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Item 1: Economic Activity

How do Council members see business activity among their clients and other contacts trending since
the February meeting? Are Council members, clients, or contacts seeing any new areas of strength or
weakness?

How do Council members see business activity among their clients and other contacts trending since
the February meeting?

Domestic economic activity has been strong since February, as evidenced by strong loan demand and ample
consumer and business liquidity, resulting in robust spending on goods and services nationwide.

Headwinds remain, however, and although rising costs have been passed through in the near term and firms
are reporting record revenues in some geographies and segments, economic forecasts for the balance of the
year are more uncertain than those of recent months. Inflationary concerns that were already evident in
February further increased in March and April, contributing to that uncertainty over the longer-term
horizon.

On the consumer side, Council members pointed to positive trends due to elevated deposit levels and
increased consumer spending throughout March. Spending increased even further in April to hit year-over-
year double-digit marks, as the focus of spending transitioned from goods to services — particularly in the
personal/leisure, hospitality, and travel sectors. This increased spending continued despite disruption from
spiking energy prices. There are areas of persistent challenge, however, and Council members highlighted
pressures in residential real estate markets across the country. Limited inventory and constraints on the
supply of new homes are driving double-digit increases in home values. This situation, coupled with the
significant increase in mortgage rates, which have exceeded 5% since February, has increased the home-
affordability gap.

On the business front, loan demand is strong, and credit-line utilization among businesses has picked up
since February. Headwinds in the form of supply chain challenges, tight labor markets, and inflation
continued to affect firms, but as noted above, many businesses have been able to successfully pass through
price increases to customers, thereby fueling higher revenues in many geographies and sectors. Pressures
remain, however, and have accelerated further for a variety of reasons, including the Russian invasion of
Ukraine and varying degrees of margin compression associated with higher wages, greater transportation
costs, inflationary pressure on inputs, sales backlogs associated with supply chain issues, and challenges in
attracting and retaining employees. Council members believe some companies have made changes in their
operating models to preserve margins and are spending more strategically, including by increasing capital
expenditures to shore up supply chains and relieve geography-related labor pressures. Council members
also noted increased inventory builds and related business activity by companies, in anticipation of rising
rates. In addition, there was an uptick in early renewal of credit facilities by companies. Merger and
acquisition activity also increased.

Are Council members, clients, or contacts seeing any new areas of strength or weakness?

Overall, Council members view the economy as strong, although areas of concern have emerged further
since February — largely attributable to inflation and potential recessionary pressures and to the long-term
impact of the Ukraine conflict. Some Council members believe supply chain and labor cost pressures are
starting to resolve, although others believe these pressures will persist in the months ahead.



Council members expect homebuilding to remain robust despite rising borrowing costs, as tight inventories
across most markets are driving demand for more single- and multifamily residences. Leasing activity in
multifamily and industrial markets is strong, for example, while office and retail activity are weak.
Similarly, rising labor costs are exacerbating the aforementioned lack of housing inventory and price
pressures. Council members are increasingly concerned about housing availability and affordability.

Council members also noted that businesses are continuing to alter their business models or product
offerings through automation and other innovations in order to address inflation and concerns about a tight
labor market, while still focusing on passing through price increases to end users. If price increases
accelerate further, however, some Council members believe consumers may approach a point that they will
draw back on their discretionary spending.

Despite these challenges, Council members generally believe positive economic momentum will carry the
industry through the next few quarters, given business and consumer liquidity positions. Forecasts are less
certain going into 2023 and may be more challenged due to the potential impacts of geopolitical
uncertainties, inflationary pressures, and rising interest rates on corporate earnings and discretionary
consumer spending.

Item 2: Labor Markets

Have Council members seen labor shortages increase or decrease, in their own institutions or in those
of clients and other contacts, since the February meeting? What new strategies have Council
members used, or seen used, to attract workers? Do Council members see these strategies as
temporary or permanent potential solutions?

Have Council members seen labor shortages increase or decrease, in their own institutions or in those
of clients and other contacts, since the February meeting?

Despite increases in labor force participation, there have only been modest improvements in labor
shortages. Job openings and unfilled job vacancies remain at historical highs in all geographies, as the
demand for labor has outpaced supply in most industries. Employers report that voluntary turnover remains
clevated. A significant shift of traditional workers moving to self-employment and freelance jobs is also
contributing to the labor shortage in different functions. Technology-related positions maintain the highest
demand for workers, with Council members reporting record turnover in this sector.

Remote workers have started to return to work, with varying onsite requirements. The sustained use of
remote work has created a unique challenge for small banks and businesses, which are now directly
competing with out-of-market larger companies to secure local talent. This competition continues to cause
significant budget overruns, as the starting wages required to attract and retain talent have increased
materially. Some banks have reported providing temporary inflation-adjusted increases to compete for
workers, while still reducing their long-term payroll exposure. As a positive sign, some health care
companies have started to decrease their dependency on agency workers as their labor force recovers from
COVID-19 work conditions. Numerous local and national reports show that retirements and caregiving
responsibilities continue to be the main barriers to labor force participation. Ongoing immigration
challenges are also restricting the talent pool, from laborers to skilled workers.

What new strategies have Council members used, or seen used, to attract workers?

Workplace flexibility continues to be valuable to both current and prospective employees and has become a
dominant expectation among job seckers. Remote-work capabilities have allowed employers to tap rural
markets, where the competition for workers is less fierce. Companies are also bringing back retirees in part-
time remote environments, using these flexible work arrangements to ease labor shortages. Some
companies have relaxed conventional employment standards, including easing personal credit requirements



or considering candidates with criminal records if their backgrounds do not conflict with work
requirements, to access nontraditional or untapped labor pools A large transportation company e¢liminated
drug-testing requirements to expand the hiring pool of applicants with commercial driver’s licenses.
Companies also reported hiring individuals who did not meet all the necessary qualifications but who were
willing to complete training or apprenticeship programs. Businesses have dramatically accelerated their
hiring and onboarding processes to capture talent ahead of their competitors. Many employers have noticed
that lengthy, drawn-out interviewing processes cause candidates to accept offers elsewhere. Since many
new hires do not report to their first day of work, many companies are continuing the recruiting process
even after a position has been filled. Using current employees as gig workers has been successful in the
health care industry and was also reported by a Council member.

Companies continue to employ financial incentives to attract and retain talent, including increases in base
pay and starting salaries, sign-on and retention bonuses, counteroffers, referral programs, and substantial
increases in wages for entry-level workers. While recruitment and retention strategies related to
compensation are not necessarily novel, employers report that the rate and scope of their usage remain
clevated. Many companies have adapted to compete strategically, as outbidding competitors with an
“always higher” salary approach is not seen as sustainable. Some companies use referral bonus programs,
incentivizing their employees to refer qualified, difficult-to-find talent. One Council member reported
directing higher-percentage pay increases towards the lower end of the pay scale to target those workers
most affected by inflation, thereby ensuring the increases have the greatest possible impact. Chambers of
commerce report an increase in the number of companies seeking wage analysis reports, as companies
reevaluate their wage structures considering inflation and tight competition.

Companies are accelerating the elevation of current employees to higher-level positions to fill critical roles,
expanding employee development opportunities, and investing in education assistance. One midsize
trucking firm implemented educational reimbursement opportunities not only for its employees but also for
employees’ immediate family members. Other unique benefits, such as increased parental leave, mental
health programs, and childcare continue, to be deployed, as traditional benefits no longer differentiate a
company. Some companies have invested in their branding, emphasizing the importance of their
commitment to diversity, equity, and inclusion as key elements in attracting and retaining talent.

Do Council members see these strategies as temporary or permanent potential solutions?

Employers expect that many of these recruitment strategies will continue even as labor markets stabilize.
Increased flexibility and unique benefits will likely remain a part of this employee-centric labor market.
Hiring and turnover challenges are expected to persist through 2022, and labor shortages have not been
fully resolved. Many cities are studying childcare accessibility and other conditions restricting the labor
force, possibly to develop solutions to assist with a rebound of the labor pool. One Council member noted
that rural communities, which had limited childcare options pre-COVID-19 and now have even fewer
centers reopening following the pandemic, are considering incentives for new rural centers. Additionally,
efforts to expand broadband to rural communities could expand the labor pool but will take time to
implement. As a result, innovative recruitment strategics will continue to be necessary. Additionally,
compensation increases are likely to be permanent, given inflation, lower immigration rates, and the need to
remain competitive.

Item 3: Loan Markets

What is the Council's view of the current condition of loan markets and financial markets generally?
Are there other conditions or developments that are particularly noteworthy in lending categories
such as consumer, commercial real estate, residential real estate, construction, small and medium-size
business, or corporate?



Summary

Loan markets remain active and strong. Markets have continued to build upon the momentum that was
discussed in February, when the Council saw improving loan demand from medium-to-larger corporate
clients and line-utilization rates bounce off historically low levels. Loan growth is at its highest level since
the start of the pandemic, with the exception of mortgage origination volumes. Loan growth is being driven
by line utilization and the desire of both banks and nonbanks to deploy excess liquidity. Credit quality
remains benign, and defaults and delinquencies remain near historical lows. Competitive loan markets have
kept spreads tight, and underwriting continues to loosen, although within historical standards. While
Council members agree that the current markets remain healthy and strong, they also agree that the future
outlook is less certain. This uncertainty is due to continued supply chain issues, current levels of inflation,
the expectation for rising interest rates, and the ripple effects of the Russian war with Ukraine. To date,
most business customers have been able to pass along price increases to their end users, but there is
growing concern among Council members that businesses will not be able to continue passing through
these increases indefinitely .

Consumer Credit and Residential Real Estate

The financial position of the average consumer remains healthy, and household debt-service levels remain
below pre-pandemic levels. This situation is mostly attributable to government stimulus and economic
relief programs. Consumer spending with credit cards is still strong, with double-digit growth year over
year. Auto lending continues to be challenging due to supply chain issues. With respect to mortgages,
consumers are being priced out of the home market, and requests for home equity lines of credit have
increased in the past several months as rising rates have deterred traditional mortgage refinancings.
Mortgage origination volumes are expected to be down 30%-40% overall in 2022. Purchase market
originations are expected to be up in the mid- to high-single digits, and refinance originations are expected
to be down over 60%. Housing prices would need to drop considerably to offset the home affordability
loss.

Commercial Real Estate (CRE) and Construction

Commercial real estate borrowing continues to improve along with the broader economy, but there are
differences between asset classes. Multifamily and industrial CRE are particularly strong and are driving
the growth in the CRE category. However, many bank lenders remain cautious about certain CRE asset
classes, such as office, hospitality, non-essential retail, and poorly positioned retail. As previously noted,
CRE has historically been viewed as a hedge to inflation, based on the assumption that rent levels will
increase along with any increase in costs. However, in this current environment, the market is concerned
that office and retail are unlikely to have the pricing power to move rents at the pace needed, whereas the
opposite is true for multifamily and industrial. Supply chain issues, labor costs, and inflationary conditions
will likely limit new construction, thus allowing multifamily and industrial to have the greatest pricing
flexibility. Multifamily is expected to further benefit from the shortage and cost of single-family housing
alternatives.

With respect to construction, the market seems to be appropriately focused on the growth segments of
multifamily and industrial. As previously mentioned, supply chain issues, labor costs, inflationary
conditions, and also financing costs will be headwinds for construction in all asset classes. Liquidity for
CRE debt remains available. Any concerns are focused on existing pipelines for out-of-favor CRE, such as
new office buildings. A few Council members mentioned that these headwinds could eventually assist in
the repurposing of existing and underutilized properties in the office building market.

Commercial Credit — Small and Medium-Sized Borrowers / Corporate

Overall, the market for commercial credit remains strong and liquid. Credit quality remains strong, and the
overall confidence and financial health of most Council members” clients continues to improve along with















high levels of commercial activity in Russia prior to the sanctions, adding significant volume and
complexity to implementation of the current sanctions regime. Banks also face significant demands to
facilitate family remittances and humanitarian efforts, further complicating implementation.

Other implementation challenges included a high number of false-positive findings, which should decline as
experience grows. In addition, the data challenges are substantial, and while not new, could perhaps be
addressed going forward with some kind of public/private “data utility” For sanctions. Finally, while the
strategic thrust of international coalition sanctions is aligned, the details of sanctions programs among the
different countries are often not identical, creating implementation challenges and potentially reducing
sanctions” effectiveness. Further international coordination and specificity of the Russia sanctions are
critical.

The Russia sanctions and related efforts have also highlighted challenges with “stranded assets,”
particularly in the asset management space. Investment funds holding Russian assets now valued at or near
zero are facing social, political, or investor demands to dispose of such assets, creating challenges for
fiduciaries in the absence of open trading venues or other reliable pricing options.

What costs, if any, are banks bearing to implement economic sanctions?

The cost of implementation of the sanctions varies considerably across Council members’ institutions,
based primarily on their size and market scope.

Smaller banks that have limited Russia-related activities have not seen significant cost increases, though
one Council member noted increases in related indirect costs for smaller banks due to heightened cyber-
security risks.

While it is difficult (and too soon) to quantify, larger banks reported significant increases in compliance
costs, which have required them to add internal and external resources to interpret and implement the
sanctions. While staffing remains the primary cost driver of implementation, and while banks” existing
systems have generally proved adequate to meet the new demands, the scope and complexity of the Russia
sanctions efforts may also, over time, lead banks to invest in enhanced systems for sanctions monitoring
and tracking.

Are the sanctions working as intended?

Council members are not in a position to fully evaluate the geopolitical effectiveness of the sanctions, but
they believe the sanctions have effectively disconnected Russia from the global financial system, blocked
access to assets by key Russian organizations and individuals, and reduced Russia’s ability to use global
financial resources in support of its aggression against Ukraine.

While challenges to the sanctions’ effectiveness remain, particularly the potential for “leakage™ outside the
U.S.’s jurisdiction, the international coalition in support of Ukraine has so far held up well, greatly
increasing the effectiveness of the U.S. implementation of sanctions.

Longer term, the continued effectiveness of the U.S. implementation of sanctions will depend on the
continued dominance of the dollar in international trade finance and invoicing. Sanctions represent a
significant threat to potential “sanctionees” and, therefore, should be used judiciously. The emergence of
other currencies being accepted for activities subject to sanctions (such as in the energy sector) could risk
reducing the effectiveness of sanctions over time.












Summary

At its core, DeFi is a mechanism by which a transaction can occur peer to peer without any human
intervention and be transparently recorded on blockchain. This transaction can be done at any time of the
day, instantaneously. The DeFi ecosystem currently operates outside of traditional infrastructure,
regulation, and public policy frameworks. DeFi services are built using a combination of blockchain,
decentralized applications (dApps), and smart contracts without traditional intermediaries. DeFi aims to
offer services similar to those provided by Traditional Finance, including lending, borrowing, insurance,
asset management, and derivatives trading.

Most Council members note that the purported benefits of DeFi around cost savings, security, and
efficiency have not been thoroughly proved at this time. Furthermore, all Council members agree that, left
unregulated, DeFi will present significant risk to both consumers and financial market stability.

Advantages and Disadvantages of DeFi

Most Council members note that the primary advantage of DeFi is its use of blockchain technology and its
smart contract capabilities. Many financial institutions have, and will continue to look at, this technology to
determine “use cases” that can provide them with more efficiencies and transparency among their
counterparties.

DeFi’s strength lies in certain use cases: transactions that are easy to make self-executing, i.¢., they can be
governed by “smart contracts,” and therefore do not need to involve an intermediary. In these types of
routine and controllable transactions, code can be developed to provide for all contingencies such that the
transaction can proceed in full reliance on the automated protocols, and the existence of anonymous
participants does not cause a lack of trust or instability. More complex transactions that lack homogeneity
are less likely to lend themselves to smart contract applications. Further, the traditional banking market can
learn from the technical aspects of DeFi (e.g., smart contracts, open-source software, and design of
decentralized networks), which can be applied to Traditional Finance with or without leveraging blockchain
or distributed networks.

DeFi proponents tout the increased speed and lower cost of DeFi services, but these claims are to date
unproven. Transactions conducted via DeFi often have very high fees that, depending on the transfer
method, often increase in line with demand.

Conversely, banks have been taking significant steps to improve payment speed and lower costs. Several
Council members brought up The Clearing House’s real-time payments system, RTP, as an example. RTP
allows payments to be transmitted within seconds and is available as a service to all U.S. depository
institutions.

Several Council members noted that sophisticated BSA/AML/KYC (Bank Secrecy Act/anti-money-
laundering/know-your-customer) controls are missing in the DeFi ecosystem, which can introduce
significant risk. Further, to the extent that the ability to conduct payments activity in a pseudonymous
manner via DeFi is of any benefit, this benefit is overstated. Users will ultimately need to connect with a
regulated entity and establish their identity in to order utilize the digital currency in the real world.

The table highlights the transparency of DeFi but does not acknowledge the banking industry’s efforts to
provide consumers with access to their financial data, while also maintaining the privacy and security of
consumers’ data and giving them more control over the timing, frequency, and use of their data by third-
party FinTechs and other data users. Despite assertions from its proponents, DeFi is not perfectly secure and
completely transparent. DeFi protocols contain a set of conditions that a developer writes to produce a
digital contract. This code is only as good as the developer who writes it. If the code contains errors, the
transaction may not be reliable and could expose the user to tricks by “bad actors.” While many DeFi
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protocols operate using open-source software, wherein any user could theoretically review the rules and
transaction record, the technical expertise required to effectively make informed decisions using data
derived from this software is far beyond the skill of the average (or above-average) consumer.

Key Implications for the Banking Industry and Regulators

Council members agree that innovation in the financial-services market must occur. However, this
innovation must occur safely, soundly, and in a manner that does not pose a threat to consumers or the
financial system more broadly.

Currently, DeFi platforms are unregulated and lack basic protections to mitigate suitability risk.
Furthermore, many of the perceived benefits of DeFi exist only because of the current lack of regulation.
Many Council members observe that BSA/AML/KY C compliance is at risk in the DeFi ecosystem. The
anonymity of a transaction’s participants and the lack of application of BSA/AML/KY C requirements
expose DeFi to the risk of being used for illegal activities or market manipulation. At an aggregate level,
these risks can also present financial stability concerns.

From a regulatory perspective, DeFi presents significant complications for imposing market-conduct
standards. Because DeFi uses code native to decentralized and permissionless blockchains, market
regulators will be challenged to hold bad actors accountable for acts such as market manipulation.
Regulators may have to consider applying alternative theories of liability, potentially based on voting rights
or control of various De¢Fi platforms, to police market abuses.
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