the 12 months of 2007. Excluding
food and energy items, the PCE price
index rose at an annual rate of 1.9 per-
cent over the first 5 months of the year,
down from the 2.2 percent increase
over the 12 months of 2007.

Energy prices, which jumped 20 per-
cent over 2007, continued to soar in the
first five months of this year. Spurred
by rising crude oil costs, motor fuel
prices continued to move up through
May, and increases in prices of heating
fuel and natural gas also jumped appre-
ciably. Furthermore, the pass-through of
the record-high levels of crude oil
prices into retail gasoline prices was
only partial, and wholesale and retail
margins were unusually compressed in
May. As these margins return to more
typical levels, retail prices are likely to
rise further. Indeed, survey evidence
suggests that prices at the pump jumped
again in June and early July. The recent
pickup in natural gas prices apparently
reflected substitution by utilities and
other users away from relatively expen-
sive crude oil as well as the unexpected
shutdown of some production in the
Gulf of Mexico during the spring.

Food prices have also picked up fur-
ther this year. After climbing 4% per-
cent in 2007, the PCE price index for
food and beverages increased at an
annual rate of more than 6 percent be-
tween December 2007 and May 2008.
High grain prices and strong export
demand have been primarily respon-
sible for sizable increases in the retail
prices of poultry, fish, eggs, cereal and
bakery items, fats and oils, and a vari-
ety of other prepared foods. In addition,
the index for fruits and vegetables rose
at an annual rate of 7% percent over the
first five months of the year, likely
reflecting, in part, higher input costs.
Although world grain production im-
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proved this spring, excessively wet
weather and flooding in the Midwest
boosted spot prices for corn and soy-
beans in June.

The small decline in core PCE price
inflation this year masked some sub-
stantial—but largely offsetting—cross-
currents. Shelter costs have continued
to decelerate as housing markets have
softened further. In addition, a modera-
tion in the pace of medical care price
increases has also held down core price
inflation this year. In contrast, prices of
core services besides medical and shel-
ter costs have increased more rapidly.
Similarly, prices of core goods, which
declined some in 2007, were about flat,
on net, over the first five months of this
year.

More fundamentally, increased slack
in labor and product markets is likely
damping price increases this year. How-
ever, a number of other factors are put-
ting upward pressure on core inflation.
Higher prices for energy and other
industrial commodities continue to add
to the cost of producing a wide variety
of goods, and increases in the prices of
non-oil imports have picked up appre-
ciably. Moreover, inflation expecta-
tions, especially for the near term, have
moved up since the turn of the year.
Probably reflecting the elevated level of
actual headline inflation, the median
expectation for year-ahead inflation
in the Reuters/University of Michigan
Surveys of Consumers moved up to
about 3% percent at the end of 2007
and then continued to rise in 2008; it
reached 5.3 percent in the preliminary
July estimate. However, the upward
movement in longer-run inflation ex-
pectations has been much less pro-
nounced. According to the preliminary
July result in the Reuters/University of
Michigan survey, median 5- to 10-year
inflation expectations were 3.4 percent
for a third consecutive month, com-

pared with the readings in the range of
3 percent to 34 percent that had pre-
vailed for the preceding few years.
Similarly, estimates of 10-year inflation
compensation, as measured by the
spreads of yields on nominal Treasury
securities over those on their inflation-
protected counterparts, have moved up
about 20 basis points, on balance, since
the turn of the year. However, most of
that increase reflected higher inflation
compensation over the next 5 years;
estimates of inflation compensation 5 to
10 years ahead were up only 10 basis
points by early July. According to the
Survey of Professional Forecasters con-
ducted by the Federal Reserve Bank of
Philadelphia, expectations of inflation
over the next 10 years ticked up in the
first half of 2008, though they remain
essentially unchanged since 1998.
Broader, NIPA-based measures of
inflation, which are available only
through the first quarter of this year,
slowed relative to the pace of the past
couple of years. The latest data show a

Alternative Measures of Price Change,
2007-08

Percent

Price measure 2007 2008
Chain-type (Q1 to Q1)
Gross domestic product (GDP) . 29 2.2
Excluding food and energy .. 29 1.9
Gross domestic purchases ...... 2.6 32
Personal consumption
expenditures (PCE) ....... 2.3 34
Excluding food and energy .. 2.4 2.0
Market-based PCE excluding
food and energy .......... 22 1.8
Fixed-weight (Q2 to Q2)
Consumer price index .......... 4.0 3.8
Excluding food and energy .. 2.3 22

NotEe: Changes are based on quarterly averages of
seasonally adjusted data. For the consumer price index,
the 2008:Q2 value is calculated as the average for April
and May compared with the average for the second quar-
ter of 2007 and is expressed at an annual rate.

Sourck: For chain-type measures, Department of
Commerce, Bureau of Economic Analysis; for fixed-
weight measures, Department of Labor, Bureau of Labor
Statistics.
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rise in the price index for GDP less
food and energy of about 2 percent over
the year ending in the first quarter,
down about 1 percentage point from the
figure for the year ending in the first
quarter of 2007. In addition to a lower
reading for core PCE inflation over the
past four quarters, prices for some other
components of final demand, especially
construction, decelerated.

Financial Markets

The elevated risk spreads, high volatil-
ity, and impaired functioning that char-
acterized domestic and international
financial markets in the second half of
2007 continued through the first half of
2008. Spillovers from the slumping U.S.
housing market were the largest direct
source of these pressures, but a general-
ized flight from riskier assets—par-
ticularly structured credit products—
and worries about a global economic
slowdown also contributed to financial
strains.” The Federal Reserve lowered
the target federal funds rate an addi-
tional 225 basis points over the first
four months of 2008 in response to
a deteriorating outlook for economic
activity.

Financial strains increased signifi-
cantly during the first quarter, leading
to a liquidity crisis in March at The
Bear Stearns Companies, Inc., a major
investment bank, and to its subsequent
acquisition by JPMorgan Chase & Co.
Additional actions taken by the Federal
Reserve to improve market functioning
and liquidity, including the introduction
of liquidity facilities for primary deal-
ers, appeared to have an ameliorative
effect, and tensions eased somewhat in

9. In a structured credit product, the credit risk
of a portfolio of underlying exposures is seg-
mented into tranches of varying seniority and risk
exposure.

the second quarter. (See the box entitled
“The Federal Reserve’s Liquidity Op-
erations.”) Nevertheless, conditions in a
broad range of domestic and inter-
national financial markets remained
strained relative to previous years. This
week, the Board of Governors an-
nounced a temporary arrangement that
allows the Federal Reserve to extend
credit to Fannie Mae and Freddie Mac,
if necessary.

Market Functioning
and Financial Stability

The deteriorating performance of sub-
prime mortgages in the United States
prompted widespread strains and turbu-
lence in domestic and international
financial markets in the second half of
2007. Substantial losses on even the
highest-rated structured products based
on subprime mortgages caused market
participants to reassess the risks associ-
ated with other structured financial
instruments and raised concerns about
the exposures of major financial institu-
tions to these assets. As liquidity in
markets for structured products evapo-
rated, banks were forced, at least tem-
porarily, to hold more assets on their
balance sheets than they anticipated. In
addition, banks’ losses on mortgage-
related securities and other assets
prompted credit concerns among coun-
terparties. Both of these factors contrib-
uted to strains in bank funding markets.
The resulting deleveraging in the finan-
cial sector reduced the availability of
credit to the overall economy. By late
2007, U.S. house prices had begun to
fall, residential investment was con-
tracting sharply, and indicators of over-
all economic activity had softened no-
ticeably. These developments induced
investors to pull back from a broader
range of financial assets, leading to
impaired liquidity conditions in many
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The Federal Reserve’s Liquidity Operations

In response to serious financial strains,
the Federal Reserve has taken a number
of steps since August 2007 to enhance
liquidity and foster the improved func-
tioning of financial markets and thereby
promote its dual objectives of maximum
employment and price stability.

The Federal Reserve eased the terms of
access for borrowing by depository insti-
tutions under the regular primary credit
program, or discount window. The spread
of the primary credit rate over the target
federal funds rate was narrowed from 100
basis points to 50 basis points in August
2007 and to 25 basis points in March. The
maximum loan term was extended to 30
days in August 2007 and to 90 days in
March; institutions have the option to
renew term loans so long as they remain
in sound financial condition. Over time,
more institutions have used the discount
window, and the more accommodative
terms for borrowing at the window have
reportedly improved confidence by assur-
ing depository institutions that backstop
liquidity will be available should they
need it.

In December 2007, the Federal Reserve
introduced the Term Auction Facility
(TAF), through which predetermined
amounts of discount window credit are
auctioned every two weeks to eligible
borrowers for terms of about one month.
In effect, TAF auctions are similar to open
market operations but are conducted with
depository institutions rather than primary
dealers and against a much broader range
of collateral than is accepted in standard
open market operations. The TAF appears
to have overcome the reluctance to bor-
row associated with standard discount
window lending because of its competi-
tive auction format, the certainty that a
large amount of credit would be made
available, and the fact that it is not

designed to meet urgent funding needs.
Indeed, a large number of banks—
ranging at various points in time from
around 50 to more than 90—have par-
ticipated in each of the 16 auctions held
thus far. The size of individual TAF auc-
tions was raised in several steps from an
initial level of $20 billion at inception
last December to $75 billion most
recently; the amount of TAF credit cur-
rently outstanding is $150 billion.

In conjunction with the introduction of
the TAF, the Federal Reserve also estab-
lished swap lines with the European
Central Bank and the Swiss National
Bank to provide dollar funds to facilitate
dollar lending by those central banks to
banks in their jurisdictions. These swap
lines have been enlarged over time and
currently stand at $50 billion with the
European Central Bank and $12 billion
with the Swiss National Bank.

In response to the unprecedented pres-
sures in short-term repurchase agreement
(repo) markets earlier this year, the Fed-
eral Reserve initiated a special program
of 28-day term repurchase agreements;
$80 billion of such agreements are cur-
rently outstanding. These agreements
were designed to enhance the ability of
primary dealers to obtain term funding
for any assets that are eligible as collat-
eral in conventional open market opera-
tions. Also, on March 11, the Federal
Reserve announced plans to create the
Term Securities Lending Facility
(TSLF), in which the Federal Reserve
lends Treasury securities held in its port-
folio at auction against the collateral of
high-grade securities held by dealers. In
addition to conventional open market
operation collateral—Treasury securities,
agency securities, and agency-sponsored
mortgage-backed securities (MBS)—the
Federal Reserve now accepts AAA-rated
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residential MBS, commercial MBS, and
other asset-backed securities as collateral
at the TSLFE. The Federal Reserve sets a
minimum bid rate for each TSLF auction.
Bids submitted at most TSLF auctions
have fallen short of the announced auc-
tion quantities. Nevertheless, market par-
ticipants have indicated that the TSLF has
contributed to improved functioning in
repo markets.

Pressures in short-term funding mar-
kets worsened sharply in mid-March. On
March 13, The Bear Stearns Companies,
Inc., a prominent investment bank and
primary dealer, advised the Federal
Reserve and other government agencies
that its liquidity position had deteriorated
significantly and that it would be forced
to file for bankruptcy the next day unless
alternative sources of funds became avail-
able. A bankruptcy filing would have
forced the secured creditors and counter-
parties of Bear Stearns to liquidate the
underlying collateral, and given the illi-
quidity of markets, those creditors and
counterparties might well have sustained
substantial losses. If they had responded
to losses or the unexpected illiquidity of
their holdings by pulling back from pro-
viding secured financing to other firms
and by dumping large volumes of illiquid
assets on the market, a much broader
financial crisis likely would have ensued
with consequent harm to the overall econ-
omy. In such circumstances, the Federal
Reserve Board judged that it was appro-
priate to use its emergency lending
authorities under the Federal Reserve Act
to avoid a disorderly closure of Bear
Stearns. Accordingly, the Federal
Reserve, after discussions with the Secu-
rities and Exchange Commission and in
close consultation with the Treasury,
agreed to provide short-term funding to
Bear Stearns through JPMorgan Chase &
Co. Over the following weekend, JPMor-
gan Chase agreed to purchase Bear

Stearns and assume the company’s finan-
cial obligations. The Federal Reserve,
again in close consultation with the Trea-
sury, agreed to supply term funding,
secured by $30 billion in Bear Stearns
assets, to facilitate the purchase. JPMor-
gan Chase completed the acquisition of
Bear Stearns on June 26, and the Federal
Reserve extended approximately $29 bil-
lion of funding on that date.

In a further effort to prevent a possible
downward spiral in financial markets, the
Federal Reserve also used its emergency
authorities to create the Primary Dealer
Credit Facility (PDCF) in mid-March.
The PDCF allows primary dealers to
borrow at the discount window against
collateral that includes a broad range of
investment-grade securities. In effect, the
PDCF provides primary dealers with a
liquidity backstop similar to the discount
window that is available to depository
institutions.

These liquidity measures appear to
have contributed to some improvement
in financial markets since late March.

Over recent days, the share prices of
Fannie Mae and Freddie Mac dropped
sharply on investor concerns about their
financial condition and capital position.
The Treasury announced a legislative
initiative to bolster the capital, access to
liquidity, and regulatory oversight of the
government-sponsored enterprises
(GSEs). As a supplement to the Trea-
sury’s existing authority to lend to the
GSEs, the Board of Governors estab-
lished a temporary arrangement that
allows the Federal Reserve to extend
credit to Fannie Mae and Freddie Mac, if
necessary. In establishing this arrange-
ment, the Board exercised its authority
under section 13(13) of the Federal
Reserve Act. Credit under this arrange-
ment will be extended at the primary
credit rate and secured by government
and federal agency securities.
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markets, with widened risk spreads and
elevated volatilities.

This market turbulence continued
into early 2008, as liquidity in many
financial markets continued to be im-
paired and risk spreads remained wide.
After declining sharply late last year,
issuance of non-agency-sponsored mort-
gage-backed securities essentially came
to a halt by the beginning of 2008, and
secondary-market trades of these assets
were rare. Price indexes of non-agency-
sponsored subprime MBS based on
derivatives markets declined further.
However, the unusual pressures that had
been apparent in short-term investment-
grade funding markets in December
eased considerably in January, owing to
a combination of the passing of year-
end balance sheet concerns and the pro-
vision of additional liquidity by the
Federal Reserve and foreign central
banks.

In February and March, short- and
long-term funding markets came under
renewed pressure after reports of further
losses and write-downs at major banks,
broker-dealers, and the government-
sponsored enterprises. Fears of a weak-
ening economy exacerbated a general-
ized flight from all but the safest assets.
Repurchase agreement (repo) market
investors exhibited a marked preference
for Treasury collateral and pushed rates
on Treasury general collateral repos to
historical lows that were well below the
target federal funds rate. As liquidity
for MBS not sponsored by the GSEs
and for other private-label asset-backed
securities dried up, the heightened
uncertainty regarding values of these
instruments led to an unprecedented
increase in the margin, or “haircut,”
required on repos based on such collat-
eral; the interest rate spread on these
repos also rose. Spreads of corporate
and GSE bond yields over yields on
comparable-maturity Treasury securi-

ties jumped to multiyear highs. Ratios
of yields on municipal bonds to yields
on Treasury securities spiked, and fail-
ures were widespread in the auction rate
securities markets for municipal securi-
ties, student loans, and other assets.
Prices fell in the secondary market for
leveraged loans, and implied spreads on
indexes of loan-only credit default
swaps, or LCDX, reached record levels
in February. Liquidity was strained in
many markets; for example, in the mar-
ket for Treasury coupon securities, bid-
asked spreads and spreads between
yields on off-the-run and on-the-run
securities reached multiyear highs. Bid-
asked spreads in the leveraged loan
market also widened noticeably. The
orderly resolution of the Bear Stearns
situation along with the implementation
of the Primary Dealer Credit Facility
and the Term Securities Lending Facil-
ity in March appeared to reduce strains
in short-term funding markets and to
relieve liquidity pressures more broadly
across fixed-income markets (see the
box entitled “The Federal Reserve’s
Liquidity Operations.”)

Even though conditions in several
markets improved somewhat after mid-
March, pressures in some short-term
funding markets continued to intensify
into April. Yield spreads rose in April
on unsecured financial, asset-backed,
and lower-rated nonfinancial commer-
cial paper. Interbank term funding pres-
sures, as measured by spreads of term
London interbank offered rates over
comparable-maturity overnight index
swap rates, peaked in April but have
since moved somewhat lower, at least
for terms of three months and less. The
expansion in May of the Federal Re-
serve’s Term Auction Facility and of
the associated swap lines with the Euro-
pean Central Bank and the Swiss Na-
tional Bank appears to have contributed
to this easing of pressures. However, for
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interbank funding at terms greater than
three months, transaction volumes are
reportedly low, and spreads remain
high.

In longer-term financial markets,
pressures generally eased in April and
May. Spreads of conforming mortgage
rates and corporate bond yields over
yields on comparable-maturity Treasury
securities narrowed, and prices and
liquidity in the secondary market for
leveraged loans increased. However,
yield spreads for corporate bonds and
mortgages moved higher in June. Eq-
uity prices of financial intermediaries,
including the housing-related GSEs,
Fannie Mae and Freddie Mac, dropped
sharply in June and early July as con-
cerns mounted both about their losses
and longer-term profitability and about
the prospects for earnings dilution
given the considerable new capital that
may need to be raised. Overall, indica-
tors of financial market strains remain
elevated compared with their levels in
previous years.

Debt and Financial Intermediation

The total debt of the domestic nonfinan-
cial sector expanded at an annual rate of
6Y2 percent in the first quarter of 2008,
a somewhat slower pace than in 2007.
The moderation in borrowing was
mainly accounted for by a slowdown in
the growth of household debt, particu-
larly mortgage debt. Borrowing by non-
financial businesses also decelerated,
but at a 94 percent pace, it was still
high by historical standards. Prelimi-
nary data suggest that overall debt
growth slowed further in the second
quarter.

Commercial bank credit increased at
an annual rate of 4% percent in the first
half of 2008, down significantly from
the 10% percent expansion registered in

2007.'° Commercial and industrial
loans decelerated sharply after growing
at an annual rate of more than 25 per-
cent in the fourth quarter of 2007. The
surge in C&I loans late last year report-
edly reflected, in part, the difficulties
that banks faced in selling syndicated
loans to nonbank investors; as a result,
banks had to fund a number of previ-
ously committed large syndicated deals
on their balance sheets. In the first quar-
ter of 2008, C&I loans grew at a lower
but still quite fast rate of 16% percent,
with part of the strength reportedly due
to increased utilization of existing credit
lines, the pricing of which reflected pre-
vious lending practices. In the second
quarter, C&I lending moderated signifi-
cantly further, a pattern consistent with
reports from the April Senior Loan
Officer Opinion Survey, which indi-
cated a further tightening of credit stan-
dards and terms and weakening of
demand for C&I loans. Commercial
real estate loans grew at an annual rate
of about 9% percent in the first half of
2008, only slightly slower than their
pace in 2007.

After contracting sharply in the final
quarter of 2007, the outstanding stock
of residential mortgages at commercial
banks rose 32 percent in the first quar-
ter, in part because of a sluggish pace of
securitization. In the second quarter,
however, banks’ holdings of residential
mortgage loans fell again, a pattern
consistent with the ongoing weakness in
the housing market and the reduced
availability of mortgage credit. Growth
of home equity lines of credit picked up
significantly in the first half of 2008,
likely because of the decline in short-
term market rates to which such loans

10. The growth rate of bank credit in 2007 has
been adjusted to remove the effects of the conver-
sion of a large commercial bank to a thrift insti-
tution.
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are generally tied. However, commer-
cial banks have taken steps to limit their
exposure to these loans; according to
the April Senior Loan Officer Opinion
Survey, a significant portion of respon-
dents indicated that they had tightened
their credit standards for approving new
applications for home equity lines of
credit, and a notable proportion re-
ported that they had also firmed lending
terms on existing lines, mainly in re-
sponse to declines in property values.
Despite the reported tightening of credit
conditions in the household sector, con-
sumer loans grew at a moderate pace in
the first half of 2008.

Profitability of the commercial bank-
ing sector improved somewhat in the
first quarter of 2008 but remained well
below the levels seen before the sum-
mer of 2007. Many large banks re-
ceived a significant boost to their first-
quarter profits as a result of their stakes
in Visa—the initial public offering of
which occurred in March. However,
continued write-downs of mortgage-
related assets and leveraged loans,
along with increasing loan-loss provi-
sions, held profits down in the first
quarter. Concerns about recent and
potential losses have weighed heavily
on bank stock prices this year. The
median spread on credit default swaps
on the senior debt of major banks
climbed from 50 basis points at the end
of 2007 to more than 100 basis points
in mid-March. After declining notice-
ably in April and May, it returned close
to the March peak in late June.

The overall delinquency rate on loans
held by commercial banks rose in the
first quarter to its highest level since the
early 1990s, and the charge-off rate
increased to the upper end of its range
since 2000. The deterioration in credit
quality was accounted for primarily by
continued erosion in the performance of
residential mortgages and a consider-

able worsening in construction and land
development loans, but performance of
most other types of loans also weak-
ened. To bolster equity positions dimin-
ished by asset write-downs and loan-
loss provisions, commercial banks
raised a substantial volume of capital in
the first half of 2008; some banks
reduced dividends to further shore up
their capital.

Equity Markets

Overall, share prices have dropped
about 15 percent from the end of 2007.
The declines were led by the financial
sector, especially depository institutions
and broker-dealers, which fell 37 per-
cent and 41 percent, on average, respec-
tively. The energy and basic materials
sectors avoided the downtrend and have
changed little on net.

Actual and implied volatilities of
broad equity price indexes shot up last
year with the onset of financial strains.
The partial easing of financial strains in
the second quarter was associated with
modest declines in the actual and im-
plied volatilities of equity prices to lev-
els still above those of the past few
years. The 12-month-forward expected
earnings-price ratio for S&P 500 firms
jumped in the first half of 2008, while
the long-term real Treasury yield rose
only slightly. The difference between
these two values—a rough measure of
the premium that investors require for
holding equity shares—has reached the
high end of its range over the past 20
years.

Policy Expectations and Interest Rates

The current target for the federal funds
rate, at 2 percent, is substantially below
the level that investors expected as of
late December 2007. According to
futures quotes at that time, market par-
ticipants expected that the federal funds
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rate would be around 3'2 percent by
July. Looking forward, however, inves-
tors now expect that the next policy
move will be up, and a small degree of
tightening has been priced in by the end
of 2008. Measures of uncertainty about
the path of policy rose with the onset of
financial turbulence last year and are
currently near the high end of their
range over the past 10 years.

Treasury yields fell sharply from the
end of 2007 through March amid con-
cerns about the health of financial
firms, severe strains in financial mar-
kets, a weakening economic outlook,
and lower expectations for future policy
rates. Since late March, yields have
risen across the curve as fears of a deep
economic contraction have receded and
concerns about the inflation outlook
have increased. On net, 2-year yields
are down 65 basis points, and 10-year
yields are down 20 basis points since
the start of the year.

Yields on Treasury inflation-pro-
tected securities largely moved in line
with nominal yields—that is, they fell
through mid-March and then rose—but
the rise since March has been somewhat
less than that of nominal yields. In addi-
tion, shifting liquidity conditions in the
markets for nominal and indexed Trea-
sury securities at times affected the
spreads between nominal and indexed
yields, also known as inflation compen-
sation. On net, 10-year inflation com-
pensation has risen about 20 basis
points since the end of 2007, suggesting
some increase in investors’ concerns
about the inflation outlook. Inflation
compensation rose over both the near
term and the longer term, but the
increase was larger over the near term,
as compensation over the next 5 years
rose about 30 basis points whereas
compensation over the period from
5 years ahead to 10 years ahead rose
only 10 basis points. In part because of

a lag in the indexation of inflation-
protected securities, near-term inflation
compensation can be strongly affected
by the latest movements in energy and
food prices; these prices have risen
sharply in recent months.

Money and Reserves

M2 is estimated to have expanded at an
annual rate of 7% percent over the first
half of 2008, notably faster than the
likely growth rate of nominal GDP.
Demand for money balances was sup-
ported by declines in the opportunity
cost of holding money relative to other
financial assets and by strong demand
for safe and liquid assets amid volatility
and strains in financial markets. Money
market mutual fund shares grew par-
ticularly rapidly in the first quarter.
However, growth of money market
mutual funds dropped considerably in
the second quarter, and small time
deposits contracted; M2 slowed accord-
ingly. Demand for currency continued
to be lackluster for the most of the first
half-year, but it picked up noticeably
late in the second quarter as domestic
demand grew and foreign demand was
estimated to be less weak.

The strains in bank funding markets
over recent months have posed chal-
lenges for the implementation of mone-
tary policy. Banks generally have
seemed more cautious in their activity
in the federal funds market and less
willing to take advantage of potential
arbitrage opportunities in that market
over the course of a day and across the
days of a reserve maintenance period.
In this environment, the Open Market
Desk’s decisions regarding the appro-
priate quantity of reserves to be sup-
plied each day through open market
operations have been complicated, and
volatility in the federal funds rate has
been elevated. The authority to pay
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interest on reserves could be helpful to
the Federal Reserve in limiting the
volatility in the federal funds rate. The
ability to pay interest on reserves would
also allow the Federal Reserve to man-
age its balance sheet more efficiently in
circumstances in which promoting
financial stability required the provision
of substantial amounts of discount win-
dow credit to the financial sector. In
light of these considerations, the Fed-
eral Reserve has asked the Congress to
accelerate the effective date of statutory
authority to pay interest on reserve bal-
ances, which is currently October 2011.

International Developments
International Financial Markets

Global financial markets remained dis-
tressed over the first half of 2008, pri-
marily because of concerns about weak-
ness in real estate and slowing global
economic growth. Amid heightened
market turbulence in March, the Euro-
pean Central Bank (ECB), Bank of
England, Bank of Canada, and Swiss
National Bank (SNB) announced a fur-
ther set of joint actions with the Federal
Reserve to help improve the functioning
of short-term funding markets. The
Federal Open Market Committee in-
creased its temporary swap line to the
ECB in March from $20 billion to
$30 billion and its line to the SNB from
$4 billion to $6 billion. In May, these
amounts were increased further to $50
billion and $12 billion, respectively,
and the lines were extended through
January 2009. Meanwhile, the Bank of
England and the Bank of Canada each
introduced new term funding arrange-
ments in their domestic currencies, and
the Bank of England also established a
facility to swap government bonds for
banks’ mortgage-backed securities for a
term of one to three years. The ECB has

also continued to offer longer-term
funding in euros, auctioning three-
month funds totaling €270 billion in the
first quarter and €250 billion in the sec-
ond quarter and adding a new long-term
refinancing operation with a six-month
maturity.

Market volatility has persisted in
recent months, with ongoing concerns
about the balance sheets of financial
institutions. Since the middle of last
year, European banks have announced
about $200 billion in write-downs—
largely as a result of indirect exposure
to U.S. credit markets through both
sponsorship of and investments in struc-
tured credit products—and further
losses may be recognized in second-
quarter financial statements. In addi-
tion, mortgage lenders in the United
Kingdom have been affected by weak-
ness in property prices there and by
reduced access to capital market fund-
ing. In general, the institutions that have
recognized significant losses have taken
prompt steps to replenish capital from a
variety of sources; more than $140 bil-
lion had been raised by the end of June.

On net, most major equity indexes in
the advanced foreign economies stand
12 percent to 25 percent lower in local
currency terms compared with the end
of 2007. European stock indexes were
led lower by the stock prices of finan-
cial firms, which declined 34 percent
(measured in euros); Japanese financial
stocks are down 9 percent on the year.
The financial turbulence has had less
impact on Latin American stock prices.
Equity indexes in Mexico and Brazil
were virtually unchanged, on balance,
over the first half of 2008. However,
Chinese stock prices have tumbled
44 percent since the end of 2007, virtu-
ally erasing last year’s gains, and other
major emerging Asian equity indexes
are also down, but to a lesser extent.
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Liquidity in European government
bond markets was impaired in March
but seems to have improved in recent
months. Long-term bond yields in the
advanced foreign economies fell in the
first quarter but have more than re-
versed these declines as investors no
longer expect the ECB and the Bank of
England to ease their policy rates. Since
the end of 2007, long-term rates have
risen, on net, 11 basis points in Ger-
many, 38 basis points in the United
Kingdom, and 12 basis points in Japan,
and nominal yield curves have flat-
tened. Meanwhile, implied long-term
inflation compensation has increased
10 basis points in Japan and nearly
30 basis points in Germany and Can-
ada.

The Federal Reserve’s broadest mea-
sure of the nominal trade-weighted for-
eign exchange value of the dollar has
declined about 3 percent, on net, since
the end of last year. Over the same
period, the major currencies index of
the dollar has also declined about 3 per-
cent. The dollar depreciated sharply
against the euro and the yen in February
and March but has recovered some in
recent months. On net thus far this year,
the dollar is down about 4 percent
against the yen and 7 percent against
the euro. The dollar is 2 percent higher
against the Canadian dollar and slightly
higher against sterling. The dollar has
declined 6 percent against the Chinese
renminbi since the end of 2007.

Advanced Foreign Economies

Economic growth in the major ad-
vanced foreign economies appears to
have slowed somewhat this year. Al-
though both the euro area and Japan
posted strong first-quarter GDP growth
rates, recent monthly indicators have
been more subdued. In other countries,
growth rates declined in the first quar-

ter, and first-quarter real GDP even
contracted slightly in Canada, where
trade and financial ties to the United
States are strong. Surveys of banks in
Europe show a further tightening of
credit standards in the first half of 2008
for both households and businesses.
Lending to businesses appears to have
remained solid, but household borrow-
ing has slowed. Housing markets in a
number of countries—including Ire-
land, Spain, and the United Kingdom—
have continued to soften.

Since the beginning of the year,
headline rates of inflation have contin-
ued to move up, on balance, in most
economies, mainly because of increas-
ing prices for food and energy. The
12-month change in consumer prices in
both the euro area and the United King-
dom increased further from January to
mid-2008, while core inflation rates
(which exclude the changes in the
prices of energy and unprocessed food)
have increased much less. In Canada,
where food price increases have been
muted, inflation is little changed, on
balance, since the beginning of the year
but has risen in the past couple of
months. Japanese consumer prices are
roughly unchanged on a 12-month basis
when both food and energy prices are
excluded.

Over the first half of this year, the
focus of the major foreign central banks
appears to have shifted somewhat from
the impact of financial market strains
on growth to the effect of higher com-
modity prices on inflation. After ini-
tially lowering official interest rates, the
Bank of Canada and the Bank of
England have held their target rates
steady since April, and the Bank of
Japan has kept its policy rate unchanged
at 0.5 percent all year. Recent inflation
rates and statements from all of these
central banks have led market partici-
pants to expect policy rates to increase
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slightly or to remain on hold. On July 3,
the ECB raised its policy rate 25 basis
points, to 4.25 percent, but it hinted that
further rate hikes were not in the offing.

Emerging Market Economies

Recent data suggest that real GDP
growth in China remained strong in the
first half of this year. Although export
growth slowed, domestic demand ap-
pears to have accelerated.

Elsewhere in emerging Asia, recent
performance has varied but, on balance,
indicators suggest that activity has
remained solid in the region. In the first
quarter, real GDP growth moderated in
Korea, Malaysia, and Thailand but was
strong in Hong Kong and Singapore.
Exports of the region have generally
slowed along with the deceleration in
global economic activity; however, do-
mestic demand strengthened in a num-
ber of countries.

Economic activity has decelerated in
Latin America. In Mexico, output
growth slowed to about 2 percent in the
first quarter, in line with the step-down
in the pace of activity in the United
States that began toward the end of last
year. In other Latin American countries,
notably Brazil and Venezuela, growth
also moderated.

Higher prices for food and energy
have continued to exert upward pres-
sures on inflation across emerging mar-
ket economies. In China, headline in-
flation has risen, reaching roughly
8 percent in recent months. In response
to the inflationary pressures, the Chi-
nese authorities have allowed the ren-
minbi to appreciate at a more rapid
pace, and the People’s Bank of China
has further tightened monetary policy.
The Bank has raised the required
reserve ratio five times this year by a
total of 300 basis points, to 17" per-
cent. Elsewhere in emerging market

economies, 12-month headline inflation
in a number of countries continued to
rise in recent months, thereby prompt-
ing many central banks to tighten mon-
etary policy. In some cases, govern-
ments also instituted export restrictions
or reduced import duties for some food
products. The rising cost of energy sub-
sidies has led governments in China,
India, Malaysia, Indonesia, and Taiwan
to raise administered gasoline prices
roughly 10 percent to 40 percent in
recent months.

Part 3
Monetary Policy
over the First Half of 2008

After easing the stance of monetary pol-
icy 100 basis points over the second
half of 2007, the Federal Open Market
Committee (FOMC) lowered the target
federal funds rate 225 basis points fur-
ther in the first half of 2008."" The Fed-
eral Reserve also took a number of
additional actions to increase liquidity
and to improve the functioning of finan-
cial markets.

In a conference call on January 9, the
Committee reviewed recent economic
data and financial market develop-
ments. The information, which included
weaker-than-expected data on home
sales and employment for December as
well as a sharp decline in equity prices
since the beginning of the year, sug-
gested that the downside risks to growth
had increased significantly since the
time of the December FOMC meeting.
Participants cited concerns that the

11. Members of the FOMC in 2008 consist of
members of the Board of Governors of the Fed-
eral Reserve System plus the presidents of the
Federal Reserve Banks of Cleveland, Dallas, Min-
neapolis, New York, and Philadelphia. Partici-
pants at FOMC meetings consist of members of
the Board of Governors and all Reserve Bank
presidents.
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slowing of economic growth could lead
to a further tightening of financial con-
ditions, which in turn could reinforce
the economic slowdown. However, core
inflation had edged up in recent
months, and considerable uncertainty
surrounded the inflation outlook. On
balance, participants were generally of
the view that substantial additional pol-
icy easing might well be necessary to
support economic activity and reduce
the downside risks to growth, and they
discussed the possible timing of such
actions.

On January 21, the Committee held
another conference call. Strains in some
financial markets had intensified, and
incoming evidence had reinforced the
view that the outlook for economic
activity was weak. Participants ob-
served that investors apparently were
becoming increasingly concerned about
the economic outlook and downside
risks to activity and that these develop-
ments could lead to an excessive pull-
back in credit availability. In light of
these developments, all members
judged that a substantial easing in pol-
icy was appropriate to foster moderate
economic growth and reduce the down-
side risks to economic activity. The
Committee decided to lower the target
for the federal funds rate 75 basis
points, to 3'2 percent, and judged that
appreciable downside risks to growth
remained. Although inflation was ex-
pected to edge lower over the course of
2008, participants underscored their
view that this assessment was condi-
tioned upon inflation expectations re-
maining well anchored and stressed that
the inflation situation should continue
to be monitored carefully.

The data reviewed at the regularly
scheduled FOMC meeting on January
29 and 30 confirmed a sharp decelera-
tion in economic growth during the
fourth quarter of 2007 and a continued

tightening of financial conditions. With
the contraction in the housing sector
intensifying and a range of financial
markets remaining under pressure, eco-
nomic growth was expected to stay soft
in the first half of 2008 before picking
up strength in the second half. How-
ever, the ongoing weaknesses in home
sales and house prices, as well as the
tightening of credit conditions for
households and businesses, were seen
as posing downside risks to the near-
term outlook for economic growth.
Moreover, the potential for adverse
feedback between the financial markets
and the economy was a significant risk.
Participants expressed some concern
about the disappointing inflation data
received over the latter part of 2007.
Although many expected that a lev-
eling-out of prices for energy and other
commodities, such as that embedded in
futures markets, and a period of below-
trend growth would contribute to some
moderation in inflation pressures over
time, the Committee believed that it
remained necessary to monitor inflation
developments carefully. Against that
backdrop, the FOMC decided to lower
the target for the federal funds rate
50 basis points, to 3 percent. The Com-
mittee believed that this policy action,
combined with those taken earlier,
would help promote moderate growth
over time and mitigate the risks to eco-
nomic activity. However, members
judged that downside risks to growth
remained.

In a conference call on March 10, the
Committee reviewed financial market
developments and considered proposals
aimed at supporting the liquidity and
orderly functioning of those markets. In
light of the sharp deterioration of some
key money and credit markets, the
Committee approved the establishment
of the Term Securities Lending Facility,
under which primary dealers would be
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able to borrow Treasury securities from
the System Open Market Account for a
term of approximately one month
against any collateral eligible for open
market operations and the highest-
quality private residential mortgage-
backed securities (MBS).'? The new
facility was designed to alleviate pres-
sures in the financing markets for secu-
rities. In addition, the Committee
agreed to expand the existing reciprocal
currency agreements with the European
Central Bank and the Swiss National
Bank to $30 billion and $6 billion,
respectively, and to extend the terms of
these agreements through September
2008. Over the next few days, financial
market strains intensified further. On
March 16, the Federal Reserve an-
nounced emergency measures to bolster
liquidity and promote orderly function-
ing in financial markets, including the
approval of the financing arrangement
associated with the acquisition of The
Bear Stearns Companies, Inc., by
JPMorgan Chase & Co. and the estab-
lishment of the Primary Dealer Credit
Facility to improve the ability of pri-
mary dealers to provide financing to
participants in securitization markets. In
addition, the primary credit rate was
lowered 25 basis points, and the maxi-
mum term of primary credit loans was
extended to 90 days.

When the Committee met on March
18, financial markets continued to be
under great stress, particularly the mar-
kets for short-term collateralized and
uncollateralized funding. Spreads on
interbank loans and lower-rated com-
mercial paper had widened over the
intermeeting period, and obtaining
credit through repurchase agreements
backed by agency and private-label

12. By notation vote completed on March 20,
AAA-rated commercial MBS were added to the
list of acceptable collateral.

MBS had become more difficult amid
reports of increased margin, or “hair-
cuts,” being required by lenders. Yields
on Treasury bills and repurchase agree-
ments backed by Treasury securities
had plummeted, reflecting investors’
heightened demand for the safest assets.

Participants at the March 18 FOMC
meeting noted that prospects for both
economic activity and near-term infla-
tion had deteriorated since January, and
many thought that some contraction in
economic activity in the first half of
2008 was likely. Although the economy
was expected to recover in the second
half and to grow further in 2009, con-
siderable uncertainty surrounded this
forecast. Some participants expressed
concern that falling house prices and
financial market stress might lead to a
more severe and protracted downturn
than anticipated. Recent readings on
inflation had been elevated, and some
indicators of inflation expectations had
risen. However, a flattening-out of
prices for oil and other commod-
ities—as implied by futures prices—
and the projected easing of pressures on
resources were expected to contribute to
some moderation in inflation. All in all,
most members judged that a 75 basis
point reduction in the target federal
funds rate, to 24 percent, was appropri-
ate to address the combination of risks
of slowing economic growth, inflation-
ary pressures, and financial market dis-
ruptions. In its statement, the Commit-
tee highlighted the further weakening in
the outlook for economic activity, but it
also emphasized the importance of
monitoring inflation developments care-
fully.

The data reviewed at the meeting on
April 29 and 30 indicated that economic
growth had been weak in the first three
months of 2008 and that core consumer
price inflation had slowed, but that
overall inflation had remained elevated.
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FOMC participants indicated that these
developments had been broadly consis-
tent with their expectations. Conditions
across a number of financial markets
were judged to have improved since the
March meeting, but financial markets
remained under considerable stress.
Although the likelihood that economic
activity would be severely disrupted by
a sharp deterioration in financial mar-
kets had apparently receded, most par-
ticipants thought that the risks to eco-
nomic growth were still skewed to the
downside. All participants expressed
concern about upside risks to inflation
posed by rising commodity prices and
the depreciation of the dollar, but some
participants noted that the downside
risks to economic activity also implied
that there were downside risks to price
pressures as well. Participants ex-
pressed significant uncertainty concern-
ing the appropriate stance of monetary
policy in these circumstances. Some
participants noted that the level of the
federal funds target, especially when
compared with the current rate of infla-
tion, was relatively low by historical
standards. Others noted that financial
market strains and elevated risk spreads
had offset much of the effects of policy
easing on the cost of credit to borrow-
ers. On balance, most members agreed
that the target for the federal funds rate
should be lowered 25 basis points, to
2 percent. The Committee expected that
the policy easing would help to foster
moderate growth over time without
impeding a moderation in inflation. The
Committee agreed that, in light of the
substantial policy easing to date and the
ongoing measures to foster financial
market liquidity, the risks to growth
were now more closely balanced by the
risks to inflation.

In view of persisting strains in fund-
ing markets, the FOMC also approved
proposals to expand the liquidity

arrangements that had been put in place
in previous months. The reciprocal cur-
rency agreements with the European
Central Bank and Swiss National Bank
were increased to $50 billion and $12
billion, respectively, and both were
extended through January 2009. The
collateral accepted by the Term Securi-
ties Lending Facility was expanded to
include all AAA-rated asset-backed
securities. In addition, Chairman
Bernanke announced his intention to
expand the Term Auction Facility to
$150 billion under authority previously
delegated by the Board of Governors.
At the time of the meeting held June
24 and 25, the available indicators sug-
gested that economic activity in the first
half of the year had not been as weak as
had been expected in April. Neverthe-
less, several factors were viewed as
likely to restrain activity in the near
term, including the contraction in the
housing sector, sharply higher energy
prices, and continued tight credit condi-
tions. Although financial market con-
ditions generally appeared to have
improved modestly since the April
meeting, participants noted that the
potential for adverse financial market
developments still posed significant
downside risks to economic activity.
The further large increase in energy
prices also prompted an upward revi-
sion of projections for overall inflation
in the second half of 2008. Most partici-
pants expected that a leveling-out of
energy prices and continued slack in
resource utilization would lead inflation
to moderate in 2009 and 2010, but the
persistent tendency in recent years for
commodity prices to exceed the trajec-
tory implied by futures market prices
engendered considerable uncertainty
around the projected moderation of
inflation. Members generally agreed
that the downside risks to growth had
eased somewhat since the previous
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FOMC meeting while the upside risks
to inflation had intensified. Against this
backdrop, most members judged that
maintaining the current stance of policy
at this meeting represented an appropri-
ate balancing of the risks to the eco-

nomic outlook. Nonetheless, policy-
makers recognized that circumstances
could change quickly and noted that
they might need to respond promptly to
incoming information about the evolu-
tion of risks. n
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Banking Supervision and Regulation

The Federal Reserve has supervisory
and regulatory authority over a variety
of financial institutions and activities. It
plays an important role as umbrella
supervisor of bank holding companies,
including financial holding companies.
And it is the primary federal supervisor
of state banks that are members of the
Federal Reserve System.

U.S. bank holding companies and
state member banks continued to face
substantial challenges in 2008, exac-
erbated by problems in funding and
capital markets as well as the ongoing
economic slowdown. Bank holding
company asset quality and earnings
continued their deterioration over the
course of the year, in part due to ongo-
ing problems linked to the residential
housing market. The effects of the sub-
stantial challenges facing the banking
industry were revealed in bank hold-
ing companies’ reported net losses of
$27 billion for the full year. Nonper-
forming assets increased notably as the
quality of various types of assets de-
clined, and overall loan delinquencies in-
creased. As in 2007, several institutions
recognized significant valuation write-
downs on assets affected by market
conditions. Liquidity and capital contin-
ued to be strained. Some institutions
received federal government assistance
in the form of capital injections via the
Treasury’s Troubled Asset Relief Pro-
gram, and many others drew on Federal
Reserve liquidity facilities to a consid-
erable degree. While regulatory capital
ratios suffered some erosion over 2008,
bank holding companies in general con-
tinued to maintain ratios in excess of
minimum regulatory requirements.

State member banks faced challenges
similar to those faced by bank holding
companies in 2008. As a group, they
suffered net losses of $3.2 billion,
reflecting asset write-downs and higher
loan-loss provisions. Credit quality
indicators worsened further during the
year, with additional increases in non-
performing loans and delinquencies.
Charge-off ratios reached their highest
level in over a decade. Risk-based capi-
tal ratios increased somewhat over the
year; at year-end more than 98 percent
of all state member banks continued to
report capital ratios consistent with a
“well capitalized” designation under
prompt corrective action standards. One
state member bank, with assets of
$237.5 million, failed.

During 2008, the Federal Reserve
undertook a range of activities to iden-
tify and correct some of the risk-
management weaknesses revealed by
the financial crisis that began in mid-
2007. These supervisory activities cov-
ered a number of areas, including firm-
wide risk identification and senior
management oversight. Liquidity risk
management and capital adequacy were
given special attention. Where institu-
tions did not make appropriate progress,
supervisors downgraded supervisory
ratings and used enforcement tools to
bring about corrective action. In addi-
tion, the Federal Reserve undertook a
Systemwide effort to identify lessons
learned for supervisors and to begin
developing recommendations for poten-
tial improvements to supervisory prac-
tices. The objective of the lessons-
learned process is to improve all aspects
of the supervisory process, including
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oversight of individual institutions and
promotion of overall financial stability.
The lessons-learned process, which will
continue into 2009, has drawn on staff
from around the Federal Reserve System,
including presidents and members of the
boards of directors of the Reserve Banks.
In 2008, banking supervisors contin-
ued to focus on the adequacy of banks’
credit-risk management practices and
the important role banks play in credit
intermediation. The Federal Reserve
issued two statements emphasizing the
critical role that banking organizations
have in U.S. credit markets and encour-
aging those organizations to pursue
responsible lending activities as they
meet the credit needs of households and
businesses. Also, the Federal Reserve,
Federal Deposit Insurance Corporation
(FDIC), and Office of the Comptroller
of the Currency (OCC) jointly issued
revisions to the Guide to the Inter-
agency Country Exposure Review
Committee Process to reflect improve-
ments in regulated institutions’ analyses
of cross-border-exposure and country-
risk management programs and the in-
creased availability of information on
country and transfer risk. In addition,
the Federal Reserve, FDIC, OCC, Of-
fice of Thrift Supervision (OTS), and
National Credit Union Administration
(NCUA) jointly issued for comment pro-
posed Interagency Appraisal and Evalu-
ation Guidelines to reaffirm supervisory
expectations for sound practices in
appraising and evaluating real estate.
Federal Reserve staff continued to
work with the other federal banking
agencies to implement the advanced ap-
proaches of the Basel II Capital Accord
in the United States, with the final rule
taking effect on April 1, 2008." Institu-

1. The Basel II Capital Accord, an interna-
tional agreement formally titled “International
Convergence of Capital Measurement and Capital

tions may begin transitioning to the new
rules after they adopt an implementa-
tion plan and have in place systems that
comply with the final rule’s qualifica-
tion requirements. In January 2008, the
agencies published final reporting
requirements and reporting templates
for institutions that will be adopting the
Basel II advanced approaches. In light
of identified supervisory lessons
learned, the Federal Reserve plans to
augment its processes for conducting
examinations and inspections as
needed, as well as its processes for
ensuring that there is appropriate
follow-up with institutions about issues
identified during examinations and
inspections.

Scope of Responsibilities for
Supervision and Regulation

The Federal Reserve is the federal
supervisor and regulator of all U.S.
bank holding companies, including
financial holding companies formed
under the authority of the 1999 Gramm-
Leach-Bliley Act, and state-chartered
commercial banks that are members of
the Federal Reserve System. In oversee-
ing these organizations, the Federal
Reserve seeks primarily to promote
their safe and sound operation, includ-
ing their compliance with laws and
regulations.

The Federal Reserve also has respon-
sibility for supervising the operations of
all Edge Act and agreement corpora-
tions, the international operations of

Standards: A Revised Framework,” was devel-
oped by the Basel Committee on Banking Super-
vision, which is made up of representatives of the
central banks or other supervisory authorities of
19 countries. The original document was issued in
2004; the original version and an updated version
issued in November 2005 are available on the
website of the Bank for International Settlements
(www.bis.org).
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state member banks and U.S. bank hold-
ing companies, and the U.S. operations
of foreign banking organizations.

The Federal Reserve exercises im-
portant regulatory influence over entry
into the U.S. banking system, and the
structure of the system, through its
administration of the Bank Holding
Company Act, the Bank Merger Act
(with regard to state member banks),
the Change in Bank Control Act (with
regard to bank holding companies and
state member banks), and the Interna-
tional Banking Act. The Federal Re-
serve is also responsible for imposing
margin requirements on securities trans-
actions. In carrying out these responsi-
bilities, the Federal Reserve coordinates
its supervisory activities with the other
federal banking agencies, state agen-
cies, functional regulators (that is, regu-
lators for insurance, securities, and
commodities firms), and the bank regu-
latory agencies of other nations.

Supervision for
Safety and Soundness

To promote the safety and soundness of
banking organizations, the Federal Re-
serve conducts on-site examinations
and inspections and off-site surveillance
and monitoring. It also takes enforce-
ment and other supervisory actions as
necessary.

Examinations and Inspections

The Federal Reserve conducts examina-
tions of state member banks, the U.S.
branches and agencies of foreign banks,
and Edge Act and agreement corpora-
tions. In a process distinct from exami-
nations, it conducts inspections of bank
holding companies and their nonbank
subsidiaries. Whether an examination or
an inspection is being conducted, the
review of operations entails (1) an eval-
uation of the adequacy of governance

provided by the board and senior man-
agement, including an assessment of
internal policies, procedures, controls,
and operations; (2) an assessment of the
quality of the risk-management and
internal control processes in place to
identify, measure, monitor, and control
risks; (3) an assessment of the key
financial factors of capital, asset quality,
earnings, and liquidity; and (4) a review
for compliance with applicable laws
and regulations. The table provides
information on examinations and in-
spections conducted by the Federal
Reserve during the past five years.

Inspections of bank holding compa-
nies, including financial holding com-
panies, are built around a rating system
introduced in 2005 that reflects the shift
in supervisory practices away from a
historical analysis of financial condition
toward a more dynamic, forward look-
ing assessment of risk-management
practices and financial factors. Under
the system, known as RFI but more
fully termed RFI/C(D), holding compa-
nies are assigned a composite rating (C)
that is based on assessments of three
components: Risk Management (R),
Financial Condition (F), and the poten-
tial Impact (I) of the parent company
and its nondepository subsidiaries on
the subsidiary depository institution.?
The fourth component, Depository In-
stitution (D), is intended to mirror the
primary supervisor’s rating of the sub-
sidiary depository institution.

The Federal Reserve uses a risk-
focused approach to supervision, with
activities focused on identifying the
areas of greatest risk to banking organi-

2. Each of the first two components has four
subcomponents: Risk Management—Board and
Senior Management Oversight; Policies, Proce-
dures, and Limits; Risk Monitoring and Manage-
ment Information Systems; and Internal Controls.
Financial Condition—Capital; Asset Quality;
Earnings; and Liquidity.
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State Member Banks and Bank Holding Companies, 2004-2008

Entity/Item 2008 2007 2006 2005 2004
State member banks
Total number ...................c...... 862 878 901 907 919
Total assets (billions of dollars) .. 1,854 1,519 1,405 1,318 1,275
Number of examinations ......... e 717 694 761 783 809
By Federal Reserve System ......... 486 479 500 563 581
By state banking agency ............ 231 215 261 220 228
Top-tier bank holding companies
Large (assets of more than $1 billion)
Total number ....................... 485 459 448 394 355
Total assets (billions of dollars) ...... 14,138 13,281 12,179 10,261 8,429
Number of inspections .............. 519 492 566 501 500
By Federal Reserve System' ...... 500 476 557 496 491
On Site ..ovveieineieiinnn, 445 438 500 457 440
Off site ........coovviiiiiin... 55 38 57 39 51
By state banking agency 19 16 9 5 9
Small (assets of $1 billion or less)
Total number ....................... 4,545 4,611 4,654 4,760 4,796
Total assets (billions of dollars) ...... 1,008 974 947 890 852
Number of inspections .............. 3,192 3,186 3,449 3,420 3,703
By Federal Reserve System ....... 3,048 3,007 3,257 3,233 3,526
On site 107 120 112 170 186
Off site 2,941 2,887 3,145 3,063 3,340
By state banking agency .......... 144 179 192 187 177
Financial holding companies
Domestic ......oovuiiiiiiiii 557 597 599 591 600
Foreign ... 45 43 44 38 36

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

zations and assessing the ability of the
organizations’ management processes
for identifying, measuring, monitoring,
and controlling those risks. Key aspects
of the risk-focused approach to consoli-
dated supervision of large complex
banking organizations (LCBOs) include
(1) developing an understanding of each
LCBO’s legal and operating structure,
and its primary strategies, business
lines, and risk-management and internal
control functions; (2) developing and
executing a tailored supervisory plan
outlining the work required to maintain
a comprehensive understanding and
assessment of each LCBO, incorporat-
ing reliance to the fullest extent pos-
sible on assessments and information
developed by other relevant domestic
and foreign supervisors and functional
regulators; (3) maintaining continual
supervision of these organizations—

including through meetings with bank-
ing organization management and
analysis of internal and external in-
formation—so that the Federal Re-
serve’s understanding and assessment
of each organization’s condition re-
mains current; (4) assigning to each
LCBO a supervisory team composed of
Reserve Bank staff members who have
skills appropriate for the organization’s
risk profile (the team leader is the Fed-
eral Reserve System’s central point of
contact for the organization, has respon-
sibility for only one LCBO, and is
supported by specialists capable of
evaluating the risks of LCBO business
activities and functions and assessing
the LCBO’s consolidated financial con-
dition); and (5) promoting Systemwide
and interagency information-sharing
through automated systems and other
mechanisms (see box “Enhanced Guid-
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ance for the Consolidated Supervision
of Bank Holding Companies and the
Combined U.S. Operations of Foreign
Banking Organizations).

For other banking organizations, the
risk-focused consolidated supervision
program provides that examination and
inspection procedures are tailored to
each banking organization’s size, com-
plexity, risk profile, and condition. As
with the LCBOs, these supervisory pro-
grams entail both off-site and on-
site work, including planning, pre-
examination visits, detailed documenta-
tion, and examination reports tailored to
the scope and findings of the examina-
tion.

State Member Banks

At the end of 2008, 862 state-chartered
banks (excluding nondepository trust
companies and private banks) were
members of the Federal Reserve Sys-
tem. These banks represented approxi-
mately 12 percent of all insured U.S.
commercial banks and held approx-
imately 15 percent of all insured com-
mercial bank assets in the United States.

The guidelines for Federal Reserve
examinations of state member banks are
fully consistent with section 10 of the
Federal Deposit Insurance Act, as
amended by section 111 of the Federal
Deposit Insurance Corporation Im-
provement Act of 1991 and by the
Riegle Community Development and
Regulatory Improvement Act of 1994.
A full-scope, on-site examination of
these banks is required at least once a
year, although certain well-capitalized,
well-managed organizations having
total assets of less than $500 mil-
lion may be examined once every
18 months.®> The Federal Reserve con-

3. The Financial Services Regulatory Relief
Act of 2006, which became effective in October

ducted 486 exams of state member
banks in 2008.

Bank Holding Companies

At year-end 2008, a total of 5,757 U.S.
bank holding companies were in opera-
tion, of which 5,030 were top-tier bank
holding companies. These organizations
controlled 5,893 insured commercial
banks and held approximately 97 per-
cent of all insured commercial bank
assets in the United States.

Federal Reserve guidelines call for
annual inspections of large bank hold-
ing companies and complex smaller
companies. In judging the financial
condition of the subsidiary banks
owned by holding companies, Federal
Reserve examiners consult examination
reports prepared by the federal and state
banking authorities that have primary
responsibility for the supervision of
those banks, thereby minimizing dupli-
cation of effort and reducing the super-
visory burden on banking organizations.
Noncomplex bank holding companies
with consolidated assets of $1 billion or
less are subject to a special supervisory
program that permits a more flexible
approach.” In 2008, the Federal Reserve
conducted 500 inspections of large bank
holding companies and 3,048 inspec-
tions of small, noncomplex bank hold-
ing companies.

2006, authorized the federal banking agencies to
raise the threshold from $250 million to $500 mil-
lion, and final rules incorporating the change into
existing regulations were issued on September 21,
2007.

4. The special supervisory program was imple-
mented in 1997 and modified in 2002. See
SR letter 02-01 for a discussion of the factors
considered in determining whether a bank hold-
ing company is complex or noncomplex
(www.federalreserve.gov/boarddocs/srletters/).
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Enhanced Guidance for the Consolidated Supervision of
Bank Holding Companies and the Combined U.S. Operations
of Foreign Banking Organizations

This guidance should not only provide greater clarity regarding our long-
standing responsibilities as a consolidated supervisor, but is also responsive to
ongoing developments in the financial sector. The objectives of fostering finan-
cial stability and deterring or managing financial crises will be furthered by the
Federal Reserve having a more complete view of firmwide risks and controls.

Randall S. Kroszner, Member, Board of Governors

The continuing growth and increased com-
plexity of many banking organizations
exposes these firms to a wide array of
potential risks, and financial trouble in one
part of an organization can spread rapidly
to other parts of the organization. More-
over, because large banking organizations
increasingly operate with multiple domes-
tic and foreign banking and nonbanking
entities, but operate and manage their busi-
nesses on an integrated basis, a single
supervisor of a particular legal entity is
unlikely to have a complete view of firm-
wide risks and controls.

In response to these trends, and to better
fulfill both its supervisory responsibilities
and its other central bank objectives such
as fostering financial stability and deter-
ring or managing financial crises, the Fed-
eral Reserve on October 16, 2008, issued
guidance refining and clarifying its pro-
grams for the consolidated supervision of
bank holding companies (including finan-
cial holding companies) and the combined
U.S. operations of foreign banking organi-
zations."'

The Federal Reserve has a long-
standing responsibility for the consolidated
supervision of U.S. bank holding compa-
nies (including financial holding compa-
nies). Consolidated supervision, which
encompasses the parent holding company
and its subsidiaries, enables the Federal
Reserve to understand the organization’s

1. See SR letter 08-9/CA letter 08-12, “Con-
solidated Supervision of Bank Holding Compa-
nies and the Combined U.S. Operations of For-
eign Banking Organizations.”

October 2008

structure, activities, resources, and risks
and to address any deficiencies before
they pose a danger to the holding compa-
ny’s subsidiary depository institutions. In
addition to its role as consolidated super-
visor, the Federal Reserve is responsible
for the overall supervision of the U.S.
operations of foreign banking organiza-
tions. Fundamental to the effectiveness of
the Federal Reserve as consolidated
supervisor is coordination with, and reli-
ance on, the work of other relevant
domestic and foreign bank supervisors
and functional regulators (that is, a fed-
eral or state regulator of a functionally
regulated nondepository subsidiary of a
bank holding company or foreign banking
organization, such as the Securities and
Exchange Commission).

While the effort to enhance and clarify
the Federal Reserve’s approach to con-
solidated supervision began well before
the recent period of considerable strain in
financial markets, the enhanced approach
set forth in the guidance emphasizes sev-
eral elements that should support a more
resilient financial system. These include,
among other things, greater focus on cor-
porate governance, capital adequacy,
funding and liquidity management, and
the supervision of nonbank subsidiaries.

The guidance specifies principal areas
of focus for consolidated supervision
activities and provides for more-
consistent Federal Reserve supervisory
practices and assessments across institu-
tions having similar activities and risks. It
sets forth specific expectations for super-
visors to use when assessing primary
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governance functions, risk controls, and
business lines; nonbank operations; and
otherkey activities and risks, with added em-
phasis on risk-management systems and
internal controls used by bank holding
companies and foreign banking organiza-
tions that provide core clearing and settle-
ment services or have a significant pres-
ence in critical financial markets. In
addition, the guidance discusses unique
aspects of supervising the combined U.S.
operations of foreign banking organiza-
tions.

For each bank holding company and
foreign banking organization, the Federal
Reserve (1) maintains an understanding of
key elements of the organization’s strat-
egy, structure, business lines, framework
for governance and internal control, pres-
ence in the financial markets, and primary
sources of revenue and risk, and (2)
assesses the effectiveness of the organiza-
tion’s risk-management systems and con-
trols in accounting for the main risks
inherent in the organization’s activities, its
financial condition, and the potential nega-
tive impact of nonbank operations on
affiliated depository institutions. The Fed-
eral Reserve takes a systematic approach
to developing these assessments, as
reflected in the RFI (Risk management,
Financial condition, and Impact) rating
assigned to bank holding companies and
the combined U.S. operations rating
assigned to foreign banking organizations
having multiple U.S. operations.

While the Federal Reserve’s supervisory
objectives are the same for all bank hold-
ing companies and foreign banking organi-
zations, the amount and nature of the
supervisory and examination work neces-
sary to understand, supervise, and develop
an assessment of an individual organiza-
tion varies. Supervisory activities are tai-
lored for each organization on the basis of
a variety of factors, including the nature
and degree of involvement by other super-
visors and regulators; the risks posed by
the organization’s specific activities and
systems; and the potential effect of weak-
nesses in control functions on the organi-

zation, its subsidiary depository institu-
tions, or key financial markets. For exam-
ple, additional supervisory activities may
be conducted if there are gaps in informa-
tion relating to significant risks or activi-
ties, indications of weaknesses in risk-
management systems or internal controls,
or indications of violations of consumer
protection or other laws, or if a consoli-
dated organization or subsidiary deposi-
tory institution is in less-than-satisfactory
condition.

An important aspect of the Federal
Reserve’s consolidated supervision pro-
grams for bank holding companies and
foreign banking organizations is the as-
sessment and evaluation of practices
across groups of organizations having
similar characteristics and risk profiles.
This “portfolio approach” facilitates con-
sistency of supervisory practices and as-
sessments across comparable organiza-
tions and improves the Federal Reserve’s
ability to identify outlier organizations
among established peer groups. Because
the Federal Reserve’s supervisory activi-
ties are tailored to specific institutions and
portfolios, separate guidance documents
were issued for different supervisory port-
folios to promote appropriate and consis-
tent supervision of organizations.

The nature and scope of the indepen-
dent Federal Reserve supervisory work
required to develop and maintain this
understanding and assessment depends
largely on the extent to which the Federal
Reserve can draw on information or
assessments from other bank supervisors
or functional regulators. Understanding
and assessing some areas—such as the
risk management and financial condition
of significant nonbank subsidiaries that
are not functionally regulated—will, by
their nature, typically require more in-
dependent Federal Reserve supervi-
sory work. Understanding and assessing
other areas—such as firmwide risk-
management and control functions—
typically will require a greater degree of
coordination with other bank supervisors
or functional regulators.

101
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Financial Holding Companies

Under the Gramm-Leach-Bliley Act,
bank holding companies that meet cer-
tain capital, managerial, and other re-
quirements may elect to become finan-
cial holding companies and thereby
engage in a wider range of financial
activities, including full-scope securities
underwriting, merchant banking, and
insurance underwriting and sales. The
statute streamlines the Federal Re-
serve’s supervision of all bank holding
companies, including financial holding
companies, and sets forth parameters
for the supervisory relationship between
the Federal Reserve and other regula-
tors. The statute also differentiates
between the Federal Reserve’s relations
with regulators of depository institu-
tions and its relations with functional
regulators.

As of year-end 2008, 557 domestic
bank holding companies and 45 foreign
banking organizations had financial
holding company status. Of the domes-
tic financial holding companies, 33 had
consolidated assets of $15 billion or
more; 128, between $1 billion and
$15 billion; 87, between $500 million
and $1 billion; and 309, less than
$500 million.

International Activities

The Federal Reserve supervises the for-
eign branches and overseas investments
of member banks, Edge Act and agree-
ment corporations, and bank holding
companies and also the investments by
bank holding companies in export trad-
ing companies. In addition, it supervises
the activities that foreign banking orga-
nizations conduct through entities in
the United States, including branches,
agencies, representative offices, and
subsidiaries.

Foreign Operations of
U.S. Banking Organizations

In supervising the international opera-
tions of state member banks, Edge Act
and agreement corporations, and bank
holding companies, the Federal Reserve
generally conducts its examinations or
inspections at the U.S. head offices of
these organizations, where the ultimate
responsibility for the foreign offices
lies. Examiners also visit the overseas
offices of U.S. banks to obtain financial
and operating information and, in some
instances, to evaluate the organizations’
efforts to implement corrective mea-
sures or to test their adherence to safe
and sound banking practices. Examina-
tions abroad are conducted with the
cooperation of the supervisory authori-
ties of the countries in which they take
place; for national banks, the examina-
tions are coordinated with the OCC.

At the end of 2008, 53 member banks
were operating 545 branches in foreign
countries and overseas areas of the
United States; 32 national banks were
operating 495 of these branches, and 21
state member banks were operating the
remaining 50. In addition, 20 nonmem-
ber banks were operating 26 branches
in foreign countries and overseas areas
of the United States.

Edge Act and Agreement Corporations

Edge Act corporations are international
banking organizations chartered by the
Board to provide all segments of the
U.S. economy with a means of financ-
ing international business, especially
exports. Agreement corporations are
similar organizations, state chartered or
federally chartered, that enter into an
agreement with the Board to refrain
from exercising any power that is not
permissible for an Edge Act corpora-
tion.
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Sections 25 and 25A of the Federal
Reserve Act grant Edge Act and agree-
ment corporations permission to engage
in international banking and foreign
financial transactions. These corpora-
tions, most of which are subsidiaries of
member banks, may (1) conduct a de-
posit and loan business in states other
than that of the parent, provided that the
business is strictly related to interna-
tional transactions, and (2) make for-
eign investments that are broader than
those permissible for member banks.

At year-end 2008, 60 banking organi-
zations, operating 11 branches, were
chartered as Edge Act or agreement
corporations. These corporations are
examined annually.

US. Activities of Foreign Banks

The Federal Reserve has broad author-
ity to supervise and regulate the U.S.
activities of foreign banks that engage
in banking and related activities in the
United States through branches, agen-
cies, representative offices, commercial
lending companies, Edge Act corpora-
tions, commercial banks, bank holding
companies, and certain nonbanking
companies. Foreign banks continue to
be significant participants in the U.S.
banking system.

As of year-end 2008, 175 foreign
banks from 53 countries were operating
208 state-licensed branches and agen-
cies, of which 6 were insured by the
FDIC, and 45 OCC-licensed branches
and agencies, of which 4 were insured
by the FDIC. These foreign banks also
owned 12 Edge Act and agreement cor-
porations and 2 commercial lending
companies; in addition, they held a con-
trolling interest in 61 U.S. commercial
banks. Altogether, the U.S. offices of
these foreign banks at the end of 2008
controlled approximately 18 percent of
U.S. commercial banking assets. These

175 foreign banks also operated 95 rep-
resentative offices; an additional 54 for-
eign banks operated in the United States
through a representative office.

State-licensed and federally licensed
branches and agencies of foreign banks
are examined on-site at least once every
18 months, either by the Federal Re-
serve or by a state or other federal regu-
lator. In most cases, on-site examina-
tions are conducted at least once every
12 months, but the period may be
extended to 18 months if the branch or
agency meets certain criteria.

In cooperation with the other federal
and state banking agencies, the Federal
Reserve conducts a joint program for
supervising the U.S. operations of for-
eign banking organizations. The pro-
gram has two main parts. One part
involves examination of those foreign
banking organizations that have mul-
tiple U.S. operations and is intended to
ensure coordination among the various
U.S. supervisory agencies. The other
part is a review of the financial and
operational profile of each organization
to assess its general ability to support
its U.S. operations and to determine
what risks, if any, the organization
poses through its U.S. operations. To-
gether, these two processes provide
critical information to U.S. supervisors
in a logical, uniform, and timely man-
ner. The Federal Reserve conducted or
participated with state and federal regu-
latory authorities in 487 examinations
in 2008.

Compliance with
Regulatory Requirements

The Federal Reserve examines super-
vised institutions for compliance with a
broad range of legal requirements, in-
cluding anti-money-laundering and con-
sumer protection laws and regulations,
and other laws pertaining to certain
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banking and financial activities. Most
compliance supervision is conducted
under the oversight of the Board’s Divi-
sion of Banking Supervision and Regu-
lation, but consumer compliance super-
vision is conducted under the oversight
of the Division of Community and Con-
sumer Affairs. The two divisions coor-
dinate their efforts with each other and
also with the Board’s Legal Division to
ensure consistent and comprehensive
Federal Reserve supervision for compli-
ance with legal requirements.

Anti-Money-Laundering Examinations

U.S. Department of the Treasury regula-
tions implementing the Bank Secrecy
Act (BSA) generally require banks and
other types of financial institutions to
file certain reports and maintain certain
records that are useful in criminal or
regulatory proceedings. The BSA and
separate Board regulations require
banking organizations supervised by the
Board to file reports on suspicious
activity related to possible violations of
federal law, including money launder-
ing, terrorism financing, and other
financial crimes. In addition, BSA and
Board regulations require that banks
develop written BSA compliance pro-
grams and that the programs be for-
mally approved by bank boards of
directors. The Federal Reserve is re-
sponsible for examining its supervised
institutions for compliance with appli-
cable anti-money-laundering laws and
regulations and conducts such examina-
tions in accordance with the Federal
Financial Institutions Examination
Council (FFIEC) Bank Secrecy Act/
Anti—-Money Laundering Examination
Manual.®

5. The FFIEC is an interagency body of finan-
cial regulatory agencies established to prescribe
uniform principles, standards, and report forms
and to promote uniformity in the supervision of

Specialized Examinations

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

Information Technology Activities

In recognition of the importance of
information technology to safe and
sound operations in the financial indus-
try, the Federal Reserve reviews the
information technology activities of
supervised banking organizations as
well as certain independent data centers
that provide information technology
services to these organizations. All
safety and soundness examinations
include a risk-focused review of infor-
mation technology risk-management
activities. During 2008, the Federal
Reserve continued as the lead agency in
two interagency examinations of large,
multiregional data processing servicers
and assumed leadership in two addi-
tional such examinations.

Fiduciary Activities

The Federal Reserve has supervisory
responsibility for state member com-
mercial banks and depository trust com-
panies that together reported, at the end

financial institutions. The Council has six voting
members: the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance
Corporation, the National Credit Union Adminis-
tration, the Office of the Comptroller of the Cur-
rency, the Office of Thrift Supervision, and the
chair of the State Liaison Committee.
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of 2008, $39 trillion of assets in various
fiduciary or custodial capacities. Addi-
tionally, state member nondepository
trust companies supervised by the Fed-
eral Reserve reported $28 trillion of
assets held in a fiduciary or custodial
capacity. During on-site examinations
of fiduciary activities, an organization’s
compliance with laws, regulations, and
general fiduciary principles and its
potential conflicts of interest are re-
viewed; its management and opera-
tions, including its asset- and account-
management, risk-management, and
audit and control procedures, are also
evaluated. In 2008, Federal Reserve
examiners conducted 116 on-site fidu-
ciary examinations.

Transfer Agents

As directed by the Securities Exchange
Act of 1934, the Federal Reserve con-
ducts specialized examinations of those
state member banks and bank holding
companies that are registered with the
Board as transfer agents. Among other
things, transfer agents countersign and
monitor the issuance of securities, reg-
ister the transfer of securities, and
exchange or convert securities. On-site
examinations focus on the effectiveness
of an organization’s operations and its
compliance with relevant securities
regulations. During 2008, the Federal
Reserve conducted on-site examinations
at 14 of the 62 state member banks and
bank holding companies that were reg-
istered as transfer agents.

Government and Municipal Securities
Dealers and Brokers

The Federal Reserve is responsible for
examining state member banks and for-
eign banks for compliance with the
Government Securities Act of 1986 and
with Treasury regulations governing
dealing and brokering in government

securities. Twelve state member banks
and 5 state branches of foreign banks
have notified the Board that they are
government securities dealers or bro-
kers not exempt from Treasury’s regu-
lations. During 2008, the Federal Re-
serve conducted 2 examinations of
broker-dealer activities in government
securities at these organizations. These
examinations are generally conducted
concurrently with the Federal Reserve’s
examination of the state member bank
or branch.

The Federal Reserve is also respon-
sible for ensuring that state member
banks and bank holding companies that
act as municipal securities dealers com-
ply with the Securities Act Amend-
ments of 1975. Municipal securities
dealers are examined pursuant to
the Municipal Securities Rulemaking
Board’s rule G-16 at least once every
two calendar years. Of the 12 entities
that dealt in municipal securities during
2008, 5 were examined during the year.

Securities Credit Lenders

Under the Securities Exchange Act of
1934, the Board is responsible for regu-
lating credit in certain transactions
involving the purchase or carrying of
securities. As part of its general exami-
nation program, the Federal Reserve
examines the banks under its jurisdic-
tion for compliance with the Board’s
Regulation U (Credit by Banks and Per-
sons other than Brokers or Dealers for
the Purpose of Purchasing or Carrying
Margin Stock). In addition, the Federal
Reserve maintains a registry of persons
other than banks, brokers, and dealers
who extend credit subject to Regulation
U. The Federal Reserve may conduct
specialized examinations of these lend-
ers if they are not already subject to
supervision by the Farm Credit Admin-
istration (FCA) or the NCUA.
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At the end of 2008, 580 lenders other
than banks, brokers, or dealers were
registered with the Federal Reserve.
Other federal regulators supervised 191
of these lenders, and the remaining 389
were subject to limited Federal Reserve
supervision. The Federal Reserve ex-
empted 180 lenders from its on-site
inspection program on the basis of their
regulatory status and annual reports.
Nonexempt lenders are subject to either
biennial or triennial inspection. Sixty-
four inspections were conducted during
the year.

Business Continuity

In 2008, the Federal Reserve continued
its efforts to strengthen the resilience of
the U.S. financial system in the event of
unexpected disruptions. The Federal
Reserve, together with other federal and
state financial regulators, are members
of the Financial Banking Information In-
frastructure Committee (FBIIC), which
was formed to improve coordination
and communication among financial
regulators, enhance the resilience of the
U.S. financial sector, and promote the
public/private partnership. The FBIIC
has established emergency communica-
tion protocols to maintain effective
communication among members in the
event of an emergency. The FBIIC pro-
tocols were activated in 2008 at the
time of the flooding in the Midwest,
each time a significant hurricane made
landfall in the United States, and at the
time of the white powder HazMat
incident.®

6. In October 2008, the FBI, U.S. Postal
Inspectors, and state and local authorities began
investigating more than 30 threatening letters that
were received at financial institutions in New
York, New Jersey, Washington, D.C., Ohio, Illi-
nois, Colorado, Oklahoma, Georgia, California,
and Texas. Most of the letters contained a powder
substance with a threatening communication.

The Federal Reserve and the other
FFIEC agencies continued in 2008 to
coordinate their efforts to ensure a con-
sistent supervisory approach in the area
of business continuity practices. In
March, the agencies published an
update to the FFIEC Business Continu-
ity Planning Booklet, which provides
guidance to both examiners and the
industry. The revised booklet expands
discussions of business impact analysis
and testing; discusses lessons learned in
recent years, for example, lessons from
Hurricanes Katrina and Rita; and pro-
vides a framework for financial institu-
tions to develop or update their pan-
demic plans to address the unique
business continuity challenges associ-
ated with a pandemic influenza out-
break. The booklet also stresses the
responsibilities of each institution’s
board and management to address bus-
iness continuity planning with an
enterprise-wide perspective by consid-
ering technology, business operations,
communications, and testing strategies
for the entire institution.

Enforcement Actions

The Federal Reserve has enforcement
authority over the banking organiza-
tions it supervises and their affiliated
parties. Enforcement actions may be
taken to address unsafe and unsound
practices or violations of any law or
regulation. Formal enforcement actions
include cease-and-desist orders, written
agreements, removal and prohibition
orders, and civil money penalties. In
2008, the Federal Reserve completed
54 formal enforcement actions. Civil
money penalties totaling $32,790 were
assessed, and an order of restitution
totaling $203,923 was issued. As di-
rected by statute, all civil money penal-
ties are remitted to either the Treasury
or the Federal Emergency Management
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Agency. Enforcement orders, which are
issued by the Board, and written agree-
ments, which are executed by the
Reserve Banks, are made public and
are posted on the Board’s website
(www.federalreserve.gov/boarddocs/
enforcement/).

In addition to taking these formal
enforcement actions, the Reserve Banks
completed 216 informal enforcement
actions in 2008. Informal enforcement
actions include memoranda of under-
standing and board of directors resolu-
tions. Information about these actions is
not available to the public.

Surveillance and
Oft-Site Monitoring

The Federal Reserve uses automated
screening systems to monitor the finan-
cial condition and performance of state
member banks and bank holding com-
panies between on-site examinations.
Such monitoring and analysis helps
direct examination resources to institu-
tions that have higher risk profiles.
Screening systems also assist in the
planning of examinations by identifying
companies that are engaging in new or
complex activities.

The primary off-site monitoring tool
used by the Federal Reserve is the
Supervision and Regulation Statistical
Assessment of Bank Risk model (SR-
SABR). Drawing mainly on the finan-
cial data that banks report on their
Reports of Condition and Income (Call
Reports), SR-SABR uses econometric
techniques to identify banks that report
financial characteristics weaker than
those of other banks assigned similar
supervisory ratings. To supplement the
SR-SABR screening, the Federal Re-
serve also monitors various market
data, including equity prices, debt
spreads, agency ratings, and measures

of expected default frequency, to gauge
market perceptions of the risk in bank-
ing organizations. In addition, the Fed-
eral Reserve prepares quarterly Bank
Holding Company Performance Reports
(BHCPRs) for use in monitoring and
inspecting supervised banking organiza-
tions. The BHCPRs, which are com-
piled from data provided by large bank
holding companies in quarterly regula-
tory reports (FR Y-9C and FR Y-9LP),
contain, for individual companies, fi-
nancial statistics and comparisons with
peer companies. BHCPRs are made
available to the public on the National
Information Center (NIC) website,
which can be accessed at www.ffiec.
gov.

During 2008, four major upgrades to
the web-based Performance Report
Information and Surveillance Monitor-
ing (PRISM) application were com-
pleted. PRISM is a querying tool used
by Federal Reserve analysts to access
and display financial, surveillance, and
examination data. In the analytical
module, users can customize the pre-
sentation of institutional financial infor-
mation drawn from Call Reports, Uni-
form Bank Performance Reports,
FR Y-9 statements, BHCPRs, and other
regulatory reports. In the surveillance
module, users can generate reports sum-
marizing the results of surveillance
screening for banks and bank holding
companies. The upgrades made more
regulatory data available for querying,
gave users the ability to display more
data on commercial real estate con-
centration ratios, and provided a way
to access SEC Focus Report (Part 1I)
data.

The Federal Reserve works through
the FFIEC Task Force on Surveillance
Systems to coordinate surveillance
activities with the other federal banking
agencies.
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International Training and
Technical Assistance

In 2008, the Federal Reserve continued
to provide technical assistance on bank
supervisory matters to foreign central
banks and supervisory authorities. Tech-
nical assistance involves visits by Fed-
eral Reserve staff members to foreign
authorities as well as consultations with
foreign supervisors who visit the Board
or the Reserve Banks. Technical assis-
tance in 2008 was concentrated in Latin
America, Asia, and former Soviet bloc
countries. The Federal Reserve, along
with the OCC, the FDIC, and the Trea-
sury, was also an active participant in
the Middle East and North Africa
(MENA) Financial Regulators’ Training
Initiative, which is part of the U.S. gov-
ernment’s Middle FEast Partnership
Initiative. The Federal Reserve also
contributes to the regional training pro-
vision under the Asia Pacific Economic
Cooperation (APEC) Financial Regula-
tors” Training Initiative.

During the year, the Federal Reserve
offered a number of training courses
exclusively for foreign supervisory au-
thorities, both in the United States and
in a number of foreign jurisdictions.
System staff also took part in technical
assistance and training missions led by
the International Monetary Fund, the
World Bank, the Asian Development
Bank, the Basel Committee on Banking
Supervision (Basel Committee), and the
Financial Stability Institute.

The Federal Reserve is also an asso-
ciate member of the Association of
Supervisors of Banks of the Americas
(ASBA), an umbrella group of bank
supervisors from countries in the West-
ern Hemisphere. The group, headquar-
tered in Mexico, promotes communica-
tion and cooperation among bank
supervisors in the region; coordinates
training programs throughout the re-

gion, with the help of national banking
supervisors and international agencies;
and aims to help members develop
banking laws, regulations, and supervi-
sory practices that conform to in-
ternational best practices. The Fed-
eral Reserve contributes significantly to
ASBA’s organizational management
and to its training and technical assis-
tance activities.

Initiatives for Minority-Owned and
De Novo Depository Institutions

The Federal Reserve is committed to
fostering the strength and vitality of the
nation’s minority and de novo de-
pository institutions. In furtherance of
this objective, during 2008 the Fed-
eral Reserve launched Partnership for
Progress, a training and technical assis-
tance program designed specifically for
these institutions. The program seeks to
help these institutions compete effec-
tively in today’s marketplace by offer-
ing them a combination of one-on-one
guidance and targeted workshops on
topics of particular relevance to starting
and growing a bank in a safe and sound
manner. In addition, training and infor-
mation on resources are provided via an
extensive web-based program center
(www.fedpartnership.gov). Designated
Partnership for Progress contacts in
each of the twelve Reserve Bank Dis-
tricts and at the Board answer questions
and coordinate assistance for institu-
tions requesting guidance. These con-
tacts also host regional conferences and
conduct other outreach activities within
their Districts in support of minority
and de novo institutions. The Reserve
Banks hosted 14 such regional training
sessions and conferences during the
year.

The Federal Reserve has coordinated
its efforts with those of the other agen-
cies through participation in an annual
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interagency conference for minority
depository institutions. For the federal
bank regulatory agencies, the confer-
ence provides an opportunity to meet
with senior managers from minority-
owned institutions and gain a bet-
ter understanding of the institutions’
unique challenges and opportunities. In
addition, the agencies offer training
classes and breakout sessions on emerg-
ing banking issues.

Supervisory Policy

Capital Adequacy Standards

Risk-Based Capital Standards for
Certain Internationally Active
Banking Organizations

During the year, the Federal Reserve,
OCC, FDIC, and OTS issued a final
rule, effective April 1, 2008, imple-
menting the advanced approaches of
Basel II. The advanced approaches
framework is broadly consistent with
the advanced approaches of the Basel 11
Capital Accord. It also includes a num-
ber of prudential safeguards—such as
the requirement that banking organiza-
tions satisfactorily complete a four-
quarter parallel run before operating
under the advanced approaches frame-
work—and transitional capital floors
that limit maximum cumulative reduc-
tions of a banking organization’s risk-
based capital requirements over three
transitional periods. It retains the long-
standing minimum risk-based capital
requirement of 4 percent tier 1 capital
and 8 percent total qualifying capital
relative to risk-weighted assets.” Bank-
ing organizations subject to the frame-

7. Tier 1 capital comprises common stockhold-
ers’ equity and qualifying forms of preferred
stock, less required deductions such as goodwill
and certain intangible assets.

work are required to meet certain pub-
lic disclosure requirements designed to
foster transparency and market disci-
pline.

Institutions may begin transitioning
to the new advanced approaches after
they adopt an implementation plan and
have in place systems that comply with
the rule’s qualification requirements.
Final reporting requirements and report-
ing templates for institutions that will
be adopting the Basel II advanced
approaches were also published in
2008. In June, the agencies issued a
notice of proposed rulemaking to adopt
the standardized approaches of the
Basel II Capital Accord. The agencies
are currently reviewing and considering
the comments received. In addition, in
July the U.S. banking agencies issued
supervisory guidance relating to an
aspect of the Basel Il framework,
known as Pillar 2, that requires banks to
have a robust internal capital adequacy
assessment process (ICAAP) that pre-
scribes capital levels commensurate
with their full risk profiles—Ilevels
above those prescribed by minimum
regulatory measures.

The recent market turmoil has high-
lighted areas in which the Basel II
Capital Accord must be strengthened,
and efforts are under way to address
those areas. Among the changes under
consideration are higher capital require-
ments for re-securitizations, such as
collateralized debt obligations backed
by asset-backed securities. The capital
treatment of liquidity facilities that sup-
port asset-backed commercial paper
conduits is also under review. In addi-
tion, the current market risk capital
framework for trading activities is being
reexamined to better reflect potential
exposures arising from the complex,
less-liquid credit products that institu-
tions hold in their trading portfolios.
These changes, which are being devel-
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oped by the Basel Committee, will be
considered for implementation in the
United States through the agencies’
notice and comment process.

Also during the year, the federal
banking and thrift regulatory agencies
issued a final rule that permits a bank-
ing organization to reduce the amount
of goodwill it must deduct from tier 1
capital by any associated deferred tax
liability. Under the rule, the regulatory
capital deduction for goodwill is equal
to the maximum capital reduction that
could occur as a result of a complete
write-off of the goodwill under gener-
ally accepted accounting principles
(GAAP).

In response to the recent market tur-
moil, the Federal Reserve, in some
instances together with the other bank-
ing agencies, issued several rulemak-
ings and guidance.

e The agencies issued an interagency
statement allowing banking organiza-
tions to recognize the effect of the tax
change enacted in the Economic
Emergency Stabilization Act of 2008
in their third quarter 2008 regulatory
capital calculations. The change pro-
vided relief to banking organizations
in recognizing their losses on certain
holdings of Federal National Mort-
gage Association (Fannie Mae) and
Federal Home Loan Mortgage Cor-
poration (Freddie Mac) preferred
stock by changing the character of
the losses from capital to ordinary for
federal income tax purposes.

e The agencies published a Notice of
Proposed Rulemaking that proposed
amending the agencies’ risk-based
capital rules to change the risk weight
on Fannie Mae and Freddie Mac debt
and guaranteed securities from 20
percent to 10 percent.

e The Board approved an interim final
rule to provide state member banks
and bank holding companies partici-
pating in the Board’s newly estab-
lished Asset-Backed Commercial
Paper Money Market Mutual Fund
Liquidity Facility with an exemption
from the Board’s leverage and risk-
based capital guidelines for asset-
backed commercial paper held as a
result of participation in the facility.
The exemption is subject to safety
and soundness conditions.

e The Board approved an interim final
rule to allow bank holding companies
to include in their tier 1 capital, with-
out restriction, the senior perpetual
preferred stock issued to the Depart-
ment of the Treasury under its newly
established Capital Purchase Pro-
gram.

Other Capital Issues

In 2008, Board staff conducted supervi-
sory analyses of innovative capital
instruments and novel transactions to
determine whether the instruments
qualify for inclusion in regulatory capi-
tal. Much of the work involved evaluat-
ing enhanced forms of trust preferred
securities, mandatory convertible secu-
rities, perpetual preferred stock, and
convertible perpetual preferred stock
(mandatory and optionally convertible).
Also, later in 2008 significant staff ef-
fort was devoted to working with Trea-
sury staff to develop the Capital Pur-
chase Program as part of the Troubled
Asset Restructuring Program.

Staff members also identified and
addressed supervisory concerns related
to banking organizations’ capital issu-
ances and worked with the Reserve
Banks to evaluate the overall composi-
tion of banking organizations’ capital.
As part of this process, the staff often
must review the funding strategies pro-
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posed in applications for acquisitions
and other transactions submitted to the
Federal Reserve by banking organ-
izations.

Other Policy Issues

Equity Investments in Banks and
Bank Holding Companies

Also in 2008, the Board approved a pol-
icy statement that explains some of the
most significant factors and principles
considered when determining whether
minority equity investments in a bank-
ing organization are “‘controlling” for
purposes of the BHC Act. In assessing
whether a minority equity investor has a
controlling influence over the manage-
ment or policies of the banking organi-
zation, all the facts and circumstances
surrounding the investor’s investment
in, and relationship with, the banking
organization will be considered, as well
as the percentage of total equity owned.

Accounting Policy

The Federal Reserve strongly endorses
sound corporate governance and effec-
tive accounting and auditing practices
for all regulated financial institutions.
Accordingly, the supervisory policy
function is responsible for monitoring
major domestic and international pro-
posals, standards, and other develop-
ments affecting the banking industry in
the areas of accounting, auditing, inter-
nal controls over financial reporting,
financial disclosure, and supervisory
financial reporting.

Federal Reserve staff members inter-
act with key constituents in the account-
ing and auditing professions, including
standard-setters, accounting firms, other
financial sector regulators, accounting
and banking industry trade groups, and
the banking industry. These efforts help
in understanding current practice and

proposed standards and in formulating
appropriate policy responses based on
the potential impact of changes in stan-
dards or guidance, or other events, on
financial institutions. As a consequence,
Federal Reserve staff routinely provide
informal input to standard-setters, as
well as formal input through public
comment letters on proposals, to ensure
appropriate and transparent financial
statement reporting. Supervisory guid-
ance is also issued to financial institu-
tions and supervisory staff by the Fed-
eral Reserve as appropriate. In addition,
Federal Reserve policy staff support the
efforts of the System and Reserve
Banks in financial institution super-
visory activities related to financial
accounting, auditing, reporting, and
disclosure.

Domestic Accounting

During 2008, economic conditions re-
sulted in accounting and reporting chal-
lenges for financial institutions. Ad-
dressing these challenges was a priority
for Federal Reserve staff members. Sig-
nificant issues arising from stressed
market conditions included accounting
for financial instruments at fair value,
accounting for impairment in securities
and other financial instruments, and
analyzing proposals for modifying ac-
counting for off-balance-sheet struc-
tures. Staff members participated in a
number of discussions with accounting
and auditing standard-setters and pro-
vided commentary on a number of pro-
posals relevant to the banking industry.
For example, they provided comment
letters to the Financial Accounting
Standards Board (FASB) on proposals
related to accounting for transfers of
financial assets, reducing complexity
in reporting financial instruments, ac-
counting for hedging activities, and im-
pairment of certain beneficial interests.
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Federal Reserve staff also partici-
pated in FASB and Securities and
Exchange Commission (SEC) efforts to
improve financial reporting and to con-
sider accounting issues that have arisen
during the global crisis, such as public
roundtable discussions. A senior Fed-
eral Reserve representative was an offi-
cial observer on the SEC Advisory
Committee on Improvements to Finan-
cial Reporting, which was established
to examine the U.S. financial reporting
system with the goals of reducing
unnecessary complexity and making
information more useful and under-
standable for investors. In this role,
senior staff participated in efforts that
led to the issuance of the Final Report
of the Advisory Committee on Improve-
ments to Financial Reporting provided
to the SEC in August 2008. In addition,
the SEC consulted with Federal Reserve
staff, as required under section 133 of
the Emergency Economic Stabilization
Act, when preparing its Report on
Mark-to-Market Accounting.

Compliance Risk Management

Bank Secrecy Act and
Anti-Money-Laundering Compliance

In 2008, the Federal Reserve provided
training for staff on risk-focusing and
the use of the FFIEC minimum Bank
Secrecy Act/Anti-Money Laundering
(BSA/AML) examination procedures in
conjunction with broader efforts to
increase consistency and address indus-
try concerns about regulatory burden.
The Federal Reserve participates in the
FFIEC BSA/AML working group,
which is a forum for the discussion of
all pending BSA policy and regulatory
matters, as well as the Treasury-led
Bank Secrecy Act Advisory Group,
which includes representatives of regu-

latory agencies, law enforcement, and
the financial services industry and cov-
ers all aspects of the BSA.

The Federal Reserve and other fed-
eral banking agencies continued during
2008 to regularly share examination
findings and enforcement proceedings
with the Financial Crimes Enforcement
Network (FinCEN) under the inter-
agency memorandum of understanding
(MOU) that was finalized in 2004, and
with the Treasury’s Office of Foreign
Assets Control (OFAC) under the inter-
agency MOU that was finalized in
2006.

International Coordination on
Sanctions, Anti-Money Laundering,
and Counter-Terrorism Financing

The Federal Reserve participates in a
number of international coordination
initiatives related to sanctions, money
laundering, and terrorism financing. For
example, the Federal Reserve has a
long-standing role in the U.S. delega-
tion to the intergovernmental Financial
Action Task Force and its working
groups, contributing a banking supervi-
sory perspective to formulation of inter-
national standards on these matters.
The Federal Reserve also continues
to contribute to international efforts to
promote transparency and address risks
faced by financial institutions involved
in international funds transfers. The
Federal Reserve participates in a sub-
committee of the Basel Committee that
focuses on AML/counter-terrorism fi-
nancing issues. In 2008, the Basel Com-
mittee released for public comment a
consultative document titled Due Dili-
gence and Transparency regarding
Cover Payment Messages Related to
Cross-Border Wire Transfers and
assisted in the review of comments in
preparation for finalizing the paper.
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Corporate Compliance

In October 2008, the Federal Reserve
issued guidance clarifying supervisory
expectations with respect to compliance
risk management. The guidance en-
dorses principles applicable to all bank-
ing organizations set forth by the Basel
Committee in its April 2005 paper titled
Compliance and the Compliance
Function in Banks. It also clarifies the
Federal Reserve’s supervisory views
relating to firmwide compliance-risk
management programs and oversight at
large banking organizations having
complex compliance profiles.

International Guidance on
Supervisory Policies

As a member of the Basel Committee,
the Federal Reserve participates in
efforts to advance sound supervisory
policies for internationally active bank-
ing organizations and to improve the
stability of the international banking
system. In 2008, the Federal Reserve
participated in ongoing cooperative
work on strategic responses to the
financial markets crisis, initiatives to
enhance Basel II, implementation of
Basel II, and development of interna-
tional supervisory risk-management
guidance, particularly in the areas of
funding liquidity risk management,
counterparty credit risk, and stress-
testing practices.

Risk Management

The Federal Reserve contributed to
supervisory policy papers, reports, and
recommendations issued by the Basel
Committee during 2008 that were gen-
erally aimed at improving the supervi-
sion of banking organizations’ risk-

management practices.® Three of these
were

e Principles for Sound Liquidity Risk
Management and Supervision, pub-
lished in September

e Proposed Revisions to the Basel Il
Market Risk Framework and Guide-
lines for Computing Capital for
Incremental Risk in the Trading
Book, published in July

e Liquidity Risk: Management and
Supervisory Challenges, published in
February

Joint Forum

In 2008, the Federal Reserve continued
to participate in the Joint Forum—a
group established under the aegis of the
Basel Committee to address issues
related to the banking, securities, and
insurance sectors, including the regula-
tion of financial conglomerates. The
Joint Forum is made up of representa-
tives of the Basel Committee, the Inter-
national Organization of Securities
Commissions, and the International
Association of Insurance Supervisors.
The Federal Reserve contributed to the
development of supervisory policy
papers, reports, and recommendations
issued by the Joint Forum during 2008.°
The Federal Reserve also participated in
Joint Forum-sponsored information-
sharing on pandemic planning and other
business continuity initiatives. In 2008,
work of the Joint Forum published by
the Basel Committee included

8. Papers issued by the Basel Committee can
be accessed via the Bank for International Settle-
ments website (www.bis.org).

9. Papers issued by the Joint Forum can be
accessed via the Bank for International Settle-
ments website (www.bis.org).
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e Credit Risk Transfer Developments
from 2005 to 2007, published in
July

e Cross-Sectoral Review of Group-
wide Identification and Management
of Risk Concentrations, published in
April

e Customer Suitability in the Retail
Sale of Financial Products and Ser-
vices, published in April

International Accounting

The Federal Reserve participates in the
Basel Committee’s Accounting Task
Force (ATF), which represents the
Basel Committee at international meet-
ings on accounting, auditing, and dis-
closure issues affecting global banking
organizations. During 2008, Federal
Reserve staff participated in activities
arising from global market conditions
and in support of efforts related to
financial stability. In particular, staff
members contributed to the develop-
ment of numerous Basel Committee
comment letters related to accounting
and auditing matters that were submit-
ted to the International Accounting
Standards Board and the International
Auditing and Assurance Standards
Board (IAASB).

The Basel Committee in November
2008 issued for public comment a
consultative paper titled Supervisory
Guidance for Assessing Banks’ Finan-
cial Instrument Fair Value Practices.
The paper describes supervisory expec-
tations regarding bank practices and the
supervisory assessment of valuation
practices. It evolved from work related
to the development of the paper Fair
Value Measurement and Modeling: An
Assessment of Challenges and Lessons
Learned from the Market Stress,
which was issued in June 2008. The
two papers were prepared as a result of

initial findings and lessons learned from
the current financial crisis and were
incorporated in Report of the Finan-
cial Stability Forum on Enhancing Mar-
ket and Institutional Resilience, issued
in April.

Credit Risk Management

The Federal Reserve works with the
other federal banking agencies to
develop guidance on the management
of credit risk, to coordinate the assess-
ment of regulated institutions’ credit
risk, and to ensure that institutions
properly identify, measure, and manage
credit risk.

Working with Mortgage Borrowers

The ongoing financial and economic
stress has highlighted the crucial role
that prudent bank lending practices play
in promoting the nation’s economic
welfare. In 2008, the Federal Reserve
issued two statements to emphasize the
important role of banking organizations
in U.S. credit markets and to encourage
these organizations to pursue respon-
sible lending activities as they meet the
credit needs of American households
and businesses. In March, the Federal
Reserve issued a statement emphasizing
the need for regulated institutions to be
transparent in their residential mortgage
modification activities and to support
industry efforts to improve the collec-
tion of data on the type and volume of
mortgage modifications. In November,
the Federal Reserve, FDIC, OCC, and
OTS issued a statement emphasizing
the need for banking organizations and
their regulators to work together in
meeting the credit needs of consumers
and businesses. In this statement, the
agencies encouraged banking organiza-
tions to pursue economically viable and
appropriate lending opportunities and
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stressed the importance of prudent lend-
ing practices, a strong capital position,
prudent dividend policies, and appropri-
ate employee compensation practices.

Shared National Credit
Program

In October, the Federal Reserve, FDIC,
OCC, and OTS released summary
results of the 2008 annual review of the
Shared National Credit Program. The
agencies established the program in
1977 to promote an efficient and consis-
tent review and classification of shared
national credits. A shared national
credit (SNC) is any loan or formal loan
commitment—and any asset, such as
other real estate, stocks, notes, bonds,
and debentures taken as debts previ-
ously contracted—extended to borrow-
ers by a supervised institution, its sub-
sidiaries and affiliates. A SNC must
have an original loan amount that ag-
gregates to $20 million or more and
either (1) is shared by three or more
unaffiliated supervised institutions un-
der a formal lending agreement or (2) a
portion of which is sold to two or more
unaffiliated supervised institutions, with
the purchasing institutions assuming
their pro rata share of the credit risk.
The 2008 SNC review was based on
analyses of credit data as of December
31, 2007, provided by federally super-
vised institutions. The 2008 review
found that the volume of shared na-
tional credits rose 22.6 percent over the
2007 review, to $2.8 trillion. The record
growth in credit volume was concen-
trated in large syndicated loans under-
written in late 2006 and the first half of
2007, led by the media and telecom,
utilities, finance and insurance, and oil
and gas sectors. “Criticized” credits
rose $259.3 billion, to $373.4 billion,
accounting for 13.4 percent of the SNC
portfolio compared with 5.0 percent in

the 2007 review. Within the “criticized”
category, “special mention” (potentially
weak) credits increased $167.9 billion,
accounting for 7.5 percent of the SNC
portfolio compared with 1.9 percent in
the 2007 review, and “classified” cred-
its (credits having well-defined weak-
nesses) increased $91.5 billion, ac-
counting for 5.8 percent of the SNC
portfolio compared with 3.1 percent in
the 2007 review. The criticized credits
and related ratios do not include the
effects of hedging or other techniques
that organizations often use to mitigate
risk.

The 2008 SNC review also included
a supervisory assessment of underwrit-
ing standards. Examiners found an in-
ordinate volume of syndicated loans
having structurally weak underwriting
characteristics, particularly in non-
investment-grade or leveraged transac-
tions. The most commonly cited weak-
nesses were liberal repayment terms,
repayment dependent on refinancing
or recapitalization, and nonexistent or
weak loan covenants. Examiners also
found that an excessive number of loan
agreements did not provide adequate
warnings or allow for proactive control
over the credit.

Revisions to the Guide to the
Interagency Country Exposure Review
Committee Process

In November, the Federal Reserve,
FDIC, and OCC jointly issued revisions
to the Guide to the Interagency Country
Exposure Review Committee (ICERC)
Process to reflect improvements in
regulated institutions’ cross-border ex-
posure analyses and country risk man-
agement programs, as well as increased
availability of information on country
and transfer risk (see SR letter 08-12).
The agencies will now assign an
ICERC rating to only those countries in
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default and, accordingly, have elimi-
nated the rating categories Other Trans-
fer Risk Problems (OTRP), Weak,
Moderately Strong, and Strong. They
will continue to closely monitor regu-
lated institutions’ cross-border expo-
sures. The revised guide sets forth
supervisory expectations for an institu-
tion’s country risk assessment process
and rating systems. It also emphasizes
that an institution is expected to have
appropriate limits on exposure to each
sovereign entity, to perform financial
analyses of its exposures, and to apply
robust risk management to all country
exposures, not just to the countries
rated by the agencies.

Proposed Interagency Appraisal and
Evaluation Guidelines

In November, the Federal Reserve,
FDIC, NCUA, OCC, and OTS jointly
issued for comment proposed In-
teragency Appraisal and Evaluation
Guidelines to reaffirm supervisory ex-
pectations for sound real estate ap-
praisal and evaluation practices. The
proposed guidance would replace the
1994 Interagency Appraisal and Evalu-
ation Guidelines to reflect changes in
industry practice, uniform appraisal
standards, and technology. It incorpo-
rates supervisory guidance issued by the
agencies since 1994 and clarifies their
expectations for a regulated institution’s
risk-management principles and internal
controls for its real estate collateral
valuation function. The proposed guid-
ance also includes a discussion of the
use of automated valuation models in
the development of an evaluation of
real estate collateral for real estate
transactions below the appraisal thresh-
old set forth in the agencies’ appraisal
regulation. The comment period for the
proposal closed on January 20, 2009.

Pandemic Planning

In January, the FBIIC and the Financial
Services Sector Coordinating Council
(FSSCC), an organization made up of
financial services trade associations and
individual firms, published an after-
action report on a pandemic flu exercise
held in September and October 2007 for
the financial services sector in the
United States. A total of 2,775 organi-
zations participated in the exercise, of
which approximately 62 percent were
banks, thrifts, and credit unions. The
exercise revealed several key themes
that are important to pandemic
planning: communications plans,
infrastructure-dependency plans, cross-
trained employees, telecommuting,
human resources issues, and plans for a
second wave of the pandemic.

Throughout 2008, the Federal Re-
serve and the other FFIEC agencies
were engaged in several projects de-
signed to help the agencies prepare for
a pandemic event. The agencies spon-
sored a Roundtable on Pandemic Plan-
ning attended by approximately 170 in-
dustry representatives, including some
international participants. The FFIEC’s
Business Continuity Planning Booklet
was updated in March to include guid-
ance on identifying the continuity plan-
ning that should be in place to minimize
adverse effects of a pandemic event.
The agencies also discussed with indus-
try representatives the potential industry
need for regulatory relief in the event of
a pandemic. A meeting of FFIEC mem-
bers and industry trade group represen-
tatives focusing on emergency pre-
paredness, response, and recovery was
held in March, and a second meeting
was held in September.

In January, the Federal Reserve Bank
of New York began a series of reviews
to assess the progress made by the top
15 banking organizations in the country
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with respect to pandemic preparedness.
A white paper was published that high-
lights the practices of firms as well as
conclusions and themes as they relate to
the current state of pandemic prepared-
ness planning at systemic banking orga-
nizations."”

Banks’ Securities Activities

In August, the Federal Reserve released
the Small Entity Compliance Guide for
Regulation R. Regulation R, adopted
jointly by the Board and the Securities
and Exchange Commission in Septem-
ber 2007, implemented certain key
exceptions for banks from the definition
of the term “broker” under section
3(a)(4) of the Securities Exchange Act
of 1934, as amended by the Gramm-
Leach-Bliley Act. The guide provides a
general description of the regulation
and contact information for small enti-
ties having questions regarding compli-
ance.

Regulatory Reports

The Federal Reserve’s supervisory pol-
icy function is responsible for develop-
ing, coordinating, and implementing
regulatory reporting requirements for
various financial reporting forms filed
by domestic and foreign financial insti-
tutions subject to Federal Reserve
supervision. Federal Reserve staff mem-
bers interact with relevant federal and
state supervisors, including foreign
bank supervisors as needed, to recom-
mend and implement appropriate and
timely revisions to the reporting forms
and the attendant instructions.

10. The population under review included core
clearing and settlement organizations and firms
that play a critical role in financial markets and
are subject to resiliency guidelines issued in April
2003, also called the “Sound Practices Paper.”

Bank Holding Company
Regulatory Reports

The Federal Reserve requires that U.S.
bank holding companies periodically
submit reports providing financial and
structure information. The information
is essential in supervising the compa-
nies and in formulating regulations and
supervisory policies. It is also used in
responding to requests from Congress
and the public for information about
bank holding companies and their non-
bank subsidiaries. Foreign banking
organizations also are required to peri-
odically submit reports to the Federal
Reserve.

Reports in the FR Y-9 series—FR Y-
9C, FR Y-9LP, and FR Y-9SP—
provide standardized financial state-
ments for bank holding companies on
both a consolidated and a parent-only
basis. The reports are used to detect
emerging financial problems, to review
performance and conduct pre-inspection
analysis, to monitor and evaluate risk
profiles and capital adequacy, to evalu-
ate proposals for bank holding company
mergers and acquisitions, and to ana-
lyze a holding company’s overall finan-
cial condition. Nonbank subsidiary
reports—FR Y-11, FR 2314, and FR Y-
7N—help the Federal Reserve deter-
mine the condition of bank holding
companies that are engaged in nonbank
activities and also aid in monitoring the
number, nature, and condition of the
companies’ nonbank subsidiaries. The
FR Y-8 report provides information on
transactions between an insured deposi-
tory institution and its affiliates that are
subject to section 23A of the Federal
Reserve Act; it is used to monitor bank
exposures to affiliates and to ensure
banks’ compliance with section 23A of
the Federal Reserve Act. The FR Y-10
report provides data on changes in orga-
nization structure at domestic and for-
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eign banking organizations (FBOs). The
FR Y-6 and FR Y-7 reports gather ad-
ditional information on organization
structure and shareholders from domes-
tic banking organizations and FBOs,
respectively; the information is used to
monitor structure so as to determine
compliance with provisions of the Bank
Holding Company Act and Regulation
Y and to assess the ability of an FBO to
continue as a source of strength to its
U.S. operations.

In February, a number of revisions to
the FR Y-9C report were approved for
implementation during 2008: (1) report-
ing of interest and fee income on one-
to four-family residential mortgages
and all other real estate loans separ-
ately from income on all other loans;
(2) reporting of the quarterly average
for one- to four-family residential mort-
gages and all other real estate loans
separately from the quarterly average
for all other loans; (3) addition of data
items for restructured troubled mort-
gages and mortgage loans in the process
of foreclosure; (4) expansion of the
schedule for closed-end one- to four-
family residential mortgage banking
activity to include originations, pur-
chases, and sales of open-end mort-
gages as well as closed-end and open-
end mortgage loan repurchases and
indemnifications during the quarter;
(5) modification of the definition of
“trading account” and collection of
additional information about instru-
ments accounted for under the fair
value option on the loan schedule and
the fair value measurements schedule;
(6) revision of the schedule on trading
assets and liabilities; (7) clarification of
the instructions for reporting credit
derivative data in the risk-based capital
schedule, and corresponding change to
the report; (8) modification of the
threshold for reporting sub-categories
of other non-interest income and ex-

pense in the income statement; and
(9) revision of the instructions for re-
porting fully insured brokered deposits
in the deposit liabilities schedule to
conform to the instructions for reporting
time deposits in the schedule.

Effective March 2008, the require-
ment that subsidiaries created for the
purpose of issuing trust preferred secu-
rities (trust preferred securities subsidi-
aries) file the FR Y-11, FR 2314, and
FR Y-7N was dropped. In addition, new
items were added to the reports to col-
lect (1) certain data from all institutions
that choose, under generally accepted
accounting principles, to apply a fair
value option to one or more financial
instruments and one or more classes
of servicing assets and liabilities and
(2) data on income from annuity sales.
Also added on the FR Y-7N were a new
item for reporting the amount of part-
nership interests and a new section,
Notes to the Financial Statements. Ef-
fective December, a question was added
to the FR Y-11S, FR 2314S, and FR Y-
NS to determine whether the subsidi-
ary has adopted a fair value option.

Also effective December 2008, the
FR Y-10 report was updated to include
collection of the tax ID number for all
reportable banking and nonbanking
entities located in the United States. In
addition, cover pages and instructions
for the FR Y-6 and FR Y-7 were modi-
fied to highlight, for reporting entities,
issues surrounding the submission of
information on individuals.

In November, the Federal Reserve
proposed a number of revisions to the
FR Y-9C for implementation in 2009
comparable to those proposed for the
bank Call Report, as described in the
next section. In addition, the Fed-
eral Reserve proposed to revise the
FR Y-9C to (1) add new data items and
revise existing data items on trading
assets and liabilities; (2) collect infor-
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mation associated with the Treasury’s
Capital Purchase Program; and (3) add
new data items and revise existing data
items on regulatory capital require-
ments. Also in November, the Federal
Reserve proposed to revise the FR Y-
11, FR 2314, and FR Y-7N in March
2009 to collect new information on
assets held in trading accounts and to
require that respondents submit all FR
Y-8 reports electronically, effective
with the June 30, 2009, report date.

Commercial Bank
Regulatory Financial Reports

As the federal supervisor of state mem-
ber banks, the Federal Reserve, along
with the other banking agencies through
the FFIEC, requires banks to submit
quarterly Call Reports. Call Reports are
the primary source of data for the su-
pervision and regulation of banks and
the ongoing assessment of the overall
soundness of the nation’s banking sys-
tem. Call Report data, which also serve
as benchmarks for the financial infor-
mation required by many other Federal
Reserve regulatory financial reports, are
widely used by state and local govern-
ments, state banking supervisors, the
banking industry, securities analysts,
and the academic community.

During 2008, the FFIEC imple-
mented revisions to the Call Report to
address new safety and soundness con-
siderations and to facilitate supervision.
Among these revisions were collection
of additional information related to one-
to four-family residential mortgage
loans; modification of the definition of
“trading account” in response to the
creation of a fair value option under
generally accepted accounting prin-
ciples; revision of certain schedules to
collect additional information about
instruments accounted for under the fair
value option; revision of the instruc-

tions for reporting daily average deposit
data by newly insured institutions to
conform with the FDIC’s assessment
regulations; clarification of the instruc-
tions for reporting credit derivatives
data on the risk-based capital schedule;
and collection of information necessary
to calculate assessments for participants
in the FDIC’s Transaction Account
Guarantee Program.

In September, the FFIEC proposed a
number of revisions to the Call Report
for implementation in 2009. The pro-
posed revisions include new items on
(1) held-for-investment loans and leases
acquired in business combinations;
(2) the date on which the bank’s fiscal
year ends; (3) real estate construction
and development loans on which inter-
est is capitalized; (4) holdings of com-
mercial mortgage—backed securities and
structured financial products, such as
collateralized debt obligations; (5) fair
value measurements for assets and
liabilities reported at fair value on a
recurring basis; (6) pledged loans and
pledged trading assets; (7) collateral
and counterparties associated with over-
the-counter derivatives exposures; (8)
credit derivatives; (9) remaining maturi-
ties of unsecured other borrowings and
subordinated notes and debentures;
(10) unused short-term commitments to
asset-backed commercial paper con-
duits; (11) past due and nonaccrual
trading assets; (12) investments in real
estate ventures; and (13) held-to-
maturity and available-for-sale securi-
ties in domestic offices. In addition,
revisions were proposed to (1) modify
several data items relating to noncon-
trolling (minority) interests in consoli-
dated subsidiaries; (2) provide for
exemptions from reporting certain ex-
isting items by banks having less than
$1 billion in total assets; (3) clarify the
definition of the term “loan secured by
real estate”; (4) provide guidance in the
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reporting instructions on quantifying
misstatements in the Call Report;
(5) eliminate the confidential treatment
of data collected from trust institutions
on fiduciary income, expenses, and
losses; and (6) expand information col-
lected on trust department activities.

Supervisory Information
Technology

Information technology supporting Fed-
eral Reserve supervisory activities is
managed within the System supervisory
information technology (SSIT) function
in the Board’s Division of Banking Su-
pervision and Regulation. SSIT works
through assigned staff at the Board and
the Reserve Banks, as well as through
System committees, to ensure that key
staff members throughout the System
participate in identifying requirements
and setting priorities for information
technology initiatives.

In 2008, the SSIT function worked
on several strategic projects and in-
itiatives: (1) alignment of technol-
ogy investments with business needs;
(2) identification and implementation of
improvements to make technology and
data more accessible to staff working in
the field; (3) strengthening of compli-
ance with data-privacy regulations;
(4) implementation of new software to
improve the processing of bank applica-
tions; and (5) implementation of col-
laboration and analysis technologies
(such as communities of practice and
business intelligence tools) to integrate
supervisory and management informa-
tion systems that support both office-
based and field staff. With the other
federal regulatory agencies, the SSIT
also implemented the first phase of the
modernization of the Shared National
Credit system. And it began a project to
develop a comprehensive tool for track-
ing exam findings Systemwide.

National Information Center

The National Information Center (NIC)
is the Federal Reserve’s comprehensive
repository for supervisory, financial,
and banking-structure data. It is also the
main repository for many supervisory
documents. NIC includes (1) data on
banking structure throughout the United
States as well as foreign banking con-
cerns; (2) the National Examination
Database (NED), which enables super-
visory personnel as well as federal and
state banking authorities to access NIC
data; (3) the Banking Organization
National Desktop (BOND), an applica-
tion that facilitates secure, real-time
electronic information-sharing and col-
laboration among federal and state
banking regulators for the supervision
of banking organizations; and (4) the
Central Document and Text Repository,
which contains documents supporting
the supervisory processes.

Within the NIC, the supporting sys-
tems have been modified over time to
extend their useful lives and improve
business workflow efficiency. During
2008, work continued on upgrading the
entire NIC infrastructure to provide
easier access to information, a consis-
tent Federal Reserve enterprise infor-
mation data repository, a comprehen-
sive metadata repository, and uniform
security across the Federal Reserve
System. An initial model was provided
to a representative group of Federal
Reserve users and stakeholders. Signifi-
cant design changes resulted from the
feedback of that group. Implementation
is expected to be phased in beginning
mid-year 2009 and to be completed by
year-end 2010. Also during the year,
several programming changes were
made to NIC applications in support of
business needs, primarily for the credit
risk and discount window functions to
monitor new Federal Reserve programs
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Training for Banking Supervision and Regulation, 2008

Number of participants . .
Instructional time
Course sponsor C Number of
(training days unless « offerings
or type Federal Reserve State otherwise noted) course otlerings
personnel personnel
Federal Reserve System .. .. 3,217 359 11,998 128
FFIEC .................... 508 275 2,006 55
The Options Institute! ... ... 6 4 18 1
Rapid response ............ 1,745 0 10 one-hour 10
conference calls

1. The Options Institute, an educational arm of the
Chicago Board Options Exchange, provides a three-day
seminar on the use of options in risk management.

created to assist the financial and bank-
ing markets.

The Federal Reserve continued in
2008 to work with other federal regula-
tory agencies to modernize the collec-
tion of SNC information by creating a
common collection facility. Implemen-
tation of the initial phase was effective
year-end 2008, for fourth-quarter data.
SNC data will begin being reported on
a quarterly basis.

Finally, the Federal Reserve partici-
pated in a number of technology-related
initiatives supporting the supervision
function as part of FFIEC task forces
and subgroups.

Staff Development

Training and staff development focuses
on recruiting, deploying, developing,
and retaining staff having the skills nec-
essary to meet supervisory responsibili-
ties today and in the future. The staff
development program is responsible for
the ongoing development of nearly
2,300 professional supervisory staff.
Training for banking supervision and
regulation in 2008 is summarized in the
table.

Examiner Commissioning Program

The Examiner Commissioning Pro-
gram (ECP) involves approximately

22 weeks of instruction. Individuals
move through a combination of class-
room offerings, self-paced assignments,
and on-the-job training over a period of
two to five years. Achievement is mea-
sured by two professionally validated
proficiency examinations: the first pro-
ficiency exam is required of all ECP
participants; the second proficiency
exam is offered in two specialty areas—
safety and soundness, and consumer
affairs. A third specialty, in information
technology, requires that individuals
earn the Certified Information Systems
Auditor certification offered by the
Information Systems Audit Control
Association. In 2008, 147 examiners
passed the first proficiency exam and
93 passed the second proficiency exam
(63 in safety and soundness, and 30 in
consumer affairs).

Continuing Professional
Development

Other formal and informal learning
opportunities are available to examin-
ers, including other schools and pro-
grams offered within the System and
FFIEC-sponsored schools. System pro-
grams are also available to state agen-
cies. In 2008, “rapid response” sessions
were instituted in response to emerging
or urgent training needs associated with
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implementation or issuance of new
laws, regulations, or guidance.

Regulation of the
U.S. Banking Structure

The Federal Reserve administers five
federal statutes that apply to bank hold-
ing companies, financial holding com-
panies, member banks, and foreign
banking organizations—the Bank Hold-
ing Company Act, the Bank Merger
Act, the Change in Bank Control Act,
the Federal Reserve Act, and the Inter-
national Banking Act. In administering
these statutes, the Federal Reserve acts
on a variety of proposals that directly or
indirectly affect the structure of the U.S.
banking system at the local, regional,
and national levels; the international
operations of domestic banking organi-
zations; or the U.S. banking operations
of foreign banks. The proposals concern
bank holding company formations and
acquisitions, bank mergers, and other
transactions involving bank or nonbank
firms. In 2008, the Federal Reserve
acted on 1,057 proposals representing
1,910 individual applications filed
under the five statutes.

Bank Holding Company Act

Under the Bank Holding Company Act,
a corporation or similar legal entity
must obtain the Federal Reserve’s
approval before forming a bank holding
company through the acquisition of one
or more banks in the United States.
Once formed, a bank holding company
must receive Federal Reserve approval
before acquiring or establishing addi-
tional banks. Also, bank holding com-
panies generally may engage in only
those nonbanking activities that the
Board has previously determined to be
closely related to banking under section
4(c)(8) of the Bank Holding Company

Act. Depending on the circumstances,
these activities may or may not require
Federal Reserve approval in advance of
their commencement.'!

When reviewing a bank holding com-
pany application or notice that requires
prior approval, the Federal Reserve may
consider the financial and managerial
resources of the applicant, the future
prospects of both the applicant and the
firm to be acquired, the convenience
and needs of the community to be
served, the potential public benefits, the
competitive effects of the proposal, and
the applicant’s ability to make available
to the Federal Reserve information
deemed necessary to ensure compliance
with applicable law. In the case of a
foreign banking organization seeking to
acquire control of a U.S. bank, the Fed-
eral Reserve also considers whether the
foreign bank is subject to comprehen-
sive supervision or regulation on a con-
solidated basis by its home-country
supervisor. In 2008, the Federal Reserve
acted on 495 applications and notices
filed by bank holding companies to
acquire a bank or a nonbank firm, or to
otherwise expand their activities.

A bank holding company may repur-
chase its own shares from its sharehold-
ers. When the company borrows money
to buy the shares, the transaction in-
creases the company’s debt and de-
creases its equity. The Federal Reserve
may object to stock repurchases by
holding companies that fail to meet cer-
tain standards, including the Board’s
capital adequacy guidelines. In 2008,

11. Since 1996, the act has provided an expe-
dited prior notice procedure for certain permis-
sible nonbank activities and for acquisitions of
small banks and nonbank entities. Since that time
the act has also permitted well-run bank holding
companies that satisfy certain criteria to com-
mence certain other nonbank activities on a de
novo basis without first obtaining Federal Reserve
approval.
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the Federal Reserve reviewed 7 stock re-
purchase proposals by bank holding
companies.

The Federal Reserve also reviews
elections submitted by bank holding
companies seeking financial holding
company status under the authority
granted by the Gramm-Leach-Bliley
Act. Bank holding companies seeking
financial holding company status must
file a written declaration with the Fed-
eral Reserve. In 2008, 29 domestic
financial holding company declarations
and 5 foreign bank declarations were
approved.

Bank Merger Act

The Bank Merger Act requires that all
proposals involving the merger of
insured depository institutions be acted
on by the relevant federal banking
agency. The Federal Reserve has pri-
mary jurisdiction if the institution sur-
viving the merger is a state member
bank. Before acting on a merger pro-
posal, the Federal Reserve considers the
financial and managerial resources of
the applicant, the future prospects of the
existing and combined organizations,
the convenience and needs of the com-
munity(ies) to be served, and the com-
petitive effects of the proposed merger.
The Federal Reserve also must consider
the views of the U.S. Department of
Justice regarding the competitive as-
pects of any proposed bank merger
involving unaffiliated insured deposi-
tory institutions. In 2008, the Federal
Reserve approved 71 merger applica-
tions under the act.

Change in Bank Control Act

The Change in Bank Control Act
requires individuals and certain other
parties that seek control of a U.S. bank
or bank holding company to obtain

approval from the relevant federal
banking agency before completing the
transaction. The Federal Reserve is
responsible for reviewing changes in
the control of state member banks and
bank holding companies. In its review,
the Federal Reserve considers the finan-
cial position, competence, experience,
and integrity of the acquiring person;
the effect of the proposed change on the
financial condition of the bank or bank
holding company being acquired; the
future prospects of the institution to be
acquired; the effect of the proposed
change on competition in any relevant
market; the completeness of the infor-
mation submitted by the acquiring per-
son; and whether the proposed change
would have an adverse effect on the
Deposit Insurance Fund. A proposed
transaction should not jeopardize the
stability of the institution or the inter-
ests of depositors. During its review of
a proposed transaction, the Federal
Reserve may contact other regulatory or
law enforcement agencies for infor-
mation about relevant individuals. In
2008, the Federal Reserve approved
124 changes in control of state member
banks and bank holding companies.

Federal Reserve Act

Under the Federal Reserve Act, a mem-
ber bank may be required to seek Fed-
eral Reserve approval before expanding
its operations domestically or interna-
tionally. State member banks must
obtain Federal Reserve approval to
establish domestic branches, and all
member banks (including national
banks) must obtain Federal Reserve
approval to establish foreign branches.
When reviewing proposals to establish
domestic branches, the Federal Reserve
considers, among other things, the
scope and nature of the banking activi-
ties to be conducted. When reviewing
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proposals for foreign branches, the Fed-
eral Reserve considers, among other
things, the condition of the bank and the
bank’s experience in international bank-
ing. In 2008, the Federal Reserve acted
on new and merger-related branch pro-
posals for 890 domestic branches and
granted prior approval for the establish-
ment of 6 new foreign branches.

State member banks must also obtain
Federal Reserve approval to establish
financial subsidiaries. These subsidi-
aries may engage in activities that are
financial in nature or incidental to
financial activities, including securities-
related and insurance agency-related
activities. In 2008, 4 financial subsidi-
ary applications were approved.

Overseas Investments by
U.S. Banking Organizations

U.S. banking organizations may engage
in a broad range of activities overseas.
Many of the activities are conducted
indirectly through Edge Act and agree-
ment corporation subsidiaries. Although
most foreign investments are made
under general consent procedures that
involve only after-the-fact notification
to the Federal Reserve, large and other
significant investments require prior
approval. In 2008, the Federal Reserve
approved 67 proposals for overseas
investments by U.S. banking organiza-
tions, many of which represented in-
vestments through an Edge Act or
agreement corporation.

International Banking Act

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

subsidiaries, or representative offices in
the United States.

In reviewing proposals, the Federal
Reserve generally considers whether
the foreign bank is subject to compre-
hensive supervision or regulation on a
consolidated basis by its home-country
supervisor. It also considers whether the
home-country supervisor has consented
to the establishment of the U.S. office;
the financial condition and resources of
the foreign bank and its existing U.S.
operations; the managerial resources of
the foreign bank; whether the home-
country supervisor shares information
regarding the operations of the foreign
bank with other supervisory authorities;
whether the foreign bank has provided
adequate assurances that information
concerning its operations and activities
will be made available to the Federal
Reserve, if deemed necessary to deter-
mine and enforce compliance with ap-
plicable law; whether the foreign bank
has adopted and implemented proce-
dures to combat money laundering and
whether the home country of the for-
eign bank is developing a legal regime
to address money laundering or is par-
ticipating in multilateral efforts to com-
bat money laundering; and the record of
the foreign bank with respect to compli-
ance with U.S. law. In 2008, the Federal
Reserve approved 19 applications by
foreign banks to establish branches,
agencies, or representative offices in the
United States.

Public Notice of
Federal Reserve Decisions

Certain decisions by the Federal Re-
serve that involve an acquisition by a
bank holding company, a bank merger,
a change in control, or the establish-
ment of a new U.S. banking presence by
a foreign bank are made known to the
public by an order or an announcement.



Banking Supervision and Regulation

125

Orders state the decision, the essential
facts of the application or notice, and
the basis for the decision; announce-
ments state only the decision. All orders
and announcements are made public
immediately; they are subsequently
reported in the Board’s weekly H.2 sta-
tistical release. The H.2 release also
contains announcements of applications
and notices received by the Federal
Reserve upon which action has not yet
been taken. For each pending applica-
tion and notice, the related H.2 gives
the deadline for comments. The Board’s
website (www.federalreserve.gov) pro-
vides information on orders and
announcements as well as a guide for
U.S. and foreign banking organizations
that wish to submit applications or
notices to the Federal Reserve.

Enforcement of Other Laws
and Regulations

The Federal Reserve’s enforcement
responsibilities also extend to the dis-
closure of financial information by state
member banks and the use of credit to
purchase and carry securities.

Financial Disclosures by
State Member Banks

State member banks that issue securities
registered under the Securities Ex-
change Act of 1934 must disclose cer-
tain information of interest to investors,
including annual and quarterly financial
reports and proxy statements. By stat-
ute, the Board’s financial disclosure
rules must be substantially similar to
those of the Securities and Exchange
Commission. At the end of 2008, 12
state member banks were registered
with the Board under the Securities
Exchange Act.

Securities Credit

Under the Securities Exchange Act, the
Board is responsible for regulating
credit in certain transactions involving
the purchase or carrying of securities.
The Board’s Regulation T limits the
amount of credit that may be provided
by securities brokers and dealers when
the credit is used to purchase debt and
equity securities. The Board’s Regula-
tion U limits the amount of credit that
may be provided by lenders other than
brokers and dealers when the credit is
used to purchase or carry publicly held
equity securities if the loan is secured
by those or other publicly held equity
securities. The Board’s Regulation X
applies these credit limitations, or mar-
gin requirements, to certain borrowers
and to certain credit extensions, such as
credit obtained from foreign lenders by
U.S. citizens.

Several regulatory agencies enforce
the Board’s securities credit regulations.
The SEC, the Financial Industry Regu-
latory Authority (formed through the
combination of the National Associa-
tion of Securities Dealers and the regu-
lation, enforcement, and arbitration
functions of the New York Stock Ex-
change), and the Chicago Board Op-
tions Exchange examine brokers and
dealers for compliance with Regulation
T. With respect to compliance with
Regulation U, the federal banking agen-
cies examine banks under their respec-
tive jurisdictions; the Farm Credit
Administration and the National Credit
Union Administration examine lenders
under their respective jurisdictions; and
the Federal Reserve examines other
Regulation U lenders.

Federal Reserve Membership

At the end of 2008, 2,378 banks were
members of the Federal Reserve System
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and were operating 55,892 branches. States and for 70 percent of all com-
These banks accounted for 34 percent mercial banking offices. u
of all commercial banks in the United



127

Consumer and Community Affairs

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

e writing and interpreting regulations
to implement federal laws that pro-
tect and inform consumers,

e supervising state member banks to
ensure compliance with the regula-
tions,

e investigating complaints from the
public about state member banks’
compliance with regulations,

e promoting community development
in historically underserved markets,
and

e conducting research and promoting
consumer education.

These responsibilities are carried out by
the members of the Board of Gover-
nors, the Board’s Division of Consumer
and Community Affairs (DCCA), and
the consumer and community affairs
staffs at Federal Reserve Banks.

The Federal Reserve System’s vari-
ous consumer protection and commu-
nity development roles continued to be
areas of interest in 2008. Amid the con-
sequences of a deteriorating financial
marketplace, consumer protection was
among the issues of concern, particu-
larly in the mortgage and credit card
markets. Throughout the year, lawmak-
ers, regulators, the media, and consum-
ers scrutinized various practices used in
the financial services marketplace, ex-
pressing concern at the complexity of
products and characterizing some prac-
tices as unfair or deceptive. In 2008, the

Federal Reserve Board advanced con-
sumer protection in financial services
by finalizing regulations that set new
rules for fairness and transparency in
the high-cost mortgage and credit card
markets. In addition, the Board contin-
ued to commit significant resources in
the areas of supervision, research, com-
munity development, and consumer
education to increase understanding of
the issues and impacts of the credit
crisis on consumers and communities.

Mortgage Credit

Throughout 2008, concerns over con-
sumer protection and access to credit in
the mortgage market continued to esca-
late, prompting the Federal Reserve to
continue to pursue a range of efforts to
support both consumers and industry
through its regulatory and supervisory
activities.

Regulatory Actions

Expansion of Consumer Protections
under Regulation Z

Concerns about the mortgage credit
markets continued into 2008 as many
lenders and borrowers suffered signifi-
cant losses and as property values
declined in much of the country. Analy-
ses of these developments revealed a
range of lender practices that contrib-
uted to the crises, including lax under-
writing standards and inadequate an-
alyses of borrowers’ ability to repay
their mortgages. Many of these prac-
tices were common among nonbank,
subprime mortgage creditors offering
higher-priced mortgage loans. These
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lenders were not subject to the same
level of supervision as insured deposi-
tory institutions.

The Board had taken action to
address some of these concerns in late
2007, when it issued proposed amend-
ments to Regulation Z to strengthen
consumer protection and underwriting
standards. The proposed rules ad-
dressed, in particular, certain creditor
practices as they relate to higher-priced
mortgage loans, under authority granted
by the Home Ownership and Equity
Protection Act (HOEPA). The proposal
received more than 4,500 comment let-
ters from the mortgage industry, con-
sumer and community organizations,
individual consumers, and policy-
makers.

In July 2008, the Board approved and
published the final rules for mortgage
loans under Regulation Z to improve
consumer protections and facilitate
responsible lending. The new rules
apply to all mortgage lenders, not just
insured depository institutions, to pro-
vide broader protection to consumers
and a uniform set of rules for the mort-
gage industry. The regulation prohibits
unfair, abusive, or deceptive home
mortgage lending practices, and re-
stricts certain other mortgage practices.
The final rules also establish advertis-
ing standards, and require lenders to
provide certain mortgage disclosures
to consumers earlier in the lending
process.!

The regulation was approved at a
public meeting held by the Board,
where Federal Reserve Chairman Ben
S. Bernanke stated, “The proposed final
rules are intended to protect consumers
from unfair or deceptive acts and

1. See press release, “Board Issues Final Rule
Amending Home Mortgage Provisions of Regula-
tion Z” (July 14, 2008), www.federalreserve.gov/
newsevents/press/bcreg/200807 14a.htm.

practices in mortgage lending, while
keeping credit available to qualified
borrowers and supporting sustainable
homeownership.” The new rules apply
to ‘“higher-priced mortgage loans”—
defined to capture virtually all loans
originated in the subprime market—but
generally exclude loans in the prime
market. In addition, the rules also estab-
lish new consumer protections that
apply to all mortgage loans secured by
a borrower’s principal dwelling.

For higher-priced mortgage loans
secured by a consumer’s principal
dwelling, the final regulation adds four
key protections:

e It prohibits a lender from making a
loan without regard to a borrower’s
ability to repay the loan from income
and assets other than the home’s
value.

e [t requires creditors to verify the
income and assets they rely upon to
determine a borrower’s ability to
repay a loan.

e It bans any prepayment penalty if the
payment can change in the initial four
years. For other higher-priced loans,
a prepayment penalty period cannot
last for more than two years. This
restriction on prepayment penalties
is substantially more limiting than
originally proposed.

e It requires creditors to establish es-
crow accounts for property taxes and
homeowner’s insurance for all first-
lien mortgage loans.

For all mortgage loans secured by a
borrower’s principal dwelling, the final
rules establish several requirements:

e Creditors and mortgage brokers are
prohibited from coercing a real estate
appraiser to misstate a home’s value.

e Companies that service mortgage
loans are prohibited from engaging in
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certain practices, such as pyramiding
late fees. In addition, servicers are
required to credit consumers’ loan
payments as of the date of receipt
and to provide a payoff statement
within a reasonable time following a
request.

e Creditors must provide a good-faith
estimate of a loan’s costs, including a
schedule of payments, within three
days after a consumer applies for any
mortgage loan secured by the con-
sumer’s principal dwelling, such as a
home improvement or a straight refi-
nance loan.

The final rules also set additional
standards that apply to all mortgage
advertising, requiring additional infor-
mation about rates, monthly payments,
and other loan features. In addition, the
final rules ban seven deceptive or mis-
leading advertising practices, including
representing that a rate or payment is
“fixed” when it can change. The new
rules take effect on October 1, 2009,
except for the escrow requirement,
which will be phased in during 2010 to
allow lenders to establish new systems
as needed.

After extensive consumer testing, the
Board withdrew one element of the
original proposal relating to “yield-
spread premiums’—a common com-
pensation method used by lenders origi-
nating loans through mortgage brokers.
The testing, conducted to ascertain the
effectiveness of a variety of strategies to
disclose this practice and its impact on
the cost of the loan to borrowers,
revealed that the proposed disclosures
were inadequate in conveying this
information to consumers.? As a result,

2. See Summary of Findings, Consumer Test-
ing of Mortgage Broker Disclosures (July 10,
2008), www.federalreserve.gov/newsevents/press/
bereg/200807 14regzconstest.pdf.

the Board committed to considering
alternative approaches as part of its
ongoing review of mortgage rules under
Regulation Z.

Lllustrations to Improve Consumers’
Understanding of Adjustable-Rate
Mortgage Products

With the expansion of mortgage credit
markets over the last several years, the
range and complexity of loan types also
increased, particularly in the subprime
market. Here, various adjustable-rate
mortgage (ARM) loan products became
more prevalent as a means to make
homeownership more affordable
through lower rates and payments in the
early years of a loan.

While beneficial to some borrowers,
ARMs also can be very complex and
can present repayment challenges to
borrowers whose circumstances prove
unsuitable for loans with significant
payment increases. Because of concerns
that consumers were not fully aware of
the implications presented by these
products, the Federal Reserve and
other federal financial regulatory agen-
cies in May 2008 issued guidance
containing illustrations that mortgage
lenders can use to help consumers un-
derstand certain hybrid ARMs.3 These
illustrations are designed to assist insti-
tutions in complying with recommenda-
tions set forth in the agencies’ 2007
“Statement on Subprime Mortgage
Lending,” which called on institutions
to provide clear, balanced, and timely
information to consumers about the
relative benefits, costs, and risks of

3. See press release, “Federal Financial Regu-
lators Issue Final Illustrations of Consumer Infor-
mation for Hybrid Adjustable-Rate Mortgage
Products” (May 22, 2008), www.federalreserve.gov/
newsevents/press/bcreg/20080522a.htm.
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Foreclosures: Responding to Consumers and Communities in
Crisis through the Federal Reserve’s Home Mortgage Initiative

With continued deterioration of the sub-
prime mortgage market and the overall
economy, 2008 was marked by an increase
in the rate of foreclosure throughout the
country. As foreclosures mounted and pro-
jections worsened throughout the year,
nonprofit organizations, governments,
lenders, and servicers mobilized to re-
spond to the needs of borrowers and com-
munities confronting defaulting mortgages
and foreclosures. The Federal Reserve
System actively engaged in national and
regional partnerships to help inform policy
and practices around foreclosure preven-
tion and neighborhood stabilization in
communities hard hit by foreclosures.
The Federal Reserve System has a sig-
nificant presence throughout the country
through its 12 regional banks and their
branch offices and the Board of Governors
in Washington, D.C. Each of these loca-
tions offers important research, supervi-
sion, and community development exper-
tise and insights that help inform local and
regional responses to economic conditions.
As the mortgage market continued to dete-
riorate in 2008, the System worked to
coordinate its resources through the Home-
ownership and Mortgage Initiative (HMI),
a comprehensive strategy to provide infor-
mation and outreach to stem unnecessary
foreclosures, to stabilize communities, and

to prevent negative spillovers at the neigh-
borhood level. The HMI coordinated the
activities of the various functional areas of
the System, including research, public
affairs, and community affairs, to improve
access to data and information and to
develop policies relating to foreclosure.
This strategy capitalized on the following
areas of expertise:

e outreach to strengthen existing collabo-
rations with other regulators, commu-
nity groups, policy organizations, finan-
cial institutions, and public officials to
identify solutions to prevent unneces-
sary foreclosures and their negative
effects

e regulation to foster an environment that
supports the homeownership goals of
creditworthy borrowers with appropriate
consumer protection and responsible
lending practices

e research and analysis to provide com-
munity groups, counseling agencies,
regulators, financial institutions, and
others with detailed analysis to support
efforts to help troubled borrowers and
communities

e financial education to help consumers
make informed personal financial deci-
sions, including those about home
ownership

hybrid ARM products.* The illustra-
tions were developed in response to
requests by some industry groups, in
commenting on the proposed Subprime
Statement, that the agencies either pro-
vide uniform disclosures for these prod-

4. See press release, “Federal Financial Regu-
latory Agencies Issue Final Statement on
Subprime Mortgage Lending” (June 29, 2007),
www.federalreserve.gov/newsevents/press/bcreg/
20070629a.htm.

ucts or publish illustrations of the con-
sumer information.

Although the illustrations are not
mandatory, institutions may use them,
provide information based on them, or
provide consumers with information
described in the guidance in an alter-
nate format. The illustrations provide

e an explanation of some of the key
features of certain ARM loans that
are identified in the Subprime State-
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With respect to outreach, the Federal
Reserve provided community coalitions,
counseling agencies, fellow regulators,
financial institutions, and others with de-
tailed analyses identifying neighborhoods
at high risk of foreclosures. By understand-
ing those areas with high concentrations of
subprime mortgages, delinquencies, and
foreclosures, community leaders can better
target their scarce resources to borrowers
in need of counseling and other interven-
tions that may help forestall foreclosure.

To explore the impact of the foreclosure
crisis on different real estate markets, the
Federal Reserve hosted a series of confer-
ences entitled, “Recovery, Renewal, Re-
building: A Federal Reserve Foreclosure
Series,” in five cities." These conferences,
held in Atlanta, Los Angeles, Columbus
(Ohio), St. Louis, and Washington, D.C.,
looked at strategies to address the negative
impact of foreclosures in high-cost mar-
kets, as well as the difficulty of dealing
with foreclosures in neighborhoods in
weak-market communities. The series also
highlighted research on foreclosure and
the resulting problems of vacancy and
abandonment. Through this series, confer-
ence attendees worked to clarify the issues
and identify the strategies and best prac-
tices for moving toward solutions by

1. See additional information on the conferences at
stlouisfed.org/RRRseries/ and www.clevelandfed.org/
Our_Region/Community_Development/Events/
Seminars/2008/20080827/Overview_4Forums.pdf.

examining best practices, creative solu-
tions, and innovative ways to prepare for
the future.

The Federal Reserve also forged a part-
nership with NeighborWorks America, a
national nonprofit organization, to address
issues related to neighborhood stabiliza-
tion and, in particular, the disposition of
real estate owned (REO) properties. As
part of the collaboration, a website, www.
stablecommunities.org, was developed to
provide a one-stop source of information
for homeowners, community development
organizations, and local governments deal-
ing with foreclosure-related vacant and
abandoned properties.

In addition, the Community Affairs
offices at each of the 12 Reserve Banks
launched online Foreclosure Resource
Centers that provide information for
homeowners, prospective homebuyers,
and community groups to prevent foreclo-
sures and lessen their negative influence
on neighborhoods. A Community Foreclo-
sure Mitigation Toolkit was also devel-
oped.”? The Board also developed infor-
mation for consumers on how to protect
their homes from foreclosure and up-
dated other mortgage publications, includ-
ing A Consumer’s Guide to Mortgage
Settlement Costs and What You Should
Know about Home Equity Lines of Credit.

2. See Foreclosure Resources at www.federalreserve.
gov/consumerinfo/foreclosure.htm.

ment, including payment shock, re-
sponsibility for taxes and insurance,
prepayment penalties, balloon pay-
ments, and increased costs associated
with stated-income or reduced-docu-
mentation loans, and

a chart, with numerical examples,
that depicts in a concrete, readily
understandable manner the potential
payment shock for a loan structured
with a discounted interest rate good

for the first two years and then sub-
ject to increase.

Supervisory Actions

The Board applied its supervisory
authority in an effort to address the
aggressive credit tightening that gave
cause for concern in 2008 and to urge
mortgage lenders to work with troubled
mortgage borrowers. Joining with other
financial regulatory agencies, the Board
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Staff also revised A Consumer’s Guide to
Mortgage Refinancings, providing a link
to a mortgage refinancing calculator.” For
consumers with questions about banking
procedures and rules, or who feel they
may have been treated unfairly by their
banks, the Federal Reserve Consumer
Help Center feeds queries directly to the
various regulatory agencies so that con-
sumers have only one stop to make to ask
questions or file complaints.*

In the regulatory realm, the Federal
Reserve issued new rules to improve con-
sumer protections and disclosures relating
to loans secured by a borrower’s home
(see the “Mortgage Credit” discussion ear-
lier in this chapter).

To support needed research and analy-
sis, the Federal Reserve System launched
several initiatives to provide studies, data,
and other foreclosure-related resources to
communities grappling with foreclosures.
The System provided, on the website of
the Federal Reserve Bank of New York,
data concerning subprime lending patterns
and performance.’ These dynamic maps
and data illustrate subprime and alt-A
mortgage loan conditions that may assist

3. See “5 Tips for Protecting your Home from Fore-
closure, www.federalreserve.gov/pubs/foreclosuretips/
default.htm and www.federalreserve.gov/consumerinfo/
mortgages.htm.”

4. See www.federalreserveconsumerhelp.gov.

5. See “Dynamic Maps of Nonprime Mortgage
Conditions in the United States,” www.newyorkfed.org/
mortgagemaps/.

community groups, policymakers, and
local governments as they prioritize the
use of their resources for these
foreclosure-related efforts. In addition, a
System workgroup, consisting of some of
the Federal Reserve System’s top econo-
mists and community development ex-
perts, prepared overviews that summarize
the current state of knowledge about hous-
ing and mortgage markets, as well as
about foreclosures. The System continues
to conduct research on a wide range of
topics to fill analytical gaps and better
understand the effects of foreclosure on
neighborhoods, the economy, and the
housing and mortgage markets.

In the interest of supporting borrowers ex-
periencing difficulty in meeting their mort-
gage obligations, the Board has provided
outlets for mortgage-related consumer
financial education materials. In addition,
through the HMI, the Federal Reserve has
posted internal and external resources on
each of the System’s 13 websites to help
improve staff and consumers’ access to
information that can assist them as they
work to address challenges in the mortgage
market.® As the mortgage and foreclosure
issues and their implications evolve, the
Federal Reserve will continue to coordinate
its resources and expertise to assist con-
sumers and communities during the crisis.

6. See Resources for Consumers, www.federalreserve.
gov/consumerinfo/foreclosure_consumers.htm.

issued an interagency statement on both
topics in November 2008.°

With respect to the credit tightening,
the supervisory statement noted the
agencies’ expectation that all banking
organizations should fulfill their funda-
mental role in the economy as interme-

5. See press release, “Interagency Statement on
Meeting the Needs of Creditworthy Borrowers”
(November 12, 2008), www.federalreserve.gov/
newsevents/press/bcreg/20081112a.htm.

diaries that provide credit to businesses,
consumers, and other creditworthy bor-
rowers. The statement emphasizes the
essential nature of providing credit in a
manner consistent with prudent lending
practices and continuing to ensure the
pursuit of new lending opportunities on
the basis of realistic asset valuations
and balanced assessments of borrowers’
repayment capacities.

In light of the escalating rate of mort-
gage foreclosures in 2008, the supervi-
sory statement also articulated the agen-
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cies’ expectation that financial insti-
tutions work with existing borrowers
to avoid preventable foreclosures, which
can prove costly to both the institu-
tions and to the communities they serve,
and to help mitigate other potential
mortgage-related losses. The agencies’
statement urges all lenders and servicers
to adopt systematic, proactive, and
streamlined mortgage loan modification
protocols and to review troubled loans
using these protocols. The goal of such
efforts is to help achieve modifications
that result in mortgages that borrowers
can better manage.

Credit Cards

Credit cards are the most common con-
sumer financial services credit product,
and represent an important tool for
facilitating transactions for both con-
sumers and businesses. Advances in
technology (such as credit scoring) and
the expansion of the financial services
marketplace have contributed to a sig-
nificant increase in competition in the
credit card market over the last decade.
During this time, lenders have em-
ployed aggressive marketing and prod-
uct development strategies and have
applied billing practices to generate
more fee-based income. (Previously,
lenders had relied almost solely on
interest from their customers’ account
balances for revenue.) These industry
developments have elevated concerns
about consumer protection, the trans-
parency of credit card pricing, and the
adequacy of consumer disclosures in
credit card marketing materials, con-
tracts, and periodic statements.

With the significant presence and
increased consumer use of credit cards
in the marketplace, concerns about cer-
tain practices have been the topic of
public discussion and debate. In
response, the Board issued proposed

amendments to Regulation Z (Truth in
Lending) in May 2007 that were
intended to increase consumer protec-
tions and improve disclosures for credit
cards.® Throughout 2008, Board staff
conducted consumer testing and col-
lected input from consumer advocates,
lenders, and policymakers to gain in-
sight into the effect the proposed rules
would have on consumers’ access to
credit and their understanding of infor-
mation they need to make informed
decisions about the myriad credit card
options in the market (see the “Advice
from the Consumer Advisory Council”
discussion later in this chapter). Based
on this information, the Board issued
additional proposed amendments to
Regulation Z as well as proposed
amendments to Regulation AA (Unfair
or Deceptive Acts or Practices) in May
2008.7 The public response to these
proposals was unprecedented, with
Board staff carefully considering infor-
mation obtained through extensive con-
sumer testing and review of more than
60,000 comment letters received during
the comment period.?

Final rules regarding credit cards
were issued in December 2008, with an

6. See press release (May 23, 2007),
www.federalreserve.gov/newsevents/press/bereg/
20070523a.htm.

7. See press release (May 2, 2008),
www.federalreserve.gov/newsevents/press/bcreg/
20080502a.htm.

8. See Design and Testing of Effective Truth in
Lending Disclosures: Findings from Qualitative
Consumer Testing Research, submitted to the
Federal Reserve Board of Governors by Macro
International, Inc. (December 15, 2008),
www.federalreserve.gov/newsevents/press/bcreg/
bereg20081218a7.pdf, and Design and Testing of
Effective Truth in Lending Disclosures: Findings
from Experimental Study, submitted to the Fed-
eral Reserve Board by Macro International, Inc.
(December 15, 2008), www.federalreserve.gov/
newsevents/press/bcreg/bereg20081218a8.pdf.
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effective date of July 1, 2010.° These
rules were designed to address areas of
concern by prohibiting certain unfair
acts or practices and by improving the
disclosures consumers receive in con-
nection with credit card accounts and
other revolving credit plans.

The final rules prohibit certain credit
card practices that the Board found
most concerning. At the Board meeting
where the rules were approved, Chair-
man Bernanke remarked, “The revised
rules represent the most comprehensive
and sweeping reforms ever adopted by
the Board for credit card accounts.
These protections will allow consumers
to access credit on terms that are fair
and more easily understood.”'® The
rules seek to promote the responsible
use of credit cards through greater
transparency in credit card pricing,
including the abolition of unfair prac-
tices. Greater transparency will enhance
competition in the marketplace and
improve consumers’ ability to find
products that meet their needs. In addi-
tion, reduced reliance on penalty rate
increases should spur industry efforts to
improve upfront underwriting.

The final rule amending Regulation
AA prohibits specific unfair acts or
practices by banks in connection with
credit card accounts. Specifically, the
final rule will

e protect consumers from unexpected
interest charges, including increases
in the interest rate during the first
year after account opening and in-
creases in the rate charged on pre-
existing credit card balances;

9. See press release (December 18, 2008),
www.federalreserve.gov/newsevents/press/bcreg/
20081218a.htm.

10. See statement by Chairman Ben S. Ber-
nanke (December 18, 2008), www.federalreserve.
gov/newsevents/ press/ bereg/bernanke20081218a.
htm.

e forbid banks from imposing interest
charges using the “two-cycle” billing
method;

e require that consumers receive a rea-
sonable amount of time to make their
credit card payments;

e prohibit the use of payment alloca-
tion methods that unfairly maximize
interest charges; and

e address subprime credit cards by lim-
iting the fees that reduce the amount
of available credit.

The final rule amending Regulation Z
improves the effectiveness of the dis-
closures consumers receive in connec-
tion with credit card accounts and cer-
tain other revolving credit plans. These
revisions are designed to ensure that
information is provided to consumers in
a timely manner and in a readily under-
standable form. Specifically, the final
rule will

e increase the amount of advance no-
tice consumers receive from 15 to
45 days before an increased rate or a
new contract term can be imposed (in
order to better allow consumers to
obtain alternative financing or change
their account usage);

e apply the advance notice requirement
when the lender increases a rate due
to the consumer’s delinquency or
default;

e prohibit advertisements that refer to a
rate as “fixed” unless the rate (1) will
not increase for any reason while the
plan is open or a period is specified
and (2) will not increase for any rea-
son during that period; and

e require changes to the format, timing,
and content requirements for credit
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card applications and solicitations
and for the disclosures that consum-
ers receive throughout the life of an
open-end account.

As Governor Randall Kroszner noted
when the rules were approved, “Our
intent is to increase transparency and
fairness in how credit card and deposit
accounts operate, thereby enhancing
competition and empowering consum-
ers to better manage their accounts and
avoid unnecessary costs. The rules rep-
resent a significant step forward in con-
sumer protection.”!!

Overdraft Services

Overdraft services are sometimes of-
fered by depository institutions as an
alternative to traditional ways of cover-
ing transactions that overdraw a deposit
account (for example, overdraft lines of
credit or linked accounts). Coverage is
generally provided “automatically” to
consumers who meet a depository insti-
tution’s criteria (for example, the ac-
count has been open a certain number
of days or deposits are made regularly).
If an overdraft is paid, the consumer is
charged a flat fee for each item. A daily
fee also may apply for each day the
account remains overdrawn.

In the past, institutions generally pro-
vided overdraft coverage only for check
transactions. In recent years, however,
the service has been extended to cover
overdrafts resulting from other types of
transactions, including automated teller
machine (ATM) withdrawals and debit
card transactions at the point of sale.
For debit card transactions in particular,
the fee may far exceed the amount of

11. See statement by Governor Randall
S. Kroszner (December 18, 2008),
www.federalreserve.gov/newsevents/press/bcreg/
kroszner20081218a.htm.

the transaction. Thus, concerns have
been raised regarding the potentially
substantial costs associated with a ser-
vice that consumers may not be aware
of or did not request.

In December 2008, the Board
addressed concerns regarding overdraft
services by adopting a final rule amend-
ing Regulation DD (Truth in Savings)
and a proposed rule amending Regula-
tion E (Electronic Fund Transfers).!?
The final rule amending Regulation DD
(effective January 1, 2010) addresses
depository institutions’ disclosure prac-
tices related to overdrafts. This rule is
intended to ensure that consumers re-
ceive accurate information regarding
the available funds in their deposit
accounts so that they can make in-
formed decisions about the costs of
engaging in transactions that overdraw
those accounts. Specifically, the final
rule will

e require all institutions to disclose on
periodic statements the aggregate
dollar amounts charged for overdraft
fees and for returned-item fees (for
the statement period and the year-to-
date); and

e require institutions that provide ac-
count balance information through an
automated system to provide a bal-
ance that does not include additional
funds that may be made available to
cover overdrafts.

In addition, the proposed rule amend-
ing Regulation E would, if adopted,
provide consumers with certain protec-
tions relating to the assessment of over-
draft fees. The proposed rule would

e generally prohibit institutions from
imposing an overdraft fee when the

12. See press release (December 18, 2008),
www.federalreserve.gov/newsevents/press/bcreg/
20081218a.htm.
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account is overdrawn because of a
hold placed on funds in the consum-
er’s account that exceeds the actual
transaction amount; and

e provide consumers with a choice
regarding their institutions’ overdraft
coverage for ATM and one-time debit
card transactions, but solicits com-
ment on two different approaches:

— under one approach, an institution
would be prohibited from impos-
ing an overdraft fee unless (1) the
consumer is given an initial no-
tice and a reasonable opportunity
to opt out of the institution’s
overdraft service and (2) the con-
sumer does not opt out; or

— under an alternative approach, an
institution would be prohibited
from imposing an overdraft fee
for paying such overdrafts unless
the consumer affirmatively con-
sents (or opts in) to the institu-
tion’s overdraft service.

Other Regulatory Actions:
Proposed Rules on Risk-Based
Pricing Notices

Consumer reports are a primary tool
used by creditors to evaluate consumer
creditworthiness and establish appropri-
ate credit terms, including pricing,
based on the risk level a loan applicant
represents. Risk-based pricing refers to
the practice of using consumer reports
(which reflect a consumer’s risk of non-
payment) in setting or adjusting the
price and other terms of credit offered
or extended to an individual. Many
creditors offer more favorable terms to
consumers with better credit histories.
In recent years, concerns have been
raised that consumers may not be pro-
vided with adequate information re-
garding risk-based pricing and the role

that negative information in consumer
reports can play in determining the cost
of credit.

To help address this issue, Congress
enacted the Fair and Accurate Credit
Transactions Act (FACT Act), which
directed the Federal Reserve Board and
the Federal Trade Commission (FTC) to
issue joint regulations requiring credi-
tors to provide consumers with risk-
based pricing notices when, based in
whole or in part on information in con-
sumer reports, a creditor offers or pro-
vides credit to a consumer on terms less
favorable than it offers or provides to
other consumers.!?

The Board and the FTC issued pro-
posed regulations in May 2008.'4 The
proposed regulations would apply, with
certain exceptions, to all creditors that
engage in risk-based pricing. Under
these regulations, a risk-based pricing
notice would generally be provided to
the consumer after the terms of credit
have been set, but before the consumer
becomes contractually obligated with
regard to the credit transaction. The
proposed regulations reflect the agen-
cies’ judgments as to the best ap-
proaches identified through extensive
outreach efforts to consumer groups,
financial institutions, mortgage bankers,
and consumer reporting agencies. Based
on this outreach, the proposal provides
creditors with a number of acceptable
approaches to use in identifying con-
sumers to whom they must provide
risk-based pricing notices. The notices

13. In general, the FACT Act amended the Fair
Credit Reporting Act (FCRA) to enhance the abil-
ity of consumers to combat identity theft, increase
the accuracy of consumer reports, and allow con-
sumers to exercise greater control regarding the
type and amount of solicitations they receive.

14. See press release, “Agencies Issue Pro-
posed Rules on Risk-Based Pricing Notices”
(May 8, 2008), www.federalreserve.gov/
newsevents/press/bcreg/20080508a.htm.
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serve to alert consumers to the exist-
ence of negative information on their
consumer reports so that they may
check their reports for accuracy and
correct any inaccurate information.

In addition, the proposed regulations
include certain exceptions to the notice
requirement. The most significant of the
exceptions permits creditors, in lieu of
providing a risk-based pricing notice to
those consumers who receive less fav-
orable terms, to provide all of their con-
sumers with their credit scores and ex-
planatory information about their scores.
The proposed regulations include model
notices to facilitate compliance.

Other Supervisory Activities
Related to Compliance with
Consumer Protection and
Community Reinvestment Laws

DCCA supports and oversees the super-
visory efforts of the Federal Reserve
Banks to ensure that consumer protec-
tion laws and regulations are fully and
fairly enforced. Division staff members
provide guidance and expertise to the
Reserve Banks on consumer protection
regulations, examination and enforce-
ment techniques, examiner training, and
emerging issues. Routinely, staff mem-
bers develop and update examination
policies, procedures, and guidelines;
review Reserve Bank supervisory re-
ports and work products; and participate
in interagency activities that promote
uniformity in examination principles
and standards.

Examinations are the Federal Re-
serve System’s primary means for en-
forcing compliance with consumer
protection laws. During the 2008 re-
porting period,’> Reserve Banks con-
ducted 268 consumer compliance ex-

15. The 2008 reporting period for examination
data was July 1, 2007, through June 30, 2008.

aminations: 263 of state member banks
and five of foreign banking organ-
izations.!®

Fair Lending

The Federal Reserve is committed to
ensuring that the institutions it super-
vises comply fully with the federal fair
lending laws—the Equal Credit Oppor-
tunity Act (ECOA) and the Fair Hous-
ing Act. The Federal Reserve enforces
ECOA and the provisions of the Fair
Housing Act that apply to its supervised
lending institutions. The Federal Re-
serve conducts fair lending reviews
regularly within the supervisory cycle.
Additionally, examiners may conduct
fair lending reviews outside of the usual
supervisory cycle, if warranted by fair
lending risk. When examiners find evi-
dence of potential discrimination, they
work closely with the division’s Fair
Lending Enforcement Section, which
brings additional legal and statistical
expertise to the examination and en-
sures that fair lending laws are enforced
rigorously and consistently throughout
the Federal Reserve System.

ECOA prohibits creditors from dis-
criminating against any applicant, in
any aspect of a credit transaction, on the
basis of race, color, religion, national
origin, sex, marital status, or age. In
addition, creditors may not discriminate
against an applicant because the appli-
cant receives income from a public
assistance program or has exercised, in

16. The foreign banking organizations exam-
ined by the Federal Reserve are organizations that
operate under section 25 or 25A of the Federal
Reserve Act (Edge Act and agreement corpora-
tions) and state-chartered commercial lending
companies owned or controlled by foreign banks.
These institutions are not subject to the Commu-
nity Reinvestment Act and typically engage in
relatively few activities covered by consumer
protection laws.
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good faith, any right under the Con-
sumer Credit Protection Act. The Fair
Housing Act prohibits discrimination in
residential real estate-related transac-
tions, including the making and pur-
chasing of mortgage loans, on the basis
of race, color, religion, national origin,
handicap, familial status, or sex.

Pursuant to ECOA, if the Board has
reason to believe that a creditor has
engaged in a pattern or practice of dis-
crimination in violation of ECOA, the
matter will be referred to the Depart-
ment of Justice (DOJ). The DOJ re-
views the referral and decides if further
investigation is warranted. A DOJ in-
vestigation may result in a public civil
enforcement action or settlement. The
DOJ may decide instead to return
the matter to the Federal Reserve for
administrative enforcement. When a
matter is returned to the Federal Re-
serve, staff ensures that the institu-
tion takes all appropriate corrective
action.

During 2008, the Board referred the
following three matters to the DOJ:

e One referral involved an institution’s
policy of automatically discounting
child support income, in violation of
Regulation B, ECOA’s implementing
regulation. As this policy primarily
affected female applicants, the policy
also constituted discrimination on the
basis of gender in violation of Regu-
lation B and ECOA.

e Two referrals involved improper
spousal guarantees. One referral in-
volved a bank’s policy and practice
of obtaining spousal signatures on all
automobile loans secured by jointly
held collateral, in violation of Regu-
lation B. In another matter, an institu-
tion obtained spousal guarantees for
all of its agricultural and commercial
loans, in violation of Regulation B.

If a fair lending violation does not
constitute a pattern or practice, the Fed-
eral Reserve takes action to ensure that
it is remedied by the bank. Most lenders
readily agree to correct fair lending vio-
lations. In fact, lenders often take cor-
rective steps as soon as they become
aware of a problem. Thus, the Federal
Reserve generally uses informal super-
visory tools (such as memoranda of
understanding between the bank’s
board of directors and the Reserve
Bank) or board resolutions to ensure
that violations are corrected. If neces-
sary to protect consumers, however, the
Board can and does bring public
enforcement actions.

Evaluating Pricing Discrimination Risk
with HMDA Data and Other
Information

When Home Mortgage Disclosure Act
(HMDA) pricing data first became
available in 2005, Board staff de-
veloped—and presently continues to
refine—HMDA screens that identify
institutions warranting further review
based on an analysis of HMDA pricing
data. Because HMDA data lack many
factors that lenders routinely use to
make credit decisions and set loan
prices, such as information about a bor-
rower’s creditworthiness and loan-to-
value ratios, HMDA data alone cannot
be used to determine whether a lender
discriminates. Thus, the Federal Re-
serve staff analyzes HMDA data in con-
junction with other available supervi-
sory information to evaluate a lender’s
risk for engaging in discrimination.

For the 2007 HMDA pricing data—
the most recent year for which the data
are publicly available—Federal Reserve
examiners performed a pricing dis-
crimination risk assessment for each
institution that was identified through
the HMDA screening process. These
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risk assessments considered not just the
institution’s HMDA data, but also the
strength of the institution’s fair lending
compliance program; past supervisory
experience with the institution; con-
sumer complaints against the institu-
tion; and the presence of fair lending
risk factors, such as discretionary pric-
ing. On the basis of these comprehen-
sive assessments, Federal Reserve staff
determined which institutions would
receive a targeted pricing review. De-
pending on the examination schedule,
the targeted pricing review could occur
as part of the institution’s next exami-
nation or outside the usual supervisory
cycle.

Even if an institution is not identified
through HMDA screening, examiners
may still conclude that it is at risk for
engaging in pricing discrimination and
may elect to perform a pricing review.
The Federal Reserve supervises many
institutions that are not required to
report data under HMDA. Also, many
of the HMDA-reporting institutions
supervised by the Federal Reserve
originate few higher-priced loans and,
therefore, report very little pricing data.
For these institutions, examiners ana-
lyze other available information to
assess pricing-discrimination risk and,
when appropriate, perform a pricing
review.

During a targeted pricing review,
staff analyze additional information,
including potential pricing factors not
available in the HMDA data, to deter-
mine whether any pricing disparity by
race or ethnicity is fully attributable to
legitimate factors, or whether any por-
tion of the pricing disparity may be
attributable to illegal discrimination. To
perform these reviews, staff use analyti-
cal techniques that account for the
increasing complexity of the mortgage
market. Two industry changes in
particular—the proliferation of product

offerings and the increased use of risk-
based pricing—have increased the com-
plexity of fair lending reviews. To
effectively detect discrimination by
lenders offering an expanding range of
products and credit-risk categories, the
Federal Reserve increasingly uses sta-
tistical techniques. When performing a
pricing review, staff typically obtain
extensive proprietary loan-level data on
all mortgage loans originated by the
lender, including prime loans (that is,
not just the higher-priced loans reported
under HMDA). To determine how to
analyze these data, the Federal Reserve
studies the lender’s specific business
model, its pricing policies, and its prod-
uct offerings. On the basis of the review
of the lender’s policies, staff determine
which factors from the lender’s data
should be considered. A statistical
model is then developed that takes
those factors into account and is then
tailored to that specific lender. Typi-
cally, a test for discrimination in par-
ticular geographic markets, such as
metropolitan statistical areas (MSAS), is
performed. Analyzing specific markets
is important, as relatively small un-
explained pricing disparities at the
national level can mask much larger
disparities in individual markets.

Monitoring Emerging
Fair Lending Issues

During this period of financial turbu-
lence in credit markets, many institu-
tions have been reevaluating and tight-
ening credit standards. Some consumer
advocates have voiced concern that cer-
tain policies implemented by lenders to
tighten credit standards may fall dispro-
portionately on minorities. For exam-
ple, some lenders have implemented
tighter credit standards in specific geo-
graphic markets.
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The Federal Reserve evaluates lend-
ers’ policies to ensure that lenders com-
ply with the federal fair lending laws as
they adjust their lending practices. It
conducts reviews to evaluate whether
lender policies may violate the fair
lending laws by having an illegal dispar-
ate impact on minorities, and to identify
steering, redlining, reverse redlining,
and other fair lending violations.

Reporting on HMDA Data

HMDA, enacted by Congress in 1975,
requires most mortgage lenders located
in metropolitan areas to collect data
about their housing-related lending
activity, report the data annually to the
federal government, and make the data
publicly available. In 1989, Congress
expanded the data required by HMDA
to include information about loan appli-
cations that did not result in a loan
origination, as well as information
about the race, sex, and income of
applicants and borrowers.

In response to the growth of
the subprime loan market, the Fed-
eral Reserve updated Regulation C
(HMDA’s implementing regulation) in
2002. The revisions, which became
effective in 2004, require lenders to col-
lect price information for loans they
originated in the higher-priced loan seg-
ment of the home mortgage market.
When applicable, lenders report the
number of percentage points by which a
loan’s annual percentage rate exceeds
the threshold that defines ‘“higher-
priced loans.” The threshold is 3 per-
centage points or more above the yield
on comparable Treasury securities for
first-lien loans, and 5 percentage points
or more above that yield for junior-lien
loans. The HMDA data, collected in
2004 and released to the public in 2005,
provided the first publicly available
loan-level data about loan prices. The

Federal Financial Institutions Examina-
tion Council (FFIEC) released the 2007
HMDA data to the public in September
2008.

Analysis of the HMDA data for 2004
through 2007 found that the approach
used to identify higher-priced loans
could be improved in a way that could
make the identification of higher-priced
loans less sensitive to changes in the
term-structure of interest rates and more
consistent with the way mortgage prices
are established. Consequently, Regula-
tion C was modified in 2008 (effective
for loan applications taken as of Octo-
ber 1, 2009) to define higher-priced
loans as closed-end mortgages where
the spread between the loan’s APR and
a survey-based estimate of rates cur-
rently offered on prime mortgage loans
of a comparable type meets or exceeds
1.5 percentage points for a first-lien
loan (or 3.5 percentage points for a
subordinate-lien loan). The revised defi-
nition of higher-priced loans under
Regulation C is the same as the defini-
tion of “higher-priced mortgage loan”
adopted by the Federal Reserve Board
under Regulation Z (Truth in Lending)
in July 2008, when it modified this
regulation to address unfair and decep-
tive practices in the closed-end segment
of the mortgage market.

An article published in December
2008 by Federal Reserve staff in the
Federal Reserve Bulletin uses the 2007
HMDA data to describe the market for
higher-priced loans and patterns of
lending across loan products, geo-
graphic markets, and borrowers and
neighborhoods of different races and
incomes.!” The article focuses attention

17. Robert B. Avery, Kenneth P. Brevoort, and
Glenn B. Canner, “The 2007 HMDA Data,” Fed-
eral Reserve Bulletin vol. 94 (December 2008)
www.federalreserve.gov/pubs/bulletin/2008/pdf/
hmdaO7final.pdf.
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on the effects of the mortgage market
turmoil on the 2007 HMDA data,
including a detailed assessment of the
effects on the data of the unusually
large number of institutions that discon-
tinued operations in 2008.

As with the 2004-2006 HMDA data,
the 2007 HMDA data show that most
reporting institutions originated few if
any higher-priced loans in 2007: 56 per-
cent of the lenders originated less than
10 higher-priced loans that year, and 33
percent originated no higher-priced
loans. The data also indicate that rela-
tively few lenders accounted for most
of the higher-priced loan originations in
2007. Of the 8,610 mortgage lenders
reporting HMDA data, 987 made 100 or
more higher-priced loans. The 10 mort-
gage lenders with the largest volume of
higher-priced loans accounted for about
31 percent of all such loans in 2007.

As in earlier years, the HMDA data
show that the majority of all loan origi-
nations were not higher priced; in fact,
owing in large part to the mortgage
market turmoil in 2007, the incidence
of higher-priced lending fell from 28.7
percent in 2006 to 18.3 percent in 2007.
Some of the decrease reflects the fact
that (1) 169 lenders reporting HMDA
data for 2006 data closed operations in
2007 and (2) although these lenders
extended higher-priced loans in 2007,
they did not report this lending activity.
The effect of these 169 institutions on
the 2007 data is explored in-depth in
the Federal Reserve Bulletin article.
The analysis shows that these lenders
were heavily involved in the higher-
priced segment of the mortgage market,
but they did not account for most of the
decline in the share of loans that were
higher-priced. The 169 lenders that
closed operations also tended to extend
larger loans than did other lenders, and
these lenders were more likely to lend
in the western region of the United

States and in U.S. metropolitan areas
that experienced greater recent declines
in home values and greater increases in
mortgage delinquencies.

Loan pricing is a complex process
that may reflect a wide variety of fac-
tors about the level of risk a particular
loan or borrower presents to the lender.
As a result, the prevalence of higher-
priced lending varies widely.

First, the incidence of higher-priced
lending varies by product type. For
example, manufactured-home loans
show the greatest incidence of higher-
priced lending (more than half of these
loans are higher priced), because these
loans are considered higher risk. In
addition, first-lien mortgages are gener-
ally less risky than comparable junior-
lien loans: 14.0 percent of first-lien
conventional home purchase loans were
reported as higher-priced in 2007, com-
pared with 21.6 percent of comparable
junior-lien loans.

Second, higher-priced lending varies
widely by U.S. geographic region, re-
flecting among other things differences
in regional housing and economic con-
ditions and differences in the credit-risk
profiles of borrowers by region. As in
2004, 2005, and 2006, many of the met-
ropolitan areas reporting the greatest
incidence of higher-priced lending in
2007 were in the southern region of the
country, including a number of areas in
Texas. Several West Coast metropolitan
areas also reported elevated incidences
of higher-priced lending in 2007. Over-
all, in many metropolitan areas in the
South, Southwest, and West, 25 percent
to 40 percent of the homebuyers who
obtained conventional loans in 2007
received higher-priced loans.

Third, the incidence of higher-priced
lending varies greatly among borrowers
of different races and ethnicities. In
2007—as in 2004, 2005, and 2006—
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African-Americans and Hispanics were
much more likely than non-Hispanic
whites and Asians to receive higher-
priced loans. For example, in the sec-
ond half of 2007, 29.5 percent of
African-American borrowers and 24.3
percent of Hispanic borrowers received
higher-priced, first-lien conventional
home purchase loans, compared with
9.2 percent of non-Hispanic white and
5.6 percent of Asian borrowers.!8
Because HMDA data lack information
about credit risk and other legitimate
pricing factors, it is not possible to
determine from HMDA data alone
whether the observed pricing disparities
and market segmentation reflect dis-
crimination. When analyzed in conjunc-
tion with other fair lending risk factors
and supervisory information, however,
the HMDA data can facilitate fair lend-
ing supervision and enforcement (see
the “Fair Lending” discussion earlier in
this chapter).

Examinations and Activities
Related to the Community
Reinvestment Act

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

e cxamines state member banks to
assess their compliance with CRA,!°

18. Because the 169 lenders that discontinued
operations in 2008 extended an unknown quantity
of loans in the first part of 2007 but were all out
of business by the second half of 2007, focusing
on data for the second half of 2007 provides the
most reliable assessment of lending patterns.

19. See testimony by Sandra F. Braunstein,
director, Division of Consumer and Community
Affairs (February 13, 2008), www.federalreserve.

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

e disseminates information on commu-
nity development techniques to bank-
ers and the public through commu-
nity affairs offices at the Reserve
Banks.

The Federal Reserve assesses and
rates the performance of state member
banks under CRA in the course of
examinations conducted by staff at the
12 Reserve Banks. During the 2008
reporting period, the Reserve Banks
conducted 243 CRA examinations: 35
of the banks were rated Outstanding,
204 were rated Satisfactory, 4 were
rated Needs to Improve, and none was
rated Substantial Noncompliance.??

Annual Release of CRA Distressed or
Underserved List

In May 2008, the Federal Reserve and
other federal bank and thrift regulatory
agencies?! released the 2008 list of
“distressed” or “underserved” nonmet-
ropolitan, middle-income geographies
where bank revitalization or stabiliza-
tion activities will receive consideration
as “community development” under
CRA. “Distressed” or “underserved”
geographies are designated by the agen-
cies in accordance with their CRA regu-
lations. In accordance with 2005 CRA
regulatory changes, the agencies annu-
ally designate “distressed” and “‘under-
served” geographies, and post the list

gov/newsevents/testimony/braunstein20080213a.
htm.

20. The 2008 reporting period for examination
data was July 1, 2007, through June 30, 2008.

21. Board of Governors of the Federal Reserve
System, Federal Deposit Insurance Corporation,
Office of the Comptroller of the Currency, and
Office of Thrift Supervision.
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of these geographies on the FFIEC
website.

Supervisory Practices regarding
Banking Organizations Affected by
Hurricanes

In September 2008, the Federal Reserve
released a joint supervision and regula-
tion (SR) and consumer affairs (CA)
letter reaffirming a longstanding policy
to use available regulatory flexibility to
facilitate the recovery efforts of banking
organizations affected by hurricanes.
Banking organizations supervised by
the Federal Reserve were encouraged to
work with Reserve Bank supervisory
and operations staff to resolve any
operational issues resulting from Hurri-
cane Gustav or any subsequent storms.
The letter encouraged banking organi-
zations to work with borrowers and
other customers in affected areas, and
recognized that banking organizations
may have to take prudent steps to
modify, extend, or restructure existing
loans in areas affected by 2008 hurri-
canes.

A separate CA letter, issued in Octo-
ber 2008, extended for an additional 36
months the period for examiners to rec-
ognize community development activi-
ties related to revitalization or stabiliza-
tion activities in the Gulf Coast areas
affected by Hurricanes Rita and Kat-
rina. The extension was based on the
continued need for long-term recovery
efforts in those communities affected by
these hurricanes.

Analysis of Applications for Mergers
and Acquisitions in relation to CRA

Throughout 2008, the Board considered
applications for several significant
banking mergers. In June, the Board
approved the application by Bank of
America Corporation, Charlotte, North
Carolina, one of the nation’s largest

depository institutions, to acquire Coun-
trywide Financial Corporation, Calaba-
sas, California. Public meetings were
held in Chicago, Illinois, and Los Ange-
les, California, to allow interested per-
sons the opportunity to present oral tes-
timony on the factors the Board must
review under the Bank Holding Com-
pany Act.

Several other significant applications
were

e an application by PNC Financial Ser-
vices Group, Inc., Pittsburgh, Penn-
sylvania, to acquire Sterling Fi-
nancial Corporation, Lancaster,
Pennsylvania, which was approved in
January;

e an application by Toronto-Dominion
Bank, Toronto, Canada, to acquire
Commerce Bancorp, Inc., Cherry
Hill, New Jersey, which was ap-
proved in March;

e an application by Fifth Third Ban-
corp, Cincinnati, Ohio, to acquire
First Charter Corporation, Charlotte,
North Carolina, which was approved
in April;

e an application by Wells Fargo &
Company, San Francisco, California,
to acquire Wachovia Corporation,
Charlotte, North Carolina, which was
approved in October;

e an application by Bank of America
Corporation to acquire Merrill Lynch
& Co., New York, New York, and its
subsidiaries, Merrill Lynch Bank &
Trust Co., FSB, New York, New
York, and Merrill Lynch Bank USA,
Salt Lake City, Utah, and Merrill
Lynch Yatirim Bank A.S., Istanbul,
Turkey, which was approved in
November; and

e an application by PNC Financial Ser-
vices Group, Inc., Pittsburgh, Penn-
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sylvania, to acquire National City
Corporation, Cincinnati, Ohio, which
was approved in December.

The public submitted comments re-
lated to concerns about consumer com-
pliance or CRA issues on nine ap-
plications. Many of the commenters
referenced pricing information on resi-
dential mortgage loans and concerns
that minority applicants were more
likely than nonminority applicants to
receive higher-priced mortgages. These
concerns were largely based on obser-
vations of lenders’ 2006 and 2007
HMDA pricing data. Other issues raised
by commenters included incidents
where minority applicants were alleg-
edly denied mortgage loans more fre-
quently than nonminority applicants,
where potentially predatory lending was
practiced by subprime and payday lend-
ers, where branch closings created
potentially adverse effects, and where
lenders allegedly failed to effect-
ively address the needs of low- and mod-
erate-income communities. In addition,
the Board also received comments
about the adverse effects of increased
foreclosures, especially in low- and
moderate-income communities.

The Board considered an additional
59 expansionary applications by bank
holding companies or state member
banks with outstanding issues involving
compliance with consumer protection
statutes and regulations, including sev-
eral related to CRA or fair lending laws.
Of those applications, 55 were ap-
proved, three were withdrawn (includ-
ing one with an adverse CRA rating),
and one was returned due to an adverse
consumer compliance rating.

The Board also considered several-
nontraditional bank holding company
applications from commercial entities
with banking affiliates, including GMAC,
LLC, in Detroit, Michigan, and CIT

Group, Inc., in New York, New York.
These entities were required to become
bank holding companies in order to par-
ticipate in the TARP program adminis-
tered by the Department of the Trea-
sury. CRA and consumer compliance
performance records of those banking
affiliates were factors considered by the
Board in approving the applications.

Bank Examiner Training
and Guidance

Ensuring that financial institutions com-
ply with the laws that protect consum-
ers and encourage community reinvest-
ment is an important part of the Federal
Reserve’s bank examination and super-
vision process. As the number and
complexity of consumer financial trans-
actions have grown, training for ex-
aminers of the organizations under the
Federal Reserve’s supervisory responsi-
bility has become even more crucial.
The Board’s consumer compliance
examiner training curriculum consists
of six courses, focused on various con-
sumer protection laws, regulations, and
examination concepts. In 2008, these
courses were offered in 12 sessions
where nearly 200 consumer compliance
examiners and System staff members
participated.

Board and Reserve Bank staff regu-
larly review the core curriculum for
examiner training, updating subject
matter and adding new elements as
appropriate. During 2008, staff con-
ducted a curriculum review of the Con-
sumer Compliance Examinations II
(CA TI) course in order to incorporate
recent technical changes in policy and
laws, along with changes in instruc-
tional delivery techniques. This course,
renamed Real Estate Lending Exam-
ination Techniques, enables assistant
examiners to focus on the fundamental
skills necessary to determine a
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bank’s compliance with consumer laws
and regulations as they apply to real
estate products. Examiners also learn
about the Federal Reserve System poli-
cies and regulatory requirements associ-
ated with the residential real estate
lending examination, including annual
percentage rate calculations. In addi-
tion, Board and Reserve Bank staff con-
ducted an interim curriculum review of
the Consumer Affairs Risk-focused
Examination Techniques course to
update and realign technical content
with the risk-focused examination
procedures.

The consumer compliance examiner
training curriculum was included in the
System’s content mapping initiative.
These content maps provide stake-
holders—staff development experts
throughout the Federal Reserve—a
“bird’s eye view” of individual instruc-
tional learning objectives and topics for
all of the courses included in the Fed-
eral Reserve’s examiner commissioning
program. The goal of the mapping ini-
tiative is to facilitate modularization of
course content for “just-in-time train-
ing” and periodic sourcing of course
content for core proficiency exam-
inations.

When appropriate, courses are deliv-
ered by methods alternative to class-
room training, such as via the Internet
or other distance-learning technologies.
Several courses use a combination of
instructional methods: (1) classroom
instruction focused on case studies, and
(2) specially developed computer-based
instruction that includes interactive self-
check exercises.

In addition to providing core training,
the examiner curriculum emphasizes
the importance of continuing profes-
sional development. In 2008, the Sys-
tem initiated a powerful training deliv-
ery method, entitled Rapid Response, to
better meet this need. In contrast to a

much longer and more traditional train-
ing development and delivery model,
technical and instructional content on
time-sensitive or emerging topics are
being designed, developed, and pre-
sented to System staff within days or
weeks of any perceived need.

Statement to Financial Institutions
Servicing Residential Mortgages on
Reporting Loss Mitigation of
Subprime Mortgages

In March 2008, DCCA and the Division
of Banking Supervision and Regulation
jointly released a statement that encour-
ages financial institutions that service
subprime mortgage loans to report their
loss-mitigation activities consistent with
uniform standards.?? The statement
encourages financial institutions to con-
sider utilizing loan modification report-
ing standards provided by the HOPE
NOW alliance, and emphasizes that
standard reporting will help investors in
securitized mortgages, including finan-
cial institutions, monitor foreclosure
prevention efforts.?> It also notes that
consistent loan modification reporting
will foster transparency in the securiti-
zation market and provide standardized
data across the mortgage industry. The
latest statement follows previous state-
ments, issued by the Federal Reserve
and the other federal banking agencies,
that encourage financial institutions to

22. For purposes of this statement, the term
“financial institutions” refers to state-chartered
banks and their subsidiaries and bank holding
companies and their nonbank subsidiaries.

23. HOPE NOW is an alliance between mort-
gage counselors, market participants, and servic-
ers to create a unified, coordinated plan to reach
and help as many homeowners in distress as pos-
sible. The Department of the Treasury and the
Department of Housing and Urban Development
encouraged the formation of this alliance. For
more information, visit www.hopenow.com.
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work constructively with residential
borrowers who are financially unable to
make contractual payment obligations
on their home loans.?*

Interagency Examination Procedures
for the Department of Defense’s Final
Rule on Limitations on Consumer
Credit Extended to Service Members
and Dependents (Talent Amendment)

In July 2008, DCCA issued interagency
examination procedures associated with
establishing compliance with a Depart-
ment of Defense (DoD) rule limiting
the extension of consumer credit to ser-
vice members and their dependents
(the Talent Amendment). The examina-
tion procedures are intended to help
determine a service provider’s compli-
ance with regulations issued by the
DoD regarding limitations on the
amount of consumer credit that may be
extended to service members and de-
pendents for payday loans, motor vehi-
cle title loans, and tax refund anticipa-
tion loans. The rule applies to all
persons engaged in the business of
extending such credit and their assign-
ees, and limits the amount that a credi-
tor can charge service members and
their dependents in connection with
these transactions. Total charges must
be expressed as a total dollar amount
and as an annualized rate referred to as
the “Military Annual Percentage Rate”
or “MAPR,” and which may not exceed
36 percent.

24. See SR 07-16/CA 07-4, Statement on Loss
Mitigation Strategies for Servicers of Residential
Mortgages  (September 4, 2007), www.
federalreserve.gov/newsevents/press/becreg/
20070904a.htm, and SR 07-6/CA 07-1, Working
with Mortgage Borrowers (April 17, 2007),
www.federalreserve.gov/boarddocs/srletters/2007/
SRO706.htm.

Interagency Examinations Concerning
Affiliate Marketing Standards

In August 2008, DCCA issued inter-
agency examination procedures associ-
ated with establishing compliance with
a regulation implementing Section 624
of the Fair Credit Reporting Act
(FCRA), as amended by the FACT Act.
This “affiliate marketing regulation”
generally prohibits a financial institu-
tion from using certain information
received from an affiliate to make a
solicitation to a consumer unless the
consumer is given notice and a reason-
able opportunity to opt out of such
solicitations, and the consumer does not
opt out. The final rule applies to infor-
mation obtained from the consumer’s
transactions or account relationships
with an institution’s affiliate, from any
application the consumer submitted
to an affiliate, and from third-party
sources, such as credit reports, if the
information will be used to send mar-
keting solicitations.

Interagency Examinations concerning
Identity-Theft Red Flags and Other
Regulations under the Fair Credit
Reporting Act

In October 2008, DCCA and the
Board’s Division of Banking Supervi-
sion and Regulation jointly released
interagency?> examination procedures
associated with establishing compliance
with regulations implementing several
sections of the FCRA, as amended by
the FACT Act. The procedures estab-

25. The Board of Governors of the Federal
Reserve System, the Conference of State Bank
Supervisors, the Federal Deposit Insurance Cor-
poration, the National Credit Union Administra-
tion, the Office of the Comptroller of the Cur-
rency, and the Office of Thrift Supervision.
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lished the agencies’ expectations for
financial institutions and examination
staff with respect to the final rules and
guidelines regarding identity-theft red
flags as well as for other regulations
under FCRA. The regulatory provisions
focused on the duties of users of con-
sumer reports regarding address dis-
crepancies; the duties of financial in-
stitutions and creditors in detecting,
preventing, and mitigating identity
theft; the duties of card issuers regard-
ing changes of address; and the duties
of financial institutions regarding affili-
ate marketing practices.

A new identity-theft red-flags rule
requires a financial institution to peri-
odically determine whether it offers or
maintains consumer accounts suscep-
tible to identity theft. For accounts cov-
ered under the new rule, an institution
must develop and implement a written
identity-theft prevention program that
detects, prevents, and mitigates identity
theft involving new or existing covered
accounts. The program must be appro-
priate to the size and complexity of the
financial institution and the nature and
scope of its activities. A new card-
issuer rule requires credit and debit card
issuers to develop reasonable policies
and procedures to assess the validity of
requests for changes of address fol-
lowed closely by requests for additional
or replacement cards. In such situations,
the card issuer must not issue an addi-
tional or replacement card until it
assesses the validity of the change of
address in accordance with its policies
and procedures.

Examinations Concerning
Truth in Savings Disclosures

In July 2008, DCCA issued updated
interagency examination procedures
associated with establishing compliance
with Regulation DD (Truth in Savings).

The updated procedures incorporate
recommendations made by the Govern-
ment Accountability Office (GAO) in a
report issued in March 2008 entitled
Bank Fees: Federal Banking Regula-
tors Could Better Ensure That Consum-
ers Have Required Disclosure Docu-
ments Prior to Opening Checking or
Savings Accounts (GAO-08-281). The
study suggests that, despite regulatory
disclosure requirements, consumers
may find it difficult to obtain informa-
tion about checking and savings ac-
count fees. As a result of the study, the
GAO recommended that federal bank-
ing regulators assess the extent to which
customers receive disclosures on fees,
terms, and conditions prior to opening
an account. It also recommended that
the agencies incorporate appropriate
steps into their oversight programs to
ensure that disclosures continue to be
made available.

The Board’s updated Regulation DD
examination procedures emphasize the
existing requirement to provide full
account disclosure (e.g., fees, terms,
and conditions) to a consumer, upon
request, whether or not the consumer is
an existing or a prospective customer.
The revisions also highlight that the dis-
closures should be provided at the time
of the request if the consumer makes
the request in person, or within 10 days
if the consumer is not present when
making the request. The revisions to the
procedures also remind examiners that
institutions must maintain evidence of
compliance with Regulation DD, in-
cluding the requirement to provide con-
sumer disclosures upon request.

Interagency Examinations Concerning
Electronic Fund Transfers

In August 2008, DCCA issued ap-
proved interagency examination pro-
cedures associated with establishing
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compliance with Regulation E (Elec-
tronic Fund Transfers). The updated
procedures incorporate all amendments
to Regulation E (and the Federal
Reserve’s Official Staff Commentary)
since a prior version was released in
1998. Among other changes, the proce-
dures clarify the responsibilities of
parties involved in electronic check
conversion transactions, include a re-
quirement that consumers receive writ-
ten notification in advance of these
transactions, and revise the Official
Staff Commentary to provide guidance
on preauthorized transfers from con-
sumers’ accounts, error resolution,
and disclosures at automated teller
machines.

Interagency Statement on Lending to
Creditworthy Borrowers

In November 2008, the agencies issued
an Interagency Statement on Meeting
the Needs of Creditworthy Borrowers.
In implementing this statement, institu-
tions were encouraged to lend prudently
and responsibly to creditworthy bor-
rowers, work with borrowers to pre-
serve homeownership and avoid pre-
ventable foreclosures, adjust dividend
policies to preserve capital and lending
capacity, and employ compensation
structures that encourage prudent lend-
ing. The statement emphasized that the
agencies expect banking organizations
to work with existing borrowers to
avoid preventable foreclosures, which
can be costly to both the organizations
and to the communities they serve, and
to mitigate other potential mortgage-
related losses. The agencies urged that
all lenders and servicers seek modifica-
tions that result in mortgages that bor-
rowers will be able to sustain over the
remaining maturity of their loans. The
statement also emphasized that the

agencies will fully support banking
organizations as they work to imple-
ment effective and sound loan modifi-
cation programs.

Flood Insurance

The National Flood Insurance Act
imposes certain requirements on loans
secured by buildings or mobile homes
located in, or to be located in, areas
determined to have special flood haz-
ards. Under Regulation H, which imple-
ments the act, state member banks are
generally prohibited from making,
extending, increasing, or renewing any
such loan unless the building or mobile
home—and any personal property
securing the loan—are covered by flood
insurance for the term of the loan.
Moreover, the act requires the Board
and other federal financial institution
regulatory agencies to impose civil
money penalties when it finds a pattern
or practice of violations of the regula-
tion. The civil money penalties are pay-
able to the Federal Emergency Manage-
ment Agency for deposit into the
National Flood Mitigation Fund.

In March 2008, the agencies, along
with the National Credit Union Admin-
istration (NCUA) and Farm Credit Sys-
tem, requested public comment on new
and revised interagency questions and
answers regarding flood insurance. The
agencies proposed substantive as well
as technical revisions to existing guid-
ance to help financial institutions meet
their responsibilities under federal flood
insurance legislation and increase pub-
lic understanding of the flood insurance
regulations. Final action on these pro-
posed revisions is expected in 2009.

During 2008, the Board imposed
civil money penalties against four state
member banks that violated the act. The
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penalties, which were assessed via con-
sent orders, totaled $17,790.

Agency Reports on Compliance
with Consumer Protection Laws

The Board reports annually on compli-
ance with consumer protection laws by
entities supervised by federal agencies.
This discussion summarizes data col-
lected from the 12 Federal Reserve
Banks and the FFIEC member agencies
(collectively, the FFIEC agencies), as
well as other federal enforcement agen-
cies.?®

Regulation B
(Equal Credit Opportunity)

The FFIEC agencies reported that 85
percent of institutions examined during
the 2008 reporting period were in com-
pliance with Regulation B, which
equals the level of compliance for the
2007 reporting period. The most fre-
quently cited violations involved

e the failure to properly collect infor-
mation for government monitoring
purposes, including data on race, eth-
nicity, sex, marital status, and age of
applicants seeking credit primarily
for the purchase or refinancing of a
principal residence;

e the improper collection of informa-
tion on applicant race, color, religion,
national origin, or sex when not per-
mitted by regulation;

e the improper requirement of the sig-
nature of an applicant’s spouse or
other person, other than a joint appli-
cant, when the applicant qualified
under the creditor’s standards of

26. Because the agencies use different methods
to compile the data, the information presented
here supports only general conclusions. The 2008
reporting period was July 1, 2007, through June
30, 2008.

creditworthiness for the amount and
terms of the credit requested; and

e the failure to provide a credit appli-
cant with a written notice of denial or
other adverse action that contains the
specific reason for the adverse action,
along with other required informa-
tion.

The FFIEC agencies did not issue
any public enforcement actions specific
to Regulation B during the reporting
period.

The Farm Credit Administration, the
Department of Transportation, the
Securities and Exchange Commission,
the Small Business Administration, and
the Grain Inspection, Packers and
Stockyards Administration of the
United States Department of Agricul-
ture reported substantial compliance
among the entities they supervise.

Regulation E
(Electronic Fund Transfers)

The FFIEC agencies reported that
approximately 94 percent of the institu-
tions examined during the 2008 report-
ing period complied with Regulation E,
which equals the level of compliance
for the 2007 reporting period. The most
frequently cited violations involved the
failure to take one or more of the fol-
lowing actions:

e determining whether an error oc-
curred within 10 business days of
receiving a notice of error from a
consumer;

e giving a consumer provisional credit
for the amount of an alleged error
when an investigation into the al-
leged error could not be completed
within 10 business days;

e providing initial disclosures that con-
tain required information, including
limitations on the types of transfers
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permitted and error-resolution proce-
dures, at the time a consumer con-
tracted for an electronic fund transfer
service; and

e providing a written explanation not-
ing the consumer’s right to request
documentation that supports the insti-
tution’s findings when a determin-
ation is made that no error has
occurred.

The FFIEC agencies did not issue
any formal enforcement actions specific
to Regulation E during the period.

Regulation M (Consumer Leasing)

The FFIEC agencies reported that more
than 99 percent of institutions examined
during the 2008 reporting period com-
plied with Regulation M, which equals
the level of compliance for the 2007
reporting period. The FFIEC agencies
did not issue any formal enforcement
actions relating to Regulation M during
the period.

Regulation P (Privacy of Consumer
Financial Information)

The FFIEC agencies reported that 97
percent of the institutions examined
during the 2008 reporting period com-
plied with Regulation P, which equals
the level of compliance for the 2007
reporting period. The most frequently
cited violations involved the failure to
take one or more of the following
actions:

e providing a clear and conspicuous
annual privacy notice to customers;

e disclosing the institution’s infor-
mation-sharing practices in initial,
annual, and revised privacy notices;
and

e providing customers with a clear and
conspicuous initial privacy notice

that accurately reflects the institu-
tion’s privacy policies and practices,
not later than when the customer rela-
tionship is established.

The FFIEC agencies did not issue
any formal enforcement actions relating
to Regulation P during the reporting
period.

Regulation Z (Truth in Lending)

The FFIEC agencies reported that
81 percent of the institutions examined
during the 2008 reporting period were
in compliance with Regulation Z, com-
pared with 82 percent in 2007. The
most frequently cited violations in-
volved the failure to accurately disclose
one or more of the following:

e the finance charge in closed-end
credit transactions;

e the amount financed by subtracting
any prepaid finance charges;

e the payment schedule, including the
number, amounts, and timing of pay-
ments scheduled to repay the obliga-
tions; and

e the annual percentage rate in closed-
end credit transactions.

In addition, 146 banks supervised by
the Federal Reserve, FDIC, OCC, and
OTS were required, under the Inter-
agency Enforcement Policy in Regula-
tion Z, to reimburse a total of approxi-
mately $2.77 million to consumers for
understating annual percentage rates or
finance charges in their consumer loan
disclosures.

The FFIEC agencies did not issue
any public enforcement actions specific
to Regulation Z during the reporting
period. The Department of Transporta-
tion continued to prosecute one air car-
rier for its improper handling of credit
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card refund requests and other Federal
Aviation Act violations.

Regulation AA (Unfair or Deceptive
Acts or Practices)

The FFIEC agencies reported that more
than 99 percent of the institutions
examined during the 2008 reporting
period were in compliance with Regula-
tion AA, which equals the level of com-
pliance for the 2007 reporting period.
No formal enforcement actions relating
to Regulation AA were issued during
the reporting period.

Regulation CC (Availability of Funds
and Collection of Checks)

The FFIEC agencies reported that 89
percent of institutions examined during
the 2008 reporting period were in com-
pliance with Regulation CC, compared
with 90 percent for the 2007 reporting
period. The most frequently cited viola-
tions involved the failure to take one or
more of the following actions:

e making available on the next busi-
ness day the lesser of $100 or the
aggregate amount of checks depos-
ited that are not subject to next-day
availability;

e following procedures when invoking
the exception for large-dollar depos-
its;

e providing required information when
placing exception holds on accounts;
and

e making funds from local and certain
other checks available for withdraw-
als within the times prescribed by
regulation.

The FFIEC agencies did not issue
any public enforcement actions specific
to Regulation CC during the reporting
period.

Regulation DD (Truth in Savings)

The FFIEC agencies reported that 86
percent of institutions examined during
the 2008 reporting period were in com-
pliance with Regulation DD, compared
with 88 percent for the 2007 reporting
period. The most frequently cited viola-
tions involved the failure to take one or
more of the following actions:

e providing additional required lan-
guage in advertisements that contain
the term “annual percentage yield”;

e using the term “annual percentage
yield” if advertisements state rates of
return;

e providing initial account disclosures
containing all required information;
and

e providing account disclosures in writ-
ing and in a form consumers may
keep.

The FFIEC agencies did not issue
any public enforcement actions specific
to Regulation DD during the reporting
period.

Consumer Complaints and Inquiries

The Federal Reserve investigates com-
plaints against state member banks,
and forwards complaints against other
creditors and businesses to the appropri-
ate enforcement agency. Each Reserve
Bank investigates complaints against
state member banks in its District. The
Federal Reserve also responds to con-
sumer inquiries on a broad range of
banking topics, including consumer
protection questions.

The Federal Reserve centralized pro-
cessing of consumer complaints and
inquiries in late 2007, with the estab-
lishment of Federal Reserve Consumer
Help (FRCH). In 2008, its first full year
of operation, FRCH processed 36,996
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cases. Of these cases, 19,515 (53 per-
cent) were inquiries and 17,481 (47 per-
cent) were complaints, with most cases
received directly from consumers. Ap-
proximately six percent were referred
from other agencies.

While consumers can contact FRCH
by phone, fax, mail, e-mail, or online
(www.federalreserveconsumerhelp.gov/),
most FRCH consumer contacts oc-
curred by telephone. Nevertheless,
online complaints submissions totaled
5,147 (29 percent) of all complaints
received in 2008, and the online form
received over 300,000 visits during the
year.

Consumer Complaints

Complaints against state member banks
totaled 5,520 in 2008. Most of these
complaints, 2,411 (44 percent) were
closed without investigation pending
the receipt of additional information
from consumers. Of the remaining
3,109 complaints, 2,173 (70 percent)
involved unregulated practices and
936 (30 percent) involved regulated
practices.

The Federal Reserve forwarded
11,966 complaints against other banks
and creditors to the appropriate regula-
tory agencies for investigation. To mini-
mize the time required to re-route com-
plaints to these agencies, referrals were
transmitted electronically.

Complaints against State Member
Banks about Regulated Practices

The majority of regulated-practice com-
plaints concerned checking account
(28 percent) and credit card (26 per-
cent) activity. The most common check-
ing account complaints related to insuf-
ficient funds or overdraft charges and
procedures (33 percent), funds avail-
ability (13 percent), and disputed with-
drawals of funds (15 percent). The most

Complaints against State Member Banks
That Involve Regulated Practices, by
Classification, 2008

Classification Number
Regulation AA (Unfair or Deceptive

Acts or Practices) ...................... 117
Regulation B (Equal Credit Opportunity) ... .. 30
Regulation C (Home Mortgage

Disclosure Act) ........covviiiiii.... 8
Regulation E (Electronic Funds Transfers) ...| 116
Regulation M (Consumer Leasing) ........... 3
Regulation P (Privacy of Consumer

Financial Information) .................. 41
Regulation Q (Payment of Interest) .......... 0
Regulation Z (Truth in Lending) ............. 247
Regulation BB (Community Reinvestment) ... 0
Regulation CC (Expedited Funds

Availability) ........ ...l 122
Regulation DD (Truth in Savings) ........... 71
Regulation V (Fair and Accurate Credit

Transactions) ............c...eeeeenen... 9
Fair Credit Reporting Act ................... 72
Fair Debt Collection Practices Act ........... 62
Fair Housing Act ................oooiiat 3
National Flood Insurance Act/

Insurance Sales ........................ 6
Home Ownership Counseling ................ 1
HOPA (Homeowners Protection Act) ........ 0
Real Estate Settlement Procedures Act ....... 18
Right to Financial Privacy Act .............. 10
Total ... 936

common credit card complaints con-
cerned billing error resolutions (14 per-
cent), “other rates, terms and fees”
(12 percent) and debt-collection prac-
tices (9 percent).

Real estate-related complaints?’
made up 18 percent of total complaints.
Of those, 48 percent related to home-
purchase loans, 32 percent to home
equity credit lines, and only one percent
(or two complaints) concerned adjust-
able rate mortgages. The most common
complaints related to real estate-related
payment errors and delays (14 percent),
“other rates, terms, and fees” (10 per-
cent), and escrow account problems
(9 percent).

27. Includes adjustable-rate mortgages; resi-
dential construction loans; open-end home equity
lines of credit; home improvement loans; home
purchase loans; home refinance/closed-end loans;
and reverse mortgages.
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Complaints against State Member Banks That Involve Regulated Practices, 2008

All complaints Complaints involving violations
Subject of complaint
Number Percent Number Percent

Total ... 936 100 44 5
Discrimination alleged

Real estate loans ........................ 10 1 1 0.1

Creditcards .........cooviiiiiiinin... 1 0.1 0 0

Other loans ...........cccoviiiiininann.. 6 1 0 0
Nondiscrimination complaints’

Creditcards .............coiiiiiia... 245 26 6 1

Checking accounts ....................... 264 28 16 2

Real estate loans ........................ 156 18 7 1

1. Only the top three product categories of nondiscrimination complaints are listed here.

Seventeen complaints (2 percent)
alleged discrimination on the basis of
prohibited borrower traits or rights
(race, color, religion, national origin,
sex, marital status, handicap, age, appli-
cant income deriving from public assis-
tance programs, or applicant reliance on
Consumer Credit Protection Act provi-
sions). Sixty-five percent of discrimina-
tion complaints were related to the race
or national origin of the applicant or
borrower.

In the substantial majority (80 per-
cent) of investigated complaints against
state member banks, gathered evidence
revealed that banks correctly handled
the situation. Of the remaining 20 per-
cent, 5 percent were deemed law vio-
lations, 3 percent were general er-
rors, and the remainder mainly involved
factual disputes or litigated matters. The
most common violations involved
checking accounts and credit cards.

Unregulated Practices

As required by section 18(f) of the Fed-
eral Trade Commission Act, the Board
continued to monitor complaints about
banking practices not subject to existing
regulations, with a focus on instances of
potential unfair or deceptive practices.
In 2008, the Board received 2,119 com-

plaints against state member banks that
involved these unregulated practices.
Most complaints concerned credit card
and checking account activity. More
specifically, consumers most frequently
complained about issues involving in-
sufficient funds or overdraft charges
and procedures (386), deposit forgery,
fraud, embezzlement or theft (91), con-
cerns about credit card interest rates,
terms, and fees (87), and concerns
about opening and closing deposit
accounts (80).

Complaint Referrals to HUD

In 2008, the Federal Reserve forwarded
three complaints to the Department of
Housing and Urban Development that
alleged violations of the Fair Housing
Act.?® The Federal Reserve’s investiga-
tion of these complaints revealed no evi-
dence of illegal credit discrimination.

Consumer Inquiries

In 2008, the Federal Reserve received
19,515 inquiries from consumers re-

28. In accordance with a memorandum of
understanding between HUD and the federal bank
regulatory agencies requiring that complaints
alleging a violation of the Fair Housing Act be
forwarded to HUD.
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lated to a wide range of topics. Of
these, 4,488 (23 percent) fell into the
“other” category, with several inquiries
related to personal and national eco-
nomic conditions and several inquiries
related to regulatory changes or propos-
als under consideration. The top three
consumer protection issues documented
with specific codes were the following:
adverse action notices received pursu-
ant to the Equal Credit Opportunity Act
(13 percent), consumer protection
regulations (7 percent), and pre-
approved credit solicitations (7 per-
cent). Consumers were typically di-
rected to other resources, including
other federal agencies or written mate-
rials, to address their inquiries.

Outreach and Response to
Community Development Needs
in Historically Underserved
Communities and Markets

The mission of the community affairs
function within the Federal Reserve
System is to promote community eco-
nomic development and fair access to
credit for low- and moderate-income
communities and populations. A decen-
tralized function, the Community
Affairs Offices (CAOs) are maintained
at each of the 12 Reserve Banks, where
CAQO staffs design activities in response
to the needs of communities in the Dis-
tricts they serve, with oversight of
operations provided by Board staff. The
CAOs focus on providing information
and promoting awareness of investment
opportunities to financial institutions,
government agencies, and organizations
that serve low- and moderate-income
people and communities. Similarly, the
Board’s CAO promotes and coordinates
Systemwide community development
efforts; in particular, Board community
affairs staff focus on issues that have
public policy implications.

In 2008, the Board’s regulatory and
supervisory actions were augmented by
the System’s Community Affairs staff
activities to address the negative impact
of foreclosures on individuals and com-
munities. Community Affairs staff
developed online Foreclosure Resource
Centers on the websites of each Reserve
Bank and the Board. These centers pro-
vide up-to-date information regarding
resources available to distressed bor-
rowers, local governments, and lenders.
Community Affairs analysts and out-
reach specialists continued to use their
longstanding networks of industry and
community relationships to convene
meetings and provide information to
local community and business leaders,
government officials, consumer and
community groups, and others engaged
in addressing the foreclosure issue
locally. To complement these efforts,
System research staff collected and ana-
lyzed data on real estate and subprime
mortgage conditions, and provided
regional foreclosure projections and
in-depth analysis of the incidence of
defaults within particular areas to sup-
port state and local government efforts
to develop action plans under the
Neighborhood Stabilization Program
(NSP). In addition, visiting scholar
Alan Mallach, of the Federal Reserve
Bank of Philadelphia, published a dis-
cussion paper, How to Spend $3.92 Bil-
lion: Stabilizing Neighborhoods by
Addressing Foreclosed and Abandoned
Properties. The paper serves to assist
states, counties, and cities in determin-
ing the best use of funds distributed
under the Housing and Economic
Recovery Act of 2008 (HERA).

Federal Reserve Community Affairs
staff also hosted a number of events,
conferences, and meetings on the topic
of foreclosure in 2008. The System
developed a conference series, Re-
newal, Recovery, Rebuilding: A Federal
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Reserve System Foreclosure Series, to
highlight issues and best practices in
weak as well as strong housing markets
(see Foreclosures: Responding to Con-
sumers and Communities in Crisis
through the Federal Reserve’s Home
Mortgage Initiative in the “Mortgage
Credit” discussion earlier in this chap-
ter). The culmination of the series, held
at the Board’s offices in Washington,
D.C., were presentations on the chal-
lenges of valuing foreclosed properties,
on the NSP program, and on the issu-
ance of best practices for dealing with
large numbers of foreclosures devel-
oped in communities such as Flint,
Michigan and Youngstown, Ohio.

The System also continued to work
with the HOPE NOW alliance, a col-
laboration of counselors, servicers,
investors, and other mortgage market
participants. Many Reserve Banks
co-sponsored “foreclosure mitigation”
events, bringing distressed borrowers
together with counselors and mortgage
servicers to discuss and, where pos-
sible, to implement loan compromises
between borrowers and lenders. The
largest such event drew more than
2,000 borrowers to Gillette Stadium in
Foxboro, Massachusetts. The Federal
Reserve Bank of Boston is working to
track the success of the loan modifica-
tions that were arranged at that event
and to better understand any limitations
of the current modification structure.
Similar events have either been held or
are planned in other Reserve Bank
districts.

The Board and System worked with
NeighborWorks America on a unique
partnership to (1) address the impact of
foreclosures on neighborhoods by
jointly developing the tools and train-
ing necessary to help local govern-
ments and nonprofit organizations,
and (2) evaluate approaches and tailor
responses to address the increase in

foreclosures and real-estate-owned
(REO) properties. The partnership,
begun in May 2008, not only builds on
an existing relationship with Neighbor-
Works (Federal Reserve staff serve on
its Board of Directors), but also lever-
ages the System’s ability to conduct
data analysis, research, and outreach to
address issues related to neighborhood
stabilization. As part of the partnership,
the Board supported the development of
a new website,?° and new courses for
the NeighborWorks Training Institute,
which helps ensure effective manage-
ment of REO properties. In addition to
being offered as part of the Training
Institute, these courses are designed to
be portable so that they can be brought
directly to communities in 2009.

Finally, the Community Affairs pro-
grams at all 12 Reserve Banks and the
Board of Governors collaborated to
publish The Enduring Challenge of
Concentrated Poverty: Case Studies
from Communities Across the US., a
project undertaken by Community
Affairs in partnership with the Brook-
ings Institution. The report was under-
taken to develop a deeper understanding
of the relationship between “poverty,
people, and place.” The Board hosted a
policy forum to highlight issues raised
in the case studies and to discuss place-
based and people-based policy solu-
tions, such as workforce development
and education, to address problems
prevalent in communities experiencing
concentrated poverty.

Advice from the
Consumer Advisory Council

The Board’s Consumer Advisory
Council—whose members represent
consumer and community organiza-

29. See www.stablecommunities.org.
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tions, the financial services indus-
try, academic institutions, and state
agencies—advises the Board of Gover-
nors on matters of Board-administered
laws and regulations as well as other
consumer-related financial services
issues. Council meetings, open to the
public, were held in March, June, and
October. For a list of members of the
Council, see the “Federal Reserve Sys-
tem Organization” section in this report;
also, visit the Board’s website for tran-
scripts of Council meetings.3°

Three significant topics of discussion
for the Council in 2008 were

e the Board’s proposal to establish new
protections for consumers in the resi-
dential mortgage market through
amendments to Regulation Z, which
implements the Truth in Lending Act
(TILA) and the Home Ownership and
Equity Protection Act;

e the Board’s proposal, under the Fed-
eral Trade Commission Act (FTC
Act), to prohibit unfair or deceptive
acts or practices by banks in connec-
tion with credit card accounts and
overdraft services for deposit ac-
counts; and

e issues related to home foreclosures,
including loss-mitigation strategies,
counseling initiatives, and commu-
nity stabilization efforts.

Proposed Rules for
Home Mortgage Loans

In its March meeting, the Council
addressed various issues related to con-
sumer protections proposed under
Regulation Z (see the “Mortgage
Credit” discussion earlier in this
chapter).

30. See the Federal Reserve Board’s Consumer
Advisory Council webpage, www.federalreserve.
gov/aboutthefed/cac.htm.

Some industry representatives en-
dorsed the Board’s approach to define
subprime loans based on the annual per-
centage rate (APR) charged rather than
on other loan features, but they ex-
pressed the view that the proposed defi-
nition would be too broad and would
cover many prime loans. One member
recommended using a mortgage-rate
(instead of Treasury-securities) index to
set the threshold and apply a different
spread for first-lien loans. Another
member commented that any APR
threshold or other definitional trigger
for higher-priced loans would be,
at times, under-inclusive or over-in-
clusive, and expressed a preference for
erring on the side of over-inclusion.

Several consumer representatives
expressed support for the Board’s pro-
posal under which a creditor would be
prohibited from engaging in a “pattern
or practice” of lending based on the col-
lateral without regard to the consumer’s
ability to make scheduled payments.
They emphasized the importance of
establishing rules for prudent under-
writing. Offering the perspective of
community banks, an industry represen-
tative commented that such institutions
generally follow rigorous underwriting
standards, but noted that they some-
times need flexibility to adjust their
practices to meet the needs of particular
customers. Regarding the proposal’s
“pattern or practice” provision, mem-
bers expressed concern about the diffi-
culty of establishing proof of a pattern
or practice in litigation, and urged the
Board to clarify what constitutes a pat-
tern or practice. Some members noted
that the “pattern or practice” provision
sets up significant hurdles for individual
consumers to bring cases against lend-
ers. Members presented a variety of
views about the idea of designating a
bright-line presumption of a violation,
or a safe harbor, for repayment ability at
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a 50 percent debt-to-income (DTI)
ratio. Several members cautioned
against using the 50 percent DTI ratio
or another specific number in the regu-
lation.

Several members endorsed the use of
third-party documentation to verify
income and assets, noting that such
flexibility would help address the needs
of different borrowers. A consumer rep-
resentative urged the Board to clarify
whether nontraditional forms of doc-
umentation from small- or micro-
business owners would be acceptable
under the regulation.

Various members endorsed a com-
plete ban on prepayment penalties for
higher-priced loans. They expressed
concern that prepayment penalties are
not balanced by lower interest rates for
subprime borrowers, who are often the
least financially sophisticated consum-
ers and for whom there is no well-
known interest-rate benchmark for
negotiating better loan terms. Several
industry representatives expressed the
view that, although there have been
problems with prepayment penalties in
the subprime market, they can be useful
tools and yield lower interest rates for
consumers. Industry representatives
suggested that prepayment penalties can
be effectively regulated, such as
through better disclosure and limits on
duration or amount. Both consumer and
industry representatives agreed that the
five-year duration permitted in the pro-
posal for penalties would be too long,
and considered it not reflective of cur-
rent best practices in the industry.

There was general support among
Council members for proposed manda-
tory escrow accounts as a way to help
ensure the successful performance of
higher-priced loans. In considering the
option to cancel escrow accounts 12
months after consummation, one mem-
ber expressed the view that 12 months

would be too short, especially for more
financially vulnerable borrowers or
first-time homeowners. Several industry
representatives noted the potential
impacts of mandatory escrow accounts
on financial institutions’ business
processes.

In the discussion of yield-spread pre-
miums, some members expressed sup-
port for requiring the same compensa-
tion disclosures for all loan originators
in order to facilitate better comparisons
among products and services as well as
to better ensure fair lending. Other
members supported applying the pro-
posed disclosure rules only to brokers.
Some members spoke against the idea
of establishing an agreement character-
ized by a specific compensation figure
before the loan application is received.
In the absence of key information about
the borrower or the loan product, the
broker would have to disclose the high-
est possible fee, which would not be
useful to the particular borrower. One
member noted that, in the subprime
market, loan applications and fees are
often taken at closing, and recom-
mended that the Board consider another
trigger for the written agreement that
would more likely occur earlier.

Consumer representatives generally
supported the proposal’s advertising
restrictions. They specifically endorsed
a “bright-line” rule for use of the word
“fixed” in advertisements, permitting it
only if the rate or payment would not
change for the entire length of the loan.

Members expressed support for the
proposed rules regarding servicing
practices. An industry member noted
that most of the rules, such as crediting
payments as of the date of receipt and
not pyramiding late fees, are consistent
with current best practices in the indus-
try. Other members expressed concern
about the difficulty of accurately dis-
closing third-party fees, which may
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change without notice, and potential
compliance challenges if a re-disclosure
is required whenever a third-party fee
changes.

There was general consensus regard-
ing the provisions prohibiting coercion
of appraisers, with one member noting
that the rule should highlight the more
subtle ways of unduly influencing the
appraisal process.

Under the proposal, creditors would
be required to provide transaction-
specific cost disclosures earlier. Some
members cautioned that providing dis-
closures earlier would not clarify loan
terms for consumers, who could end up
with several sets of disclosures as vari-
ous details changed during the loan pro-
cess. One member expressed concern
about the proposed rule regarding what
fees can be collected before early dis-
closures are provided. Another member
stated that providing the cost disclo-
sures early in the application process
would not address a key issue, which is
that estimates generally change by the
time loans close.

Proposed Rules for Credit Cards
and Overdraft Services

In its June and October meetings, the
Council’s discussions focused on vari-
ous aspects of the Board’s proposed
rules to prohibit unfair or deceptive acts
or practices in connection with credit
card accounts and overdraft services for
deposit accounts (see the “Credit Cards”
discussion earlier in this chapter).

Credit Card Accounts

Some industry representatives ex-
pressed concern about labeling certain
practices that are used widely among
financial institutions as unfair or decep-
tive, and urged the Board to consider
issuing many of the credit card rules
under TILA. Other members supported

issuing the rules under the FTC Act
rather than TILA. They expressed the
view that institutions would face little
new litigation risk from the proposal,
especially if the regulations have clear
safe harbors.

In the discussion of payment alloca-
tion, consumer representatives encour-
aged the Board to require that payments
be allocated first to balances with the
highest APR. Several members com-
mented that a single allocation method
would make credit pricing more trans-
parent to consumers and would provide
a level playing field for creditors. Some
consumer representatives emphasized
the benefit to less sophisticated con-
sumers of allocating payments first to
the highest APR balance.

Industry representatives supported
the current industry practice of allocat-
ing payments to the lowest APR bal-
ance first, expressing the view that the
proposed pro rata and equal portion
allocation methods would be confusing
to consumers. They also cautioned that
switching to the proposed allocation
methods likely would lead to higher
credit costs and reduced access to
credit as institutions seek to offset
losses in revenue. Some members urged
the Board, in applying the approved
payment-allocation methods, to treat
promotional rate balances and deferred
interest balances in the same way as
other balances.

Several members supported the pro-
posal to restrict creditors’ ability to
increase rates on existing balances,
emphasizing that it would provide safe-
guards for both consumers and lenders.
They noted that consumers may not be
able to prevent risk-based repricing
solely through their behavior because
often they lack information about how
credit scores are determined and can
change. Industry representatives op-
posed the proposal, saying it would
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eliminate a key risk-management tool
for creditors. They stated that, due to
lost revenues, overall pricing for credit
may increase and credit availability
may decline if creditors cannot apply
risk-based pricing to their riskiest cus-
tomers. Industry representatives also
urged the Board to consider expanding
the circumstances where existing bal-
ances can be repriced to include other
consumer behavior that raises concerns
about a borrower’s risk.

There was general support among the
Council members for restricting the
practice of financing security deposits
and initial fees that use up most of a
borrower’s credit limit. Several mem-
bers expressed concern that the percent-
ages in the proposed rule would be too
high, and they cautioned that those
thresholds could become the standard.
One member recommended that the
financing of security deposits and fees
should be spread out beyond the pro-
posed 12 months.

Members disagreed about the appro-
priateness of the proposed safe harbor
for mailing periodic statements 21 days
before a payment’s due date, particu-
larly given the trend toward electronic
payments. There was general agreement
among the members about the proposed
provisions regarding cut-off times and
due dates for mailed payments. Several
members recommended that the rule
apply to all types of payments. Con-
sumer representatives endorsed the ban
on two-cycle billing, and expressed
support for the proposed provision
regarding firm offers of credit.

Overdraft Services

The Board’s overdraft services proposal
would prohibit banks from imposing a
fee for paying an overdraft unless the
bank provides the consumer with an
opportunity to opt out of the overdraft

payment and the consumer has not done
so. Industry representatives recom-
mended issuing the rules under Regula-
tion E (Electronic Fund Transfer Act)
rather than the FTC Act, expressing the
view that overdraft services do not con-
stitute an unfair or deceptive practice
because they provide important benefits
to consumers. Industry representatives
supported the proposed right to opt out
of the payment of overdrafts and
described potential operational difficul-
ties with an opt-in. They also suggested
additional exceptions under which over-
drafts should be paid and a fee charged
even if the consumer has opted out.

Several other members urged the
Board to require institutions to gain
consumers’ affirmative consent for
overdraft payments with an opt-in,
commenting that banks would be more
likely to provide clear information
about overdraft services to their cus-
tomers. They expressed concern that
consumers are currently enrolled in over-
draft programs automatically, which
they described as an expensive form of
credit that often poses more harm than
benefits for low- and moderate-income
consumers, especially college-age stu-
dents and the elderly. Some members
supported the proposed rule requiring
institutions to allow consumers to opt
out of overdrafts for ATM and point-of-
sale transactions without opting out of
overdraft services for checks. Industry
representatives opposed the partial opt-
out, and urged the Board to treat all
transactions in the same way. There was
general support for requiring notice of
the opt-out at least once for each peri-
odic statement cycle in which an over-
draft fee or charge occurs.

Industry representatives commented
on the operational challenges and the
potential impact on consumers of a pro-
vision that would prohibit banks from
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imposing a fee when an account is
overdrawn solely because a hold was
placed on funds in the consumer’s
deposit account. Consumer representa-
tives supported the provision, express-
ing the view that institutions should be
able to readily address any operational
issues. There was general consensus on
the importance of faster settlement of
authorized transactions so that debit
holds can be released more quickly.
Several members also expressed the
view that consumers should receive bet-
ter notice of debit holds from merchants
at the point of sale so they can choose
whether and how to proceed with the
transaction.

In a discussion of disclosures related
to overdraft services, several members
emphasized the importance of disclos-
ing, on the opt-out notice, any alterna-
tives for the payment of overdrafts that
the institution offers. Consumer repre-
sentatives expressed support for dis-
closing on periodic statements the
aggregate dollar amounts charged for
overdraft fees and returned-item fees.
Some members also stated that institu-
tions, when they provide account-
balance information, should not be per-
mitted to include funds that would be
available through overdrafts.

Foreclosure Issues

In its March and October meetings, the
Council also addressed various issues
related to the surge in foreclosures,
including loss-mitigation strategies,
counseling initiatives, and community
stabilization efforts. The October dis-
cussion focused on two initiatives in
HERA: the HOPE for Homeowners
Program and the NSP.

In March, consumer representatives
expressed concern about the capacity of
servicers to engage in loss mitigation on
a large scale. They stated that, despite

some recent improvements, servicers
generally are overwhelmed. Members
pointed to other areas of concern
regarding servicers, such as the lack of
coordination between servicers’ fore-
closure and loss-mitigation departments
as well as pressure for repayment work-
outs rather than modifications of loan
rates or principal amounts. The ef-
forts of the HOPE NOW alliance—
coordinating servicer and lender work
with borrowers and collecting and shar-
ing data—were also highlighted.

In October, there was general agree-
ment that the results of loss-mitigation
efforts by servicers have been mixed,
with some improvement in responsive-
ness but also continued backlogs and
capacity issues. Several members also
expressed concern about the voluntary
nature of the HOPE for Homeowners
Program for lenders, though industry
representatives noted that the program
is only one tool among various loss-
mitigation strategies.

Several members expressed support
for a more comprehensive plan to stem
the increasing wave of foreclosures,
including a moratorium on foreclosures
and more systematic loan modifica-
tions. They urged the Board to use its
influence with lenders and servicers to
encourage them to pursue sustainable
loan modifications. One member ex-
pressed support for court-ordered modi-
fications of mortgages for principal
residences. Several consumer represen-
tatives suggested that institutions par-
ticipating in the Troubled Assets Relief
Program (TARP) should be required to
modify loans.

Industry representatives expressed
the view that servicers and lenders
increasingly recognize the importance
of doing loan modifications that are
sustainable for the long term, but a con-
sumer advocate stated that many modi-
fications still have too short-term a time
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frame. Several consumer representa-
tives endorsed a focus on principal
write-downs as a key way to achieve
sustainable modifications. Industry rep-
resentatives pointed to the difficulties in
doing principal write-downs, and noted
that focusing on affordability in loss
mitigation can preserve homeowner-
ship even if the loss of equity is not
addressed.

There was a consensus that timely,
accurate, comprehensive, and accessible
information about the scope of delin-
quencies and defaults and the outcomes
of loss-mitigation efforts are critical to
an effective analysis of foreclosure
issues and proposed policies or solu-
tions. Noting that some key data on
these issues are privately held, several
members supported the idea of a survey
conducted by the Federal Reserve to
ensure the credibility and comprehen-
siveness of the data collected.

Several members expressed concerns
about the proliferation of firms that
offer loan-modification or foreclosure-
rescue services at high upfront fees, and
consumer representatives described the
need for greater support for counseling
agencies.

Various members described the nega-
tive impact of the rising number of
foreclosures in their communities, and
expressed concern about the effects of
foreclosure concentrations in low- and
moderate-income neighborhoods. They
also described various local efforts
to respond to foreclosures, such as
programs to provide counseling to
struggling borrowers and initiatives to
reclaim and rehabilitate foreclosed
properties. Some consumer representa-
tives recommended giving favorable
Community Reinvestment Act (CRA)
credit to institutions to address fore-
closure-related issues, which could
prompt banks to go beyond their usual
work in low-income areas and take

on initiatives related to foreclosures.
Another member suggested that banks
could get favorable CRA credit for
foreclosure efforts that fall outside their
assessment area, similar to what was
permitted after Hurricane Katrina.

There was general support for the
wide array of activities permitted under
the NSP, which will give communities
various strategies to address their
specific challenges. One member em-
phasized the need to pay attention to
fair-housing issues amid the NSP im-
plementation. Another member com-
mended the intent of the NSP but cau-
tioned that its goals cannot be met if
financial institutions do not resume
lending for community development
projects. He expressed the view that
such lending could be tied to the receipt
of TARP funds or could be accom-
plished through the network of the
Community Development Financial
Institutions Fund. The members gener-
ally agreed on the need for comprehen-
sive and accurate data on real-estate-
owned properties, so that communities
can more effectively develop and evalu-
ate their stabilization strategies.

Other Discussion Topics

At the Council’s June meeting, mem-
bers provided feedback on proposed
regulations from the Board and the Fed-
eral Trade Commission to implement a
provision of the Fair and Accurate
Credit Transactions Act of 2003 (which
amends the Fair Credit Reporting Act)
that addresses risk-based pricing. An
industry representative commended the
Board for its attention to the goal of
operational feasibility in implementing
the proposal. Some members expressed
support for defining “material terms”
primarily with reference to the annual
percentage rate because the bright-line
test would make it easier for creditors
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to identify consumers who must receive
risk-based pricing notices. In consider-
ing the proposed tests for identifying
which consumers should receive no-
tices, one member urged the Board to
set forth a test to identify those consum-
ers receiving less-favorable terms across
the spectrum of creditors. Several
members expressed concern about the
vagueness of the proposed definition of
“materially less favorable.”

One member commented that while
the risk-based pricing notices would aid
consumers by encouraging them to
check their consumer reports, they
would benefit further if the notices
advised that other factors also can affect
the credit terms and if the notices gave
examples of those factors. Members
expressed divergent views about the
Board’s interpretation that the statute
gives a consumer the right to request a
free consumer report upon receipt of a
risk-based pricing notice. An industry
representative commended the Board
for providing alternative approaches by
which creditors could determine which
consumers must receive risk-based pric-
ing notices. Several members expressed
support for the proposal’s exceptions
for prescreened credit solicitations and
credit-score disclosures. One member
urged the Board to require a notice for
consumers who lack credit files, so that
they might become aware of their lack
of credit records and receive informa-
tion on how to establish traditional
credit files.

At the Council’s October meeting,
members discussed recent financial
developments, including the challenges
faced by banks and nonbank financial
institutions, disruptions in credit mar-

kets, and the recently launched TARP.
In the discussion of the challenges and
opportunities presented by the current
financial crisis, several members cited
the need to encourage the flow of credit
to communities, especially to low-
income communities. They also high-
lighted the opportunity for Community
Development Fund Institutions, com-
munity development banks, minority
banks, and credit unions to continue
their responsible lending activities,
particularly in distressed communities.
Members also commented on the im-
portance of maintaining access to
credit for small businesses. Both con-
sumer and industry representatives em-
phasized the need for greater account-
ability from institutions that receive
TARP funds to ensure that there are
benefits for low- and moderate-income
areas.

Another October discussion topic
was the Board’s analysis of the
2007 Home Mortgage Disclosure Act
(HMDA) data (see the “Evaluating
Pricing Discrimination Risk with
HMDA Data and Other Information”
discussion earlier in this chapter). Sev-
eral consumer representatives pointed
to the HMDA statistics (about higher-
priced loan originations by independent
mortgage companies and the percentage
of higher-priced loans made to CRA-
eligible customers) as evidence that
CRA did not cause the subprime mort-
gage crisis. Various members urged the
Board to use its data and analysis to
rebut misperceptions about CRA, espe-
cially in connection with the subprime
crisis, and to highlight the positive out-
comes of CRA for low- and moderate-
income individuals and communities. =



163

Federal Reserve Banks

The Federal Reserve Banks provide
payment services to depository and cer-
tain other institutions, distribute the
nation’s currency and coin, and serve as
fiscal agents and depositories for the
United States. The Reserve Banks also
contribute to setting national monetary
policy and supervision and regulation of
banks and other financial entities (dis-
cussed in the preceding chapters of this
report).

Developments in
Federal Reserve Priced Services

Federal Reserve Banks provide a range
of payment and related services to
depository institutions, including col-
lecting checks, operating an automated
clearinghouse (ACH) service, transfer-
ring funds and securities, and providing
a multilateral settlement service. The
Reserve Banks charge fees for provid-
ing these “priced services.”

The Monetary Control Act of 1980
requires that the Federal Reserve estab-
lish fees for priced services provided to
depository institutions so as to recover,
over the long run, all direct and indirect
costs actually incurred as well as the
imputed costs that would have been
incurred, including financing costs,
taxes, and certain other expenses, and
the return on equity (profit) that would
have been earned if a private business
firm had provided the services.! The
imputed costs and imputed profit are
collectively referred to as the private-

1. Financial data reported throughout this
chapter—including revenue, other income, costs,
income before taxes, and net income—can be
linked to the pro forma financial statements at the
end of this chapter.

sector adjustment factor (PSAF).2 Over
the past 10 years, Reserve Banks have
recovered 98.7 percent of their priced
services costs, including the PSAF (see
table, next page).3

In 2008, Reserve Banks recovered
98.5 percent of total priced services
costs of $886.9 million, including the
PSAF.# Revenue from priced services
amounted to $773.4 million, other
income was $100.4 million, and costs
were $820.4 million, resulting in

net income from priced services of
$53.4 million.>

2. In addition to income taxes and the return
on equity, the PSAF includes three other imputed
costs: interest on debt, sales taxes, and an assess-
ment for deposit insurance by the Federal Deposit
Insurance Corporation (FDIC). Board of Gover-
nors assets and costs that are related to priced
services are also allocated to priced services; in
the pro forma financial statements at the end of
this chapter, Board assets are part of long-term
assets, and Board expenses are included in oper-
ating expenses.

3. Effective December 31, 2006, the Reserve
Banks implemented the Financial Accounting
Standards Board’s Statement of Financial
Accounting Standards (SFAS) No. 158, Employ-
ers’ Accounting for Defined Benefit Pension and
Other Postretirement Plans, which has resulted in
the recognition of a $690.6 million reduction in
equity related to the priced services’ benefit plans
through 2008. Including this reduction in equity,
which represents a decline in economic value,
results in cost recovery of 92.0 percent for the
10-year period. For details on how implementing
SFAS No. 158 affected the pro forma financial
statements, refer to notes 3 and 5 at the end of this
chapter.

4. Total cost is the sum of operating expenses,
imputed costs (interest on debt, interest on float,
sales taxes, and the FDIC assessment), imputed
income taxes, and the targeted return on equity.

5. Other income is revenue from investment of
clearing balances net of earnings credits, an
amount termed net income on clearing balances.
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Priced Services Cost Recovery, 1999-2008

Millions of dollars except as noted

Y Revenue from Operating Targeted return Total Cost recovery
ear rvices! _expenses and on equit costs (percent) 3> 4
se imputed costs? quity P

867.6 775.7 57.2 832.9 104.2

922.8 818.2 98.4 916.6 100.7

960.4 901.9 109.2 1,011.1 95.0

918.3 891.7 92.5 984.3 933

881.7 931.3 104.7 1,036.1 85.1

914.6 842.6 1124 955.0 95.8

994.7 834.7 103.0 937.7 106.1

1,031.2 875.5 72.0 947.5 108.8

1,012.3 913.3 80.4 993.7 101.9

873.8 820.4 66.5 886.9 98.5

9,377.4 8,605.3 896.3 9,501.7 98.7

Note: Here and elsewhere in this chapter, compo-
nents may not sum to totals or yield percentages shown
because of rounding.

1. For the 10-year period, includes revenue from ser-
vices of $8,774.1 million and other income and expense
(net) of $603.3 million.

Commercial Check-Collection
Service

In 2008, Reserve Banks recovered
97.8 percent of the total costs of their
commercial check-collection service,
including the PSAF. Reserve Banks’
operating expenses and imputed costs
totaled $647.1 million, of which
$14.1 million was attributable to the
transportation of commercial checks
between Reserve Bank check-pro-
cessing offices. Revenue amounted to
$605.2 million, of which $11.0 million
was attributable to estimated revenues
derived from the transportation of com-
mercial checks between Reserve Bank
check-processing offices, and other
income was $78.4 million. The result-
ing net income was $36.5 million.
Check-service fee revenue in 2008 de-
creased $99.8 million from 2007.
Reserve Banks handled 9.5 billion
checks in 2008, a decrease of 4.6 per-
cent from 2007 (see table, opposite
page). The decline in Reserve Bank
check volume is consistent with nation-

2. For the 10-year period, includes operating expenses
of $8,092.7 million, imputed costs of $171.3 million, and
imputed income taxes of $341.3 million.

3. Revenue from services divided by total costs.

4. For the 10-year period, cost recovery is 92.0 per-
cent, including the net reduction in equity related to FAS
158 reported by the priced services in 2008.

wide trends away from the use of
checks and toward greater use of elec-
tronic payment methods.® Of all the
checks presented by Reserve Banks to
paying banks in 2008, 75.9 percent
were deposited and 53.9 percent were
presented using Check 21 products,
compared with 42.2 percent and
24.6 percent, respectively, in 2007.7 By
year-end 2008, this growth resulted in
91.1 percent of Reserve Bank check
deposits and 70.5 percent of Reserve

6. The Federal Reserve System’s retail pay-
ments research suggests that the number of
checks written in the United States has been
declining since the mid-1990s. For details, see
Federal Reserve System, “The 2007 Federal
Reserve Payments Study: Noncash Payment
Trends in the United States, 2003-2006"
(December  2007), www.frbservices.org/files/
communications/pdf/research/2007_payments_
study.pdf.

7. The Reserve Banks also offer non-Check 21
electronic-presentment products. In 2008, 8.4 per-
cent of Reserve Banks’ deposit volume was pre-
sented to paying banks using these products.
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Activity in Federal Reserve Priced Services, 2006-2008

Thousands of items

Percent change
Service 2008 2007 2006
2007 to 2008 | 2006 to 2007
Commercial check ................. 9,545,424 10,001,289 11,083,122 —4.6 -9.8
Commercial ACH .................. 10,040,388 9,363,429 8,230,782 7.2 13.8
Fedwire funds transfer ............. 134,220 137,555 135,227 2.4 0.9
National settlement ................ 469 505 470 7.2 7.4
Fedwire securities transfer .......... 11,717 10,110 9,053 15.9 11.7

NoTE: Activity in commercial check is the total num-
ber of commercial checks collected, including processed
and fine-sort items; in commercial ACH, the total num-
ber of commercial items processed; in Fedwire funds

Bank check presentments being made
through Check 21 products.

In November 2008, the Federal
Reserve Banks announced that the Sys-
tem would consolidate to a sole site for
paper-check-processing and check-
adjustments operations. These an-
nouncements are part of the Reserve
Banks’ multiyear initiative, begun in
2003, to reduce the number of offices at
which Banks process checks and in
order to meet their long-run cost-
recovery requirement under the Mone-
tary Control Act of 1980. Because of
the rapid adoption of electronic check
processing, the Reserve Banks were
able to reduce their check-processing
infrastructure more quickly than origi-
nally expected. The consolidations
made it possible for Reserve Banks, in
December 2008, to discontinue their
dedicated check-transportation routes
between Reserve Bank offices. Remain-
ing paper checks that must be shipped
between Reserve Banks are transported
by the U.S. Postal Service or air freight
services.

Commercial Automated
Clearinghouse Services

In 2008, the Reserve Banks recovered
101.5 percent of the total costs of their

transfer and securities transfer, the number of transac-
tions originated online and offline; and in national settle-
ment, the number of settlement entries processed.

commercial ACH services, including
the PSAF. Reserve Bank operating
expenses and imputed costs totaled
$88.8 million. Revenue from ACH
operations totaled $86.6 million and
other income totaled $11.3 million,
resulting in net income of $9.0 million.
The Banks processed 10.0 billion com-
mercial ACH transactions, an increase
of 7.2 percent from 2007.

In 2008, nationwide ACH volumes
continued to grow, but at a slower rate,
as volume increases associated with
electronic  check-conversion  appli-
cations—including checks converted at
lockbox locations or at the point of
purchase—decelerated.

Fedwire Funds and
National Settlement Services

In 2008, Reserve Banks recovered
100.4 percent of the costs of their Fed-
wire Funds and National Settlement
Services, including the PSAF. Reserve
Bank operating expenses and imputed
costs totaled $62.3 million in 2008.
Revenue from these operations totaled
$59.9 million, and other income
amounted to $7.9 million, resulting in
net income of $5.5 million.
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Fedwire Funds Service

The Fedwire Funds Service allows par-
ticipants to use their balances at Re-
serve Banks to transfer funds to other
participants. In 2008, the number of
Fedwire funds transfers originated
by depository institutions decreased
2.4 percent from 2007, to approxi-
mately 134.2 million. The average daily
value of Fedwire funds transfers in
2008 was $3.0 trillion.

In 2008, the Reserve Banks an-
nounced plans to implement enhanced
Fedwire Funds Service message for-
mats for cover payments and for pay-
ments containing remittance informa-
tion by November 2009 and late 2010,
respectively. These changes are in-
tended to improve payment transpar-
ency and efficiency, and provide addi-
tional value-added services to Fedwire
Funds Service participants.

National Settlement Service

The National Settlement Service is a
multilateral settlement system that
allows participants in private-sector
clearing arrangements to settle transac-
tions using Federal Reserve balances. In
2008, the service processed settlement
files for 47 local and national private-
sector arrangements, primarily check
clearinghouse associations. The Reserve
Banks processed slightly more than
15,000 files that contained almost
469,000 settlement entries for these
arrangements in 2008.

Fedwire Securities Service

In 2008, the Reserve Banks recovered
102.5 percent of the total costs of their
Fedwire Securities Service, including
the PSAF. The Reserve Banks’ operat-
ing expenses and imputed costs for pro-
viding this service totaled $22.2 million
in 2008. Revenue from the service

totaled $21.6 million, and other income
totaled $2.9 million, resulting in net
income of $2.3 million.

The Fedwire Securities Service
allows participants to transfer electroni-
cally to other participants in the service
certain securities issued by the U.S.
Treasury, federal government agencies,
government-sponsored enterprises, and
certain international organizations.® In
2008, the number of non-Treasury secu-
rities transfers processed via the service
increased 15.9 percent from 2007, to
approximately 11.7 million.

Float

The Federal Reserve had daily average
credit float of $1,193.4 million in 2008,
compared with credit float of $604.9
million in 2007.°

Developments in
Currency and Coin

The Federal Reserve Banks issue the
nation’s currency (in the form of Fed-
eral Reserve notes) and distribute coin
through depository institutions. The
Reserve Banks also receive currency
and coin from circulation through
these institutions. The Reserve Banks
received 36.7 billion Federal Reserve
notes from circulation in 2008, a

8. The expenses, revenues, volumes, and fees
reported here are for transfers of securities issued
by federal government agencies, government-
sponsored enterprises, and certain international
organizations. Reserve Banks provide Treasury
securities services in their role as the U.S. Trea-
sury’s fiscal agent. These services are not consid-
ered priced services. For details, see the section
“Debt Services” later in this chapter.

9. Credit float occurs when the Reserve Banks
present items for collection to the paying bank
prior to providing credit to the depositing bank,
and debit float occurs when the Reserve Banks
credit the depositing bank prior to presenting
items for collection to the paying bank.
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3.4 percent decrease from 2007, and
made payments of 37.7 billion notes
into circulation in 2008, a 2.1 percent
decrease from 2007. They received
64.4 billion coins from circulation in
2008, a 1.9 percent increase from 2007,
and made payments of 72.3 billion
coins into circulation, a 4.5 percent
decrease from 2007.

Since mid-September, the crisis in
financial markets has heightened
demand for $100 notes among both
international and domestic users.' In
2008, payments exceeded receipts by
1.0 billion notes, most of which were of
the $100 denomination. For this reason,
the value of currency in circulation, as
of December 31, increased 7.8 percent
from December 31, 2007, to $853.2 bil-
lion.!!

Board staff worked with the Treasury
Department, the U.S. Secret Service,
and the Reserve Banks’ Currency Tech-
nology Office to develop more-secure
designs for the $5 and $100 Federal
Reserve notes. Reserve Banks issued
the redesigned $5 note in March 2008.
The Treasury is continuing to develop a
new design for the $100 note.

Consistent with the requirements of
the Presidential $1 Coin Act, the Fed-
eral Reserve and the Mint conducted
additional outreach to depository insti-
tutions and coin users to gauge demand
for the coins and to anticipate and
eliminate obstacles to the efficient cir-
culation of $1 coins. Board staff worked
with the Reserve Banks’ Cash Product

10. The Federal Reserve measures demand for
U.S. currency in terms of growth in net payments
(payments to circulation minus receipts from cir-
culation). International demand for U.S. currency
is influenced primarily by political and economic
uncertainties associated with certain foreign cur-
rencies, which contrast with the U.S. dollar’s rela-
tively high degree of stability.

11. This increase is double the 3.9 percent
average annual increase over the last five years.

Office to address other coin distribution
and management issues, including
increased coin inventories, resulting
partially from the United States Mint’s
commemorative circulating coin pro-
grams.

Reserve Banks continued implement-
ing a program to extend the useful life
of the System’s BPS 3000 high-speed
currency-processing machines. The pro-
gram will replace the operating systems
of the current equipment, which will
help improve processing efficiency.
Reserve Banks are in the early stages of
adopting a new cash automation plat-
form, known as the currency and coin
handling environment, or CACHE. The
new system will facilitate control and
improve efficiency in cash operations,
provide an expansive and responsive
management information reporting sys-
tem with superior and flexible report
tools, facilitate business continuity and
contingency planning, and enhance the
support provided to customers and busi-
ness partners.

Developments in
Fiscal Agency and
Government Depository Services

As fiscal agents and depositories for the
federal government, the Federal Re-
serve Banks provide services related to
the federal debt, help the Treasury col-
lect funds owed to the federal govern-
ment, process electronic and check pay-
ments for the Treasury, maintain the
Treasury’s bank account, and invest
Treasury balances. Reserve Banks also
provide certain fiscal agency and de-
pository services to other entities.

The total cost of providing fiscal
agency and depository services to the
Treasury and other entities in 2008
amounted to $461.1 million, compared
with $458.2 million in 2007 (see
table, next page). Treasury-related costs
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Expenses of the Federal Reserve Banks for Fiscal Agency and Depository Services,

2006-2008
Thousands of dollars
Agency and service 2008 2007 2006
DEPARTMENT OF THE TREASURY
Bureau of the Public Debt
Treasury retail securities 72,373.7 74,149.2 73,931.4
Treasury securities safekeeping and transfer 9,304.7 8,687.7 7,535.2
Treasury auction 37,071.6 41,372.0 23,594.9
Computer infrastructure development and support 4,463.7 3,558.7 3,853.1
Other services 909.9 724.5 1,578.7
Total 124,123.7 128,492.1 110,493.2
Financial Management Service
Payment services
Government check processing 16,366.9 17,522.7 20,918.6
Automated clearinghouse 6,530.5 6,050.3 5,823.1
Fedwire funds transfers 108.3 116.8 123.1
Other payment programs 85,212.8 81,636.9 69,696.8
Collection services
Tax and other revenue collections 37.412.1 38,254.5 37,095.5
Other collection programs 11,767.6 12,483.6 14,122.6
Cash-management services 51,620.6 46,093.6 48,320.2
Computer infrastructure development and support 65,058.6 70,999.9 67,046.4
Other services 7,577.4 7,245.7 7,414.8
Total 281,654.8 280,404.2 270,561.2
Other Treasury
Total 24,073.1 18,258.6 16,786.3
Total, Treasury 429,851.5 427,154.9 397,840.7
OTHER FEDERAL AGENCIES
Department of Agriculture
Food coupons 2,676.3 2,706.0 2,929.8
United States Postal Service
Postal money orders 8,257.7 8,913.2 9,334.4
Other agencies
Other services 20,358.4 19,412.0 15,977.1
Total, other agencies 31,292.3 31,031.1 28,241.4
Total reimbursable expenses 461,143.9 458,186.0 426,082.1

NoTE: Numbers in bold reflect restatements due to recategorization.

were $429.9 million in 2008, com-
pared with $427.2 million in 2007, an
increase of 0.6 percent. The cost of
providing services to other entities
was $31.3 million, compared with
$31.0 million in 2007. In 2008, as in
2007, the Treasury and other entities
reimbursed Reserve Banks for the costs
of providing these services.

Debt Services

The Reserve Banks support Treasury’s
wholesale securities services by auc-
tioning, providing book-entry safekeep-
ing for, and transferring Treasury secu-

rities. Reserve Bank operating expenses
for these activities totaled $46.4 mil-
lion in 2008, compared with $50.1 mil-
lion in 2007. To improve support of
Treasury-securities auction activities,
the Reserve Banks implemented a new
Treasury-securities auction application
and infrastructure in April 2008. The
Banks conducted 263 Treasury securi-
ties auctions in 2008, compared with
220 in 2007. In addition, the Banks pro-
cessed 12.8 million transfers of Trea-
sury securities in 2008 through the Fed-
wire Securities Service, compared with
13.7 million transfers in 2007.
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Reserve Banks also support the Trea-
sury’s retail securities program that pri-
marily serves individual investors.
Reserve Bank operating expenses for
these activities were $72.4 million in
2008, compared with $74.1 million in
2007. Reserve Banks operate the
Legacy Treasury Direct system, which
allows investors to purchase and hold
marketable Treasury securities directly
with the Treasury instead of through a
financial institution. The Legacy Trea-
sury Direct system held $63.4 billion
(par value) of Treasury securities as of
December 31. The Banks also issue,
service, and redeem nonmarketable sav-
ings bonds. The Banks printed and
mailed more than 22.6 million savings
bonds in 2008, a 9.7 percent decrease
from 2007. Overall, the volume of retail
securities transactions processed by the
Reserve Banks has declined for several
years and, consequently, the Banks
have reduced expenses and staffing
levels.

Payments Services

Reserve Banks process both electronic
and check payments for the Treasury.
Reserve Bank operating expenses for
processing government payments and
for payments-related programs totaled
$108.2 million in 2008, compared with
$105.3 million in 2007. In 2008, the
Banks processed 1,132 million ACH
payments for the Treasury, an increase
of 10.2 percent from 2007. They also
processed 269.4 million government
checks, an increase of 26.1 percent
from 2007. The increase in ACH and
check payments is largely attributable
to economic stimulus payments issued
in 2008.

The proportion of government checks
processed in paper form continues to
decline, as an increasing number of
depository institutions present checks in

image form. Of all the government
checks processed by the Reserve Banks
in 2008, 23 percent were presented in
paper form and 77 percent in image
form, compared with 54 percent and
46 percent, respectively, in 2007.

Reserve Banks also support the Trea-
sury’s initiative to convert check bene-
fit payments to direct deposit. In 2008,
more than 577,000 check payments
were converted to direct deposit.

Collection Services

Reserve Banks support several Treasury
programs that serve to collect funds
owed the federal government. Reserve
Bank operating expenses related to
these programs totaled $49.2 million in
2008, compared with $50.7 million in
2007. For example, the Banks operate
the Federal Reserve Electronic Tax
Application (FR-ETA), which provides
taxpayers a same-day electronic federal
tax payment alternative. FR-ETA col-
lected $505.0 billion for the Treasury in
2008, compared with $519.8 billion in
2007.

In addition, the Reserve Banks oper-
ate Pay.gov, a Treasury program that
allows the public to use the Internet to
initiate and authorize payment for fed-
eral government goods and services.
They also operated the Treasury’s Paper
Check Conversion and Electronic
Check Processing programs, whereby
checks written to government agencies
are converted into ACH transactions at
the point of sale or at lockbox locations.
In 2008, Reserve Banks originated
35.6 million ACH transactions through
these three programs, compared with
15.3 million in 2007. At the Treasury’s
direction, Reserve Banks worked to
ensure a smooth transition of the Paper
Check Conversion and Electronic
Check Processing programs to a com-
mercial bank effective in early 2009.
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Treasury Cash-Management
Services

The Treasury maintains an operating
cash account at the Reserve Banks, and
invests the funds it does not need for a
given day’s payments with qualified
depository institutions through several
investment programs supported by the
Reserve Banks. Reserve Bank operating
expenses related to these programs and
other cash management initiatives
totaled $51.6 million in 2008, compared
with $46.1 million in 2007. In the Trea-
sury Tax and Loan (TT&L) program,
qualified depository institutions collect
tax payments and may retain these
funds as investments for the Treasury.
The Treasury also invests funds at cer-
tain TT&L depositories through direct
deposits. These fully collateralized
investments are either callable on
demand or set for a term. In 2008,
Reserve Banks placed a total of
$783.1 billion in immediately callable
investments—including funds invested
through retained tax deposits and direct
investments—and $1,217.8 billion in
term investments. In addition, the Trea-
sury may invest a portion of its op-
erating funds directly with TT&L
depositories through its repurchase
agreements program. In 2008, the
Reserve Banks placed a total of
$225.8 billion of investments through
this program.

In 2008, the Reserve Banks and
Treasury continued work on the Collec-
tions and Cash Management Modern-
ization (CCMM) initiative, which is a
multiyear effort to streamline, modern-
ize, and improve the services, systems,
and processes supporting the Treasury’s
collections and cash management pro-
grams. Several Reserve Banks have
been selected to work on aspects of the
CCMM initiative.

Services Provided to Other Entities

When permitted by federal statute or
when required by the Secretary of the
Treasury, Reserve Banks provide fiscal
agency and depository services to other
domestic and international entities. The
majority of the work performed for
these entities is securities-related.

Electronic Access to
Reserve Bank Services

In 2008, the Federal Reserve Banks
substantially completed the migration
of computer interface customers to Fed-
Line Direct and FedLine Command.!?
This migration, typically for high-
volume depository institutions, and the
FedLine Advantage migration, typically
for low- to moderate-volume depository
institutions, complete the Reserve
Banks’ initiative to migrate electronic
access to Reserve Bank services to inter-
net-protocol-based electronic access.!'?

Information Technology

In 2008, the Federal Reserve continued
to develop and implement the Reserve
Banks’ IT strategy, further strengthened
IT governance, managed information
security risk, and analyzed and coordi-
nated the System’s IT investments.

In 2008, Federal Reserve Information
Technology (FRIT) continued to lead
Reserve Bank efforts to transition to

12. FedLine Direct is a computer-to-computer
electronic access channel used to access critical
payment services, such as Fedwire Funds, Fed-
wire Securities, National Settlement, and
FedACH Services. FedLine Command is a lower-
cost internet-protocol-based computer-to-
computer electronic access channel for file deliv-
ery services, including the FedACH Service.

13. FedLine Advantage is a web-based elec-
tronic access channel used to access critical pay-
ment services. The Reserve Banks completed the
FedLine Advantage migration in 2006.
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a more-robust information security
model. The Information Security Archi-
tecture Framework (ISAF), a three-year
program, was successfully completed.
ISAF was developed to respond to the
continuing and increasingly sophisti-
cated security threats facing informa-
tion technology systems and to improve
information security at all points in the
Federal Reserve. Through ISAF, the
System was able to implement projects
that enhanced user authentication, sepa-
rated sensitive applications and infra-
structure from low- and moderate-risk
systems, and strengthened compliance
and patch management. FRIT will con-
tinue working to address residual infor-
mation security risks.

To enable certain functionalities and,
secondly, to help address the business
implications of reduced demand for
mainframe services, Reserve Banks are
engaged in a multiyear effort to move
major business applications off the
mainframe and to a distributed environ-
ment. In 2008, the new Treasury auto-
mated auction processing system be-
came one of the first major business
applications to be migrated.

Examinations of the
Federal Reserve Banks

Section 21 of the Federal Reserve Act
requires the Board of Governors to
order an examination of each Federal
Reserve Bank at least once a year. The
Board performs its own reviews and
engages a public accounting firm. The
public accounting firm performs an
annual audit of the combined financial
statements of the Reserve Banks (see
the “Federal Reserve Banks Combined
Financial Statements” section of this
report) as well as the annual financial
statements of each of the 12 Banks and
the consolidated limited liability com-
pany (LLC) entities. The Reserve Banks

use the framework established by the
Committee of Sponsoring Organiza-
tions of the Treadway Commission
(COSO) to assess their internal controls
over financial reporting, including the
safeguarding of assets. The Reserve
Banks have further enhanced their as-
sessments under the COSO framework
to strengthen the key control assertion
process and, in 2008, again met the
requirements of the Sarbanes-Oxley Act
of 2002. Within this framework, the
management of each Reserve Bank pro-
vides an assertion letter to its board of
directors annually that confirms adher-
ence to COSO standards, and a public
accounting firm issues an attestation
report to each Bank’s board of directors
and to the Board of Governors.

In 2008, the Board engaged Deloitte
& Touche LLP (D&T) for the audits of
the individual and combined financial
statements of the Reserve Banks and
those of the consolidated LLC enti-
ties. Fees for D&T’s services totaled
$9.5 million. Of the total fees, $2.3 mil-
lion were for the audits of the consoli-
dated LLC entities that are associated
with recent Federal Reserve actions to
address the financial crisis, and are con-
solidated in the financial statements of
the Federal Reserve Bank of New York
(the New York Reserve Bank).'* To
ensure auditor independence, the Board
requires that D&T be independent in all
matters relating to the audit. Specifi-
cally, D&T may not perform services
for the Reserve Banks or others that
would place it in a position of auditing
its own work, making management
decisions on behalf of the Reserve
Banks, or in any other way impairing

14. Each LLC will reimburse the Board of
Governors for the fees related to the audit of its
financial statements from the entity’s available
net assets.
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its audit independence. In 2008, one
Reserve Bank engaged D&T for
nonaudit consulting services for which
the fees were immaterial.

The Board’s annual examination of
the Reserve Banks and the consoli-
dated LLC entities includes a wide
range of off-site and on-site oversight
activities, conducted primarily by the
Division of Reserve Bank Operations
and Payment Systems. Division person-
nel monitor the activities of each
Reserve Bank on an ongoing basis and
conduct a comprehensive on-site review
of each Reserve Bank at least once
every three years. The reviews also
include an assessment of the internal
audit function’s conformance to Inter-
national Standards for the Professional
Practice of Internal Auditing, conform-
ance to applicable policies and proce-

dures, and the audit department’s
efficiency.
To assess compliance with the

policies established by the Federal
Reserve’s Federal Open Market Com-
mittee (FOMC), the division also
reviews the accounts and holdings of
the System Open Market Account
(SOMA) at the New York Reserve
Bank and the foreign currency opera-
tions conducted by that Bank. In addi-
tion, D&T audits the schedule of par-
ticipated asset and liability accounts and
the related schedule of participated
income accounts at year-end. The
FOMC receives the external audit re-
ports and the report on the division’s
examination.

Income and Expenses

The table opposite summarizes the
income, expenses, and distributions of
net earnings of the Federal Reserve
Banks for 2008 and 2007. Income in
2008 was $41,046 million, compared
with $42,576 million in 2007.

Expenses totaled $5,723 million
($3,232 million in operating expenses,
$901 million in interest paid to deposi-
tory institutions on reserve balances and
earnings credits granted to depository
institutions, $737 million in interest
expense on securities sold under agree-
ments to repurchase, $352 million in
assessments for Board of Governors
expenditures, and $500 million for cur-
rency costs).!> Net additions to and
deductions from current net income
showed a net profit of $3,341 million,
which consists of $3,769 million in
realized gains on sales of U.S. govern-
ment securities and $1,266 million in
unrealized gains on investments de-
nominated in foreign currencies reval-
ued to reflect current market exchange
rates, reduced by $1,693 million in net
losses associated with consolidated
variable interest entities (VIEs). Divi-
dends paid to member banks, set at
6 percent of paid-in capital by section
7(1) of the Federal Reserve Act, totaled
$1,190 million, $198 million more than
in 2007; the increase reflects an in-
crease in the capital and surplus of
member banks and a consequent in-
crease in the paid-in capital stock of the
Reserve Banks.

Payments to the U.S. Treasury in the
form of interest on Federal Reserve
notes totaled $31,689 million in 2008,
down from $34,598 million in 2007; the
payments equal net income after the
deduction of dividends paid and of the
amount necessary to equate the Reserve
Banks’ surplus to paid-in capital.

In the “Statistical Tables” section of
this report, table 10 details the income
and expenses of each Reserve Bank for

15. Effective October 9, 2008, the Reserve
Banks began paying explicit interest on reserve
balances held by depository institutions at the
Reserve Banks as authorized by the Emergency
Economic Stabilization Act of 2008.
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Income, Expenses, and Distribution of Net Earnings
of the Federal Reserve Banks, 2008 and 2007
Millions of dollars
Item 2008 2007
CUITENt INCOME ...\ttt ettt e ettt e e et e et e et 41,046 42,576
Current expenses .. 4,870 5,198
Operating expenses' .. 3,232 3,270
Interest paid to deposnory institutions and earnings credits granted® . . 901 240
Interest expense on securities sold under agreements to repurchase ......... 737 1,688
Current NEt INCOME .. ...ttt ittt ettt et et e e 36,175 37,378
Net additions to (deductions from, —) current net income . 3,341 1,886
Profits on sales of U.S. government securities . ... 3,769
Profits on foreign exchange tramactlons . 1,266 1 886
Net loss from consolidated VIEs® -1,693
Assessments by the Board of Governors 853 872
For Board expenditures .. .. 352 296
For currency costs 500 576
Change in funded status of benefit plans ................................... -3,159 324
Comprehensive income before payments to Treasury ........................ 35,504 38,716
Dividends paid . . 1,190 992
Transferred to surp S
comprehensive income 2,626 3,126
Payments t0 U.S. TICASUIY® ... ...touuttteniteee e et e et e 31,689 34,598

NoTe: Numbers in bold reflect reclassification of
amounts to maintain comparability for the years presented.

1. Includes a net periodic pension expense of $160
million in 2008 and $110 million in 2007.

2. In October 2008, the Reserve Banks began to pay
interest to depository institutions on qualifying balances.

3. Includes $961 million of interest earnings on loans
extended by the New York Reserve Bank in 2008.

2008, and table 11 shows a condensed
statement for each Bank for the years
1914 through 2008; table 9 is a state-
ment of condition for each Bank, and
table 13 gives the number and annual
salaries of officers and employees for
each Bank. A detailed account of the
assessments and expenditures of the
Board of Governors appears in the sec-
tion “Board of Governors Financial
Statements.”

SOMA Holdings and Loans

The Federal Reserve Banks’ aver-
age net daily holdings of securities
and loans during 2008 amounted to
$1,035,700 million, an increase of
$233,072 million from 2007 (see table,
next page).

4. Subsequent to the adoption of SFAS 158 in 2006,
the Reserve Banks began to recognize the change in
funded status of benefit plans as an element of other
comprehensive income in their Statements of Income and
Comprehensive Income.

5. Interest on Federal Reserve notes.

. Not applicable.

SOMA Securities Holdings

The average daily holdings of U.S. gov-
ernment, federal agency, and govern-
ment-sponsored enterprise (GSE) secu-
rities decreased by $235,014 million, to
an average daily level of $547,165 mil-
lion. The decrease is due to the sale of
securities during 2008 and maturing
securities that were not replaced, offset
by the purchase of federal agency and
GSE securities beginning in 2008.
Average daily holdings of securities
purchased under agreements to resell in
2008 were $86,130 million, an increase
of $54,447 million from 2007, while the
average daily balance of securities sold
under agreements to repurchase was
$55,034 million, an increase of $20,486
million from 2007. Average daily hold-
ings of investments denominated in for-
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SOMA Holdings and Loans of the Federal Reserve Banks, 2008 and 2007"

Millions of dollars except as noted

Average daily Current Average interest
assets (+)/ income (+)/ rate % ercem)l
Ttem liabilities(—)? expense (—) P
2008 2007 2008 2007 2008 2007
U.S. government securities® ...................... 547,165 782,179 25,631 38,707 4.68 4.95
Securities purchased under agreements to resell ... 86,130 31,683 1,891 1,591 2.20 5.02
Securities sold under agreeements to repurchase ...| -55,034 -34,548 =737  -1,688 1.34 4.89
Investments denominated in foreign currencies® 24212 21,325 623 546 2.57 2.56
Central bank liquidity swaps® .| 160,331 532 3,606 28 225 5.34
Primary, secondary, and seasonal credit® .......... 32,022 636 512 33 1.60 5.20
Term auction credit .................... 172,905 822 3,305 38 1.91 4.66
Other loans
Primary dealer and other broker-dealer credit’ .. 28,298 A 511 . 1.81
AMLEF ..o 21,036 ... 470 2.24
Credit extended to AIG® .. 18,636 A 2,367 R 12.70 .
TOtal ..t 1,035,700 802,628 38,179 39,256 3.69 4.89

NoTE: Amounts in bold reflect restatements due to
changes in previously reported data and recategorization.

1. Does not include loans to consolidated VIEs.

2. Based on holdings at opening of business.

3. Includes federal agency and GSE obligations
beginning in 2008.

4. Excludes accrued interest. Investments denomi-
nated in foreign currencies are revalued daily at market
exchange rates.

5. Dollar value of foreign currency held under these
agreements valued at the exchange rate to be used when

eign securities in 2008 were $24,212
million, compared with $21,325 million
in 2007. During 2008, the Federal
Reserve authorized increases in the
amount of central bank liquidity swaps
and in the number of eligible foreign
central banks. The average daily bal-
ance of central bank liquidity swap
drawings was $160,331 million in 2008
and $532 million in 2007.

The average rate of interest earned
on the Reserve Banks’ holdings of
government securities decreased to
4.68 percent, from 4.95 percent in 2007.
The average interest rates for securities
purchased under agreements to resell
and securities sold under agreements
to repurchase were 2.20 percent and
1.34 percent, respectively, in 2008.
Investments denominated in foreign
currencies and central bank liquidity
swaps earned interest at average rates of

the foreign currency is returned to the foreign central
bank. This exchange rate equals the market exchange
rate used when the foreign currency was acquired from
the foreign central bank.

6. Excludes indebtedness assumed by the Federal
Deposit Insurance Corporation.

7. Includes credit extended through the PDCF and
credit extended to certain other broker-dealers.

8. Excludes credit extended to consolidated LLCs and
undrawn amounts.

... Not applicable.

2.57 percent and 2.25 percent, respec-
tively, in 2008.

Lending

In 2008, average daily primary, second-
ary, and seasonal credit extended in-
creased $31,386 million to $32,022 mil-
lion and term auction credit extended
under the Term Auction Facility in-
creased $172,083 million to $172,905
million. The average rate of interest
earned on primary, secondary, and sea-
sonal credit decreased to 1.60 percent in
2008, from 5.20 percent in 2007, while
the average interest rate on term auction
credit decreased to 1.91 percent in
2008, from 4.66 percent in 2007.
During 2008, the Federal Reserve
established several lending facilities
under authority of section 13(3) of the
Federal Reserve Act. These included
the Primary Dealer Credit Facility
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(PDCF), the Asset-Backed Commercial
Paper Money Market Mutual Fund
Liquidity Facility (AMLF), and the
American International Group, Inc.
(AIG) credit line. Amounts funded by
the Reserve Banks under these pro-
grams are recorded as loans by the
Reserve Banks. During 2008, the aver-
age daily holdings under the PDCF
and AMLF were $28,298 million and
$21,036 million, respectively, with
average rates of interest earned of
1.81 percent and 2.24 percent, respec-
tively. The average daily balance of
credit extended to AIG in 2008 was
$18,636 million, which earned interest
at an average rate of 12.70 percent.

Investments of Consolidated
Variable Interest Entities

Additional lending facilities established
during 2008 under authority of section
13(3) of the Federal Reserve Act in-
volved creating and lending to special
purpose vehicles (SPVs).!® The SPVs
were funded by the New York Reserve
Bank and acquired financial assets and
financial liabilities pursuant to the pol-
icy objectives. The SPVs were deter-
mined to be VIEs, and the New York
Reserve Bank is considered to be the
primary beneficiary of each.!” Consis-

16. For further information on the establish-
ment and policy objectives of these SPVs, see the
“Monetary Policy Report” section of this report.

17. A VIE is an entity for which the value of
the beneficiaries’ financial interests in the entity
changes with changes in the fair value of its net
assets. A VIE is consolidated by the financial
interest holder that is determined to be the pri-
mary beneficiary of the VIE because the primary
beneficiary will absorb a majority of the VIE’s
expected losses, receive a majority of the VIE’s
expected residual gains, or both. To determine
whether it is the primary beneficiary of a VIE, the
Reserve Bank evaluates the VIE’s design, capital
structure, and the relationships among the vari-
able interest holders.

tent with generally accepted accounting
principles, the assets and liabilities of
these VIEs have been consolidated with
the assets and liabilities of the New
York Reserve Bank in the preparation
of the statements of condition included
in this report.'8 The proceeds at the
maturity or the liquidation of the VIEs’
assets will be used to repay the loans
extended by the New York Reserve
Bank. Information regarding the Re-
serve Banks’ lending to the VIEs and
the asset portfolios of each VIE is as
described in the table, next page.

Reserve Bank Branch Closure

The Board approved the discontinuation
of the New York Reserve Bank’s Buffalo
Branch effective October 31.1° At the
time of the discontinuation, the Branch
consisted of a small research and com-
munity outreach staff and the Branch
board of directors, which provided eco-
nomic and financial intelligence to the
Bank. The Branch had not performed
financial services since 2004. The
Branch board of directors was replaced
by an upstate New York regional advi-
sory board, which provides economic
and financial intelligence.

Federal Reserve Bank Premises

A number of Reserve Banks took action
in 2008 to upgrade and refurbish their

18. As a consequence of the consolidation, the
extensions of credit from the New York Reserve
Bank to the VIEs are eliminated, the net assets of
the VIEs appear as assets in table 9 in the “Statis-
tical Tables” section of this report, and the liabili-
ties of the VIEs to entities other than the New
York Reserve Bank, including those with recourse
only to the portfolio holdings of the VIEs, are
included in other liabilities in statistical table 9.

19. Before the Buffalo Branch closure, the
only discontinued Branch in the history of the
System was the Federal Reserve Bank of San
Francisco’s Spokane Branch, which was discon-
tinued in 1938.
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Key Financial Data for Consolidated Variable Interest Entities as of December 31, 2008

Millions of dollars

Item

Commer-
Cll;illnft,lzilger Maiden Maiden Maiden
Facilit)% Lane] Lane lH Lane IIII Total
LLC LLC LLC LLC
(CPFF)

Net portfolio assets® ............coovurrueeeeeaeenn.
Liabilities of consolidated VIEs ..
Net portfolio assets available® ........................

Loans extended by the New York Reserve Bank* ......
Other beneficial interests™ ................... ..
Total loans and other beneficial interests

Allocation of excess/(deficiency) of net portfolio
assets available over loans and other
beneficial interests®
Loans extended by the New York Reserve Bank ....
Other beneficial interests ......... ..
TOtal oot e

30,635 19,195 27,256 411,996
—4,951 -2 —48 -5,813
334,098 25,684 19,193 27,208 406,183

333,020 29,087 19,522 24,384 406,013
L 1,188 1,003 5,022 7,213
333,020 30,275 20,525 29,406 413,226

1,078 -3,403 -329 0 -2,654
S —-1,188 -1,003 2,198 —-4,389
1,078 —-4,591 -1,332 -2,198 7,043

1. Maiden Lane LLC was formed to acquire certain
assets of Bear Stearns; Maiden Lane II LLC and Maiden
Lane IIT LLC were formed to acquire certain assets of
AIG and its subsidiaries.

2. Maiden Lane, Maiden Lane II, and Maiden Lane III
holdings are recorded at fair value. Fair value reflects an
estimate of the price that would be received upon selling
an asset if the transaction were to be conducted in an
orderly market on the measurement date. CPFF holdings
are recorded at book value, which includes amortized
cost and related fees.

3. Represents the net assets available for repayment of
loans extended by the New York Reserve Bank and other
beneficiaries of the consolidated VIEs as of December
31, 2008.

facilities and streamline operations. The
Kansas City Bank moved into its new
building, and the Seattle Branch of the
San Francisco Bank dedicated its new
building. The multiyear renovation pro-
gram at the New York Bank’s head-
quarters building also continued, while
the St. Louis Bank continued a long-
term facility redevelopment program
that includes the construction of an
addition to the Bank’s headquarters
building. The New York Bank made
progress on a program to enhance the
business resiliency of its information
technology systems and to upgrade
facility support for the Bank’s open
market operations, central bank ser-
vices, and data center operations.

4. Book value. Includes accrued interest.

5. The “other beneficiary” for Maiden Lane is JPMor-
gan Chase & Co., and AIG is the “other beneficiary” for
Maiden Lane II and Maiden Lane III.

6. Represents the allocation of the change in net assets
and liabilities of the consolidated VIEs available for
repayment of the loans extended by the New York
Reserve Bank and other beneficiaries of the consolidated
VIEs. The differences between the fair value of the net
assets available and the face value of the loans (includ-
ing accrued interest) are indicative of gains or losses that
would be incurred by the beneficiaries if the assets had
been fully liquidated at prices equal to the fair value as
of December 31, 2008.

... Not applicable.

Security-enhancement programs con-
tinued at several facilities, including
construction of security improvements
to the Richmond Bank’s headquarters
building and the development of remote
vehicle-screening facility designs for
the Philadelphia and Dallas Banks.

Additionally, the St. Louis Bank sold
its Little Rock Branch building, and the
San Francisco Bank continued its
efforts to sell the former Seattle Branch
building.

For more information, see Table 14
in the “Statistical Tables” section of this
report, which details the acquisition
costs and net book value of the Federal
Reserve Banks and Branches.



Federal Reserve Banks 177

Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Federal Reserve Priced Services, December 31, 2008 and 2007

Millions of dollars

Item 2008 2007
Short-term assets (Note 1)
Imputed reserve requirements on
clearing balances ................ 418.8 755.7
Imputed investments . . 4,292.7 6,465.7
Receivables ... 60.0 66.7
Materials and supplies 2.1 1.8
Prepaid expenses ........ .. 29.2 28.5
Items in process of collection.......... 983.1 1,769.6
Total short-term assets ........ 5,786.0 9,088.0
Long-term assets (Note 2)
Premises .......ovvviiiiiiiiiiiiiin. 441.1 453.5
Furniture and equipment ............. 113.0 130.2
Leases, leasehold improvements, and
long-term prepayments .......... 76.7 64.2
Prepaid pension costs . ... .. 0.0 484.6
Deferred tax asset.................... 313.2 109.4
Total long-term assets ......... 944.0 1,242.0
Total @ssets ........oeveuvrninennennn 6,729.9 10,330.0
Short-term liabilities
Clearing balances and balances
arising from early credit
of uncollected items ............. 2,391.8 7,641.1
Deferred-availability items .. 2,779.8 1,685.1
Short-term debt ........ .. 0.0 0.0
Short-term payables .................. 573.5 102.4
Total short-term liabilities .. ... 5,745.1 9,428.5
Long-term liabilities
Long-term debt ...................... 0.0 0.0
Accrued benefit costs .. 605.6 385.0
Total long-term liabilities .. .... 605.6 385.0
Total liabilities ...................... 6,350.7 9,813.5
Equity (including accumulated other
comprehensive loss of
$690.6 million and
$237.9 million at
December 31, 2008 and 2007,
respectively) ... 379.2 516.5
Total liabilities and equity (Note 3) ... 6,729.9 10,330.0
Note: Components may not sum to totals because of The accompanying notes are an integral part of these

rounding. pro forma priced services financial statements.
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Pro Forma Income Statement for Federal Reserve Priced Services, 2008 and 2007

Millions of dollars

Item 2008 2007
Revenue from services provided to
depository institutions (Note 4) ........ 773.4 878.4

Operating expenses (Note 5) . .. 808.7 888.2
Income from operations .................... -35.3 -9.8
Imputed costs (Note 6)

Interest on float ......................... 224 -32.0

Interest on debt 0.0 0.0

Sales taxes .... 9.4 11.6

FDIC Insurance . 0.5 -12.5 0.0 -20.4
Income from operations after

imputed COSts ... -22.8 10.6

Other income and expenses (Note 7)

Investment income ...................... 181.2 362.3

Earnings credits .................. ... -80.7 100.4 —228.5 133.8
Income before income taxes ................ 77.6 1445
Imputed income taxes (Note 6) ............. 24.2 45.5
Net income ............ooooiiiiiiii. 53.4 98.9
MEemMo: Targeted return on equity (Note 6) .. 66.5 80.4

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

Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 2008

Millions of dollars

Ttem Total COT}Q :lr(cml Commercial F§dwire Fedwi}'e
. ACH funds securities
collection
Revenue from services (Note 4) ........ 773.4 605.2 86.6 59.9 21.6
Operating expenses (Note 5) ........... 808.7 644.4 84.4 59.0 20.9
Income from operations ................ -35.3 -39.2 22 0.9 0.7
Imputed costs (Note 6) ................. -12.5 —13.8 0.3 0.8 0.3
Income from operations after
imputed coSts ...l -22.8 -253 1.9 0.2 0.5
Other income and expenses,
net (Note 7) .......ooovviniiinnn.. 100.4 78.4 11.3 7.9 2.9
Income before income taxes ............ 77.6 53.0 13.1 8.1 33
Imputed income taxes (Note 6) ......... 24.2 16.5 4.1 2.5 1.0
Net income .............cooiiiiinn... 534 36.5 9.0 5.5 2.3
MEemo: Targeted return on
equity (Note 6) ................... 66.5 51.9 7.6 53 1.7
Memo: Cost recovery (percent)
(Note 8) ...oovvviiiiiiii 98.5 97.8 101.5 100.4 102.5
Note: Components may not sum to totals because of The accompanying notes are an integral part of these

rounding. pro forma priced services financial statements.
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FEDERAL RESERVE BANKS

NOTES TO PRO FORMA FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS

The imputed reserve requirement on clearing balances
held at Reserve Banks by depository institutions reflects
a treatment comparable to that of compensating balances
held at correspondent banks by respondent institutions.
The reserve requirement imposed on respondent balances
must be held as vault cash or as balances maintained at
a Reserve Bank; thus, a portion of priced services clear-
ing balances held with the Federal Reserve is shown as
required reserves on the asset side of the balance sheet.
Another portion of the clearing balances is used to
finance short-term and long-term assets. The remainder
of clearing balances is assumed to be invested in a port-
folio of investments, shown as imputed investments.

Receivables are comprised of fees due the Reserve
Banks for providing priced services and the share of
suspense-account and difference-account balances related
to priced services.

Materials and supplies are the inventory value of
short-term assets.

Prepaid expenses include salary advances and travel
advances for priced-service personnel.

Items in process of collection are gross Federal
Reserve cash items in process of collection (CIPC),
stated on a basis comparable to that of a commercial
bank. They reflect adjustments for intra-System items
that would otherwise be double-counted on a consoli-
dated Federal Reserve balance sheet; adjustments for
items associated with nonpriced items (such as those col-
lected for government agencies); and adjustments for
items associated with providing fixed availability or
credit before items are received and processed. Among
the costs to be recovered under the Monetary Control Act
is the cost of float, or net CIPC during the period (the
difference between gross CIPC and deferred-availability
items, which is the portion of gross CIPC that involves a
financing cost), valued at the federal funds rate.

(2) LONG-TERM ASSETS

Long-term assets consist of long-term assets used
solely in priced services, the priced-service portion of
long-term assets shared with nonpriced services, an esti-
mate of the assets of the Board of Governors used in the
development of priced services, and a deferred tax asset
related to the priced services pension and postretirement
benefits obligation (see Note 3).

(3) LIABILITIES AND EQuiTYy

Under the matched-book capital structure for assets,
short-term assets are financed with short-term payables
and clearing balances. Long-term assets are financed
with long-term liabilities and core clearing balances. As
a result, no short- or long-term debt is imputed. Other
short-term liabilities include clearing balances main-
tained at Reserve Banks and deposit balances arising
from float. Other long-term liabilities consist of accrued
postemployment, postretirement, and qualified and non-
qualified pension benefits costs and obligations on capi-
tal leases.

Effective December 31, 2006, the Reserve Banks
implemented the Financial Accounting Standard Board’s

Statement of Financial Accounting Standards (SFAS)
No. 158, Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans, which requires
an employer to record the funded status of its benefit
plans on its balance sheet. In order to reflect the funded
status of its benefit plans, the Reserve Banks recognized
the deferred items related to these plans, which include
prior service costs and actuarial gains or losses, on the
balance sheet. This resulted in an adjustment to the pen-
sion and benefit plans related to priced services and the
recognition of an associated deferred tax asset with an
offsetting adjustment, net of tax, to accumulated other
comprehensive income (AOCI), which is included in
equity. The Reserve Bank priced services recognized a
net pension liability in 2008 and a net pension asset in
2007. The reduction in the System Retirement Plan’s
funded status in 2008 was due to reduced asset values
and an increase in the projected benefit obligation. This
reduction in the funded status resulted in a corresponding
change in AOCI of $452.7 million in 2008.

To satisfy the FDIC requirements for a well-
capitalized institution, equity is imputed at 10 percent of
total risk-weighted assets.

(4) REVENUE

Revenue represents fees charged to depository institu-
tions for priced services, and is realized from each insti-
tution through one of two methods: direct charges to an
institution’s account or charges against its accumulated
earnings credits (see Note 7).

(5) OPERATING EXPENSES

Operating expenses consist of the direct, indirect, and
other general administrative expenses of the Reserve
Banks for priced services plus the expenses of the Board
of Governors related to the development of priced ser-
vices. Board expenses were $7.2 million in 2008 and
$6.7 million in 2007.

Effective January 1, 1987, the Reserve Banks imple-
mented SFAS No. 87, Employers’ Accounting for Pen-
sions. Accordingly, the Reserve Bank priced services
recognized qualified pension-plan operating expenses of
$28.8 million in 2008 and $21.3 million in 2007. Oper-
ating expenses also include the nonqualified pension
expense of $5.4 million in 2008 and $3.1 million in
2007. The implementation of SFAS No. 158 does not
change the systematic approach required by generally
accepted accounting principles to recognize the expenses
associated with the Reserve Banks’ benefit plans in the
income statement. As a result, these expenses do not
include amounts related to changes in the funded status
of the Reserve Banks’ benefit plans, which are reflected
in AOCI (see Note 3).

The income statement by service reflects revenue,
operating expenses, imputed costs, other income and
expenses, and cost recovery. Certain corporate overhead
costs not closely related to any particular priced service
are allocated to priced services based on an expense-ratio
method. Corporate overhead was allocated among the
priced services during 2008 and 2007 as follows
(in millions of dollars):
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2008 2007
Check .......coovviiinn... 31.0 34.7
ACH .......... 4.6 43
Fedwire Funds . .. 35 3.0
Fedwire Securities .......... 1.9 1.7
Total .............coiiial 41.2 3.7

(6) ImPUTED CoOSTS

Imputed costs consist of income taxes, return on
equity, interest on debt, sales taxes, an FDIC assessment,
and interest on float. Many imputed costs are derived
from the private-sector adjustment factor (PSAF) model.
The cost of debt and the effective tax rate are derived
from bank holding company data, which serves as the
proxy for the financial data of a representative private-
sector firm, and are used to impute debt and income
taxes in the PSAF model. The after-tax rate of return on
equity is based on the returns of the equity market as a
whole, and is used to impute the profit that would have
been earned had the services been provided by a private-
sector firm.

Interest is imputed on the debt assumed necessary to
finance priced-service assets; however, no debt was
imputed in 2008 or 2007.

Effective in 2007, the Reserve Bank priced services
imputed a one-time FDIC assessment credit. In 2008, the
credit offset $4.6 million of the imputed $5.1 million
assessment, resulting in a remaining credit of $8.0 mil-
lion. The remaining credit can be used to offset up to
90 percent of the assessment in the future.

Interest on float is derived from the value of float to
be recovered, either explicitly or through per-item fees,
during the period. Float costs include costs for the
Check, Fedwire Funds, National Settlement Service,
ACH, and Fedwire Securities services.

Float cost or income is based on the actual float
incurred for each priced service. Other imputed costs are
allocated among priced services according to the ratio of
operating expenses, less shipping expenses, for each ser-
vice to the total expenses, less the total shipping
expenses, for all services.

The following shows the daily average recovery of
actual float by the Reserve Banks for 2008 in millions of
dollars:

Total float —-1,191.8
Unrecovered float -42.1
Float subject to recovery —-1,149.7
Sources of recovery of float
Income on clearing balances -89.3
As-of adjustments 1.6
Direct charges 111.8
Per-item fees -1,173.8

Unrecovered float includes float generated by services
to government agencies and by other central bank ser-
vices. Float recovered through income on clearing bal-
ances is the result of the increase in investable clearing
balances; the increase is produced by a deduction for
float for CIPC, which reduces imputed reserve require-
ments. The income on clearing balances reduces the float
to be recovered through other means. As-of adjustments
and direct charges refer to float that is created by intert-
erritory check transportation and the observance of non-
standard holidays by some depository institutions. Such
float may be recovered from the depository institutions
through adjustments to institution reserve or clearing bal-
ances or by billing institutions directly. Float recovered
through direct charges and per-item fees is valued at the
federal funds rate; credit float recovered through per-
item fees has been subtracted from the cost base subject
to recovery in 2008.

(7) OTHER INCOME AND EXPENSES

Other income and expenses consist of investment and
interest income on clearing balances and the cost of earn-
ings credits. Investment income on clearing balances for
2008 and 2007 represents the average coupon-equivalent
yield on three-month Treasury bills plus a constant
spread, based on the return on a portfolio of investments.
Before October 9, 2008, the return was applied to the
total clearing balance maintained, adjusted for the effect
of reserve requirements on clearing balances. On October
9, 2008, the Federal Reserve began paying interest on
required reserve and excess balances held by depository
institutions at Reserve Banks as authorized by the Emer-
gency Economic Stabilization Act of 2008. As a result of
this change, the investment return is applied only to the
required portion of the clearing balance. Other income
also includes imputed interest on the portion of clearing
balances set aside as required reserves. Expenses for
earnings credits granted to depository institutions on
their clearing balances are based on a discounted average
coupon-equivalent yield on three-month Treasury bills.

(8) CosTt RECOVERY

Annual cost recovery is the ratio of revenue, including
other income, to the sum of operating expenses, imputed
costs, imputed income taxes, and targeted return on
equity.
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The Board of Governors and the
Government Performance and Results Act

The Government Performance and
Results Act (GPRA) of 1993 requires
that federal agencies, in consultation
with Congress and outside stakeholders,
prepare a strategic plan covering a multi-
year period and submit an annual per-
formance plan and performance report.
Although the Federal Reserve is not
covered by the GPRA, the Board of
Governors voluntarily complies with
the spirit of the act.

Strategic Plan, Performance
Plan, and Performance Report

The Board’s strategic plan articulates
the Board’s mission, sets forth major
goals, outlines strategies for achieving
those goals, and discusses the environ-
ment and other factors that could affect
their achievement. It also addresses
issues that cross agency jurisdictional
lines, identifies key quantitative mea-
sures of performance, and discusses the
evaluation of performance. The most
recent strategic plan covers the period
2008-2011.

Both the performance plan and the
performance report are prepared every
two years. The performance plan in-
cludes specific targets for some of the
performance measures identified in the
strategic plan and describes the opera-
tional processes and resources needed
to meet those targets. It also discusses
validation of data and verification of
results. The most recent performance
plan covers the period 2008-09.

The performance report discusses the
Board’s performance in relation to its

goals. The most recent performance
report covers the period 2006-07.

The strategic plan, performance plan,
and performance report are avail-
able on the Board’s website, at
www.federalreserve.gov/boarddocs/
rptcongress. The Board’s mission state-
ment and a summary of the Federal
Reserve’s goals and objectives, as set
forth in the most recently released stra-
tegic and performance plans, are listed
below. Updated documents will be
posted on the website as they are
completed.

Mission

The mission of the Board is to foster
the stability, integrity, and efficiency of
the nation’s monetary, financial, and
payment systems to promote optimal
macroeconomic performance.

Goals and Objectives

The Federal Reserve has six primary
goals with interrelated and mutually
reinforcing elements.

Goal

Conduct monetary policy that promotes
the achievement of the statutory objec-
tives of maximum employment and
stable prices

Objectives

e Stay abreast of recent developments
in and prospects for the U.S. economy
and financial markets, and in those
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abroad, so that monetary policy deci-
sions will be well informed.

* Enhance our knowledge of the struc-
tural and behavioral relationships in
the macroeconomic and financial
markets, and improve the quality of
the data used to gauge economic per-
formance, through developmental re-
search activities.

* Implement monetary policy effec-
tively in rapidly changing economic
circumstances and in an evolving fi-
nancial market structure.

* Contribute to the development of U.S.
international policies and procedures,
in cooperation with the U.S. Depart-
ment of the Treasury and other agen-
cies, with respect to global financial
markets and international institutions.

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

Goal

Promote a safe, sound, competitive, and
accessible banking system and stable
financial markets

Objectives

* Promote overall financial stability,
manage and contain systemic risk,
and identify emerging financial prob-
lems early so that crises can be
averted.

* Provide a safe, sound, competitive,
and accessible banking system
through comprehensive and effective
supervision of U.S. banks, bank and
financial holding companies, foreign
banking organizations, and related
entities. At the same time, remain
sensitive to the burden on supervised
institutions.

* Enhance efficiency and effectiveness,
while remaining sensitive to the bur-
den on supervised institutions, by
addressing the supervision function’s

procedures, technology, resource allo-
cation, and staffing issues.

* Promote compliance by domestic and
foreign banking organizations super-
vised by the Federal Reserve with
applicable laws, rules, regulations,
policies, and guidelines through a
comprehensive and effective supervi-
sion program.

Goal

Develop regulations, policies, and pro-
grams designed to inform and protect
consumers, to enforce federal consumer
protection laws, to strengthen market
competition, and to promote access to
banking services in historically under-
served markets

Objectives

* Be a leader in, and help shape the
national dialogue on, consumer pro-
tection in financial services.

* Promote, develop, and strengthen
effective communications and col-
laborations within the Board, the Fed-
eral Reserve Banks, and other agen-
cies and organizations.

Goal

Provide high-quality professional over-
sight of Reserve Banks

Objective

* Produce high-quality assessments and
oversight of Federal Reserve System
strategies, projects, and operations,
including adoption of technology to
meet the business and operational
needs of the Federal Reserve. The
oversight process and outputs should
help Federal Reserve management
foster and strengthen sound internal
control systems, efficient and reliable
operations, effective performance,
and sound project management and
should assist the Board in the effec-
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tive discharge of its oversight respon-
sibilities.

Goal

Foster the integrity, efficiency, and
accessibility of U.S. payment and settle-
ment systems

Objectives

Develop sound, effective policies and
regulations that foster payment sys-
tem integrity, efficiency, and accessi-
bility. Support and assist the Board in
overseeing U.S. dollar payment and
securities settlement systems by as-
sessing their risks and risk manage-
ment approaches against relevant pol-
icy objectives and standards.
Conduct research and analysis that
contributes to policy development
and increases the Board’s and others’
understanding of payment system
dynamics and risk.

Goal

Foster the integrity, efficiency, and
effectiveness of Board programs

Objectives

* Develop appropriate policies, over-

sight mechanisms, and measurement
criteria to ensure that the recruiting,
training, and retention of staff meet
Board needs.

Establish, encourage, and enforce a
climate of fair and equitable treatment
for all employees regardless of race,
creed, color, national origin, age, or
sex.

Provide strategic planning and finan-
cial management support needed for
sound business decisions.

Provide cost-effective and secure
information resource management
services to Board divisions, support
divisional distributed-processing re-
quirements, and provide analysis on
information technology issues to the
Board, Reserve Banks, other financial
regulatory institutions, and central
banks.

Efficiently provide safe, modern, se-
cure facilities and necessary support
for activities conducive to efficient
and effective Board operations. u






185

Federal Legislative Developments

The Federal Reserve played an impor-
tant role in the public debates leading
up to enactment of the Housing and
Economic Recovery Act of 2008
(HERA) and the Emergency Economic
Stabilization Act of 2008 (EESA). Each
of these laws provided the U.S. govern-
ment with important new tools—
utilized during 2008—to help address
the causes and consequences of the
recent and ongoing turmoil in the finan-
cial markets.

Although the following summaries
are not comprehensive reviews of these
laws, they highlight some of the key
provisions, including those that affect
Federal Reserve System functions.

This report also describes the Higher
Education Opportunity Act of 2008
(HEOA), legislation that modified the
disclosure requirements for private edu-
cational loans under the Truth in Lend-
ing Act, which is administered by the
Board.

Housing and Economic Recovery
Act of 2008

On July 30, 2008, President Bush
signed into law the Housing and Eco-
nomic Recovery Act of 2008 (HERA)
(Pub. L. No. 110-289), which substan-
tially revises the supervisory and regu-
latory framework for housing-related
government-sponsored enterprises
(GSEs), specifically, the Federal
National Mortgage Association (Fannie
Mae), the Federal Home Loan Mort-
gage Corporation (Freddie Mac), and
the Federal Home Loan Banks
(FHLBs). Among other things, HERA
establishes a new, independent agency,

the Federal Housing Finance Agency
(FHFA) to succeed to (i) the supervi-
sory and regulatory responsibilities of
the Office of Federal Housing Enter-
prise Oversight (OFHEO) with respect
to Fannie Mae and Freddie Mac (collec-
tively, the enterprises) and of the Fed-
eral Housing Finance Board with re-
spect to the FHLBs, and (ii) the
authority of the Secretary of the Depart-
ment of Housing and Urban Develop-
ment (HUD) with respect to housing
goals and new program approval
requirements for the enterprises.

To help stabilize and maintain confi-
dence in the enterprises, the Act also
provides the Department of Treasury
with temporary authority to acquire
obligations of the GSEs, as well as
other securities of the enterprises. In
addition, HERA includes provisions to

* modernize the mortgage insurance
programs of the Federal Housing
Administration (FHA);

* create a new HOPE for Homeowners
program within FHA to assist dis-
tressed homeowners attempting to
refinance into more sustainable
mortgages;

e establish a nationwide mortgage
originator licensing and registration
system; and

* improve the disclosures provided
consumers in connection with mort-
gage transactions.

Treasury Authorization to Provide
Financial Support to GSEs

As strains in financial markets intensi-
fied in 2008, investors became increas-
ingly worried that the capital of Fannie
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Mae and Freddie Mac would be insuffi-
cient to absorb current and expected
losses on their mortgage portfolios. In
light of the important role that the GSEs
play in the housing finance markets and
the financial system, Treasury requested
and Congress passed changes as part of
HERA that granted temporary authority
to Treasury to purchase obligations of
the GSEs and other securities (including
equity capital) issued by Fannie Mae
and Freddie Mac, on such terms and in
such amounts as the Treasury deter-
mines. The statute requires that the
Treasury secretary determine that any
such purchases are necessary to provide
stability to the financial markets, pre-
vent disruptions in the availability of
mortgage finance, and protect the tax-
payer. The Treasury’s authority to pur-
chase such obligations or securities
expires on December 31, 2009; how-
ever, the statute expressly permits the
Treasury, after December 31, 2009, to
retain (and exercise any rights associ-
ated with) any obligations or securities
acquired by such date.

On September 7, 2008, FHFA, after
consulting with Treasury Secretary
Henry M. Paulson and Federal Reserve
Board Chairman Ben S. Bernanke,
appointed itself conservator for Fannie
Mae and Freddie Mac in accordance
with the conservatorship and consulta-
tion provisions of HERA (described in
“Prompt Corrective Action and Conser-
vatorship and Receivership’ and
“Required Consultations” later in this
section). In conjunction with this action,
the Treasury, utilizing the new purchase
authority granted under HERA, entered
into stock purchase agreements with
Fannie Mae and Freddie Mac pursuant
to which Treasury acquired preferred
shares of each enterprise. Pursuant to
these stock purchase agreements, Trea-
sury agreed to provide up to $100 bil-
lion to each enterprise to ensure that the

enterprise maintains a positive net
worth. In connection with these actions,
Treasury also established a temporary
secured lending credit facility for Fan-
nie Mae, Freddie Mac, and the FHLBs,
and initiated a temporary program to
purchase mortgage-backed securities
guaranteed as to principal and interest
by Fannie Mae and Freddie Mac. The
actions taken by FHFA and Treasury
helped to stabilize the GSEs, as inves-
tors became more confident of the gov-
ernment’s support for the GSEs.

GSE Regulation and Supervision

Title I of HERA significantly reforms
the supervisory and regulatory frame-
work for the GSEs, representing the
culmination of almost a decade of work
by Congress and other relevant parties.
For several years prior to the enactment
of HERA, the Board had supported leg-
islative changes to improve the supervi-
sory and regulatory framework of the
GSEs and to address the systemic risks
posed by the retained mortgage port-
folios of Fannie Mae and Freddie Mac.
For example, the Board had urged the
Congress to

* provide the supervisor of Fannie Mae
and Freddie Mac with the authority to
set and adjust the capital require-
ments for the enterprises in a manner
comparable to the capital authority
available to the federal banking agen-
cies with respect to insured banks;

* establish a clear and credible receiv-
ership process for the enterprises; and

e limit the size of the retained port-
folios of the enterprises by anchoring
them to a well-understood public

purpose.

The supervisory and regulatory
changes enacted under HERA include
provisions that address each of these
elements. As a general matter, HERA
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allows the FHFA director to oversee the
prudential operations of the GSEs and
to ensure that each GSE operates in a
safe and sound manner by, among other
means, maintaining adequate capital
and establishing adequate internal
controls.

Capital

Importantly, HERA grants the FHFA
director broad new authority to set and
adjust the capital requirements for the
GSEs. For example, HERA provides
the director a free hand to establish, by
regulation, risk-based capital require-
ments for the enterprises to ensure that
the enterprises operate in a safe and
sound manner and maintain sufficient
capital and reserves to support the risks
that arise in the operations and manage-
ment of the enterprises. Previously, fed-
eral law specified, in many respects, the
type of risk-based capital standards that
had to be applied to the enterprises, thus
greatly constraining the ability of the
supervisor of the enterprises to alter or
modify these standards to improve their
risk sensitivity or take account of finan-
cial developments or improvements in
methodologies for assessing regulatory
capital adequacy.

HERA also authorizes the FHFA
director to raise, by regulation, the
minimum capital level for Fannie Mae
and Freddie Mac under statute (gener-
ally, core capital equal to at least
2.5 percent of on-balance-sheet assets
plus